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Description of Issue:
SSAP No. 62R – Property and Casualty Reinsurance (SSAP No. 62R), paragraphs 55 and 56, in conjunction with the NAIC Annual Statement Instructions for Property and Casualty Companies for Schedule F – Provision for Overdue Reinsurance, requires the calculation of a provision for reinsurance to provide for a minimum reserve for uncollectible reinsurance. The issue is that this guidance and the related Annual Statement Instructions do not address situations where the collection risk for third party reinsurance contracts has been transferred and secured by the counterparty to a loss portfolio transfer when novation or assignment has not occurred.  
Discussion:
Schedule F is a regulatory tool disclosing an insurer’s reinsurance activity, for both ceded and assumed transactions. Included within this schedule is a “provision for reinsurance” calculation which is a prescriptive means to anticipate future collection issues arising from either credit, contractual or alien regulatory risk. Unfortunately, due to the prescriptive nature of computing the provision for reinsurance it does not provide flexibility to address situations where the collection risk related to third party reinsurance has been contractually transferred to a counterparty through reinsurance.  
The terms and conditions of many reinsurance agreements are individually tailored to address specific business and practical needs of each party. One such condition, which is sometimes built into a loss portfolio transfer, is the transfer of inuring third party reinsurance and the related collection risk. In such situations the retrocessionaire assumes responsibility to collect inuring third party reinsurance on behalf of the cedant. Any amounts not collected are covered under the available limit of the loss portfolio transfer; therefore the retrocessionaire assumes the collection risk. The retrocessionaire reimburses the cedant for gross losses paid regardless of whether the inuring reinsurance has been collected from the third party. In such instances, the reporting entity no longer has net exposure from the initial third party reinsurer, however, under existing guidance it is still forced to record a balance due on its Schedule F and compute a provision for reinsurance for amounts it has already received.
To address this situation, the sponsor recommends that the reporting entity be allowed to reflect in its Schedule F the balances due from/payable to the retrocessionaire, including amounts related to the inuring reinsurance, in lieu of separately reporting the underlying third party reinsurers. In addition, the provision for reinsurance would be computed based on the retrocessionaire’s authorization status and payment history. In order to qualify for such treatment, the following conditions are proposed:

· The reinsurance agreement must clearly indicate the retrocessionaire has assumed the credit risk associated with the collection of the inuring reinsurance recoverables; 

· The reinsurance agreement must transfer significant risk of loss to the retrocessionaire;

· The retrocessionaire must have a financial strength rating from at least two nationally recognized statistical rating organizations (NRSRO), the lowest of which is higher than or equal to the weighted average NRSRO rating from the underlying third party reinsurance.
Because there has not been a novation or assignment of the risks and the reporting entity therefore continues to be legally bound to the underlying reinsurers, detailed records of outstanding balances with the underlying reinsurers would continue to be maintained and would be available upon request, or at some other predetermined interval specified by the domestic regulator.  
Existing Authoritative Literature:

SSAP No. 62R, paragraphs 55 and 56 state:
Provision for Reinsurance

55.
The NAIC Annual Statement Instructions for Property and Casualty Companies for Schedule F—Provision for Overdue Reinsurance, provide for a minimum reserve for uncollectible reinsurance with an additional reserve required if an entity's experience indicates that a higher amount should be provided. The minimum reserve Provision for Reinsurance is recorded as a liability and the change between years is recorded as a gain or loss directly to unassigned funds (surplus). Any reserve over the minimum amount shall be recorded on the statement of income by reversing the accounts previously utilized to establish the reinsurance recoverable.
56.
The provision for reinsurance is calculated separately for unauthorized and authorized companies. An authorized reinsurer is licensed, accredited or approved by the ceding entity's state of domicile; an unauthorized reinsurer is not so licensed, accredited or approved.
Issue Paper No. 75 – Property and Casualty Reinsurance
SSAP No. 64—Offsetting and Netting of Assets and Liabilities
SUMMARY CONCLUSION

2.
Assets and liabilities shall be offset and reported net only when a valid right of setoff exists except as provided for in paragraphs 3 and 4. A right of setoff is a reporting entity's legal right, by contract or otherwise, to discharge all or a portion of the debt owed to another party by applying an amount that the other party owes to the reporting entity against the debt. A valid right of setoff exists only when all the following conditions are met:

a.
Each of the two parties owes the other determinable amounts. An amount shall be considered determinable for purposes of this provision when it is reliably estimable by both parties to the agreement;

b.
The reporting party has the right to setoff the amount owed with the amount owed by the other party;

c.
The reporting party intends to setoff; and

d.
The right of setoff is enforceable at law.
3.
Assets and liabilities that meet the criteria for offset shall not be netted when prohibited by specific statements of statutory accounting principles. An example of such is in the case of reinsurance recoverables on paid losses and ceded premiums payable as provided for in SSAP No. 62R—Property and Casualty Reinsurance.
4.
Netting of assets and liabilities for reporting purposes when no valid right of setoff exists shall be allowed only when provided for by specific statements of statutory accounting principles. An example of such is in the case of real estate investments required to be shown net of encumbrances as provided for in SSAP No. 40—Real Estate Investments.
5.
Amounts due to or from affiliates shall be offset and reported net only when the provisions of paragraph 2 above are met.

Activity to Date (issues previously addressed by SAPWG, Emerging Accounting Issues WG, SEC, FASB, other State Departments of Insurance or other NAIC groups):

None
Information or issues (included in Description of Issue) not previously contemplated by the SAPWG:

None 
Recommended Conclusion or Future Action on Issue:
For the reasons referenced above, the sponsor recommends the addition of a new paragraph in SSAP No. 62R to articulate not only the mechanics of how the provision for reinsurance should be reported but also the general purpose of the provision. In conjunction with such a change, a separate blanks proposal would be submitted to effectuate changes necessary to the NAIC Annual Statement Instructions for Property and Casualty Companies to ensure the mechanics of the calculation allow for the achievement of the stated goal, to capture credit risk. 
55.
The NAIC Annual Statement Instructions for Property and Casualty Companies for Schedule F—Provision for Overdue Reinsurance, provide for a minimum reserve for uncollectible reinsurance with an additional reserve required if an entity's experience indicates that a higher amount should be provided. The minimum reserve Provision for Reinsurance is recorded as a liability and the change between years is recorded as a gain or loss directly to unassigned funds (surplus). Any reserve over the minimum amount shall be recorded on the statement of income by reversing the accounts previously utilized to establish the reinsurance recoverable.
56.
The minimum reserve is intended to anticipate future collection issues arising from either credit, contractual or alien regulatory risk. Given this stated purpose, in instances in which the following conditions are met, a reporting entity may aggregate reinsurers into one line item in Schedule F listed under the name of the retrocessionaire to allow the minimum reserve to be calculated based on the retrocessionaire’s authorization status and payment history:

a. The underlying agreement clearly indicates the retrocessionaire has assumed the credit risk associated with the collection of the inuring reinsurance recoverables;

b. The reinsurance agreement must transfer significant risk of loss to the retrocessionaire; and,

c. The retrocessionaire must have a financial strength rating from at least two nationally recognized statistical rating organizations (NRSRO), the lowest of which is higher than or equal to the weighted average NRSRO rating from the underlying third party reinsurance.

57.
The provision for reinsurance is calculated separately for unauthorized and authorized companies. An authorized reinsurer is licensed, accredited or approved by the ceding entity's state of domicile; an unauthorized reinsurer is not so licensed, accredited or approved.
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CNA Insurance
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March 15, 2011
Staff Recommendation:
The sponsor recommends ignoring the contractual obligation that continues to exist on the part of the original reinsurers, and decreasing the calculation of related provision for reinsurance penalty if another reinsurer has agreed to assume the risk of uncollectible reinsurance under the original contracts. The new reinsurer would pay claims and reduce the new reinsurance coverage. This is being recommended even though there has not been a novation or assignment of the risks and the reporting entity therefore continues to be legally bound to the underlying reinsurers. 
As the original reinsurers are still contractually obligated to the ceding entity, it would not be consistent with the existing contracts to delete the original reinsurers from schedule F. In addition, the proposed accounting does not meet right of offset provisions in SSAP No. 64. There is not a valid enforceable right of offset between the original reinsurers and the new reinsurer. The proposal would also decrease reporting transparency. Removing the slow paying original reinsurers would decrease the provision for reinsurance penalty, even though the slow paying original reinsurers are still contractually obligated. Reducing the provision for reinsurance penalty and reducing reinsurance coverage, from the new retroactive agreement, is not consistent with prescribed accounting or the right of offset. Finally, the collection risk and related provision for reinsurance penalty do not appear to be transferrable insurance risks. Staff recommends, rejecting the proposal as it decreases reporting transparency, is not consistent with the right of offset, and would not consistently report existing reinsurers. 
There has not been a novation or assignment of the risks and the reporting entity therefore continues to be legally bound to the underlying reinsurers. The proposal would also decrease reporting transparency. 
However, the Working Group may wish to consider additional disclosure related to the retrocessionaire in a loss portfolio transfer. 

Staff Review Completed by:

Robin Marcotte 
October 2011

Status:

On November 3, 2011, the Statutory Accounting Principles Working Group moved this item to the nonsubstantive active listing and exposed nonsubstantive revisions to SSAP No. 62R—Property and Casualty Reinsurance (SSAP No. 62R), as proposed by CNA Insurance, regarding the minimum reserve provisions for reinsurance. The revisions proposed by CNA have been modified to include reference to the liability recognition requirements of SSAP No. 5R—Liabilities, Contingencies and Impairments of Assets (SSAP No. 5R). In exposing this item for comment, the Working Group noted that the exposure should not indicate that they are taking a position on this proposal, but the exposure allows the opportunity to receive additional information. 

Revisions exposed to SSAP No. 62R:
55.
The NAIC Annual Statement Instructions for Property and Casualty Companies for Schedule F—Provision for Overdue Reinsurance, provide for a minimum reserve for uncollectible reinsurance with an additional reserve required if an entity's experience indicates that a higher amount should be provided. The minimum reserve Provision for Reinsurance is recorded as a liability and the change between years is recorded as a gain or loss directly to unassigned funds (surplus). Any reserve over the minimum amount shall be recorded on the statement of income by reversing the accounts previously utilized to establish the reinsurance recoverable.
56.
The minimum reserve is intended to anticipate future collection issues arising from either credit, contractual or alien regulatory risk. Given this stated purpose, in instances in which the following conditions are met, a reporting entity may aggregate reinsurers into one line item in Schedule F listed under the name of the retrocessionaire to allow the minimum reservefn to be calculated based on the retrocessionaire’s authorization status and payment history:

a. The underlying agreement clearly indicates the retrocessionaire has assumed the credit risk associated with the collection of the inuring reinsurance recoverables;

b. The reinsurance agreement must transfer significant risk of loss to the retrocessionaire; and,

c. The retrocessionaire must have a financial strength rating from at least two nationally recognized statistical rating organizations (NRSRO), the lowest of which is higher than or equal to the weighted average NRSRO rating from the underlying third party reinsurance.
New Footnote (fn) – The minimum reserve calculated shall never be less than the loss contingency determined in accordance with SSAP No. 5R. 
57.
The provision for reinsurance is calculated separately for unauthorized and authorized companies. An authorized reinsurer is licensed, accredited or approved by the ceding entity's state of domicile; an unauthorized reinsurer is not so licensed, accredited or approved.

Updated Staff recommendation, 

Our review of some contracts has indicated that this is duplicate reinsurance on the same subject business. Staff continues to recommend rejection of this item, but will assist the working group in reviewing whether duplicate reinsurance on the same subject business should generate some type of provision for reinsurance reduction. This could be through rejection of this item and introduction of a new item or deferral of this item for further review.   
Status 

On March 3, 2012, the Statutory Accounting Principles Working Group deferred action on this item, and requested information from interested parties by April 27, 2012 that includes: 1) blanks proposal to address transparency, 2) additional alternatives, 3) guidance or recommendations to narrow the scope, and 4) how the retrocessionare accounts for these transactions. The chair of the Statutory Accounting Principles Working Group requested representatives from AIG and CNA Insurance to work together to present other alternatives that would not expand Schedule F. 
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