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To: The Members of the P&C Reinsurance Study Group

From: P & C Reinsurance Study Group Interested Persons

Date: March 10, 2005

The interested persons met on February 16 and March 10, 2005 to consider the issues referred by the study group and make the following report.

1.  Reinsurance accounting and disclosure

The interested persons agree that current GAAP and SAP accounting and disclosure guidance provides an appropriate framework to evaluate the economic substance of reinsurance transactions and establish the proper financial accounting and reporting disclosure standards for those transactions.   The interested persons believe that guidance and those standards are comprehensive and should be retained.  

Based on the concerns raised during the study group's recent meetings, the interested persons also believe that, while good, that guidance and those standards would be improved by some additional disclosures.  

This report includes some initial thoughts on what those additional disclosures might look like.  The interested persons would ask that these suggested disclosures be treated as a "work in progress" or rough draft rather than a final recommendation.  There has been insufficient time since the February 23, 2005 interim meeting to give these rough draft suggestions the kind of consideration that would support a final recommendation.  The interested persons recommend that the study group hold an interim meeting to receive and consider that final recommendation.

Under current U.S. SAP and GAAP accounting and disclosure standards no distinction is made between traditional reinsurance and so-called finite risk or financial reinsurance agreements.  Despite being characterized by the parties as traditional or finite, a reinsurance transaction either meets the risk transfer and other requirements of SSAP 62 and FAS 113, or it does not.  If it does, then the transaction is accounted for as reinsurance.  If it does not, it does not receive reinsurance accounting and is accounted for as a deposit.  For those finite reinsurance transactions where reinsurance accounting treatment is sought the parties generally take great care to assure that the applicable accounting rules are followed.   

Still, a number of concerns have been raised regarding finite reinsurance agreements.  Some ask whether regulators receive sufficient financial statement information to identify or "flag" transactions which may not transfer sufficient risk.   Others are concerned that, once such transactions are identified, the cedant may not have sufficient information in its files to demonstrate the existence of risk transfer at the inception of the reinsurance contract to the satisfaction of an examiner.  It is with those kinds of concerns in mind that the interested persons submit these rough draft suggested changes to the property and casualty interrogatories.  They are intended to improve the ability to identify reinsurance contracts that may warrant closer review and to provide information regarding the principal objectives of reinsurance contracts containing certain kinds of provisions.

 Rough Draft of Suggested Changes to the Property and Casualty Interrogatories

Amend Interrogatory 7 by adding after 7.2 the following:

7.3  If yes, does the amount of reinsurance credit taken reflect the reduction in quota share coverage caused by any applicable limiting provision(s)?  Yes__   No__

Add new Interrogatories 9 and 10 (renumbering current Interrogatory 9 and subsequent interrogatories) to read as follows:

9.1  Has the reporting entity reinsured any risk under any reinsurance contract (or under multiple contracts with the same reinsurer or its affiliates) for which it recorded a positive or negative underwriting result greater than 10% of surplus as regards policyholders, and accounted for that contract as reinsurance and not as a deposit, that contains one or more of the following features:

(a)  a contract term longer than two years when the contract is noncancellable by the reporting entity during the contract term;

(b)  a limited or conditional cancellation provision under which cancellation triggers an obligation by the reporting entity, or an affiliate of the reporting entity, to enter into a new reinsurance contract with the reinsurer, or an affiliate of the reinsurer;

(c)  retroactive reinsurance coverage (e.g., a loss portfolio transfer);

(d)  aggregate stop loss treaty reinsurance coverage;

(e)  an unconditional and unilateral right by either party to commute the reinsurance contract; or

(f) a provision permitting reporting of losses, or payment of losses, less frequently than on a quarterly basis (unless there is no activity during the period)?

a. If yes, please provide the following information in a supplemental filing :

b. A summary of the reinsurance contract terms.

c. A brief discussion of management's principal objectives in entering into the reinsurance contract.

d. A statement regarding whether the reporting entity's underwriting file, documenting the risk transfer analysis of the reinsurance contract pursuant to SSAP No. 62, is available for examination.

10.1  Has the reporting entity reinsured any risk under any reinsurance contract, and accounted for that contract as reinsurance and not as a deposit, and also entered into a separate written or oral agreement, other than an inuring reinsurance contract, that would under any circumstances, reduce, limit or mitigate any actual or potential loss to the reinsurer under the reinsurance contract.  

10.2  If yes, give full information:

2.  Paragraph 51 of SSAP No. 62

The interested persons have reviewed Paragraph 51 of SSAP No. 62.  The interested persons believe the guidance in Paragraph 51 is adequate and that companies should not be recording commissions received in excess of anticipated costs.  

However, for the avoidance of doubt the interested persons suggest adding a new sentence to the end of Paragraph 51.  The entire paragraph would then read as follows:

51.  If the ceding commission paid under a reinsurance agreement exceeds the anticipated acquisition cost of the business ceded, the ceding entity shall establish a liability, equal to the difference between the anticipated acquisition cost and the reinsurance commissions received, to be amortized pro rata over the life of the reinsurance agreement.  As used in this paragraph, "anticipated acquisition cost" means the ceding entity's reasonable estimate of that portion of its total estimated expenses for the year (the expenses that it expects to report on Line 25 of Column 2, and the unallocated loss adjustment expenses that it expects to report on Line 19 of Column 1, of Part 3 - Expenses of the Underwriting and Investment Exhibit) attributable to the business covered by the reinsurance agreement.

3.  Prepaid premiums

The interested persons considered the issue of how to account for prepaid reinsurance premiums.  It is the consensus of the interested persons that reinsurance premiums paid during an accounting period prior to the accounting period in which they are due should be accounted for as a deposited asset by the cedant and as a deposit liability by the reinsurer until the due date.  Once due the premium should be earned ratably over the exposure period of the reinsurance agreement, except that minimum and deposit premiums should be earned immediately when due.

4.  Schedule F Part 3 Reporting

The consensus of the interested persons is that, in addition to the proposed amendment to the annual statement instructions for Schedule F Part 3, the heading of Column 3 of Schedule F Part 3 should be amended to read as follows:
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Name of Reinsurer
NOTE: ONLY LIST REINSURERS - 

DO NOT LIST REINSURANCE 

INTERMEDIARIES

5.  Schedule F Part 7 Reporting

The consensus of the interested parties is that the guidance of Paragraph 52 of SSAP No. 62 is clear, reporting entities know that they must provide for an additional reserve that an amount higher than the Schedule F- Provision for Overdue Reinsurance minimum reserve for uncollectible reinsurance should be posted if the entity's experience indicates, and therefore no amendment to the instructions for Schedule F Part 7 is necessary.
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