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VII.   REVIEW OF REINSURERS & EVALUATION OF RISK TRANSFER

The examiner should review the procedures followed by the company in accordance with the selection of reinsurers and the ongoing monitoring of their financial condition. It is important to review all reinsurance documentation (placement slips, cover notes, reinsurance agreements and any addenda thereto) for completeness, accuracy and timeliness, and to verify that acceptable forms of collateral (usually funds withheld, letters of credit or trust accounts) have been secured by the company in a timely manner for all amounts recoverable from unauthorized reinsurers.

Risk transfer is by nature an elusive concept. There is a variety of risk transfer agreements ranging from a purely financial arrangement in which no underwriting or timing risk is transferred to the reinsurer to a quota share arrangement in which no limitations on risk transfer other than those inherent in the original policies and the reinsurance agreement, are applicable to the obligations of the reinsurer.

While examples of the "pure financial arrangements" are still to be found in the London market and in some offshore domiciles, recent changes in accounting rules applicable to companies domiciled in the United States have apparently reduced the incidence of “reinsurance” transactions which transfer no significant amount of risk to the reinsurer.

Outside the US, in London and in offshore domiciles, the practice of “financial reinsurance” or “finite risk reinsurance” still exists. Under this practice, the reinsurance contract contains vague terms stipulating that the reinsurance arrangement will have some kind of “financial” impact on the parties to the agreement. Additionally, the reinsurance agreement will contain limitations of one kind or another on the obligations of the reinsurer, in order to strike a reasonable balance between the level of risk assumed by the reinsurer and the consideration received from the cedent.

A. Property/Casualty Reinsurance

For statutory accounting purposes “risk” is defined in SSAP No. 62, Property and Casualty Reinsurance, of the NAIC Accounting Practices and Procedures Manual as consisting of two distinct elements:  underwriting risk and timing risk. 

·     Underwriting risk is the possibility that losses and expenses recoverable by the cedent from the reinsurer will exceed the consideration received by the reinsurer, thus resulting in an underwriting loss to the reinsurer.

·     Timing risk exists when anticipated loss payment patterns are not considered during the development of recoverable losses under the reinsurance agreement, and result in a reduction in investment income to the reinsurer as an effect of the accelerated loss payments. 

Both of these elements of risk must be present in order to warrant reinsurance accounting treatment. The other elements of risk, including credit risk or yield risk, are inherent in most reinsurance agreements, and result in a reduction in investment income to the reinsurer as an effect of the accelerated loss payments.

There is no defined quantitative level of risk transfer that must be met before the transaction can be accounted for as reinsurance. The language in SSAP No. 62 requires only that the reinsurer assume significant insurance risk (i.e., underwriting and timing risk) and that a reasonable possibility exists that the reinsurer, in so doing, may sustain a significant loss from the transaction. The determination of what amount of risk is “significant” is to be made on a case-by-case basis by the regulator. The term “reasonably possible” is defined in Question #12 in SSAP No. 62 Appendix A as any probability that is “more than remote.” A common method for GAAP purposes is that there must exist at least a ten percent probability that the reinsurer could sustain a loss of at least ten percent on the transaction. Transactions that cannot satisfy statutory risk transfer requirements must be accounted for as deposits rather than reinsurance.

In determining how much credit should be allowed it is necessary to examine closely the provisions of the reinsurance agreement. Limitations on the maximum amount recoverable from the reinsurer during any defined period, (e.g., contract year), should serve to limit the amount by which gross losses may be reduced on the cedent’s financial statements. Such limitations may take the form of loss ratio caps, per occurrence loss limits, loss “corridors” (a band of loss which must be assumed net by the company before the reinsurer becomes responsible for any further losses under the agreement) etc. The amount of credit allowed should be directly related to the amount of loss recoverable, (i.e., for a “finite” amount of risk transferred to the reinsurer, no more than an equivalent “finite” amount of statement credit should be allowed).

Provisions in the reinsurance agreement that have the effect of deferring the reinsurer’s obligation to reimburse covered losses, will generally cause the transaction to fail the timing risk requirement, preventing the application of a credit for reinsurance. Examples of these provisions include “floating” retentions, “last dollar paid” arrangements and multiple year retentions.

It should be determine whether any separate agreements or understandings exist between the reinsurance agreement parties that would serve to reduce, offset or eliminate the reinsurer’s obligations. In any such instance, a credit for reinsurance should not be allowed under the reinsurance agreement. Property/casualty companies’ responses should be reviewed for the appropriate disclosures in the Annual Statement General Interrogatories to determine whether these types of situations exist.

An analysis of contract provisions is necessary to determine whether, and to what extent, reinsurance accounting treatment should be allowed. Even if the provisions in the reinsurance agreement satisfy risk transfer requirements, it is often necessary to perform an analysis of discounted cash flows, using reasonable assumptions as to the ultimate amount of recoverable incurred losses, loss payment patterns and interest rates, to determine whether there is a reasonable likelihood of a significant underwriting loss to the reinsurer. If this cannot be demonstrated, the transaction should be accounted for as a deposit.

In the simplified illustration that follows, if the probability of a loss ratio of 100% or higher on the business reinsured does not illustrate a greater than "remote" possibility one would have to conclude that the transaction does not transfer sufficient risk to the reinsurer to warrant reinsurance accounting treatment.

Simplified Illustration of Cash Flow Analysis

Assumptions:

•
Ultimate loss ratio will be no lower than 75% and no greater than 125%

•
$5,000,000 premium less 20% ceding commission will be paid at inception of __________reinsurance agreement

•
Interest rate = 5%, compounding annually

•
Paid losses will be recovered from the reinsurer at the end of each year as follows:

Year 1
20%


Year 2
35%


Year 3
20%


Year 4
15%


Year 5
10%



100%


Cash flows @ 75% loss ratio


                                                           Paid Losses

Net Premium:  Year 1            Year 2
       Year 3        Year 4
  Year 5
                 Total
$4,000,000     ($750,000)    ($1,312,500)     ($750,000)  ($562,500)
($375,000)     ($3,750,000)


Present Value








$4,000,000   ($714,286)  ($1,190,476)
($647,878)      ($462,770)      ($293,822)     ($3,309,232)


Gain/(Loss) to Reinsurer: $4,000,000 – $3,309,232 = $690,768 = 17% gain


Cash flows @ 100% loss ratio



                                                    Paid Losses


Net Premium:  Year 1            Year 2
       Year 3        Year 4
  Year 5
                 Total
$4,000,000     ($1,000,000)  ($1,750,000)   ($1,000,000)   ($750,000)     ($500,000)   ($5,000,000)


Present Value








$4,000,000     ($952,381)   ($1,587,302)    ($863,838)     ($617,027)     ($391,763)      ($4,412,311)


Gain/(Loss) to Reinsurer: $4,000,000 – $4,412,311 = ($412,311) = 10% loss


Cash flows @ 125% loss ratio



                                                   Paid Losses


Net Premium:  Year 1            Year 2
  Year 3            Year 4
       Year 5                  Total


$4,000,000     ($1,250,000)   ($2,187,500)   ($1,250,000)    ($937,500)    ($625,000)    ($6,250,000)


Present Value








$4,000,000      ($1,190,476)    ($1,984,127)  ($1,079,797)   ($771,284)   ($489,704)   ($5,515,388)


Gain/(Loss) to Reinsurer: $4,000,000 – $5,515,388 = ($1,515,388) = 38% loss


In determining whether reinsurance accounting is allowable, it should be noted that in certain instances the business covered by the reinsurance agreement might be inherently profitable. As long as the provisions of the reinsurance agreement place no limitations on the obligations of the reinsurer, (i.e., the reinsurer’s underwriting result can be expected to mirror that of the ceding company) commission impact aside, it would be appropriate to allow reinsurance accounting.

In reviewing the company’s reinsurance arrangements it is also important to determine whether any reinsurance agreement that was incepted or renewed on or after January 1, 1994 applies to losses occurring prior to the inception date of the agreement. These agreements must be accounted for as retroactive reinsurance, per the instructions set forth in SSAP No. 62 of the NAIC Accounting Practices and Procedures Manual.

B.
Life & Health Reinsurance

For life and health reinsurance, the evaluation of risk transfer is quite different from that for property/casualty reinsurance. SSAP No. 61 in the NAIC Accounting Practices and Procedures Manual, Deposit-Type and Accident and Health Reinsurance, requires a "transfer of significant risks inherent to the business reinsured." The regulation does not address the probability of loss to the reinsurer at all in defining transfer of risk. "Significant risks" are defined with reference to a table of risks and contract types. The examiner should consult SSAP No. 61 for details concerning the evaluation of risk transfer for life and health reinsurance agreements. The SSAP specifically prohibits the use of side agreements, which differs from the property/casualty treatment of side agreements.

Exhibit C - GENERAL REINSURANCE CHECKLIST

The examiner should complete the following checklist in accordance with the overall review of the reinsurance transactions incurred by the company.


                                   This should be noted for each item: YES
   NO
N/A
Done By
Date


General Reinsurance Checklist







 1.  Does the company conduct a review at least annually to monitor the suitability of the ceded reinsurance program with regard to: 







   a.  Company’s overall business plan?







   b.  Changes in the company’s underwriting or marketing operations?







   c.  Changes on its territorial operations?







 2.  Does the company maintain centralized oversight over its ceded reinsurance program:







   a.  Are signed copies of all placement slips, cover notes, facultative certificates and treaties retained?







      b. Are all treaty documentation finalized and executed by all parties within nine months of contract inception in accordance with SSAP No. 62, paragraph 23?







      c.  Are all reinsurance contracts summarized for reference by company underwriting, claims, accounting and legal staff?







3.  Does the company monitor aggregations of exposure to natural disasters?  Document the procedures employed by the company:

___________________________________________

__________________________________________

__________________________________________

__________________________________________







      a.  Is the total catastrophe reinsurance protection in place sufficient for the company’s needs?







 4.  Has the company established standards of acceptability for reinsurers, and does the company annually review its reinsurance security? Describe the company’s procedures and resources utilized to accomplish this purpose:

___________________________________________

___________________________________________

___________________________________________

___________________________________________







 5. Does the company conduct audits of reinsurance accounting and claims transactions?  Obtain documentation and details of these audits.







 6. Does the company have a monitoring system for timely collection/payment of reinsurance balances?  Obtain documentation and details of established systems. 







 7. Does the company have an internal quality control program to regularly monitor the accuracy of transactions processed? Obtain documentation and details of established programs. 







 8. Does the company regularly review policies issued against reinsurance documents to determine:







     a. Whether policy coverage is consistent with the scope of applicable reinsurance protection?







     b. The extent of net exposure remaining?







     c. How net exposure is likely to impact the company?







 9. Does the company have a formal procedure to communicate with reinsurers, either directly, or via a reinsurance intermediary?  







     a. Does the company verify the licensing status of, and the amount of Errors & Omissions coverage maintained by each reinsurance intermediary involved in placement of ceded reinsurance?







 10. Does the company monitor and report to senior management reinsurance collection difficulties?







     a. Is there a formal procedure to determine when unrecoverable balances should be written off?







      b. Have write-offs and commutations been properly accounted for and reported in the company’s financial statements?

EXHIBIT D — CEDED REINSURANCE CONTRACT REVIEW

The examiner should complete the following workpaper in accordance with the review of the company’s ceded reinsurance contracts.  For those items that are not applicable, indicate N/A:

1.         Affiliated Transaction (Y/N)? 


2.         Treaty of Certificated Number: 


3.         Name of Reinsured: 


4.         Name of Reinsurer and Authorization Status (Authorized/Unauthorized): 

5.
Do all reinsurers meet the company’s minimum acceptability standards?

6.
Does collateral meet the NAIC standards?  Document the collateral provided by the unauthorized reinsurers:

7.
Document any reinsurance intermediaries used:


8.
Document the type of the reinsurance contract, the effective date, expiration date and the date the contract                         was signed by both parties:


9.
Identify and document the contract termination provisions:


10. Identify and document whether the following insurance clauses are included in the contract:

Insolvency Clause:


Arbitration Clause:


Intermediary Clause:


Errors & Omissions Clause:


11.       Document the classes or line of business reinsured: 


12.       Document any exclusions noted in the contract:


13.       Does the agreement apply on a “loss occurring” or on a “risks attaching” basis? 


14.       Document the territory the contract covers: 


15.    Does the agreement cover losses occurred prior to its inception date?  If so, verify that the contract has been properly accounted as retroactive reinsurance: 


16.      Document the company’s retention under the contract: 


17.      Does the contract contain a “loss corridor” provision? 


18.      Indicate the reinsurer’s limits under the contract:


19.      Is there an aggregate limitation applicable to a period of coverage, a single loss event, or to the agreement overall?

20.       Document the premiums stipulations set forth in the contract:

Annual Reinsurance Premium: 


Minimum Reinsurance Premium: 


Deposit Premium: 


Date Premiums are Adjustable: 


21.    Determine whether the reinsurance rate or premiums are adjustable based on loss experience.  If they are adjustable, indicate the minimum and maximum level, how often they can be adjusted, whether adjustments have resulted in a deficit or credit carry forward, and that premiums adjustments have been properly accrued: 


22.    Identify the contract settlement provisions.  Determine the payment schedules, adjustable retention provisions, accumulating retentions from multiple years, or other provisions which serve to defer settlement of the reinsurer’s obligations:


23.   Determine whether a managing general agent produced the reinsurance contract.  Document the MGA’s responsibilities

        regarding the reinsurance arrangement: 


24.       Determine how often are the reports of premiums/losses are to be rendered: 


25.       Does the agreement contain a “cash call” provisions? 


26.       Is there a significant transfer of risk (underwriting and timing)?  If no, has the deposit method of accounting been 

            properly followed?  (Refer to Section VI of this document.) Does a cash flow analysis need to be performed? 

27.       Is the reinsurance credit taken by the company consistent with the provisions of the contract? 


28.       Identify and document any amendments or addendas to the contract: 
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