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Purpose of this Report
In response to recent and ongoing investigations of a few (re)insurance transactions, there have been several media reports, rating agency reports and investment analyst reports which have profiled (re)insurance transactions as “finite (re)insurance”, “financial (re)insurance” or “financial engineering (re)insurance” products.  Many of these reports appear to have broadly mischaracterized finite reinsurance as a device of form over substance, used by purchasers to misstate their financial position and operating results. 

The topic of property and casualty reinsurance accounting and disclosure is challenging because it sometimes involves accounting for complex contracts that embody varying degrees and types of risk, which may create uncertainty about the range of possible outcomes.  As a consequence, each (re)insurance transaction must be evaluated on its own facts and circumstances.  The issues surrounding the accounting and reporting for property and casualty reinsurance contracts are not new, as evidenced by the extensive literature which embodies Generally Accepted Accounting Principles (“GAAP”) and Statutory Accounting Principles (“SAP”), along with extensive guidance and interpretations, that has evolved over the past 30 years. 

Current GAAP and SAP accounting guidance, when properly applied, provides the appropriate framework to evaluate the economic substance of reinsurance transactions and the appropriate framework for establishing the proper financial accounting and reporting disclosures to address the needs of a broad user base. This report focuses on the development of those current financial accounting and disclosure requirements for property and casualty reinsurance transactions.  

Introduction

Reinsurance, when properly structured, provides legitimate economic benefits to ceding insurers. Those benefits include managing volatility of underwriting, credit, investment timing and other risks, capital financing through surplus relief, reduced volatility of financial results and increased underwriting capacity. These benefits are appropriately recognized in the current accounting model for property and casualty reinsurance contracts.

Finite reinsurance provides value to the cedant. Like other reinsurance contracts, a finite reinsurance contract is subject to the GAAP and SAP risk transfer and accounting and disclosure rules for reinsurance contracts.  GAAP and SAP accounting and risk transfer rules are comprehensive, have evolved over many years and provide detailed guidance for accounting and disclosure of property and casualty reinsurance transactions.  Finite reinsurance contracts contain most of the same features as other reinsurance contracts. Finite contracts are generally more structured than so-called “traditional” reinsurance contracts in that they often have more specific or defined (finite) limits on the amount of insurance risk assumed by the reinsurer, and accordingly can be less costly for the cedant.

Although finite contracts may provide for less risk transfer (indemnification) by the cedant they must still meet the accounting literature risk transfer requirements to qualify for reinsurance accounting.  In order to qualify for reinsurance accounting and provide underwriting accounting benefit to the cedant, all reinsurance agreements (whether characterized by the parties as “traditional” or “finite” – or not characterized at all) must transfer insurance risk to the reinsurer.  The principles-based GAAP and SAP risk transfer standards require that (a) the reinsurer assumes significant insurance risk (underwriting risk and timing risk) under the reinsured portions of the underlying insurance agreements; and (b) it is reasonably possible that the reinsurer may realize a significant loss from the transaction.

To the extent that the accounting risk transfer thresholds are not met, the reinsurance transaction is accounted for as a deposit. The treatment of reinsurance transactions as deposits does not mean that economic risk has not been transferred.  It just means that the nature and the amount of the risk transferred do not sufficiently conform to the accounting literature definition of risk transfer to be afforded reinsurance accounting treatment.  

Finite reinsurance contracts receive close scrutiny by the parties to the contract and their independent auditors, primarily to determine whether the contract should be accounted for as reinsurance or as a deposit.  If the cedant is marginally capitalized, the transaction is scrutinized and in certain cases pre-approved by state insurance regulators.  Similarly, rating agencies review significant reinsurance transactions.  Because of the extent and nature of the authoritative accounting and reporting guidance that exists today and the close scrutiny of finite reinsurance contracts by management, auditors, regulators and rating agencies, frequent or widespread misapplication of the risk transfer and reinsurance accounting rules is unlikely.

The following section provides a chronology of the evolution of the GAAP and SAP literature over the past 30 years.  The accounting standards setting process is rigorous.  It involves the participation of industry representatives, public accounting representatives, rule-setting bodies, such as the FASB and the NAIC, state insurance regulators and the SEC.

We believe that the current accounting literature, when properly applied, accurately and fairly reflects the appropriate accounting treatment for the economics of reinsurance transactions and provides for adequate disclosure for all constituencies. If insurance regulators, the FASB or others decide that further prospective evolution of the SAP or GAAP accounting, disclosure or risk transfer rules is necessary, then regulators, insurers and reinsurers should work cooperatively to effect that change.

GAAP Accounting Literature

This section of the report provides a summary of the GAAP accounting literature that provides guidance on risk transfer, and accounting and disclosure guidance for property and casualty reinsurance contracts. SAP guidance is similarly well developed and is compared with GAAP later in this report.  SAP and GAAP accounting for property and casualty insurance and reinsurance contracts is interlinked and SAP and GAAP standard setters follow each other depending on which has acted most recently. For example, much of the guidance contained in FAS No. 60 was derived from statutory accounting practices. We have included the GAAP reference in chronological order based on the effective date of each pronouncement. 

FAS No. 5 - Accounting for Contingencies - (07/75)

FAS No. 5 defines the criteria for accruing loss contingencies.  Loss contingencies shall be accrued if both of the following conditions are met:

a. Information available prior to the issuance of financial statements indicates that it is probable that an asset has been impaired or that a liability has been incurred at the balance sheet date

b. The amount of the loss can be reasonably estimated.

This statement defines the thresholds for loss estimation as either probable, reasonably possible or remote.  These terms are used in later statements including FAS No. 113 paragraph 9.b. in defining indemnification (risk transfer) in reinsurance contracts. 

Paragraphs 40 through 43 of FAS No. 5 addressed the conditions upon which a (re)insurance company should accrue losses on assumed (re)insurance.

Paragraph 44 of FAS No. 5 provided early guidance on indemnification, risk transfer and deposit accounting for situations where an insurance or reinsurance contract, despite its form, does not transfer insurance risk.

Paragraph 66 of FAS No. 5 addressed the unique quality of indemnity based (re)insurance contracts to provide “a more stable pattern of reported earnings.”

FAS No. 60 – Accounting and Reporting by Insurance Enterprises – (12/82)

FAS No. 60 extracted the specialized accounting principles and practices from the AICPA Audit Guides and Statements of Position (SOP) to establish financial and reporting guidance for all insurance enterprises other than mutual life insurance enterprises and fraternal benefit societies. The statement requires that insurance contracts be classified as either short-duration (primarily property casualty contracts) or long-duration contracts.  The statement provides accounting rules that differ based on whether the contract is short or long duration. 

This statement is comprehensive as it addresses revenue and expense recognition, deferral of acquisition costs, premium deficiency reserves, measurement of assets and liabilities and accounting for investments among other issues. 

This statement codified industry practice of net accounting. Under net accounting, reinsurance recoverable on paid claims is classified as an asset, but reinsurance recoverable on unpaid claims and claims expenses and unearned premium reserves are deducted from gross unpaid claims and claims expenses and gross unearned premium reserves as a contra liability. FAS No. 113 superseded this guidance and eliminated net accounting on the balance sheet for GAAP purposes.

Paragraph 7a. of FAS No. 60 defines a short-duration contract as a contract that provides insurance protection for a fixed period of short duration and enables the insurer to cancel the contract or to adjust the provisions of the contract at the end of any contract period, such as adjusting the amount of premiums charged or coverage provided. Contemporaneous with the development of EITF 93-6 the SEC expressed the view that they may challenge the classification of any short-duration contract with greater than a three-year term.

Paragraphs 38 through 40 and 60(f) addressed indemnification, risk transfer and deposit accounting for reinsurance contracts that provide indemnification and provided guidance for reinsurance contracts that do not provide indemnification.  FAS No. 113 superseded this guidance.

FAS No. 113 – Accounting and Reporting for Reinsurance of Short-Duration and Long Duration Contracts – (12/92)

Issued in December 1992, FAS No. 113 provided comprehensive guidance for accounting and reporting for reinsurance by cedants and reinsurers. This statement:

· Eliminates net accounting on the balance sheet (i.e. the practice of reporting assets and liabilities net of the effects of reinsurance). Because the legal obligations to policyholders have not been extinguished by reinsurance and because the cedant cannot offset obligations to policyholders with receivables from reinsurers, reinsurance receivables on unpaid claims and claims expenses and prepaid reinsurance premiums (ceded unearned premium reserves) are reported as assets. 

· Establishes the conditions required for a contract with a reinsurer to be accounted for as reinsurance (Paragraph 9) as follows:

9. Indemnification of the ceding enterprise against loss or liability relating to insurance risk in reinsurance of short-duration contracts requires both of the following, unless the condition in paragraph 11 is met:

a. The reinsurer assumes significant insurance risk under the reinsured portions of the underlying insurance contracts.

b. It is reasonably possible that the reinsurer may realize a significant loss from the transaction.

· Made clear that the 9a. test requires that both the amount and timing of the reinsurer’s payments must depend on and vary directly with the amount and timing of the claims settled under the reinsured contracts. Contract features that delay timely reimbursement fail this test. 

· Risk transfer is tested at the inception of the reinsurance contract. The risk transfer test is applied by discounting all cash flows between the cedant and reinsurer to present value under reasonably possible outcomes.

· Made clear that the significant loss in Paragraph 9b is evaluated in relation to the present value of amounts paid to the reinsurer. (In practice, accounting firms have implemented rules of thumb for reasonably possible and significant loss that have tended to increase more recently. One such rule is the “10/10 rule” in which the reinsurer has a 10% or greater chance of incurring a 10% or greater present value loss under the contract).

· Defines prospective and retroactive reinsurance contracts and establishes separate accounting for each.  A contract is determined to be prospective or retroactive depending on whether the contract reinsures future (prospective) or past (retrospective) loss events covered by the original insurance. 

· Prescribes the accounting for reinsurance contracts by the cedant and reinsurer.

1. Reinsurance accounting is appropriate only for prospective contracts that meet the paragraph 9a. and 9b. risk transfer tests and for those contracts that meet the conditions of paragraph 11 of FAS No. 113).

2. Reinsurance accounting is not permitted, and deposit accounting is required for prospective or retroactive contracts that do not meet the paragraph 9a. and 9b. tests. Deposit accounting was not specifically defined in FAS No. 113, but specific guidance was contained in AICPA SOP 98-7.

3. Prescribes retroactive reinsurance accounting for retroactive contracts.  A gain from a retroactive reinsurance contract is required to be deferred from income and amortized over the estimated settlement period of the liabilities reinsured. 

· Prohibits the immediate recognition of gains unless the cedant’s liability to the policyholders is extinguished.

· Requires that prospective and retroactive provisions within a single contract be accounted for separately where possible.  If separate accounting for prospective and retroactive portions of a single contract is not possible, the entire contract must be accounted for as a retroactive contract.

· Provides comprehensive disclosure requirements for cedants and reinsurers.

AICPA SOP 92-5 – Accounting for Foreign Property and Liability Reinsurance – (12/92)

Because U.S. (re)insurers cannot always obtain sufficient information to periodically estimate earned premiums, SOP 92-5 addressed the accounting for reinsurance assumed from non-U.S. insurance companies.  The SOP described three methods used to account for these transactions: the periodic method, the zero balance method and the open year method.  

The SOP concludes that the periodic method should be used where possible. If the foreign ceding company cannot provide the information required by the assuming company to estimate both the ultimate premiums and the appropriate periods of recognition in accordance with U.S. GAAP, then the open year method should be used. 

The open year method is also referenced in SOP 98-7 Deposit Accounting regarding reinsurance contracts with indeterminate risk.

EITF Issue 93-5 – Accounting for Environmental Liabilities – (05/93)

EITF 93-5 defines environmental exposures as a loss contingency subject to accrual under FAS No. 5.  The EITF reached consensus that environmental liabilities should be evaluated independently from any potential claim recovery and that the loss arising from the recognition of an environmental liability should be reduced only when a recovery is probable of realization.

The EITF reached consensus that discounting of environmental liabilities is allowed if the liabilities relate to a specific clean up site and if the aggregate amount of the obligation and the amount and timing of the cash payments for that site are fixed or reliably determinable. The amount and timing of cash payments should be based on objective, verifiable information. 

Discounting is not required, however if it is used and if it is material to the financial statements, the reporting entity must disclose the undiscounted amount of the liability, the discount rate used and any related recovery.

The SEC issued Staff Accounting Bulletin (SAB) 92 in 1993 to clarify that EITF 93-5 requires separate presentation of the gross environmental liability and related claim recovery. 

EITF Issue 93-6 – Accounting for Multiple-Year Retrospectively Rated Contracts (RRC’s) by Ceding and Assuming Enterprises - (05/93)

EITF 93-6 prescribed guidance on contracts that are multiple-year retrospectively rated reinsurance contracts.  This guidance essentially addressed the required accounting for “funded catastrophe covers” which were intended to smooth the charge for a catastrophe over several accounting periods.  The EITF required the ceding company and the assuming company to properly accrue either an asset or liability to account for the experience incurred on the contract for the accounting period, in accordance with the contractual provisions of the contract. By requiring current accounting of future obligations, EITF 93-6 effectively eliminated funding covers in the U.S.

EITF 93-6 clarified three criteria required for a short-duration reinsurance contract to be accounted for as reinsurance. If the contract does not meet these criteria, it must be accounted for as a deposit.  If the contract does meet these criteria, it is accounted for as provided in EITF 93-6 and the cedant and reinsurer must accrue assets or liabilities as described above.

Consideration of EITF 93-6 and FAS No. 113 prompted further discussion of what is considered a short-duration contract.  FAS No. 60 refers to short-duration contracts but does not provide a specific time frame. While it was clear that one year contracts would meet this definition and indefinite term contracts would not, it was not clear whether 3, 5 or 7 year contracts for example, would meet the definition of a short-duration contract. The SEC staff expressed the view (not formal policy) that they may challenge the classification of any short-duration contract with greater than a three-year term. 

EITF Topic D-34 – Accounting for Reinsurance: Questions and Answers about FASB Statement No. 113 – (07/93)

EITF D-34 incorporated questions and answers (Q&A) from a FASB “Viewpoints” article of the same title.  It provides additional guidance for FAS No. 113, EITF 93-6 and EITF topic D-35.  EITF D-34 addressed several categories of questions, including applying the effective date, the applicability and scope of the guidance, risk transfer evaluation, accounting provisions and disclosures.  Clarifications include the following:

· FAS No 113 provides that any transaction that indemnifies an insurer against loss or liability relating to insurance risk under paragraphs 8 through 13 must be accounted for as a reinsurance contract.  Therefore, all contracts, including contracts that may not be structured or described as reinsurance, must be accounted for as reinsurance when those conditions are met.

· Risk transfer should be assessed at contract inception based on the facts and circumstances known at the time. If contractual terms are subsequently amended, risk transfer should be reassessed (prospectively).  This reassessment could result in a contract formerly accounted for as reinsurance being reclassified as a deposit.

· The EITF discussed what constitutes a risk transfer reinsurance contract. The consensus states that if agreements with the reinsurer or related reinsurers, in the aggregate, do not transfer risk, the individual contracts that make up those agreements also would not be considered to transfer risk.  If an agreement consists of both risk transfer and non-risk transfer coverages that have been combined into a single legal document, those coverages must be considered separately for accounting purposes.

· The EITF clarified that payment schedules and accumulating retentions from multiple years are features that delay timely reimbursement to the cedant.  They concluded that any feature that delays timely reimbursement should not be treated as reinsurance accounting.

EITF Topic D-35 – FASB Staff Views on Issue 93-6, Accounting for Multiple-Year Retrospectively Rated Contracts by Ceding and Assuming Enterprises - (07/93) 

EITF D-35 contained several Q&A’s designed to clarify the implementation of EITF Issue 93-6. It addressed the scope of the interpretation, definition of an RRC, conditions for reporting as reinsurance, liability recognition, multiple contingent contractual features and changes in coverage.  Clarifications include the following:

· Clarified why EITF 93-6 addresses accounting by assuming companies.  The EITF concluded that because the guidance in FAS No. 5, 60 and 113 also applies to both ceding and assuming companies that the guidance in EITF 93-6 should also apply to both ceding and assuming companies. The EITF noted that while differences in subjective estimates may result in the ceding and assuming enterprises recognizing different amounts, the same principles should be applied by both parties to the transaction. .

· Discussed what constitutes a reinsurance contract. The consensus was similar to the consensus in Topic D-34.

· Concluded that contracts that reinsure short duration insurance risks over a significantly longer period are, in substance, financing transactions, because either (1) premiums are deferred over a period beyond the term of the underlying insurance contracts, (2) losses are recognized in a different period than the period in which the event causing the loss takes place, or (3) both of these events occur at different points in time.

· Clarified that changes in reinsurance coverage are experience adjustments subject to EITF Issue 93-6.  An increase in future coverage is an increase in an asset to the ceding enterprise and a liability to the assuming enterprise. Conversely, a decrease in coverage diminishes an asset for the ceding enterprise and reduces a liability for the assuming enterprise. Under FAS No.’s 5, 60, and 113, changes in assets and liabilities must be recognized in the financial statements when they occur. Therefore, changes in coverage are equivalent in economic effect to changes in future cash flows, because coverage is what determines those future cash flows.

EITF Issue 93-14 - Accounting for Multiple-Year Retrospectively Rated Contracts by Insurance Enterprises and Other Enterprises – (11/93)

EITF 93-14 clarified that the requirements of EITF 93-6 relating to insurance contracts with retrospective rating provisions apply to non-insurance enterprises and to contracts arising from an insurance transaction that is not a reinsurance contract. The EITF concluded that the guidance of EITF 93-6 would apply consistently to these transactions. In addition, the EITF noted that deposit accounting cannot be used to avoid loss recognition that would otherwise be required.

EITF Topic D-54 – Accounting by the Purchaser for a Seller’s Guarantee of the Adequacy of Liabilities for Losses and Loss Adjustment Expenses of an Insurance Enterprise Acquired in a Purchase Business Combination – (11/97)

EITF D-54 addresses whether FAS No. 113 or APB Opinion 16 Business Combinations should apply to reserve guarantees in the above referenced transactions. The FASB staff noted that reserve guarantees are similar to retroactive reinsurance and that they are often provided between enterprises that are not insurance enterprises. The FASB staff believed that a purchaser, when accounting for reserve guarantees provided by a selling enterprise in a business combination accounted for as a purchase under APB opinion 16, should not apply paragraphs 22 through 24 of FAS No. 113, which address retroactive reinsurance arrangements. Instead, these transactions would be accounted for as prospective reinsurance. The FASB staff believed that these guarantees should be accounted for consistently regardless of whether the seller or purchaser is an insurance enterprise.

The FASB staff concluded that changes in the liabilities for losses and loss expenses of the purchaser should be recognized in income by the purchaser in the period which estimates are changed or payments are made in accordance with FAS No 60.  The purchaser should also recognize a receivable due from the seller under the reserve guaranty subject to an assessment of the collectibility of that amount with the corresponding credit to income.

In situations where the seller obtains third-party reinsurance to directly indemnify the purchaser for adverse loss development, EITF D-54 would apply depending on the facts and circumstances, if: 1) The seller agrees to participate in the buyer’s adverse development (i.e. indemnify the purchaser even though it funded its obligation through a reinsurance agreement), and 2) the guarantee arrangement between the purchaser and seller is contemporaneous with, and contingent upon, the purchase business combination.

AICPA SOP 98-7 – Deposit Accounting: Accounting for Insurance and Reinsurance Contracts That Do Not Transfer Insurance Risk – (10/98)

SOP 98-7 provides guidance on how to account for insurance and reinsurance contracts that do not transfer insurance risk. It applies to all entities and all insurance and reinsurance contracts that do not transfer insurance risk, except for long-duration life and health insurance contracts.

Insurance and reinsurance contracts for which the deposit method is appropriate are contracts that:

· Transfer only significant timing risk

· Transfer only significant underwriting risk

· Transfer neither significant timing nor underwriting risk

· Have an indeterminate risk.

Insurance or reinsurance contracts that transfer only significant underwriting risk should be accounted for by measuring the deposit based on the unexpired portion of the coverage provided until losses are incurred that will be reimbursed under the contracts. Once a loss is incurred that will be reimbursed under this kind of contract, then the deposit should be measured by the present value of the expected future cash flows arising from the contract, plus the remaining unexpired portion of the coverage provided. Changes in the recorded amount of the deposit, other than the unexpired portion of the coverage provided, should be included in the income statement of the insured as an offset against the loss recorded by the insured that will be reimbursed under the contract and in an insurer’s income statement as an incurred loss. The reduction in the deposit related to the unexpired portion of the coverage provided should be recorded by the insured and the insurer who are insurance enterprises as an adjustment to incurred losses. If the insured is an enterprise other than an insurance enterprise, then the reduction in the deposit related to the unexpired portion of the coverage provided should be recorded as an expense.

Insurance and reinsurance contracts that transfer neither significant timing nor underwriting risk, and insurance and reinsurance contracts that transfer only significant timing risk, should be accounted for using the interest method. Changes in estimates of the timing or amounts of recoveries should be accounted for by recalculating the effective yield. The asset or liability should then be adjusted to the amount that would have existed had the new effective yield been applied since the inception of the contract. The revenue and expense recorded for such contracts shall be included in interest income or interest expense.

Insurance and reinsurance contracts with indeterminate risk should be accounted for using the open-year method in accordance with SOP 92-5, Accounting for Foreign Property and Liability Reinsurance. The open-year method should not, however, be used to defer losses that otherwise must be recognized pursuant to FAS No. 5.

AICPA Standards AU 411 – The Meaning of Presents Fairly in Conformity with Generally Accepted Accounting Principles – (03/92)

AU 411 contains the GAAP hierarchy and provides practitioners and auditors with guidance on how to determine which accounting standards are appropriate in a given circumstance. AU 411 discusses situations where there may be a conflict in one or more accounting principles relevant to a particular circumstance and recognizes that determining the appropriate accounting principles can be difficult because no single reference source exists for all such principles.

A key element of GAAP is the recognition of the importance of reporting transactions and events in accordance with their substance.  Preparers of financial statements should always consider whether the substance of transactions differs materially from their form. 

Statutory Accounting Literature

Statutory Accounting Principles (SAP) for property and casualty reinsurance contracts is similarly well developed and has also evolved over time. Much of the guidance in FAS No. 60 has its roots in statutory accounting practices. There are substantial similarities between accounting under SAP and accounting under GAAP.  In fact, over time GAAP has followed SAP and SAP has followed GAAP, depending on which standard setter has acted most recently.  There are also some significant differences between SAP and GAAP.

In October, 1994 NAIC made revisions to Chapter 22 of its accounting practices manual that substantially, but not completely, adopted the risk transfer guidance of FAS No. 113 and EITF 93-6.  Those revisions were carried forward under codification into Statement of Statutory Accounting Principles No. 62, Property and Casualty Reinsurance.  In addition, NAIC adopted a modified version of SOP 98-7 as SSAP No. 75, Reinsurance Deposit Accounting - An Amendment to SSAP No. 62, Property and Casualty Reinsurance.

SSAP No. 62 contains a number of provisions not found in GAAP.  Under the so-called 9 month rule reinsurance contracts which aren’t reduced to written form and signed by the parties within 9 months after the effective date of the contract are presumed retroactive (with some limited exceptions) and must receive retroactive reinsurance accounting.  Exceptions to the retroactive reinsurance rules are made for structured settlements, novations, substitutions of reinsurers, and reinsurance contracts between affiliates where there is no gain in surplus at the inception of the agreement.  As conditions precedent to receiving reinsurance accounting, the reinsurance contract must contain an insolvency clause, must provide for prompt payment of reinsured losses, must constitute the entire agreement between the parties, must not provide a guarantee of profit to either party, must provide for at least quarterly reports of premiums and losses (unless there’s no activity during the period), and must contain some special provisions if it is a retroactive reinsurance contract.

SAP permits netting of unpaid case and IBNR loss and LAE recoverables and unearned premium reserves against the corresponding gross liabilities.  GAAP requires these balances to be shown as an asset.  (However, the significance of this difference is diminished by the fact that insurers are required in Schedule F - Part 8 of the annual statement to “gross up” the balance sheet to show the effect of reinsurance.)

SAP requires a gain on retroactive reinsurance to be written in as “other income” and to segregate that gain as restricted surplus – which makes the gain unavailable for ordinary shareholder dividend calculation purposes - until the actual recoveries exceed the amount of premium paid.  GAAP require the gain to be deferred and amortized over the settlement period.

Through the Schedule F “provision for reinsurance”, SAP requires recognition of a minimum liability for certain unsecured or overdue reinsurance recoverables (100% for unsecured unauthorized reinsurance, and up to 20% recoverable from certain reinsurers more than 90 days overdue on their payments).  These conditional reserves are intended to make the balance sheet more conservative.  GAAP only requires establishment of an “appropriate” reserve.

Both GAAP and SAP require recognition of future obligations triggered by current losses.  GAAP permits this calculation on the assumption that the reinsurance contract may be terminated early (and therefore the future premium obligation won’t be incurred).  SAP doesn’t.

GAAP requires deferral and amortization of the gain from a structured settlement where the insurer has not been released from its obligation; SAP does not.

Finally, GAAP deposit accounting for reinsurance contracts that do not transfer insurance risk differs somewhat from SAP deposit accounting.  Among other things, GAAP allows contracts that transfer underwriting risk but not timing risk to be accounted for in the income statement of the insured as an offset against incurred losses.  SAP does not allow deposits to affect the underwriting accounts, which means that those contracts won’t affect the combined ratio.

Conclusion

Reinsurance is intended to provide legitimate economic benefits to ceding insurers. Those benefits include managing volatility of underwriting, credit, investment, timing and other risks, capital financing through surplus relief, reduced volatility of financial results, and increased underwriting capacity. 

Current GAAP and SAP accounting guidance provides an appropriate framework to evaluate the economic substance of reinsurance transactions and the appropriate framework for establishing the proper financial accounting and reporting disclosures to address the needs of a broad user base. If insurance regulators, the FASB or others decide that further prospective evolution of the SAP or GAAP accounting, disclosure or risk transfer rules is necessary, then regulators, insurers and reinsurers should work cooperatively to effect that change.
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