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1. Introduction

1. This paper contains guidance regarding the supervision of finite reinsurance that is
supported by a number of existing IAIS principles on insurance supervision. Recent
developments in the area of finite reinsurance by various regulatory agencies have
highlighted the concern that this form of reinsurance has been used improperly on occasion.
The paper outlines the background on the development of finite reinsurance and the uses of
this product by insurers. The paper then turns to the issues in finite reinsurance that
supervisors should be aware of and identifies the various supervisory approaches taken to
address these issues. There are detailed examples and further discussion on these topics in
the appendices.
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2. Issues concerning finite reinsurance relate both to the life and non-life reinsurance
sectors. The paper in general applies to both life and non-life and where appropriate, there
are separate paragraphs for life and non-life reinsurance which are subtitled.

3. The purpose of this paper is to provide supervisors with information to aid in the
evaluation of finite reinsurance from the perspective of the ceding insurer (including a
retrocedent), however there are many aspects (such as risk transfer) that also apply to the
assuming reinsurer (or retrocessionaire). There are a number of ongoing projects in various
international fora (e.g., American Academy of Actuaries, Financial Accounting Standards
Board, Canadian Institute of Actuaries) concerning risk transfer, accounting and disclosure
issues, both with traditional reinsurance and finite reinsurance. The IAIS plans to revisit the
Supervisory Standard on the Evaluation of the Reinsurance Cover (2002) based upon the
outcome of these and other projects.

4. From a supervisory perspective, the issues around finite reinsurance are important
because of the credit or allowance for reinsurance that may be permitted within a
jurisdiction’s solvency regime. This credit or allowance is addressed by Principle 11 -
Allowance for Reinsurance in the IAIS Principles on Capital Adequacy and Solvency (2002)
that sets out the principles that underlie solvency regimes for insurers throughout the world.
Furthermore, the supervision of reinsurance (both by direct writers and reinsurers) is
addressed in the 1AIS Insurance Core Principles and Methodology adopted in October 2003,
including:

Principle 6: Licensing

Principle 11: Market Analysis

Principle 12: Reporting to supervisors and off-site monitoring
Principle 13: On-Site Inspection

Principle 15: Enforcement and sanctions

Principle 17: Group-wide Supervision

Principle 19: Insurance Activity

Principle 20: Liabilities

Principle 23: Capital Adequacy and Solvency

Principle 25: Consumer Protection

Principle 26: Information, disclosure and transparency towards the market

In addition, the IAIS has approved the following principles and standard papers concerning
reinsurance:

o Principles No. 6. Principles on Minimum Requirements for Supervision of Reinsurers
(October 2002)

o Supervisory Standard No.7. Supervisory Standard on the Evaluation of the
Reinsurance Cover (January 2002)

o Supervisory Standard No 8: Standard on Supervision of Reinsurers (October 2003)

o Supervisory Standard No. 9: Disclosures Concerning Technical Performance and
Risks for Non-life Insurers and Reinsurers (October 2004)

5. Reinsurance is an important tool in the management of risk globally within the insurance
industry that spreads risk exposure over a larger capital base. The complexity of reinsurance
products has evolved substantially in recent years. Apart from other risk ameliorating forms
(e.g. securitisation and alternative risk transfer products), the advancements in technology
have allowed much more discreet calculations of probabilities of loss, payment patterns, risk
exposure quantification and risk concentration. The intention of the reinsurance contract
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may not always be evident in the contract wording itself and the balance between risk
transfer and the resultant effect on capital and reported accounts may get distorted. While
the insurer’s role is to manage its risks, the supervisor’s role is to ensure that the accounting
and capital position of the insurer is not compromised.

6. Finite reinsurance (also known in some jurisdictions as financial reinsurance, structured
reinsurance, non-traditional reinsurance, loss mitigation reinsurance) is a generic term that,
for purposes of this paper, will be used to describe an entire spectrum of reinsurance
arrangements that transfer limited risk relative to aggregate premiums that could be charged
under the contract. Although there is no accepted global definition of “finite reinsurance,” a
typical transaction may include, but not be limited to provisions for aggregating risk, for
aggregating limits of liability, for aligning the interests of the insurer and reinsurer, and for
explicitly recognising the time value of money." A detailed review of the entire contract and
any side agreements (if permitted) is necessary to determine if contracts containing such
clauses do transfer risk and are in fact reinsurance contracts when considered in their
totality.

7. Usually, one (or a number) of the following characteristics will be present within finite
reinsurance contracts although some of them may be present in traditional reinsurance as
well:

o risk transfer and risk financing are combined

o assumption of limited risk by the reinsurer (e.g., aggregate limit of liability, blended
cover, sliding scale and other adjustable commissions, loss corridors and limits or
caps)

) transfer of volatility (e.g., multiple lines of business, multiple years of account and
multiple year contract terms)

o inclusion of future investment income in price of contract (recognition of time value of
money with funds withheld)

o potential profit sharing between parties (e.g. profit-sharing formulas, experience
accounts)

o pricing determined by ceding entities’ results and not reinsurance pricing cycle

o terms and pricing are typically determined in advance

o bulk reinsurance (i.e. administration of reinsurance is done on a bulk basis rather than
on a traditional seriatim policy-by-policy basis, for a block of new or in-force business).

There are other definitions of finite reinsurance, which are included in Appendix .

8. Finite reinsurance transactions are legitimate except those that do not have significant
transfer of insurance risk and are not accounted for appropriately. As outlined in Section 4,
insurers often use these arrangements to protect themselves from a variety of risks. These
finite reinsurance arrangements will typically cap the reinsurer’s ultimate liability, allowing the
primary focus to be on the financing risk rather than insurance underwriting risk.

9. There are a number of effects of finite reinsurance, one of which is to insulate the primary
insurer from the peaks and troughs of volatile underwriting results during the period of the
contract. For this reason, timing risk can be as important an element of finite reinsurance as
underwriting risk. The needs of each primary insurer will be slightly different, and this has
given rise to a wide variety of finite reinsurance products. For non-life reinsurance, there are

! Please refer to the IAIS Glossary for a complete definition of existing IAIS terms used in this paper. New terms
are referenced in Appendix Il and will be added to the IAIS Glossary in due course.
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two broad categories of finite reinsurance: retrospective and prospective covers. The former
will provide protection against a more rapid deterioration of old-year reserves than expected,
the latter serves to reduce volatility in current and future premiums and claims patterns.

10. Reinsurers have generally used the concept of the “bank” when determining their
relationship with a ceding insurer over the years. The “bank” being the net of the premium
received less losses paid over the period of the relationship. Over the long term, the
reinsurer would expect the ceding insurer to fund its own losses and provide an appropriate
risk adjusted return on the reinsurer’'s capital, which the ceding insurer is effectively using.
Reinsurance was regarded as a relationship where in order to survive both parties must over
time make money, although there could obviously be instances within that period where
either party could bear a significant loss. This is opposed to regarding a reinsurance contract
as a very discrete short-term transaction, unrelated and unaffected by any prior mutual
experience. Some finite reinsurance arrangements contractualise the long-term relationship
between the reinsurer and the cedant. Reinsurance arrangements that are designed to
misrepresent the true financial position of the insurer are categorically different.

11. Finite reinsurance transactions have received heightened scrutiny from supervisors,
media and industry participants. As a response to this scrutiny, several market participants
have had external and internal investigations of their accounting practices in this area and a
few have restated prior year earnings to remove or reduce the impact of certain finite
reinsurance agreements. The restatement of a finite reinsurance agreement is typically due
to one of two reasons: i) evidence had been identified that there was minimal, if any, intent to
transfer risk at the contract’s inception; or ii) certain required accruals were not made on a
timely basis. In certain cases, separate agreements from the reinsurance contract, referred
to as side agreements, were not adequately considered in assessing risk transfer for
accounting purposes.

12. A group of affiliated insurance companies may use reinsurance as a mechanism to
diversify the portfolios of individual companies and to allocate premiums, assets, liabilities,
and surplus among affiliates. From an economic standpoint, reinsurance transactions
between affiliated insurance companies do not reduce risk for the group, but instead shift risk
among affiliates. In a group of affiliated insurers, intercompany reinsurance may serve to
obscure one insurer's financial condition by shifting loss reserves from one affiliate to
another. Improper support or subsidy of one affiliate at the expense of another may
adversely affect the financial condition of one or more companies within the group.

13. The IAIS has been actively addressing the issues surrounding finite reinsurance and
through this paper is providing supervisory guidance concerning the various types of finite
reinsurance arrangements, potential disclosure requirements, analysis of current regulatory
treatment, consideration of various types of accounting guidance in jurisdictions, risk transfer
requirements and additional supervisory requirements for material reinsurance transactions.
This paper is not intended to prescribe public accounting requirements, although the IAIS is
actively participating in the IASB Phase Il Insurance Contracts Project.

Specific issues related to life reinsurance

14. Typically, the issuance of a life insurance policy causes a drain on the surplus of the life
insurer issuing the policy, since the first year reserve plus the commission and other issue
expenses may exceed the first year premium. This initial investment is usually not recovered
for several years. Life insurance depends on the proposition that the present value, at the
moment of issue, of all future gross premiums exceeds the present value, at the same
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moment, of all future expenses and benefits to policyholders, the excess being counted upon
as the margin of safety in the premium rate plus the profit expectation.

15. Reserving for supervisory purposes strikes a balance at any point during the life of the
policy between the past and the future, by comparing the present values of future income
and outflow. Various methods of computing such present values have been devised. The
supervisory valuation system, however, must be concerned with the insurer’s ability to settle
its liabilities immediately as well as in the future, and therefore requires that the insurer
provide enough of a premium in the first year to pay expected claims in that year on a
conservative standard.

16. Supervisory requirements are conservative in order to protect policyholders under a wide
variety of operating philosophies. The net result of the interaction between business
considerations and statutory requirements is that the strain on surplus of writing a large
volume of new business can be a serious problem for an insurer. Those ceding companies
may seek relief by electing to reinsure business on a coinsurance (co) or modified
coinsurance (modco) or combination of co/modco basis, under which the reinsurer assumes
the surplus strain along with the risk involved on the portions of policies reinsured. Those
companies whose surplus problems are particularly acute may choose to retain less and
reinsure more in order to obtain additional surplus relief. For the reinsurer providing the
surplus relief, the key consideration at the reinsurance inception is the comparison of the
present value of future reinsurance premiums to the present value of future reinsurance
payments and expenses.

17. Similar to non-life reinsurance, one of the essential ingredients of a life reinsurance
contract is the shifting of risk. The reinsurer must indemnify the ceding company in form and
in fact, against loss or liability relating to the original policy. Unless the contract contains this
essential element of risk transfer, the ceding company may not be allowed by supervisors in
some jurisdictions to account for it as a reinsurance recoverable. However, since life
insurance/reinsurance already takes into account the time value of money, some of the
reasons for using life financial reinsurance will differ and are specified later in the paper.

2. History of finite reinsurance
Non-Life

18. Finite reinsurance is thought to have started in London during the 1960’s. The contracts -
then called "rollover" coverage - were first used to help Names in Lloyds’ syndicates avoid
high tax rates by rolling over premiums from year to year. From rollover coverage came "time
and distance" policies, again purchased by Lloyds’ syndicates to get around restrictions on
discounting loss reserves.

19.In the early eighties, when interest rates were historically high, so-called “financial
reinsurance” began to flourish. These transactions typically recognised the time value of
money and guaranteed profit without transfer of risk.

20. During the hard market of the mid-eighties, where limited capacity and increasing prices
dominated the reinsurance industry, alternative risk covers that provided stable protection
were in demand. In particular, the increase of liability exposures in the mid-80’'s greatly
enhanced the demand for these products as the duration of losses were greater for liability
(casualty) covers than for typical property exposures. Many companies sought these
products in order to enhance financial ratios as well as remove a substantial part of the long-
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tail liabilities that were quickly growing on their balance sheets. Pure financial reinsurance
transactions of the 1980’s focused more on the timing risk of claims that may be paid over a
period of several years or even decades.

21. Due to the cyclical nature of reinsurance markets, these “financial” solutions offered more
stable and reliable products than those typically offered only on an annual basis that had to
be renegotiated yearly. Many of the transactions that have received scrutiny recently were
developed to mitigate adverse loss development arising from contracts written from 1997-
2001. Reinsurers had an abundance of capacity that was being underutilised and ceding
insurers were enduring intense market competition where under-pricing risks was the norm.
This provided an opportunity for ceding insurers to purchase finite reinsurance, which would
provide relatively cheap protection against future adverse loss development, or would
provide cover against prior losses being under-reserved. It also would provide for the costs of
settlement associated with casualty claims.

22. There are also arrangements usually referred to as “blended covers” in which a
traditional reinsurance cover and a finite cover are blended together within the same
contract, to ensure that significant risk shifting is clearly present in the contract. By its nature,
financial reinsurance tends to shift the underwriting approach from classical risk pooling
concepts to individual actuarial assessment of the particular risk and related cash flows.

Life

23. The US life reinsurance market is currently the largest life reinsurance market in the
world, and most of the business is now proportional under standards developed by the
National Association of Insurance Commissioners (NAIC) in 1985 and refined in 1991.

24. Views differ about why life financial reinsurance developed and grew in the US. One
view is that during the 1980's, many financial reinsurance transactions were structured to
take advantage of US federal income tax benefits. The transactions usually limited risk
transfer in order to achieve the tax benefits as cost-effectively as possible. Those tax
benefits were eliminated in the late 1980’s. Another view is that, during the 1980’s, some
companies “cut corners” by purchasing “inexpensive” reinsurance — reinsurance that passed
essentially no risk to the reinsurer. At the time, regulators said that some of those
companies were taking reserve credit wildly disproportionate to any risk actually reinsured.

25. Examples of clauses used in the mid and late 1980's to lower the up-front cost of
reinsurance were:

) return of significant losses to the ceding company through a "negative" experience
refund

o higher than sustainable guarantees from ceding companies to reinsurers on funds
withheld investment income

o retroactive downward slides on ceding allowances if experience was worse than
expected.

26. Since the 1980's, life reinsurance in the U.S. and some other jurisdictions has seen
tremendous growth and significant consolidation. Primary insurers have become very
dependent on their reinsurers. Reinsurers find themselves anticipating capital constraints in
their offshore programmes, while primary insurers are confronting hard market conditions,
including increasing reinsurance rates.
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3. Functions of reinsurance

27. The function of reinsurance is to reduce volatility, and thus the uncertainty of the insurer’s
pricing risks, by pooling. This is done to increase the probability of survival of the insurer over
a given time. In purchasing reinsurance, insurers seek to improve their financial performance
and security. There are five primary functions of reinsurance:*

Capacity

28. Reinsurance provides flexibility for insurers in the size and types of risk and the volume
of business they can safely underwrite. It will allow the insurer to enter into new business,
expand or withdraw from a class or line of business and/or geographical area within a short
period.

Stability

29. Properly structured reinsurance programmes will assist insurers by limiting wide
fluctuations in underwriting results. As a consequence, the limited risk spread will allow the
insurer to reduce the required amount of its own funds, and hence the solvency margin. The
aspect of security funds is directly related to the increasing importance of the shareholder
value by the return on investment.

Protection

30. Assaociated with stability, reinsurance provides for protection against the potential large
accumulations that can result from catastrophic events; for example, earthquakes, bush-fires
and cyclones.

Financial

31. Reinsurance assists in financing insurance operations as an alternative to increasing an
insurer's capitalisation. In this regard, the insurer may have the asset backing of many large
reinsurers.

Expertise

32. Reinsurers supply assistance to insurers in specialised areas where the insurer may
have little or no experience. The qualified members of staff of a professional reinsurer will
offer services regarding the production process to new insurers in particular and/or to
insurers taking up new business lines or expanding their area of operations to foreign
countries.

Functions of Life Reinsurance

33. There are many similar functions for life reinsurance compared to non-life reinsurance.
However, several additional functions for life reinsurance may include:®

o mortality/morbidity risk transfer — enables insurer to issue a policy on a single life for an
amount in excess of the limit which it considers to be prudent

% From IAIS Principles on minimum requirements for supervision of reinsurers (October 2002).
® Functions of life reinsurance summarised from the following source: John E. Tiller, Jr., Denise Fagerberg, Life,
Health and Annuity Reinsurance, 1995.
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o lapse or surrender risk transfer — the risk of excessive lapses or surrenders which is
greatest on products with large first year surplus strain

) investment risk transfer — take advantage of the reinsurer’s investment facilities or
otherwise shift part of the investment risk to the reinsurer
o increasing sales and profits — because reinsurers normally have lower issue and

administrative expenses, reinsurance can be purchased at a relatively low marginal
cost to the ceding insurer; the ceding company’s agency force can write business
which otherwise would be placed with competitors having higher retention limits

o increasing reinsurer's in-force — an insurer may assume reinsurance to develop a
larger base of policies over which to spread administrative expenses or to augment
inforce when direct sales do not meet business plans

o limited catastrophic claims — multiple deaths from a single event will have a dramatic
effect on an insurer’s earnings.

Acceptable finite reinsurance arrangements should fulfil some of the functions of reinsurance
listed above.

4. Uses of finite reinsurance

34. There are a number of uses of finite reinsurance with various purposes, which must be
assessed on a case by case basis. The product itself must be separated from possible cases
of abuse when there is inadequate risk transfer and/or is not accounted for appropriately
based upon the economics of the transaction. Examples of appropriate uses of finite
reinsurance, where there is risk transfer and it is appropriately accounted for include:

o to capitalise on an insurer's above average underwriting loss experience when
traditional reinsurance coverage is too expensive

o to increase underwriting capacity, take larger retention in favourable underwriting
environments or risks that traditional markets would not cover

o to have the ability to purchase reinsurance protection when an insurer's historic
underwriting loss experience is much worse than average, making “reasonably” priced
reinsurance unavailable

) to provide reinsurance cover when an insurer wants to exit lines of business

o to protect against potential adverse loss development, including the acquisition of new
blocks of business.

35. Examples of uses where there may be inappropriate uses of finite reinsurance include:

o to engineer the insurer's reported financial position and present better results or
enhance the balance sheet for a number of reasons such as to avoid a ratings
downgrade, to avoid non-compliance with creditor lending conditions, or to avoid or
delay supervisory intervention.

36. The following are examples of uses of finite reinsurance, which may be acceptable in
some jurisdictions, but may be questionable in others:

o to effect discounting of insurance liabilities in jurisdictions where discounting is not
permitted and/or equalisation reserves are not used

) to reduce volatility (smooth) in reported earnings and enhance the financial position of
the insurer over a period of time (e.g. multi-year contracts)
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o to provide surplus relief or capital enhancement in jurisdictions where acquisition
expenses are non-deferrable

) to transfer insurer's profits to another jurisdiction or an affiliate (e.g., potentially
minimising taxes or engaging in regulatory arbitrage).

Uses of life financial reinsurance

37. An additional life insurance specific example of an appropriate use of financial
reinsurance, where there is risk transfer and it is appropriately accounted for is:

o strategic business planning — reinsurance may be used to increase future profits, utilise
excess administrative capacity, or assist the insurer in entering a new market.
Conversely, a insurer may cede or sell reinsurance to exit a certain market.
Reinsurance may also be used as part of the financing in a leveraged buy-out. In most
instances, reinsurance for business planning purposes is of a permanent nature and
specific provisions for recapture is not usually in the treaty. Assumption reinsurance is
commonly used for this purpose.

There are examples of these various uses of finite reinsurance in Appendix IV.

It should be noted that traditional reinsurance products might be used in similar ways as
those indicated above.

5. Issues in finite reinsurance

38. From a supervisory perspective, the primary issues in finite reinsurance revolve around
whether there is adequate risk transfer and there is appropriate accounting and disclosure. In
some instances, misuse of finite reinsurance has resulted in misrepresentation of the
insurer's financial position to supervisors, policyholders, investors, creditors and other
stakeholders and brought into question the adequacy of corporate governance and
management accountability.

Risk transfer

39. Determining whether a contract involves the transfer of risk requires a complete
understanding of the contract (and any related agreements) between the ceding company
and the reinsurer. All contractual features that limit the amount of insurance risk to the
reinsurer (such as through experience refunds, treaty cancellation provisions, adjustable
features, partial or full recapture provisions, or additions of profitable lines of business to the
reinsurance contract) or delay the timely reimbursement of claims by the reinsurer (such as
through payment schedules or accumulating retentions from multiple years) should be
thoroughly understood by supervisors. A transfer of risk generally requires that the reinsurer
assume all the significant risks under the reinsured portions of the underlying insurance
contracts and that these risks are not negated by reinsurance contract provisions.

40. A key issue in finite reinsurance (which applies to all reinsurance) is whether the
arrangement satisfies the conditions for insurance risk transfer, which includes underwriting
risk and/or timing risk. These are defined as:
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o underwriting risk is the possibility that losses and expenses recoverable by the cedant
from the reinsurer will exceed the consideration received by the reinsurer, thus
resulting in an underwriting loss to the reinsurer

o timing risk is the risk arising from uncertainties about the timing of the receipt and
payments of net cash flows from premiums, commissions, claims, and claim settlement
expenses paid under a contract. The reinsurer could have a reduction in the expected
investment income as a result of accelerated loss payments.

Non-life

41. Risk transfer in both life and non-life insurance is a complicated issue. There is a wide
spectrum 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 there are no limitations on risk transfer other than those inherent in the original
underlying policies issued by the ceding insurer to its policyholders.

42. There are a number of international bodies currently studying the issues of risk transfer.
The Casualty Actuarial Society (CAS) in the U.S. issued recommendations about how to
define and test for risk transfer in short duration reinsurance contracts as required by U.S.
generally accepted and regulatory accounting principles. The CAS has demonstrated that
“...the “10-10" rule in the U.S. (10% probability of a 10% loss on ceded reinsurance
premium) test is inadequate for use as a universal risk transfer test, because it cannot
correctly identify contracts that are clearly risky. The CAS has proposed an alternative test
based on the concept of expected reinsurer deficit, or ERD, which incorporates both
frequency and severity of underwriting loss into a single measure. The embedded severity
measure is the TvaR (Tail Value at Risk) at the economic breakeven point. TvaR has the
advantages over VaR of reflecting all the information in the right tail of the underwriting result
distribution as well as being a coherent measure of risk. The CAS’ second method involves a
framework based on right tail deviation (RTD) that tightly links risk transfer testing and risk
loading. While the RTD-based approach has theoretical appeal, it has the drawback of being
more complex and thus less understandable to a non-actuarial audience than the ERD
approach.™

43. The American Academy of Actuaries (AAA) has reviewed the CAS report as well as
surveys of the U.S. insurance industry. The AAA concludes that “just as there are many
acceptable loss reserving methods, we believe that there can be many acceptable risk
transfer testing methods. No one method will always be better than the others, and the
appropriateness of any given method will depend on the individual circumstances.
Furthermore, just as with loss reserving, it is possible that a best practices approach for
evaluating risk transfer might involve input from a combination of approaches. The AAA
believes that the Expected Reinsurer Deficit test described in the CAS Working Party report
may be a useful testing method that follows the precepts for cash flow testing outlined in
SSAP 62. However, we do not believe it is appropriate to apply it as a bright-line standard
test, and we believe that further analysis is required to determine what threshold may be
reasonable under various circumstances.™

4 Casualty Actuarial Society, Risk Transfer Testing of Reinsurance Contracts: Analysis and Recommendations,
August 1, 2005.

® American Academy of Actuaries, Risk Transfer in P & C Reinsurance: Report to the Casualty Actuarial Task
Force of the National Association of Insurance Commissioners, American Academy of Actuaries, Committee on
Property and Liability Financial Reporting, August 2005.
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Life & Health

44. In some jurisdictions, there is a distinction in the risk transfer assessment and accounting
between life and non-life reinsurance. For example, in the U.S. SSAP No. 61 in the NAIC
Accounting Practices and Procedures Manual, Life, Deposit-Type and Accident and Health
Reinsurance, generally 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 supervisor should consult SSAP No. 61 for details concerning the
evaluation of risk transfer for life and health reinsurance arrangements. The SSAP
specifically prohibits the use of side agreements, which differs from the non-life treatment of
side agreements.

45. For life reinsurance, the public financial reporting disclosure requirements in some
jurisdictions are as follows:

o the extent to which actuarial liabilities have been reduced by reinsurance ceded

o amounts of significant concentration of reinsurance coverage

o a statement that reinsurance does not relieve the insurer of primary obligation to
insured.

Modelling to determine risk transfer

46. Insurers should undertake an analysis of risk transfer, when necessary, which should be
available to supervisors. Modelling of insurance assets and liabilities, for determining risk
transfer in reinsurance arrangements inclusive of finite reinsurance, usually involves cash
flow projections of various scenarios. More complex reinsurance arrangements, with greater
exposures in the tails of the outcome distributions have driven a demand for greater use of
such modelling®.

Accounting for Finite Reinsurance

47. The accounting for a reinsurance arrangement should aim for a true and fair presentation
of the economic value of the transaction by insurers and reinsurers, which is ensured by well
developed rules and effective enforcement. If a finite reinsurance arrangement contains
acceptable risk transfer, it is accounted for as reinsurance, as there is a credit recognised for
the risk transfer via a reduction in the technical provisions and capital requirements in the
capital adequacy calculation.

48. However if the finite reinsurance arrangement does not meet the criteria for acceptable
risk transfer, it should be accounted for as a deposit or financing transaction. The amounts
paid to the reinsurer would be reflected as a deposit asset (loan recoverable) on the insurer’s
balance sheet and the amounts received from the reinsurer would be reflected as a reduction
of the deposit asset on the balance sheet. Without risk transfer, amounts received from the
reinsurer can reduce the deposit asset (loan recoverable).

49. Conceptually, when determining how much credit should be allowed for reinsurance, 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.,

® For example, Casualty Actuarial Society paper, Risk transfer testing of reinsurance contracts: Analysis and
Recommendations (August 2005).
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contract year), should serve to limit the amount by which gross losses may be reduced on
the cedant’s financial statements. Such limitations may take the form of loss ratio caps, per
occurrence loss limits or 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).

50. 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 arrangement appear to satisfy risk transfer requirements, it is often helpful 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 loss to the reinsurer. If this
cannot be demonstrated, the transaction should be accounted for as a deposit or loan, with
no credit given for reinsurance.

51. As noted in the introduction, this guidance paper is from the perspective of the supervisor
of the ceding insurer, but many of the aspects also apply to the supervisor of the assuming
reinsurer. The conclusions reached from an analysis of risk transfer by the cedent and the
reinsurer, in an ideal world, would be identical and result in “mirroring” of the accounting
treatment. However, this is not always the case due to differing assumptions, differing risk
transfer rules in different jurisdictions, and that the risk assessment by each of the
counterparties could provide differing results from the transaction. Typically, there may be a
different conclusion where:

o the cedent believes there is adequate risk transfer and accounts for the transaction as
reinsurance and takes credit for reinsurance in it's technical provisions and its solvency
calculation

o the reinsurer believes there is not adequate risk transfer, accounts for the transaction
as a loan and avoids capital requirements as there are no related premiums and
losses, and does not recognise adverse development immediately but accretes its
liability to the ultimate value over the term of the payout

) timing differences resulting from lag in reporting add to the uncertainty.

When reviewing analysis of risk transfer, supervisors, of both ceding insurers and assuming
reinsurers, should be aware to the financial motivation of each group of supervised entities.

IFRS 4 International Accounting Standards

52. Effective 1 January 2005, International Financial Reporting Standard (IFRS) 4 Insurance
Contracts is the first guidance from the International Accounting Standards Board (IASB) on
accounting for insurance contracts. Under IFRS 4, a contract with only financing
characteristics (i.e. timing risk) would not be considered an insurance contract and not be
given insurance accounting treatment. Some jurisdictions require both underwriting risk and
timing risk conditions to be treated as reinsurance.

53. Provisions in the reinsurance arrangement that have the effect of making the reinsurer’s
obligation to reimburse covered losses remote may cause the transaction to fail the
insurance risk requirement, hence preventing the application of a credit for reinsurance.
Examples of these provisions include:

o “floating” retentions — an adjustment in the amount the insurer assumes for its own
account
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o “last dollar paid” arrangements — imposition of a monetary limit on the amount of claims
to be paid by the reinsurer

) multiple year retentions — maintenance of the amount the insurer assumes for its own
account for more than one annual contract period

o dual triggers — requires the occurrence of both an insurable event and the changes in a
separate pre-identified variable to trigger payment of a claim.

54. Supervisors should have the ability to verify that insurers have accounted for and
disclosed any separate or side agreements or understandings that exist between the
reinsurance agreement parties that would serve to reduce, offset or eliminate the reinsurer’s
obligations. Some supervisors have added interrogatories in the annual regulatory returns
filed by insurers to determine whether these types of situations exist.

55. IFRS 4 outlines specific financial reporting requirements for ceded reinsurance. This
focuses on 2 key areas:

. definition of an insurance contract and risk transfer and
o measurement and unbundling.

56. IFRS 4 applies to all insurance contracts (including reinsurance contracts) that an entity
issues and to reinsurance contracts that it holds. IFRS 4 defines an insurance contract as a
contract with significant insurance risk transfer - i.e. “a contract under which one party (the
insurer) accepts significant insurance risk from another party (the policyholder) by agreeing
to compensate the policyholder if a specified uncertain future event (the insured event)
adversely affects the policyholder.”

57. With regard to the significance of insurance risk, IFRS 4 provides that insurance risk is
significant if, and only if, an insured event could cause an insurer to pay significant additional
benefits in any scenario. According to IFRS 4, a contract is not an insurance contract if it
does not transfer significant insurance risk. Consequently, IFRS 4 explicitly excludes from
insurance contracts some financial reinsurance contracts, for example, which have the
following features:

o contracts that have the legal form of insurance, but pass all significant insurance risk
back to the policyholder through non-cancellable and enforceable mechanisms that
adjust future payments by the policyholder as a direct result of insured losses.

IFRS 4 requires the unbundling if both the following conditions are met:

i) the insurer can measure the deposit component separately (i.e. without considering the
insurance component)

i)  the insurer's accounting policies do not otherwise require it to recognise all obligations
and rights arising from the deposit component.

58. Unbundling is permitted, but not required, if the insurer can measure the deposit
component separately as in (i) above but its accounting policies require it to recognise all
obligations and rights arising from the deposit component.

" This discussion on IFRS 4 is from the perspective of insurance contracts. It is equally applicable to reinsurance
contracts, in which case the term "insurer” should be substituted with "reinsurer” and the term "policyholder”
substituted with "ceding insurer”.
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59. Therefore, whether unbundling is required or not depends on the insurer's accounting
policies on recognition of obligations and rights arising from the deposit component. The
following case is an example of application:

o a cedant receives compensation for losses from a reinsurer, but the contract obliges
the cedant to repay the compensation in future years. This obligation arises from a
deposit component.

Application of IFRS 4:

o unbundling is required if the cedant’s accounting policies permit it to recognise the
compensation as income without recognising the resulting obligation

o unbundling is permitted, but not required, if the cedant’'s accounting policies require it
to recognise the resulting obligation.

Disclosure

60. As outlined in Insurance Core Principle 26: Information, disclosure and transparency
towards the market, insurers should disclose relevant information on a timely basis in order
to give stakeholders a clear view of their business activities and financial position and to
facilitate the understanding of the risks to which they are exposed.

61. Supervisors are enhancing their information gathering on reinsurance arrangements by
requiring explicit reporting of amounts and details on reinsurance transactions in the annual
supervisory reporting returns. Some of these reinsurance arrangements are structured as a
series of transactions on a cross-border basis with multiple parties (some may be related),
which, absent disclosure by the insured to the supervisor, makes detection, and risk
assessment difficult for local supervisors. In accordance with Insurance Core Principle 5
Supervisory cooperation and information sharing, effective supervision is enhanced through
international cooperation among supervisors, including sharing of information about the
fithess and propriety of the individuals involved in putting the arrangements together. Where
possible, the home supervisory authority should inform the host supervisor in advance of
taking any action that will affect the foreign insurer in the host supervisor’s jurisdiction.

Non-life

62. The gross of reinsurance reporting of insurance liabilities gives explicit disclosure of
counterparty risk by presenting reinsurance recoverables on the insurer’s balance sheet.
Disclosure of the gross of reinsurance is required by Insurance Core Principles, the IAIS
Standard on Disclosures concerning Technical Performance and Risks for Non-life Insurers
and Reinsurers, and IFRS 4. Refer to IFRS 3 Business Combinations for guidance regarding
insurance contracts acquired in a business combination or portfolio transfer.

Life

63. The presentation of life insurance in financial statements differs for assumption
reinsurance agreements and indemnity reinsurance agreements as follows:

o under indemnity reinsurance agreements, the ceding entity remains legally responsible
for all policyholder obligations of the reinsured policies. The assuming entity
indemnifies, or protects, the ceding entity against one or more of the risks in the
reinsured policies.
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o under an assumption reinsurance agreement, the ceding entity is relieved of
responsibility for the policies reinsured, and the contracts are accounted for by the
assuming entity in the same manner as direct business. The reinsurer assumes all of
the obligations formerly assumed by the ceding entity. Typically, regulatory and
policyholder approval is required. When a company intends to enter into an assumption
reinsurance transaction, an indemnity reinsurance agreement may be used for those
policies not yet covered by the assumption agreement.®

64. Refer to Appendix V for more information about public accounting and risk transfer
testing in various jurisdictions.

6. Supervisory approaches to finite reinsurance

65. The IAIS Reinsurance and Other Forms of Risk Transfer Subcommittee has received
responses from a variety of jurisdictions to a questionnaire concerning supervision of finite
reinsurance. From the responses, it appears that there are a range of approaches that
supervisors can take in order to ensure that these transactions are being disclosed and
accounted for properly. This range of approaches reflects the local market conditions and the
general supervisory approach taken within a jurisdiction (for example, some jurisdictions take
a no failures approach whereas others try to minimise losses to policyholders in the event of
the insurer’s insolvency). As noted in the introduction, this guidance is from the perspective
of the supervisor of the ceding insurer, however, many of the aspects will also apply to the
supervisor of the assuming reinsurer. It should also be noted that the supervisory approach
to finite reinsurance is currently under review in many jurisdictions.

66. The supervisory practices and procedures seem to reflect where a jurisdiction falls along
the continuum of supervisory approaches from a principles-based approach to a rules-based
approach, or combination thereof. For example:

o a principles-based approach with emphasis on the responsibility of senior management
and the Board. The preference is to ensure that senior management have properly
agreed and documented policies and procedures. Supervisory risk assessments are
carried out to verify that policies and procedures are properly defined and acceptable.
In addition, under regulatory principles, senior management is required to disclose any
matter which they believe to be of regulatory significance.

o a rules-based approach where the supervisory requirements are more definitive and
the supervisory procedures more detailed (such as requiring prior approval of
reinsurance contracts). Under this approach, there is less reliance on management and
board oversight and more reliance on independent supervisory and government
testing.

67. Regardless of the supervisory approach, the main concern with these arrangements is
when they are deliberately constructed to mislead or where there is abuse by the insurer’'s
management (e.g., interlinked contracts between related parties or via third parties, or “off
contract” arrangements which are concealed from the insurer's stakeholders, supervisors,
and creditors). In this respect, they are no different from any other type of deception, which
supervisors cannot necessarily prevent.

8 Actuarial Standards Board, Actuarial Standard of Practice No. 11; Financial Statement Treatment of
Reinsurance Transactions Involving Life or Health Insurance, June 2005.
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68. These supervisory approaches include, for example:

o conducting onsite inspections including review of reinsurance programmes, and
guestioning management on use of limited risk transfer contracts

o requiring annual attestation by senior management regarding whether risk transfer has
been appropriately accounted for and side agreements are reflected in the supervisory
reporting returns

o requiring explicit reporting on amounts and details on finite reinsurance transactions in
the annual supervisory reporting returns

o review of actuarial reports (which include details on reinsurance) and expanding the
actuary’s responsibility to assess the adequacy of the insurer’s reinsurance system
(including risk transfer, philosophy, and adequacy of documentation)

o review of auditor’s reports on the financial statements and related working papers

o requiring all limited risk transfer arrangements to have prior supervisory approval (may
be subject to materiality limits in some jurisdictions)

o requiring all reinsurance transactions with related parties to have prior supervisory
approval and demonstrate that they are at market terms and conditions

o reviewing annual reinsurance management strategy (that has been signed off by the
Board of Directors) regarding the insurer’s internal control environment and processes
for management review of reinsurance arrangements. Such management strategy is
submitted to the supervisor annually.

o highlighting Board and senior management responsibilities via supervisory letters to
companies regarding importance of rigorous risk management, self-assessment of risk
transfer, and accurate financial statement reporting; includes the requirement for the
insurer to report back to the supervisor annually

o conducting investigations into questionable reinsurance arrangements; investigations
often include requiring additional accounting and actuarial review

) in one jurisdiction every reinsurance contract is analysed for adequate risk transfer
o some jurisdictions ban the use of finite reinsurance
o in other jurisdictions, a risk- based supervisory approach is taken with regard to the

review of reinsurance arrangements for insurers and reinsurers

o requiring auditors and actuaries to “whistle blow” by reporting to the supervisor where
management’s activities may threaten the solvency of the insurer or where potential
fraudulent activities are suspected.

69. It will not always be possible to detect every questionable reinsurance arrangement, but
the following are indicators to supervisors that there may be a need for further analysis:

o disparate lines of business included within a single treaty

o contracts which do not appear commercially sensible from the standpoint of the insurer
or reinsurer. (e.g. are there side agreements which change the meaning?)

o contracts placed without following the cedant’'s normal process and guidelines for
reinsurance

o contracts placed very close to the end of the financial year and covering that year or
earlier years (Is the aim to disguise a bad result for that year?)

o inconsistencies or gaps in the dating of the documentation. (e.g. has an agreement
been backdated to give the appearance that it was reached before the end of a
reporting period?)

o blended covers - when they cover a combination of a single contract with a normal
reinsurance arrangement. When this is done, the two covers should be evaluated
separately.
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Recommendations for supervisors
Risk transfer
70. Supervisors should:

o review annual reinsurance management strategy (that has been signed off by the
Board of Directors), which sets out a coherent reinsurance programme designed to
manage and mitigate the risks assumed in the underlying policies issued by the ceding
insurer

. understand that the substance rather than the form of the transaction is crucial,
especially if it is not clear why the ceding insurer and the reinsurer would enter into the
arrangement

o determine which types of risk are actually transferred and how, and why such transfer
is commercially sensible for both the cedant and the reinsurer

o have access to all reinsurance documentation (placement slips, cover notes,
reinsurance agreements and any addenda thereto) as an aid to understanding the
structure of the agreements and their underlying commercial reality

o have the ability to require insurers to undertake an analysis of risk transfer and
economic value of the transaction (including the effect of any separate or side
agreements or interlinked contracts), when necessary, which should be available to
supervisors.

Life Reinsurance Risk Transfer

71. Supervisors should be particularly alert to three types of transactions:

o bulk reinsurance - an insurer cedes all or part of a block of insurance business. Such
bulk cessions may or may not be in the ordinary course of business and may or may
not require prior supervisory approval. Under an indemnity reinsurance arrangement,
the ceding company remains liable to the policyholders and the reinsurer has no
obligations to them. Typically the ceding company will continue to perform all functions
in connection with claims and other policyholder services.

o assumption reinsurance arrangement - the reinsurer assumes the liability to
policyholders, although in some cases, the ceding company retains a contingent
liability. Assumption reinsurance requires that the reinsurer issue assumption
certificates to the existing policyholders and take over responsibility for policyholder
services. On occasion, the reinsurer will contract with the original company to continue
to provide such services on a fee basis. Regulatory approval of all assumption
reinsurance arrangements is normally required. Typically, because a block of in-force
business has value, the sale transaction will result in a gain to the ceding company. If
the policies are somewhat mature and have reasonably large reserves, the transaction
probably will result in a transfer of cash or other assets by the ceding company. In this
case, the reserves released by the ceding company will be greater than the value of
the assets transferred, with the resulting credit being a gain and an increase in surplus.
If the policies are young and have very small reserves, the assuming company may
pay some amount in the purchase. If the ceding company has an obligation to buy
back the block of insurance or to repay the reinsurer’'s losses, the intent of the
transaction has usually been to create surplus in the ceding company and a transfer of
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risk has not occurred. In these situations, the accounting for the transaction must look
beyond the intent and record the obligation. Therefore, there is no gain or surplus
increase to be recognised, but the credit would be recorded as a liability to reflect the
obligation to repay the difference to the reinsurer.

Assumption reinsurance arrangements occur when the insurer transfers, with the
consent of the policyholder, responsibility for policyholder obligations to another
insurer. These types of transactions are of concern to the policyholder, particularly
where the assuming company has a weaker financial position than the ceding
company. They may also indicate financial difficulties of the ceding company and may
be motivated by pressure to generate surplus.

o surplus relief - a method of deferring losses or accelerating future profits on a block of
in-force or new insurance business. This can be done in three ways:

i) reinsurer pays an amount equal to its best estimate value of all future margins
and takes all future income, however there is no experience refund. This is a
traditional risk transfer in that the reinsurer is taking a risk that the profit may not
emerge as projected.

i) reinsurer pays initial expenses, has a charge over all emerging surplus and
returns excess surplus through the experience account. In this situation the
reinsurer will suffer a loss if the profits do not emerge as projected. The
reinsurance agreement does not limit the loss exposure to the reinsurer. If the
profits are over a certain level, these are returned to the cedent via the experience
account, which caps the reinsurer’s potential for profit. This is a finite reinsurance
transaction.

iiiy reinsurer pays an upfront amount, takes a charge over future margins, however if
the margins do not emerge the cedant has an obligation to make payments from
sources outside the reinsured business. This should be treated as a loan.

Accounting and Disclosure

72. Supervisors should have the ability to verify that insurers have disclosed and accounted
for any separate or side agreements or understandings that exist between the reinsurance
agreement parties that would serve to reduce, offset or eliminate the reinsurer’s obligations.

73. In cases where there is not acceptable risk transfer and the disclosure and accounting do
not reflect the true economic value of the transaction, supervisors should have the power to
take corrective action that could include not allowing credit for the transaction as reinsurance
and requiring restatement of the financial position where material.

Information sharing and supervisory cooperation

74. Effective supervision is enhanced through international cooperation among supervisors
and sharing of information about the fithess & propriety of the individuals involved in putting
the arrangements together. Even with cooperation there is no guarantee that all cases of
misuse of finite reinsurance will be uncovered. In accordance with Insurance Core Principle
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15, supervisors should have the power to take corrective action and, where needed, impose
sanctions based upon clear and objective criteria that are publicly disclosed. Legislation
should provide for sanctions against individuals who withhold information from the
supervisory authority, provide information that is intended to mislead the supervisory
authority or fail to provide information in a timely fashion.

75. In accordance with IAIS Core Principle 5 Supervisory cooperation and information
sharing, supervisors should cooperate and share information with other relevant supervisors,
which can be helpful when reviewing finite reinsurance transactions. The IAIS has issued a
Supervisory Standard on the Exchange of Information (2002), which applies particularly
where restricted or confidential information is involved and provides guidance on some of the
elements that an optimal information sharing agreement might include. The IAIS Model
Memorandum of Understanding (1997) provides guidance on some of the elements that an
optimal information sharing agreement might include, such as:

o the purpose of information exchange

o obligations to exchange information

o standard of professional secrecy to be exercised by the recipient supervisor in relation
to confidential information received

) the degree and extent to which confidential information will be used by the recipient
supervisor, including the onward transmission of information by the recipient supervisor
to other government agencies in their jurisdiction

o the need for the express agreement of the supervisor supplying the information prior to
use by the recipient supervisor for purposes other than those for which they gave their
original agreement.

Please refer to Appendix VI for detailed examples of supervisory approaches by various
jurisdictions.
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Appendix | — Types of reinsurance

Non-life Treaty Reinsurance

76. Reinsurance treaties are usually automatic arrangements in that the insurer does not
have to make specific cessions in order to activate reinsurance protection. Exceptions to this
general rule are special acceptances, a procedure by which risks that do not qualify for
coverage under the terms and conditions of the treaty may be submitted to the reinsurer for
specific underwriting evaluation and determination of any additional premium charge.

77. Treaties are also usually obligatory, in that the cedant is obligated to cede all business
defined by the reinsurance agreement, and the reinsurer is obligated to accept all such
business, subject to the terms and conditions of the contract. Surplus treaties are sometimes
non—obligatory from the insurer’'s standpoint as the insurer may elect not to cede a specific
risk, or to cede something less than the maximum cession permitted under the contract
provisions.

78. Treaty reinsurance usually applies to a broad segment of the insurer's overall book of
business (e.g., all Workers’ Compensation business, all Commercial Property business, all
Accident & Health business, all Aviation business, etc.). All sorts of segregations are
possible, but the idea is to group together entire lines or classes of business. As long as the
business to be reinsured is reasonably homogeneous in nature or exposed to loss arising
from a common cause and written in sufficient volume it can be considered for treaty
reinsurance. A sufficient volume of reinsurance is necessary in order to satisfy the reinsurers’
need to collect reinsurance premiums that bear a reasonable relationship to the assumed
liabilities. Treaty reinsurance is considered to be the most efficient and least expensive way
of arranging for such transfers.

Non-life Facultative Reinsurance

79. Facultative transactions, by their nature, are not obligatory with respect to either the
cedant or the reinsurer. Facultative reinsurance involves the reinsurance of the exposures
covered by a single policy, or sometimes only specific portions of a policy. The nature of the
underwriting process and the kind and amount of data which are usually required by the
facultative underwriter make this approach far less efficient and much more expensive to
handle than treaty reinsurance.

80. Nevertheless, facultative reinsurance often plays a significant role in a insurer’'s overall
reinsurance program. It is commonly used to enable the insurer to write risks that may be
excluded under its reinsurance treaties, to generate additional capacity needed that is not
fully accommodated under its treaties, or to accept risks requiring technical underwriting
expertise beyond that which may be available in—house.

81. It is also possible to arrange reinsurance protection on a “hybrid” basis that contains
obligatory and non—obligatory elements.
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Two commonly encountered facultative arrangements are:
a. Facultative obligatory insurance

82. Facultative obligatory reinsurance or “open cover” is an arrangement pursuant to which
the cedant may, at its option, cede certain defined risks to the reinsurer, which the reinsurer
must assume, subject to the cedant's retention. This arrangement has both treaty and
facultative elements. It is normally used to provide cover for risks that are irregular in
incidence or to supplement a treaty that has limited capacity.

b. Semi-automatic Facultative Reinsurance

83. Semi-automatic facultative reinsurance requires the reinsurer to accept certain defined
risks of the reinsured, subject to the right of the reinsurer to reject liability for any of such
risks within a stated period after submission. Like facultative obligatory reinsurance, semi-
automatic facultative reinsurance is also a hybrid of both treaty and facultative reinsurance.

Life & Health Automatic Reinsurance

84. Automatic life reinsurance is similar to non-life “treaty” reinsurance. In automatic
reinsurance, the ceding company is able to bind the reinsurer on a risk without submitting an
application for reinsurance provided certain conditions are met. These conditions vary by
agreement, but typically obligate the ceding company to keep retention on the life, limit the
amount of insurance on a life that may be ceded, and limit the overall amount of insurance
that may be in force on the life issued by all life insurers. The ceding company may be
required to notify the reinsurer of automatic reinsurance arrangements through specific
cessions (i.e., “cession reporting”), otherwise it is called “bordereau reporting.” This type of
reinsurance will be typically offered to broad segments of a insurer’s business, such as all
issues of a specified policy form.

Life Facultative Reinsurance

85. Life facultative reinsurance is similar to non-life facultative reinsurance or to “special
acceptances” reinsurance under treaty reinsurance. However, facultative obligatory”
reinsurance and “semi-automatic” reinsurance will rarely be encountered in the life and
health market.
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Appendix Il — Forms of reinsurance

Non-life

86. Whether on a treaty basis or a facultative basis, there are two forms of reinsurance,
Proportional (also often referred to as pro-rata reinsurance) and Non—proportional (often
referred to as excess of loss reinsurance).

Non-life Proportional Reinsurance

87. Under proportional reinsurance the insurer and the reinsurer share in an agreed ratio all
premiums, losses, and loss expenses arising out of the original business covered under the
reinsurance agreement. There are two forms of proportional reinsurance: Quota Share and
Surplus Share.

a. Quota Share Reinsurance

88. This type of reinsurance was the earliest form of proportional reinsurance and is still
widely used wherever appropriate. Quote share reinsurance arrangements agreement
represent a sharing of all business in a fixed ratio, or proportion. A 50% quota share
agreement is one in which premiums, losses, and loss expenses are shared equally, half
being retained by the insurer and half being ceded to the reinsurer. A 70% quota share would
involve a 70% share ceded to the reinsurer, with the remaining 30% retained by the insurer.

89. In Practice — A $500,000 insurance policy remitting annual premiums of $1,000 under a
50% quota share agreement, would entitle the insurer and reinsurer to $500 of the annual
premiums, and liability of up to $250,000 on a claim. The insurer's needs and objectives,
and the amount of proportional capacity available in the reinsurance marketplace at the time
of placement, will determine the percentage share it will retain for its own account. Quota
share treaties are invariably obligatory contracts. The contract will contain a stipulated limit of
liability with respect to any single original policy. There will ordinarily be certain forms of
coverage or classes of business that are excluded under the terms of the contract. These
may not be ceded to the reinsurer without prior review and approval (usually referred to as a
special acceptance) by the reinsurer. The reinsurance premium is simply the reinsurer’s
proportional share of the insurer’s original premium for all business ceded. The reinsurer’s
share of the insurer’s acquisition costs and general operating expenses associated with the
ceded business is recovered by the insurer via a ceding commission allowance, a deduction
from the reinsurer’s share of the gross original premium.

b.  Surplus Share Reinsurance

90. This type of proportional reinsurance is a variation on the quota share concept. Instead of
sharing every policy on the basis of a never-changing fixed ratio, a surplus agreement
permits the insurer to cede varying amounts or percentage shares of each original policy to
the reinsurer. The amounts ceded are still subject to a stipulated minimum retention and
maximum cession.

91. In Practice — In a three-line surplus agreement, the insurer would transfer three times the
amount of liability retained. On a $40,000 policy, the insurer would retain $10,000 (1/4) of the
liability and the reinsurer would assume $30,000 (3/4). In the event of a total or partial
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liability claim, the insurer and reinsurer would maintain the same percentages for claim
resolution. (The percentages and amount assumed and ceded may differ among reinsurance
contracts.)

92. Once a cession has been made to the surplus treaty, premiums, expenses and losses
will be shared proportionally between the insurer and the reinsurer.

Non-life Non—Proportional Reinsurance

93. Non—proportional reinsurance occurs when the reinsurer indemnifies the ceding entity
against the amount of loss in excess of the cedant company’s specified retention. Non—
proportional reinsurance, as the name implies, does not contemplate the sort of sharing of
premium, losses, and loss expenses that occurs under proportional structures. Instead, the
reinsurer assumes liability for only such loss as exceeds the insurer’s stipulated net retention
(or, in the case of a layered excess structure, loss which exceeds the combined limit of
liability of all underlying layers of reinsurance plus the insurer’s retention). The three types of
non-proportional reinsurance include:

a. Excess per Risk

94. This reinsurance method provides indemnification to the ceding company for each
covered risk up to a predetermined limit. The ceding company is required to meet the
obligations of the claim up to a preset dollar amount before the reinsurer becomes liable.

95. In Practice — An insurer that utilises the excess per risk reinsurance method may cede
amounts exceeding the first $100,000 of claim liability on a policy to a reinsurer. That
reinsurer agrees to accept this risk, but limits their total liability for this policy to $900,000. In
effect, a claim on this policy for $850,000 would be settled from $100,000 from the original
insurer and $750,000 from the reinsurer.

b.  Aggregate Excess of Loss Reinsurance (Stop-Loss)

96. This method provides reinsurer indemnification to the ceding company for the aggregate
amount of losses during a specific time frame up to a predetermined limit or percentage.

97. In Practice — An insurer decides to cede all insurance losses that exceed 75% of the
company'’s subject premiums for the calendar year ended 12/31/XX. The reinsurer agrees to
assume this liability, but limits responsibility at $2,500,000. In effect, if the reinsurer incurred
losses totalling 80% of the subject premiums, the reinsurer would be liable for 5% of the
losses up to $2,500,000. (For these situations, the ceding company will be expected to
provide documentation to the reinsurer of the premiums collected and the losses sustained.)

C. Per Occurrence (Catastrophe) Excess of Loss

98. This reinsurance method is identical to the ‘Excess per Risk of Reinsurance’ indicated
above, except that the policies are designed to account for an accumulation of losses from a
single catastrophic event.

99. In Practice — An insurer may decide to cede all insurance losses exceeding $4,000,000
that result from a natural catastrophic event. One reinsurer who accepts the risk may limit
liability at $25,000,000. In the event of an earthquake that causes losses of $29,000,000,
the original insurer would be responsible for the first $4,000,000 in losses and the reinsurer
would be responsible for $25,000,000. As catastrophic events can result in significant losses,
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the insurer may find it necessary to cede parts of the risk to different reinsurers, or the
assuming reinsurer may cede some of the assumed risk to others (retrocession.)

100. In non-proportional reinsurance the reinsurer does not assume responsibility for a
proportional share of all losses. Therefore the distribution of premium will not be on a
proportional basis. Non—proportional reinsurance is commonly arranged in a series of layers,
the first of which attaches immediately to the excess of the insurer’s retention, followed by as
many additional layers as are necessary to generate the required total amount of capacity
(per risk), or to afford such catastrophe (per occurrence) or aggregate (net retained loss)
protection as deemed prudent and sufficient, given the size, geographic distribution and
nature of the insurer’s portfolio of business.

Life & Health Reinsurance
There are two forms of life reinsurance: proportional and non-proportional.

Life Proportional Reinsurance

101. As a general rule life insurance companies establish limits of retention. These limits,
which may vary by age at issue, plan, or substandard classification, are the amounts which
the insurer has decided it can safely retain at its own risk for newly issued policies. A
schedule of limits of retention also includes limits for supplemental benefits such as disability
and accidental death. These limits may or may not be independent of the limits for life
insurance benefits. With these limits of retention established for all the forms of coverage
issued, an insurer makes reinsurance arrangements with one or more reinsurers to take care
of those applications on which the amounts are in excess of the established retention.

Using the above methodology, proportional life reinsurance may be written on:
a. Yearly Renewable Term (YRT) or Risk Premium Reinsurance Basis

102. Reinsurance arrangements written on this basis transfer the mortality risk to the
reinsurer. For every age, plan, and policy year, there is a certain reserve per $1,000 of
insurance. In calculating the insurer’'s available surplus capital, this is the liability that is
deducted from assets to arrive at the insurer’'s available surplus capital. Since this reserve
amount is already in the insurer’s liabilities, it is clear that if the insurer is called upon to pay
more than this amount, only the excess over the reserve needs to be taken from the insurer’s
available surplus capital. In the event of a death claim, assets are reduced by the face
amount paid, liabilities are reduced by the reserve amount, and the excess of the face
amount over the reserve comes from its available surplus capital. This excess is called the
“policy net amount at risk.” In the reinsurance agreement the ceding company and the
reinsurer agree upon how the policy net amount at risk will be apportioned between them.

103. In Practice - The ceding company would prepare a schedule of the net amounts at risk
for each policy year. The reinsurer would develop a schedule of yearly renewable term
premium rates for reinsurance on the ceding company’s schedule. The ceding insurer would
pay the reinsurer the established premiums for the appropriate net amounts at risk each
year. In the occurrence of a claim, the reinsurer would remit payment for the assumed potion
of the policy’s net amount at risk.

104. Although the policy net amount at risk will decline over time as the policy reserves
increase, it is common for the parties to agree to make adjustments only at agreed intervals
to ease administration and lower processing costs. This reinsurance method is widely used
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because it reduces reinsurance to its fundamentals and provides a very flexible mechanism
for satisfying the insurer’s reinsurance needs.

b. Coinsurance Basis

105. This type of reinsurance is considered to be the most comprehensive basis since it
usually involves transfer of a portion of all the risks inherent in the original business on a
quota share or excess of retention basis from the ceding company to the reinsurer.

106. In this type of reinsurance, the insurer and the reinsurer share a portion of the risks
under the original insurance policy. The reinsurer receives a portion of the gross paid policy
premiums based on the amount of risk assumed and establishes a correlating reserve. In
addition to fulfilling the assumed portion of the claim, the reinsurer is also required to
reimburse the insurer for any other benefits provided under the policy (i.e., policy dividends,
commissions, premium taxes, etc.). The reinsurer also provides the ceding insurer with a
commission to cover the marketing, underwriting and distribution aspects of the policy.

107. In Practice - If the insurer desired to cede 50% of a $500,000 life insurance policy with
annual premiums of $1,000, the reinsurer would receive $500 (50%) of the premiums
collected. The reinsurer would establish an adequate reserve on their books and pay the
insurer for the share of commission costs and benefits provided. In the event of the death of
the policyholder, the reinsurer would be required to remit $250,000.

C. Coinsurance with funds withheld

108. A slight variation of this reinsurance method may occur if assets are retained by the
insurer. Under this method, the insurer withholds assets supporting the reserves on the
ceded portion of the business and the insurer sets up an interest-bearing amount payable to
the reinsurer.

109. Under these circumstances, the ceding company may wish to retain control of the
funds arising from its own policies either to maximise its own investment returns, or as
security against the event that the reinsurer’s ability to discharge its obligations to the ceding
insurer becomes impaired.

d. Modified Coinsurance Basis

110. Modified coinsurance, or ‘modco’, differs from coinsurance and coinsurance with funds
withheld agreements, in that the portion of policy assets and reserves normally entitled to the
reinsurer are actually retained by the ceding company. In addition to the transactions
required in a coinsurance arrangement, a “reserve adjustment” must be calculated. For each
accounting period, the change in reserves is first determined. If these have increased, the
amount of the increase, less interest on the reserve for the period, if positive, will be payable
to the ceding company. If negative, the amount of the decrease, plus interest on the reserve,
will be payable by the cedant to the reinsurer.

111. In Practice — (Using the same example for the coinsurance method) If the insurer
desired to cede 50% of a $500,000 life insurance policy with annual premiums of $1,000, the
insurer and reinsurer would each receive $500 (50%) of the premiums collected. The insurer
would establish the full portion of the reserve for this policy and retain all funds held to
support the reserve. Each year, the reserve basis would be determined, and after
considering the impact of interest on the funds held by the insurer, the reinsurer would remit
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or receive payment to cover the increase/decrease in reserve. In the event of the death of
the policyholder, the reinsurer would be required to remit $250,000.

112. The rationale for this procedure is that the ceding company holds the policy reserves
and the corresponding assets on the reinsured business and, therefore, is responsible for the
portion of the reserve increase derived from interest on the policy assets. Any other
fluctuations in the reserve would be the responsibility of the reinsurer. Establishing the
reserve adjustment interest rate is a complex part of the treaty negotiations. The formula for
calculating the interest rate is typically set forth in the reinsurance agreement.

Life Non-Proportional Reinsurance

113. Non-proportional reinsurance provide for aggregate losses rather than indemnification
on individual policies. Typically, these reinsurance policies are written annually to protect
from excessive losses.

Non-proportional Life & Health Reinsurance

114. This may be written as:
a.  Catastrophe Reinsurance

115. This provides for payment by the reinsurer when the ceding company’s aggregate net
retained claims resulting from a single accidental event exceed the insurer’s retention under
the reinsurance agreement. Commonly the reinsurer pays something less than 100% of such
excess, the balance being retained by the insurer, and a limit is placed on the amount the
reinsurer will pay on any one catastrophe. An annual limit may also be placed on the total
amount to be paid by the reinsurer. The coverage may be purchased on the ceding
company’s entire portfolio of retained risks or on any readily definable category, such as all
retained individual risks, a particular group case, a category of group cases, etc. Normally,
both the regular life insurance risk and the accidental death risk will be included.

116. In Practice - The insurer cedes to a reinsurer 100% of aggregate, entire portfolio claims
caused by a natural catastrophic event that exceed $5,000,000. The reinsurer agrees to
accept the risk with a limit of 2 claims per year and an annual dollar limit of $10,000,000. In
the event of an earthquake that resulted in life claims totalling $7,500,000, the insurer would
be responsible for $5,000,000 and the reinsurer would be responsible for $2,500,000. If a
second natural catastrophe occurred throughout the same calendar year, the reinsurer
liability would be limited to $7,500,000.

b.  Stop-Loss Reinsurance

117. The term stop—loss reinsurance is commonly used to describe coverage for a collection
of insurance risks under which, once the ceding company pays the total amount of all claims
in a specified period, usually a calendar year, up to a total aggregate limit determined in
advance for the period, the reinsurer will reimburse a specified proportion (e.g., 90%) of the
amount in excess of the aggregate retention for the period, subject to a maximum
reinsurance limit. In practice, the maximum amount of claim on any one life is usually
“warranted” by the ceding company. Any policy amounts issued in excess of the warranted
maximum are reinsured conventionally.

118. In Practice - The insurer wishes to cede the risk that life insurance claims for the
calendar year will not exceed $2,000,000. The reinsurer agrees to accept the risk, and
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agrees to pay 90% of all claims that exceed the $2,000,000 threshold. At the end of the
calendar year, the reinsurer would receive documentation of the current-year paid claims
from the ceding company, and remit any required amounts based on the stated liability.
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Appendix lll — Definitions

IAIS Glossary

119. Throughout this paper a number of definitions and key words will be used in describing
the concepts of reinsurance and its supervision. Some are described here; for more general
insurance terminology, refer to the IAIS Glossary of Terms.

Finite reinsurance

120. Finite reinsurance (also known in some jurisdictions as financial reinsurance,
structured reinsurance, non-traditional reinsurance, loss mitigation reinsurance) is a generic
term that, for purposes of this paper, will be used to describe an entire spectrum of
reinsurance arrangements that share limited risk for a limited amount of premium. There are
a number of other definitions of finite or financial reinsurance. In some jurisdictions there is a
distinction between finite reinsurance and financial reinsurance. In some jurisdictions
financial reinsurance is a specialised form of limited liability reinsurance whereby the
financial and strategic motivations of the reinsured to effect the transaction take precedence
over the risk transfer motivation. Although there is no accepted global definition of “finite
reinsurance,” a typical transaction may include, but not be limited to provisions for
aggregating risk, for aggregating limits of liability, for aligning the interests of the insurer and
reinsurer, and for explicitly recognising the time value of money. A detailed review of the
entire contract and any side agreements is necessary to determine if contracts containing
such clauses do transfer risk and are in fact reinsurance contracts when considered in their
totality. Usually, one (or a number)of the following characteristics will be present within finite
reinsurance contracts although some of them may be present in traditional reinsurance as
well:

o risk transfer and risk financing are combined and the time horizon of money is
emphasised in the contract

o assumption of limited risk by the reinsurer (aggregate limit of liability, blended cover)

o transfer of volatility (e.g., multiple lines of business, multiple years of account and
multiple year contract terms)

o inclusion of future investment income in price of contract (recognition of time value of

money with funds withheld)

potential profit sharing between parties

pricing determined by ceding entities’ results and not reinsurance pricing cycle

terms and pricing are typically determined in advance

bulk reinsurance (i.e. administration of reinsurance is done on a bulk basis rather than

on a traditional seriatim policy-by-policy basis, for a block of in-force business).

Funds Withheld

Assets that would normally be paid over to a reinsurer but are withheld by the cedant to
permit regulatory credit for non-admitted reinsurance, to reduce a potential credit risk, to
retain control over investments or to assist in realising the time value of money in
jurisdictions that do not allow discounting or equalisation reserves.
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Reinsurer

A reinsurer is an insurer that offers protection through the sale of a reinsurance contract to a
risk-transferring policyholder who is an insurer. If the risk-transferring policyholder a
(re)insurer itself, the risk-assuming insurer is called the reinsurer, and the risk transfer is
known as (retro)cession.

Side Agreements

Formal or informal agreements (oral or written) that are not part of the reinsurance contract
that essentially modify a reinsurance arrangement or alter the risk transfer inherent in the
contract.

Unbundling (Bifurcation)

For accounting purposes unbundling is the separation of a contract into financing and risk
transfer components.

Other definitions of finite reinsurance (for reference)

European Commission

121. The European Commission Directive on Reinsurance has the following definition:

“Finite reinsurance means reinsurance under which the explicit maximum loss potential,
expressed as the maximum economic risk transferred, arising both from a significant
underwriting risk and timing risk transfer, exceeds the premium over the lifetime of the
contract, for a limited but significant amount, together with at least one of the following two
features:

()  explicit and material consideration of the time value of money
(i)  contractual provisions to moderate the balance of economic experience between the
parties over time to achieve the target risk transfer.

AICPA

122. The American Institute of Certified Public Accountants (AICPA), as provided in a
Financial Accounting Standards Board (FASB) Alert from April 2005, “Accounting by Non-
insurance Enterprises for Property and Casualty Insurance Arrangements That Limit Risk”)
defines finite reinsurance in the following manner:

"Finite reinsurance contracts are contracts that transfer a clearly defined and restricted
amount of insurance risk from the cedant to the reinsurance company, and the cedant retains
a substantial portion of the related risks under most scenarios. Nevertheless, under certain
finite contracts there may be a reasonable possibility that the reinsurance company will incur
a loss on the contract.”

Financial Quota Share (General Reinsurance Corporation, US):

123. A quota share reinsurance transaction that elicits significant financial benefits beyond
risk transfer benefits through the use of ceding commissions, potential investment income
sharing and liability limits. (Source: www.genre.com.)

IAIS - Guidance Paper on Risk Transfer, Disclosure and Analysis of Finite Reinsurance
Approved in Vienna on 21 October 2005
Page 31 of 71



Financial Reinsurance (General Reinsurance Corporation):

124. A specialised form of limited liability reinsurance whereby the financial and strategic
motivations of the reinsured to affect the transaction take precedence over the risk transfer
motivation. Also known as finite-risk reinsurance and non-traditional reinsurance. (Source:
www.genre.com.)

Financial Reinsurance (Gill & Roeser, Inc. definition for Reactions)

125. A form of reinsurance, which considers the time value of money and has loss
containment provisions. One of its objectives is the enhancement of the cedant's financial
statements or operating ratios, e.g., the combined ratio; loss portfolio transfers and financial
quota shares are examples. (Source: www.gillroeser.com.)

Finite Risk Reinsurance (Gill & Roeser, Inc. definition for Reactions)

126. A form of retrospectively rated reinsurance in which the reinsurer's ultimate liability over
the term of the contract is typically limited to no more than 300 percent of the premium
ceded. Its primary objectives are to stabilise earnings and reduce reinsurance costs.
(Source: www.gillroeser.com.)

Financial Reinsurance (Prudential plc, UK)

127. Often refers to a reinsurance operation concluded primarily to stabilise the balance
sheet of the ceding insurance company and provide capital support. There is no clearly
accepted definition of what financial reinsurance involves. (Source: www.prudential.co.uk.)

Finite Reinsurance (Prudential plc, UK)

128. Insurance and reinsurance policies where the aggregate risk to the insurer or reinsurer
are capped at a given ceiling. Finite risk contracts are usually long-term contracts, and
include a profit-sharing mechanism. (Source: www.prudential.co.uk.)

Finite Risk Reinsurance (Insurance Information Institute, US)

129. Contract under which the ultimate liability of the reinsurer is capped and on which
anticipated investment income is expressly acknowledged as an underwriting component.
Also known as Financial Reinsurance because this type of coverage is often bought to
improve the balance sheet effects of statutory accounting principles. (Source: www.iii.org.)

Finite Reinsurance (Non-traditional Reinsurance, Limited Risk Reinsurance, and Financial
Reinsurance, Reinsurance Association of America)

130. A term used to describe a broad spectrum of treaty reinsurance arrangements, which
provide reinsurance coverage at lower margins than traditional reinsurance, in return for a
lower probability of loss to the reinsurer. This reinsurance is often multi-year and financially
oriented, and can provide a means of financial management beyond that usually provided by
traditional reinsurance. (Source: www.reinsurance.org.)
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Financially motivated reinsurance (Reinsurance Group of America, Incorporated - RGA Re,

Life)

131. Reinsurance designed to meet a financial objective of an insurer. For example,
financial reinsurance can aid in an insurer's tax planning efforts or can provide capital in
order to support an insurer's future growth (also known as financial reinsurance, asset-
intensive reinsurance or non-traditional reinsurance). (Source: www.rgare.com.)

Limited Risk Transfer Arrangements (APRA Australia)

132. Limited risk transfer arrangements typically do not involve significant transfer of
insurance risk over the life of the arrangement between the insurer and the reinsurer. An
arrangement may involve one contract, or a combination of two or more individual contracts
and/or side letters.
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Appendix IV — Sample agreements of finite reinsurance

133. The following are examples of the issues raised by finite reinsurance which have been
provided by various jurisdictions and are labelled by specific jurisdiction, to assist in
understanding the issues. Refer also to Appendix V which provides examples of accounting
rules in specific jurisdictions. Note that some of the concepts illustrated in the non-life
examples, such as aggregate stop loss, would also apply to life reinsurance. In some
jurisdictions accident and health business can be classified as either life or non-life business.

Non-life Reinsurance Examples

Time and Distance Policy (European Union)

134. This treaty represents the most elementary form of a first-generation financial treaty
and is characterised by payments of claims at agreed dates and for agreed sums,
independently from the actual technical performance of the treaty.

135. In particular, under a “time & distance” contract, on 1st January of the year X the
ceding company C transfers undiscounted provisions for claims outstanding for an amount of
100 to the reinsurer R. The reinsurer undertakes to make five deferred payments of 20 each
to the ceding company as a reimbursement of claims paid.

136. If we assume a 5% discount rate, the advance single premium that C will pay to R at
the date when the contract becomes effective will be 86.6, calculated according to the
following table:

Pattern of payments

Years Advance Claims paid Interests Balance of
single claims
premium outstanding
X 1 January 86.6
31 December 20 4.3 70.9
X1 31 December 20 3.6 54.5
X2 31 December 20 2.7 37.2
X3 31 December 20 1.8 19.0
X4 31 December 20 1.0 0
Total 86.6 100 134 0

137. It comes out from the above that in the year X the ceding company transfers 100 of
claims outstanding to the reinsurer against payment of a premium of 86.6, with a net profit of
13.4 and an increase of the net capital for an equal amount and a consequent improvement
of the solvency margin as well as of the representation of technical provisions.

138. It is worth underlining that the reinsurer does not bear any underwriting or timing risk,
since all the payments have been agreed in advance. R will only have to invest the premium
collected in advance in assets yielding at least an amount equal to the above-mentioned
discount rate. The interest rate risk, arising out of the difference between the cost of money
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and the return on investments, is one of the risks typical of banking and financial operators
and therefore is not an insurance risk.

139. These treaties cannot be taken into account for technical purposes, since there is
neither a transfer of the insurance risk nor the consequent possibility of economic losses for
the reinsurer.

Non-life Retrospective Cover - Adverse Development Cover (European Union)

140. These contracts address old year liabilities and permit management to focus on
ongoing business. They can include transfer of claims management.

141. This example of an adverse loss development cover is similar to the Time and Distance
example, but with some changes in contract terms which substantially modify its result.

Under this contract, on 1st January of the year X, the ceding company transfers
undiscounted provisions for claims outstanding for an amount of 100 to the reinsurer.

The maximum amount of aggregated claim is 110, therefore covering the potential negative
result of provisions for claims outstanding of 10. No limitations have been envisaged to the
amount of claims that can be paid in each year.

If we assume a 5% discount rate, the premium will be 86.6 euro.

However if the amount of claims paid during each year were 10% higher and the ceiling of
aggregate claim were overcome (110 euro), the reinsurer would obtain a negative result of
11,2 euro, as shown below in detail:

Pattern of payments

Years Advance Claims paid Interests Balance of
single claims
premium outstanding
X 1 January 86.6
31 December 22 4.3 68.9
X1 31 December 22 3.4 50.3
Xs 31 December 22 2.5 30.8
X3 31 December 22 15 10.3
X4 31 December 22 0.5 (11.2)
Total 86.6 110 12.2

142. Differently from the contract mentioned in the first example, in this case the reinsurer
assumes both the underwriting risk and the timing risk. In fact the above negative result is
made up of 1.2 (13.4-12.2) due to the loss of interests resulting from the faster pattern of
payment (timing) and 10 (110-100) due to the adverse development of claims (underwriting).

143. However, given that from some aspects this contract is not in line with the correct
accounting principles (i.e. the reinsurer immediately pays the ceding undertaking future
investment income, with the consequent increase of operating results and the possible
distribution of profits to shareholders).
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Reinsured

: o
Retained o
Carried Loss Adverse Loss
Reserves Portfolio Development
Transfer Cover

144. The contract can include transfer of claims management, which requires that the
reinsurer knows the projected payout pattern of the claims as the reinsurer runs the risk of
payments that are more rapid than expected.

Non-life Retrospective Cover - Loss Portfolio Transfer (LPT) (Swiss Re Sigma/US GAAP
Guidance)

145. The following example should be understood as a theoretical description of the
mechanics and effects of a LPT which is always dependent on the specific local accounting
treatment in force in the relevant jurisdiction, e.g. according to U.S. GAAP the profit as
shown in the example had to be spread over the period of uncertainty regarding the
underlying losses.

146. Primary (ceding) insurer increases its technical provisions for liability business by 600
monetary units. Of those 600, it cedes 300 to a reinsurer, which receives a premium of 200.
The cedant deducts this amount from its premium income in its income statement.

Income Statement Without With Loss
Loss Portfolio
Portfolio Transfer
Transfer
Earned Premiums 1000 800
Paid Losses (100) (100)
Increase in Loss (600) (300)
Reserves
Underwriting (350) (350)
Expenses
Technical Result (50) 50
Investment Income 50 50
Overall Result 0 100
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Balance Sheet
Assets Liabilities Assets Liabilities
2000 1800
Loss Reserves 600 300
Other Debt 1100 1100
Equity 300 400

Key Financial Ratios

Loss Ratio 70% 50%
Expense Ratio 35% 43.75%
Combined Ratio 105% 93.75%

Solvency Margin 30% 50%

An empirical system for verifying the transfer of the underwriting risk and the timing risk

147. Within the wider framework of alternative instruments for the transfer of risks the last
few years have seen the spread of so-called “finite” treaties, structured on an individual basis
by the reinsurer in order to answer to the specific requirements of the ceding company.

148. The main characteristic of these contracts is that, when determining the premium, they
take mainly or exclusively into account the financial aspect, that is the value of money over
time, with a predetermined or reduced transfer (or no transfer at all) of the portfolio insurance
risk to the reinsurer.

149. Generally speaking, from the point of view of a correct technical approach, it would
certainly be correct to establish that if the treaty does not actually reduce the ceding
company'’s risk of portfolio, i.e. if there is no possibility of an economic loss for the reinsurer,
a reduction of the solvency margin cannot be allowed if the ceding company’s risks, and
therefore its probability of ruin, remain unchanged.

150. From an accounting point of view it follows that the treaty should bear no effects on the
balance on the technical account, on the solvency margin and on the representation of
technical reserves.

151. In light of the above and of the fact that any type of reinsurance treaty (either
proportional or not) can or cannot transfer the insurance risk by means of adequate
provisions in contract terms, as it is self-evident from the simple examples quoted, it is
necessary to examine each contract on an individual basis and in the totality of risk transfer
between the parties.

152. In this regard the NAIC has adopted an empirical system (the so-called “risk transfer
test”) capable of verifying the possible results of each treaty for the purpose of establishing
whether it is “reasonably possible” that the reinsurer may realise a “significant loss” resulting
from the transfer of the insurance risk, that is to say of both the underwriting and the timing
risk.

Non-life Prospective - Finite Quota Share (United States)
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153. Regulatory concerns about the following example include the fact that the company
has been experiencing aggressive growth (written premium has increased five fold in four
years). The average annual increase over the past three years is 73%.

154. The historical data used by the company no longer appears to be valid for projecting

future expected losses. The mean historical loss ratio is about 77% with a standard deviation
of 9%.

Contract Provisions:

Quota Share Percentage: 60% Capped at 92.5% of Ultimate Loss Ratio
Reinsurer’'s Margin 8% of subject premium

Funds Withheld Account Interest Credited at 2.5%

Commission Sliding Scale with provisional = 39% (min = 29% at 68%

LR and max = 49% at 47% LR)
Subject Premium Approximately $ 170 million

Commutation Company can commute only with the consent of the
Reinsurer, all ceded ultimate net loss outstanding.

155. The risk transfer analysis demonstrates that there is just a little over 10% (10.2% to be
exact) chance that the reinsurer’s loss is 10% or more, but never more than 13.5%. The
reinsurer's maximum loss is about 13.5% when the loss ratio is 92.5% or more and the
probability of which is approximately 6%. On average, the present value (PV) of the
reinsurer’'s profit is 4,149, which is about 7% of the ceded premium less provisional
commission. Also on average, the PV of the reinsurer’s profit is 4,149, which is 5% of PV of
the funds withheld balance of 75,653. The Expected Reinsurer Deficit (ERD — defined as the
average reinsurer deficit over all values where a deficit exists) is —7%.

156. The regulatory concern is that this is a contract that appears to just meet the auditing
and actuarial “rule of thumb” of the 10-10 rule. In addition, if the ultimate loss ratio is over
92.5%, the cedant pays all of those losses. When a company is growing at 73% annually, the
loss ratios will generally deteriorate. Therefore, it can be expected that loss experience will
deteriorate, but the amount cannot be quantified. The company receives immediate surplus
relief and additional capacity which enables the cedant to write even more business.

Non-life Prospective — Excess of Loss (United States)

157. The following example concerns a cedant ceding business to an unauthorized
reinsurer with only $ 6 million in surplus as of 12/31/2003. The cedant also was unable to
provide a financial statement of the reinsurer as of 12/31/2002 even though coverage
incepted on 1/1/2003. The cedant’s mean historical loss ratio is about 84% with a standard
deviation of 5%.

Contract Provisions:
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Type Excess layer for losses incurred in 2003

Subject Premium Approximately $ 800 million.

Ceded Premium $ 35 million

Attachment Point 65% of Ultimate Loss Ratio

Max. Ceded Layer % 12% but not in excess of $ 110 million
Funds Withheld Account Interest credited at 6%

Agreement Date September 28, 2003

158. The risk transfer analysis reveals that there is a 99.5% chance that the reinsurer will
lose 10% or more. The probability that the reinsurer profits is extremely remote. Regulatory
concerns for this contract include the following:

) reinsurer’s surplus is only $ 6 million while the maximum ceded amount is $ 115 million

) the reinsurer is virtually guaranteed a loss, why would they write the cover (are there
any side agreements?)

o the ceding insurer attempted to write the contract even though there should have been
many obvious concerns about the viability of the reinsurer (including no documentation
of underwriting files, correspondence, etc.

Non-life Prospective Cover- Aggregate Stop Loss (United Kingdom)

159. An insurer (Company A) had a wholly owned subsidiary (Subsidiary B), based in
another jurisdiction. In late 1999 it became apparent that Subsidiary B’s results for the year
were likely to be worse than expected. The directors sought ways to improve them. They
entered into a stop loss agreement (SLA) with a reinsurer (Reinsurer C). In parallel, however,
Company A gave Reinsurer C a letter of guarantee undertaking to repay, with interest, any
net loss which Reinsurer C sustained under the SLA. Ultimately, Subsidiary B claimed 22.9
million under this contract.

160. Company A did not want to have to reflect the letter of guarantee in its own financial
statements and, before the close of its own financial year, it replaced this with retrocession
agreements and a profit commission waiver, to the benefit of Reinsurer C. It also issued a
letter of confirmation that these agreements and the SLA should be viewed as components
of a single transaction, and that Company A would compensate Reinsurer C for all the
monies advanced to Subsidiary B, plus interest and a 1.5% management fee. The
arrangements therefore were in effect a loan from Reinsurer C to Subsidiary B, though they
were accounted for as reinsurance.

161. In March 2000, Company A announced a proposed merger with Company D, and it
was agreed that full repayment of Reinsurer C should be made before the merger date. To
achieve this, further deceptive arrangements involving other companies were used.

162. There was also in early 2000 a cash injection into Subsidiary B from Company A
disguised as reinsurance, and falsely dated, in order to avoid taxes.
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163. As a result of these arrangements, six directors of Subsidiary B were banned by one
jurisdiction.

Non-life Prospective Cover — Multi-Year Stop Loss (Australia)

164. One jurisdiction cited a large multi year stop loss contract that was designed to spread
losses over a 5-year period with a fund that would attract interest and pay back any surplus
at the end of the period. It looked to contain significant risk transfer - $200 million in fact. The
expectation was that it would reduce volatility, however two large losses (one in 1999 and the
other in 2001) caused the limit to be exceeded and proved embarrassing for the reinsurer.
There was a clause that allowed for the cancellation of the contract should the CEOs of the
parties change during the contractual period. This could be an example where a “hand
shake” replaced a side letter. The business relationship result has just reached break-even in
2005 after at least 2 very profitable years.

Life Reinsurance Examples

Life Reinsurance - Reserve Relief (non-jurisdiction specific)

165. In the example below, a ceding company ABC seeks reserve relief as the statutory
reserve calculation is based on a conservative valuation method and a conservative mortality
table. Under the reinsurance agreement, the ceding company ABC reinsures 80% of its
business to a reinsurer XYZ on a coinsurance basis with 100% experience rating refund.

Assumptions

Reinsured ABC Ceding Company (the “Reinsured”), licensed in ABC
jurisdiction
Reinsurer XYZ Friendly Reinsurance Company (the “Reinsurer”), licensed

in XYZ jurisdiction

Type of Reinsurance 80% Coinsurance

Business Covered 10-year term

Insurance Face Amount $1 million

Pricing Assumptions Male Non-smoker, Age 30 nearest

Lapse rate per annum: 5%

Premium tax: 2%

Investment rate: 5%

Expense: 2% of premium per annum
Mortality: realistic mortality table

Reinsurance Assumptions  80% coinsurance
Reinsurance allowance: 2% of reinsurance premium
100% Experience Rating Refund (if positive) returned to the
reinsured
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Investment return For ABC ceding company, investment return is based on 5% of
the sum of (a) current year net cash flow and (b) opening
reserve (before reinsurance) on ABC jurisdiction basis

Reserve basis Reserve methodology and valuation mortality table used in
ABC jurisdiction is more conservative than that used in XYZ
jurisdiction

166. The potential regulatory concern on the above contract is that the main purpose of the
ceding company entering into the reinsurance agreement is to enhance its balance and
income statement by reducing the net amount of technical provisions without the transfer of
risk to the reinsurer.

167. The tables below show the income statement of the ceding company on a before and
after reinsurance basis. It is assumed that the policy terminates at the end of year 10. There
is little risk transfer to the reinsurer and the loss to the reinsurer is remote. This simplified
example illustrates that after reinsurance, the ceding company ABC reduces the amount of
statutory reserve in the first year and improves its return on equity on a present value basis.
In some jurisdictions, the supervisor may require a letter of credit or similar instrument from
the reinsurer before the ceding company can take a reserve credit on the business reinsured.

Income Statement of Ceding Company before reinsurance

Year1l | Year 2 | Year 3 | Year4 | Year 5| Year 6 | Year 7 | Year 8 | Year 9 |Year 10

Premium 780 741 703 668 634 602 572 543 515 489
Investment Income 37 2,244 2,232| 2,223| 2,208| 2,190| 2,171| 2,149| 2,124| 2,096
Premium Tax (16) (15) (14) (13) (13) (12) (11) (11) (10) (10)
Expense (16) (15) (14) (13) (13) (12) (11) (11 (10) (10)
Death Benefit (176)| (381)] (418)| (435)| (457)] (478)] (508)| (548)| (590)| (635)
Change in Actuarial Reserves (44,354) 6 119 232 307 343 381 433 496| 42,036
Profit (Loss) (43,744)| 2,581| 2,609| 2,661| 2,668| 2,633| 2,593| 2,555| 2,524| 43,966

Actuarial Reserves before
reinsurance 44,354 | 44,348 44,228 | 43,996 | 43,689| 43,346| 42,965| 42,532| 42,036 0

Income Statement of Ceding Company after reinsurance

Year 1 | Year 2 | Year 3 | Year4 | Year5 | Year 6 | Year 7 | Year 8 | Year 9 |Year 10

Premium 156 148 141 134 127 120 114 109 103 98
Investment Income 7 2,223| 2,220 2,214| 2,202| 2,186| 2,168| 2,148| 2,126| 2,101
Premium Tax (3 3 3 (3 3 2 2 2 2 2
Expense 3 3 (©)] 3 3 2 (2 @ @ @
Death Benefit (35) (76) (84) (87) (91) (96)| (102)| (110)] (118)| (127)
Change in Actuarial Reserves (8,871) 1 24 46 61 69 76 87 99| 8,407
ERR - - 152 168 164 159 155 151 144 460
Profit (Loss) (8,749)| 2,290| 2,448| 2,470| 2,457| 2,433| 2,408 2,381 2,350| 10,934

Actuarial Reserves after
reinsurance 8,871 8,870 8,846| 8,799| 8,738| 8,669| 8,593 8,506| 8,407 0

IAIS - Guidance Paper on Risk Transfer, Disclosure and Analysis of Finite Reinsurance
Approved in Vienna on 21 October 2005
Page 41 of 71



168. In this example, the ceding company before reinsurance incurs loss in year 1 and an
increasing amount of profit in years 2 to 5. Under the reinsurance agreement, the ceding
company reinsures 100% of its business on a coinsurance with funds withheld basis and
receives a front-end allowance from the reinsurer equalled to 11% of the reinsurance
premium that is more than the commissions incurred by the ceding company. The example
shows that the ceding company receives surplus relief from the reinsurer and with a special
experience rating refund/deficit account formula, is able to smooth its income with a level
profit in each year. In addition, the ceding company reduces the amount of capital required.
This simplified example illustrates the use of reinsurance to smooth income, receive surplus
relief and reduce required capital.

1
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a. Pricing assumptions:

b. Reinsurance assumptions:

c. Required Capital:

Single premium deferred annuity of $1,000,
Maturity payment of $1,200 in year 5,
10% commission in year 1,
Investment income and reserve increase as shown in
illustration.

100% coinsurance with funds withheld,

Reinsurance allowance of 11% premium in year 1,

Provision for experience rating refund (ERR)/deficit

account and loss carry forward as shown in illustration. In

most financial reinsurance, experience refund/deficit

account is a mechanism used to meet the ceding
company'’s financial objectives and to “negate” the risk
transfer between the ceding company and the reinsurer.

No fee income to reinsurer.

Ceding Company: 3 % of reserves net of ceded
Assuming Company: 1 % of reserves

. Income statement of ceding company before reinsurance

Yril Yr 2 Yr3 Yr4 Yr5 Total

(+) Premium income 1,000 0 0 0 0 1,000
(+) Investment income 0 70 85 95 100 350
(-) Reserve Incr. 1,000 50 50 50| (1,150) 0
(Decrease.)
(-) Benefit payment 0 0 0 0 1,200 | (1,200)
(-) Commission 100 0 0 0 0 100
(=) Profit (loss) (100) 20 35 45 50 50
Line A

Balance Sheet Iltems
Reserves (End of Year) 1,000.00 | 1,050.00 | 1,100.00 | 1,150.00 0.00
Required Capital (End of 30.00 31.50 33.00 34.50 0.00

Year)

. Income statement of assuming company
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Yril Yr 2 Yr3 Yr4 Yr5 Total
(+) Premium income 1,000 0 0 0 0 1,000
(+) Income on fund 0 70 85 95 100 350
withheld
(-) Reserve increase. 1,000 50 50 50| (1150) 0
(decrease.)
(-) Benefit payment 0 0 0 0 1,200 | (1,200)
(-) Reinsurance allowance 110 0 0 0 0 110
(=) Profit (loss) before ERR (110) 20 35 45 50 40
(-) ERR to ceding company 0 10 10 10 10 40
(=)Profit (loss) after ERR (110) 10 25 35 40 0
Loss C/F (110) (100) (75) (40) 0
Balance Sheet Items
Reserves (End of Year) 1,000.00 | 1,050.00 | 1,100.00 | 1,150.00 0.00
Required Capital (End of 10.00 10.50 11.00 11.50 0.00
Year)
4. Income statement of ceding company after reinsurance
Yril Yr 2 Yr3 Yr4 Yr5 Total
(+) Premium income 0 0 0 0 0 0
(+) Investment income 0 70 85 95 100 350
(+) Other income on fund 0 (70) (85) (95) (100) (350)
W/H
(-) Reserve Incr. (Decrease.) 0 0 0 0 0 0
(-) Benefit payment 0 0 0 0 0 0
(-) Commission 100 0 0 0 0 100
(+) Reinsurance allowance 110 0 0 0 0 110
(+) Experience refund 0 10 10 10 10 40
(=) Profit (loss) Line A-Line 10 10 10 10 10 50
B
Balance Sheet Items
Reserves (End of Year) 0 0 0 0 0
Required Capital (End of 0 0 0 0 0
Year)
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Appendix V — Accounting and risk transfer testing

169. This appendix explains the difference between treating a reinsurance contract as
effective reinsurance, and treating it as a deposit. The example uses US regulatory
accounting conventions. Although the details would be different under other existing
accounting conventions, the broad effect would be similar. The appendix then goes on to
examine the accounting approach used in Germany. Then, the appendix addresses risk
transfer testing based on the U.S. approach and also provides an example based on the
European Union approach.

Application of IFRS 4 International Accounting Standards®

170. The introduction of IFRS on 1 January 2005 has significantly changed at least the
consolidated financial statements of reinsurers. The use of international financial reporting
standards is expected to increase convergence of financial reporting requirements.

171. For reinsurers, as for insurers, the introduction of such standards comes in two stages.
This first phase of the IASB's Insurance Contracts Project is meant to be a "stepping stone”
towards a final standard. Phase | of the project has resulted in IFRS 4 ("Insurance
Contracts"), which is an interim standard dealing only partly with the accounting issues
related to insurance contracts. As a result, following the adoption of IFRS 4 with effect from
2005, and until Phase Il of the Insurance Contracts Project is completed, there will be no
comprehensive standard on insurance assets and insurance liabilities. Instead, the major
rules will be found in IAS 39 ("Financial Instruments: Recognition and Measurement") and in
the interim standard IFRS 4.

172. The IASB has now launched the second phase of the project and created an
'Insurance Working Group, which in September 2004 started its deliberations on a future
permanent standard. According to its most recent work plan, the IASB is not expecting to
publish an initial Discussion Paper before the third quarter of 2006, and it is unlikely that
reinsurers would be required to apply the final insurance standard before 2011.

173. The Regulation No. 1606/02 of the European Parliament and of the Council of 19 July
2002 on the application of international financial reporting standards relates to the
consolidated accounts of EU listed entities and publicly traded entities. As a result of this
Regulation, endorsed IFRSs are automatically applicable as of 2005 to the consolidated
financial statements of listed insurers and reinsurers and those with listed debt instruments.
However, some Member States have chosen to require or permit the application of IFRS to
other types of insurers and reinsurers as well as to annual (individual) accounts.

174. As mentioned above, the use of IFRS is now required for the consolidated accounts of
insurers and reinsurers, while - for the moment - this is generally not the case for annual
(individual) accounts. A number of jurisdictions, however, allow, but do not require, the
application of IFRS to both consolidated and annual accounts. Consequently, in these
countries, the real impact largely depends on companies' choices.

® Refer to section 5 for detailed discussion on IFRS 4 requirements regarding reinsurers.
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175. The main areas where further discussion may be necessary regarding how IASB/IFRS
projects will affect reinsurers are the same as for direct insurers :

o the mismatch issue arises from reporting assets on a fair value basis (IAS 39) whilst
liabilities in most countries are based on historical cost (IFRS 4 maintains local GAAP
during Phase I). This may result in equity volatility due not only to economic conditions
but also to this inconsistency between measurement methods for assets and liabilities.
A number of solutions to this "mismatch” issue have been discussed with the IASB but
none has achieved general acceptance.

o the IFRS 4 provides a definition of an insurance (and reinsurance) contract which is
based on the "significance" of insurance risk accepted by the (re)insurer. This definition
may have significant effects on the financial statements of reinsurers, where a part of
the current portfolio may not contain "significant” insurance risk. The ineligibility for
certain contracts to be considered (re)insurance contracts may effect the level of
technical provisions. Furthermore, the lack of guidance on the definition of insurance
risk and of its "significance", could potentially damage the comparability of financial
statements and, as such, cause concern to supervisors.

176. These are areas which have the potential to cause a lack of transparency between
different reinsurers even after the changes are adopted.

United States’ approach

177. Traditional reinsurance can provide “financing” or “available surplus capital relief” when
an adequate amount of risk is transferred between the parties. The following is an example
of how the financial ratios can be ameliorated using a simple quota share contract that fully
transfers risk.
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Impact of Quota Share

Quota Share 80%
Commisson Rate 30% 6/30/02 80% 6/30/03
Override Commission 5% Before Q/s After

Reinsurance  Reinsurance Reinsurance

INCOME STATEMENT

PREMIUMS WRITTEN 10,000,000 (8,000,000) 2,000,000
CHANGE IN UPR 4,000,000 (3,200,000) 800,000
PREMIUMS EARNED 6,000,000 (4,800,000) 1,200,000
LOSSES INCURRED 3,000,000 (2,400,000) 600,000
LOSS EXP.INCURRED 550,000 (440,000) 110,000
OTHER UND. EXPENSES 3,000,000 (2,800,000) 200,000
UNDERWRITING DEDUCTIONS 6,550,000 (5,640,000) 910,000
UNDERWRITING INCOME (550,000) 840,000 290,000
INVESTMENT INCOME 250,000 250,000
OTHER INCOME/LOSS
TAXES 0 365,000
NET INCOME (300,000) 840,000 175,000
LOSS RATIO 59.17% 59.17%
PW/Surplus 285.71% 57.14%
Commission Ratio 30% 10%
80% Quota Share
Balance Sheet 6/30/02 0.8 6/30/03
ASSETS Before QIS After Reinsurance
——————————————— Reinsurance Reinsurance
INVESTMENTS & CASH 20,980,000 -5,200,000 15,780,000
AGENTS' BALANCES 1,650,000 1,650,000
REINSURANCE RECOV. 150,000 150,000
MISC. ASSETS 135,000 135,000
TOTAL ASSETS 22,915,000 -5,200,000 17,715,000
LIABILITIES
LOSSES & LAE 15,250,000 -2,840,000 12,410,000
REINSURANCE PAYABLE 450,000 450,000
UNEARNED PREMIUMS 4,000,000 -3,200,000 800,000
OTHER EXP. & TAXES 150,000 150,000
MISC. LIABILITIES 65,000 65,000
TOTAL LIABILITIES 19,915,000 -6,040,000 13,875,000
CAPITAL AND SURPLUS
CAPITAL 2,750,000 2,750,000
UNASSIGNED SURPLUS 750,000 750,000
REINS.BEN. 840,000 840,000
POLICYHOLDERS' SURPLUS 3,500,000 840,000 4,340,000
TOTAL LIAB. AND SURPLUS 23,415,000 -5,200,000 18,215,000
Ratio of liab. to surplus 569.00% 319.70%
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178. Since acquisition expenses must be expensed immediately, but premiums must be
earned over the life of the contract, there is a timing disconnect between income and
expense recognition. In the example, the reinsurer reimburses the ceding insurer for those
acquisition expenses via a ceding commission. This will help the cedant offset its cost for
production of business (agent commissions, underwriting expenses, etc.) In addition, there
may be an override or a contingent commission that may be paid due to the volume of
business written or also can compensate the ceding insurer for the profitability of the
business ceded to the reinsurer. Since the losses are shared between the insurer and
reinsurer in a 1:1 proportional relationship, the loss ratio does not change after the effects of
reinsurance. However, since the reinsurer has compensated the expenses of writing new
business, the available surplus capital relief is evident in the premiums written/available
surplus capital ratio. Before reinsurance, the cedant has a leverage ratio of 285% premiums
written to available surplus capital while that ratio has been reduced to 57% after the
reinsurance transaction. In addition, the expense ratio has been reduced from 30% to 10%
since the “Other Underwriting Expenses” were shifted to the reinsurer ($ 2,800,000 = 35%
commission [30% commission + 5% override commission] * $ 8,000,000 in ceded premiums
to the reinsurer). Also, the ratio of liabilities/available surplus capital improved from 554% to
308%.

179. Paragraph 9 of FAS 113 outlines two tests that must be passed in order for
reinsurance of short-duration contracts to be considered to indemnify the ceding company
against loss or liability. These two tests, which are often referred to as the “risk transfer”
tests, are as follows:

A. “The reinsurer assumes significant insurance risk under the reinsured portions

of the underlying contracts.

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

A reinsurer shall not be considered to have assumed significant insurance risk under

the reinsured contracts if the probability of a significant variation in either the

amount or timing of payments by the reinsurer is remote. Contractual provisions

that delay timely reimbursement to the ceding enterprise would prevent this

condition from being met.”

180. If any contract does not meet the risk transfer requirements, then it receives “deposit
accounting treatment.”

o no reduction in loss reserves or liabilities
o gains are not recognised until the termination of the contract
o all cash flows processed through a deposit account.
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Deposit Accounting

Balance Sheet

ASSETS

INVESTMENTS & CASH 20,980,000 -3,250,000 17,730,000
AGENTS' BALANCES 1,650,000 1,650,000
REINSURANCE RECOV. 150,000 150,000
MISC. ASSETS 135,000 3,250,000 3,385,000
TOTAL ASSETS 22,915,000 0 22,915,000
LIABILITIES

LOSSES & LAE 15,250,000 0 15,250,000
REINSURANCE PAYABLE 450,000 450,000
UNEARNED PREMIUMS 3,500,000 0 3,500,000
OTHER EXP. & TAXES 150,000 150,000
MISC. LIABILITIES 65,000 65,000
TOTAL LIABILITIES 19,415,000 19,415,000

CAPITAL AND SURPLUS

CAPITAL 2,750,000 2,750,000
UNASSIGNED SURPLUS 750,000 750,000
REINS.BEN. 0
POLICYHOLDERS' SURPLUS 3,500,000 3,500,000
TOTAL LIAB. AND SURPLUS 22,915,000 0 22,915,000

181. U.S. Generally Accepted Accounting Practices (GAAP) deposit accounting for
reinsurance contracts that do not transfer insurance risk differs somewhat from U.S.
Statutory Accounting Practices (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.

182. Under US GAAP, embedded derivatives are not subject to exemptions from the
general principle of separation and fair value measurement when they are not closely related
to the host contract. FAS 133 (accounting for derivatives) requires to bifurcate derivative
components from insurance components (if not insurance related).

183. US GAAP has no single definition of an insurance contract. The classification of
contracts under US GAAP is performed by reference to the combined requirements of
several different standards (FAS 60, FAS 97, FAS 113 and FAS 120).

184. Unbundling (i.e. separating contract elements) is required if liabilities are not
recognised under existing GAAP and if cash flows are independent, unbundling if an
embedded derivative exists (unless embedded derivatives are considered insurance
contracts) Embedded derivatives need to be accounted for under IAS 39 at fair value
(movements recorded in P&L).

185. In addition, if an entity elects to adopt the fair value option under IFRS, the accounting
for liabilities associated with investment contracts can be different from US GAAP, where
these liabilities are typically reflected at their account value. In the context of fair value, the
IFRS requirement to keep the liability at no less than the amount payable on demand (also
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known as the ‘deposit floor’) adds another difference to the accounting for investment
contracts.

186. Reinsurance is one area where contracts are not accounted for as insurance under US
GAAP but may be defined as insurance contracts under IFRS. Another area where
differences in definition arise is the concept of the insured event.

187. In the early-90's, U.S. GAAP (FASB 113) accounting as well as U.S. statutory
accounting (SSAP No. 62) rules were amended in order to require that, in order to receive
proper accounting treatment for reinsurance transactions, real risk transfer must take place
which placed an emphasis on underwriting risk being transferred as well. It should be
emphasised, that traditional reinsurance transactions have similar effects of improving
financial ratios, stabilising income and boosting available surplus capital. Effective 1 January
2005, International Financial Reporting Standard (IFRS) 4 is the first guidance from the IASB
on accounting for insurance contracts. However, a second phase of the IASB’s Insurance
Project is under way.

Germany'’s approach
Accounting treatment of reinsurance contracts under the Commercial Code (German GAAP)

188. The German commercial accounting law is a principle-based body of accounting rules.
A pivotal role is played by the sound accounting principles (Grundsatze ordnungsgemafier
Buchfiihrung), in particular the principle of completeness, the prudence principle and the
imparity principle. Insurers and reinsurers are obliged to establish technical provisions to the
extent necessary by reasonable commercial standards in order to ensure that funds are
available at any time to meet present and future policyholders’ liabilities.

189. The specific (re)insurance requirements demand an even higher degree of prudence
than is requested in other economic sectors; this is further reinforced by the need to build
equalisation provisions.

190. One of the basic principles in German accounting standards is “substance over form”.
In view of this principle and of the commercial law provisions specified, a reinsurance
program in total and any single reinsurance contract must be assessed on an overall basis
and treated in the accounts according to the risk transfer provided (e.g. specifically
considering any future obligation by the company). An impairment test is mandatory and
there exist in addition specific reporting requirements by the auditors which have to be
adhered to (see Item 5). This applies to all types of reinsurance contracts.

191. Laying down a standardised legal quantitative limit as a criterion for the existence —
limit exceeded — or the non-existence — limit not reached — of insurance risk transfer would
be contrary to these commercial principles.

192. These general rules of the Commercial Code (HGB) specify that contracts without
sufficient risk transfer are accounted as loans and not as reinsurance. The Federal Financial
Supervisory Authority (BaFin) is entitled by law (§ 81 and § 121a insurance supervision law
(VAG) respectively) to enforce a respective adequate accounting. Moreover BaFin requires
the auditors of (re) insurance companies to specifically report on the reinsurance /
retrocession program and its economic substance in a detailed (long form) auditor’s report to
BaFin.
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193. If as a result of the overall assessment described above a contract is categorized as a
reinsurance / retrocession contract, it is shown in the “technical account”. The assets and
liabilities resulting from the contract, and earnings and expenses are shown separately
gross, re and net.

194. If as a result of the overall assessment described above a contract is not categorised
as a reinsurance contract, it has to be shown in the “non-technical account”.

195. A contract not categorised as a reinsurance contract has to be treated as an
investment or service contract. The assets and liabilities resulting from these contracts are
accounted for in line with general accounting principles and therefore shown as (investment)
asset / liability in the accounts and only the applicable fee (margin) is shown in the non-
technical profit and loss.

196. Reinsurance / retrocession is a keystone in company risk management. Therefore it is
management and supervisory board responsibility to ensure that the company has an
adequate reinsurance program and that this is accounted for in accordance with general
accounting standards. The auditor is required to report to the (supervisory) board on the
reinsurance programme as well as on the consistent accounting of this reinsurance program.
This is complemented by the reporting of the management and auditors to BaFin (see Item
5).

Risk Transfer Testing

197. The supervisor 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
arrangements and any addenda thereto) for completeness, accuracy and timeliness.

198. For a fee that can total several million dollars, a reinsurer might create a financing
vehicle that allows the insurer to move real or expected losses off its balance sheet. On its
face, the finite reinsurance deal has transferred the risk to the reinsurer. However, through
side agreements premiums are ceded back to the insurer, which then takes the charges or
losses over multiple periods.

199. Supervisors should require that adequate risk transfer take place prior to giving
companies reinsurance accounting treatment. For US 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.

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

o 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.

200. The NAIC Casualty Actuarial Task Force (CATF), along with the American Academy of
Actuaries (AAA), has also been asked to re-evaluate risk transfer requirements for
reinsurance contracts. The AAA has stated that one of the traditional functions of reinsurance
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has always been to protect companies against potential losses whose probabilities are
unknown and, in some instances, unknowable.

201. Two examples of risks that were unknowable at the time reinsurers accepted them are
the emergence of asbestos losses and the terrorist attacks of 11 September. Although the
probabilities of such extreme events may have been deemed remote or even zero at the time
the reinsurers wrote the underlying contracts, nevertheless these events occurred and have
been a significant share of reinsurers’ underwriting losses. The RTS does not believe that a
test that hinges on a reasonable estimate of the probability of the reinsurer’s loss is sufficient
to encompass the instance of the true transfer of unknown risk.

202. The AAA identified several matters for the CATF’s consideration:

) we do not believe a bright-line approach, without allowance for judgment, is an optimal
approach. There are some contracts for which cash flow testing using a standard of
“reasonable possibility of significant loss” as prescribed in SSAP 62 cannot always be
appropriately applied, and for which a reasonable bright-line threshold would be difficult
or impossible to establish. For example, there are contracts where, as it regards the
business being reinsured, the ceding company's expense is fixed and known at the
date it enters into a contract and the reinsurer is assuming the variability of the
resultant loss experience. In these circumstances, when the probability of loss to the
reinsurer is unknown or thought to be very small but the potential loss is very large, risk
transfer can often be deemed self-evident, and cash flow testing coupled with bright-
line standards may be neither appropriate nor relevant. Therefore, we believe these
contracts, in which risk and reward are effectively transferred away from the cedant
regardless of the probability of loss, should not be subject to cash flow testing using a
standard of “reasonable possibility of significant loss” as prescribed in SSAP 62. We
note that expansion of the Paragraph 11 Exception may be controversial, but that there
may be other justifications sufficient for this purpose.

o just as there are many acceptable loss-reserving methods, we believe that there can
be many acceptable risk transfer testing methods. No one method will always be better
than the others, and the appropriateness of any given method will depend on the
individual circumstances. Furthermore, just as with loss reserving, it is possible that a
best practices approach for evaluating risk transfer might involve input from a
combination of approaches.

o we believe that the Expected Reinsurer Deficit test described in the CAS Working Party
report may be a useful testing method that follows the precepts for cash flow testing
outlined in SSAP 62. However, we do not believe it is appropriate to apply it as a
bright-line standard test, and we believe that further analysis is required to determine
what threshold may be reasonable under various circumstances.

203. Although the 10-10 rule is not codified under current statutory or GAAP
pronouncements, the U.S. insurance industry, accounting profession and the actuarial
community routinely follow it. Regulators are considering whether a system of unbundling
would be more appropriate to match the economic substance of the reinsurance agreement
with the accounting and disclosure treatment of the contract.
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Example of Application of the Risk Transfer Test (European Union approach)

204. The contract is an excess of loss treaty for general liability insurance. All the losses
occurred in the year in which the contract is in force will be reimbursed within the seven
following financial years.

Contract terms

1 000 000 per loss and per occurrence in excess of 1 000 000

Lump-sum annual premium: 2 000 000
Commissions: 15%
Remarks

Loss ratio: it is reasonably possible that the ultimate loss ratio on the contract could range
from 75% to 120% of premiums ceded.

Payment pattern: the payment pattern could vary; the majority of claims may be paid within
the 2nd or 3rd year or later. It is reasonably possible that payments may be made in three
payment speeds (slow, medium, fast) under each possible ultimate loss ratio.

To determine whether there is a “significant risk transfer” the three following steps of the test
should be performed:

1st step: Is there any uncertainty on the ultimate amount of payments due under the
contract (has the underwriting risk been transferred)?

Yes. The contract has reasonable potential variability in the amount of losses. In fact, these
could vary from a minimum of 1 500 000 (annual premium multiplied by a 75% loss ratio) up
to a maximum of 2 400 000 (annual premium multiplied by a 120% loss ratio). The contract
does not envisage any other clause limiting the variability of the maximum amount of the loss
to be borne under the treaty.

2nd step: Is there any uncertainty on the timing of payments to the ceding undertaking? (has
the timing risk been transferred?)

Yes. The contract envisages a payment pattern of seven years. The majority of losses could
be paid in the first few years as well as in the last ones. No provisions in the contract limit the
timing of payments.

3rd step: Does the reinsurer have a reasonable possibility of a significant loss resulting from
the treaty?

This can be verified by determining the present value of the expected cash flows at the date
when the contract becomes effective and by applying a number of different assumptions on
the loss ratio and the pattern of payments. There is no strict bright line number to determine
what constitutes a “reasonable possibility”. However, in some accounting guidance, it is
defined as more than “remote”. To explain more clearly we quote a concrete example based
on the assumption of a loss ratio of 120% and a medium speed of reimbursement of losses.

Assessment of the possible loss borne by the reinsurer
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The premium has been paid in advance at the first day of contract period; loss payments have
been made on 31st December of each financial year.

Insurance Component Assumptions - loss ratio: 120%;

- Payment pattern (medium speed of payment):

Year 1 10%

Year 2 20%

Year 3 30%

Year 4 20%

Year 5 10%

Year 6 6%

Year 7 4%
1100%

Financial Component Assumptions - The interest rates applied are those established by

public bodies.
CASH FLOWS
Years 1/1/X1 31/12/X1 X2 X3 X4 X5 X6 X7 Total
2 000 000 2 000 000
Premiums
Commissions (300 000) (300 000)
Loss (240 000) (480 000) (720 000) (480 000) (240 000) (144 000) (96 000) (2 400 000)
payments
TOTAL 1700000 (240 000) (480 000) (720 000) (480 000) (240 000) (144 000) (96 000) (700 000)

PRESENT VALUE OF CASH FLOWS

Assumed 0 3.5% 4.4% 4.9% 5.4% 5.9% 6.0% 6.4% -
rates

Present 1700000  (231884) (440 393) (623 744) (388 937) (180 190) (101 514) (62 184) (328 846)

Value

Potential loss borne by the reinsurer
Total present value of payments by the reinsurer (328 846) = (16.4%)
Total present value of payments by the ceding company

(gross of commissions) 2 000 000
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The example shows that the sum of the present value of all future payments amounts to a
loss to the reinsurer of 328 846. This sum, compared to the value of the advance premium of
2 000 000 (gross of commissions), determines the potential loss to which the reinsurer is
exposed, which in this example is 16.4%. This percentage has been judged significant by US
authorities.

Given that it is reasonably probable that the reinsurer may realise a significant loss arising
out of the treaty, we may say that the contract has got through the 3rd step of the test.

Finally, since all the three steps of the test have been passed, the contract can be recorded
in the accounts as a reinsurance treaty.

However, in practice it is very difficult to apply this test because its application rests upon
valuations and assumptions that might strongly influence the results.

205. Moreover there is the need to establish a minimum threshold to assess when the
potential loss to be borne by the reinsurer becomes significant. US trade associations have
not established this threshold, yet in normal practice they deem it acceptable, for insurance
purposes, that a contract, at the end of its multi-year term, may realise a total loss of at least
10% of premiums ceded.

206. When a company tries to circumvent the method by adding a reinsurance cover to the
cosmetic cover, the two covers should be examined separately.

207. It is also necessary to issue specific guidelines on the accounting treatment of items
relating to treaties that do not meet the requirements of the above-mentioned test. In the US
these items must be recorded as deposits with reinsurers.

208. Finally it is important to underline that before applying the said test or making any
valuation on a treaty it is always necessary to gather exhaustive documents on the contract.
The experience of supervisors has shown that the ceding company itself and the auditors
sometimes have difficulties in obtaining such documents.

209. The other elements of risk, including credit risk or yield risk, are inherent in most
reinsurance arrangements, 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 as any probability that is “more than remote.”

210. One jurisdiction has specific guidance concerning low frequency and high severity
risks: “In order to assess a contract for sufficient risk transfer, combination of greater than
120% loss ratio possibility on a discounted basis and a reasonable man approach to
assessing probability. Are the events giving rise to a maximum loss so remote that a
reasonable man would not expect them to possibly occur and therefore not purchase?”

211. 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.
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Simplified Illustration of Cash Flow Analysis

Assumptions:

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

interest rate = 5%, compounding annually

Year 1 20%

Year 2 35%

Year 3 20%

Year 4 15%

Year 5 10%
1100%

Cash flows @ 75% lossratio

$5,000,000 premium less 20% ceding commission will be paid at inception

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

Paid L osses
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/(L oss) to Reinsurer: $4,000,000 — $3,309,232 = $690,768 = 17% gain
Cash flows @ 100% lossratio

Paid L osses
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/(L oss) to Reinsurer: $4,000,000 — $4,412,311 = ($412,311) = 10% loss

Cash flows @ 125% lossratio
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Paid L osses

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/(L oss) to Reinsurer: $4,000,000 — $5,515,388 = ($1,515,388) = 38% loss

212. 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.
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Appendix VI — Examples of supervisory approaches to finite reinsurance

213. A number of responses were received from various jurisdictions to an IAIS
guestionnaire sent to members of the Reinsurance and Other Forms of Risk Transfer
Subcommittee concerning the supervisory approaches to finite reinsurance in different
jurisdictions. These are summarised in this appendix and provided to outline the range of
supervisory approaches that can be used.

Australia’s approach

214. Since 1994 Australian prudential regulation has required that all “limited risk transfer”
reinsurance contracts be approved by the regulator. A circular letter was sent to all insurers
and reinsurers setting out what types of contracts needed to be agreed. The insurer’s
auditors had responsibility for evaluating and agreeing the proper accounting treatment and
where they were not comfortable the regulator’s approval was to be sought.

215. It is the Australian Prudential Regulation Authority’s (APRA) intention to continue this
approach with the redrafting of the Prudential Standard GPS 230 Reinsurance Management.
This is currently undergoing industry consultation and is expected to be implemented in
January 2006.

Relevant excerpts from this draft are:

Approval of limited risk transfer arrangements

216. An insurer must submit to APRA details of all proposed limited risk transfer
arrangements for approval prior to entering into such arrangements. At a minimum, the
submission for approval must include:

(a) a draft contract wording or other draft proposed agreement and collateral or ‘side’
agreements, and any other documentation or information relevant to the transaction
(including a written description of any verbal understandings and/or undertakings that
are material to the operation of the arrangement)

(b) details of the proposed accounting treatment and the effect of the proposed
arrangement on the balance sheet and capital adequacy of the insurer for each
accounting period and over the full period of the arrangement, certified by the
Approved Auditor, and the manner in which this will be disclosed.

217. Where (a) is not available, the insurer must submit to APRA a comprehensive
description of the proposed arrangement including details of any risk transfer and financing
elements.

218. When seeking approval, the insurer must demonstrate to APRA that it has formal
written policies and procedures addressing the purpose, nature and use of limited risk
transfer arrangements®™. Specifically, the insurer must at a minimum demonstrate that:

% Such policies and procedures must form part of the insurer’'s Reinsurance Management Strategy. For further
details, refer to Prudential Standard GPS 230 Reinsurance Management and Guidance Note GGN 230.1
Reinsurance Management Strategy and Guidance Note GGN 230.2 Reinsurance Arrangements Statement.
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(@) the purpose and effect of any limited risk transfer arrangement is fully understood

(b) the associated risks have been identified and addressed

(c) appropriate internal approvals have been identified and implemented

(d) the Approved Actuary and Approved Auditor have indicated whether the arrangement,
in their view, meets the description of a limited risk transfer arrangement as outlined in

this Guidance Note

(e) all documentation has been scrutinised by suitably qualified and experienced staff of
the insurer.

219. APRA will only approve a limited risk transfer arrangement where the following criteria
are met:

(@) the arrangement has a legitimate purpose and effect

(b) the arrangement will not disguise, or is not designed to disguise, a material risk to the
insurer’s current or continuing profitability, solvency or capital adequacy from any party

(c) the financial costs and benefits of the arrangement, and the nature and potential
guantum of any potential risks to policyholders, are adequately reflected in the
application for approval and the proposed accounting and disclosure arrangements

(d) there will be no adverse effect on the insurer's balance sheet and capital position in
any one period or over the entire term of the arrangement

(e) the insurer has reviewed the effect of the arrangement within the context of their overall
risk management and control systems

()  the arrangement will not adversely affect the interests of policyholders.

220. For applications which are approved, APRA will consider the nature and purpose of the
arrangement and deem the arrangement to be either reinsurance or financing (as
appropriate) for the purposes of:

(a) the calculation of the insurer's MCR (minimum capital requirement)

(b) reporting under reporting standards made under the Financial Sector (Collection of
Data) Act 2001.

APRA will advise the insurer of this fact in writing.
Reinsurance arrangements
221. APRA will generally consider a limited risk transfer arrangement to be a reinsurance

arrangement where the purpose and effect of the arrangement is to genuinely transfer
significant insurance risk from the insurer to another (re)insurer.
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222. A limited risk transfer arrangement that is approved by APRA as a reinsurance
arrangement must be treated accordingly by the insurer for prudential purposes™.

Financing arrangements

223. A limited risk transfer arrangement that is approved by APRA as a financing
arrangement must be accounted for by the insurer so that:

A. the arrangement has a legitimate purpose and effect; and

B.the arrangement will not misrepresent, or is not designed to disguise, a material risk to
the insurer’s current or continuing profitability, solvency or capital adequacy from any

party.

The terms and conditions of the financing arrangement will determine the appropriate
accounting treatment.

224. Where APRA determines that a limited risk transfer arrangement is a financing
arrangement, the insurer must not treat the arrangement as reinsurance for the purpose of
determining their minimum capital requirement under Prudential Standard GPS 110 Capital
Adequacy or as reinsurance for any other purpose.

Canada - OSFI's approach

225. Under the Office of the Superintendent of Financial Institution’s (OSFI) Guideline D7
applicable to non-life business, the ceding insurer is required to assess whether there is a
reasonable possibility that the reinsurer may realize a significant loss from the transaction by
comparing the present value of claims that could be settled under the reinsurance contract
for various scenarios with the present value of the premiums paid to the reinsurer. If the
reinsurer does not assume a significant insurance risk, the transaction is to be considered as
financing and not reinsurance.

226. For life business, all future policy and investment cash flows arising from life
reinsurance contract should be included in the reserving calculation unless there is no
transfer of risk. If no risk transfer occurs, the contract should be accounted for as a
financing/funding contract.

227. Regulatory reporting disclosure requires both life and non-life insurance companies to
also disclose reinsurance risk management policies, including the role of the Board and
management in the development, review, approval and implementation of reinsurance risk
policies and procedures in place to effectively monitor and control reinsurance risk. Where
the reinsurance ceded business of an insurer is identified as a “Significant Activity”, the
insurer is required to implement a full Risk Management Control Function (“RMCF”"), which
includes financial analysis, compliance, internal audit, risk management, senior management
and board oversight.

228. For life business, appointed actuaries are required to review reinsurance contracts in
order to make the following disclosure in the Appointed Actuary Report. Where reinsurance

" Refer Prudential Standard GPS 110 Capital Adequacy and reporting standards made under the Financial
Sector (Collection of Data) Act 2001
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is material, a description of the reinsurance structure with respect to risks and allowances
should be included. Disclosure should also include any new reinsurance arrangement,
assumed or ceded, the effective and expected termination dates, the type of reinsurance, a
description of the products covered, recapture provisions, any significant reserve and capital
impact, and whether the arrangement involves a true transfer of risk for financial reinsurance.

229. Similarly, non-life Appointed Actuaries are required to be aware of any problems with
respect to reinsurance contracts and describe the company’s reinsurance agreements and
any changes to the agreements during the experience period. In the non-life Appointed
Actuary Report, the Appointed Actuaries must indicate the amounts that were assumed to be
recoverable from reinsurers and specify any unusual problems or delays that are expected to
be encountered in the collection of the relevant amounts from the reinsurers. In addition, the
Appointed Actuary should disclose material amounts by type of reinsurance, i.e. affiliated,
unaffiliated, registered, and unregistered reinsurers judged to have an impact on the insurer's
operations.

230. Ceding insurers are also required to seek prior approval for reinsurance transactions
that are not in the “ordinary course of business” or are with related parties.

231. As part of its supervisory work, OSFI assesses the effectiveness of a company's
governance and risk management practices as they relate to reinsurance. Recently, OSFI
has been increasing its focus on financial reinsurance. OSFI particularly wants to know the
degree to which the Board of Directors of an insurer is engaged and the extent to which the
company is involved in financial reinsurance, and more importantly the understanding by the
company of the risks (reputation, financial and otherwise) inherent in financial reinsurance
and the actions undertaken or proposed by the company to mitigate these risks.

European Union’s approach

232. Owing to the special nature of finite reinsurance activity, the European Commission
Directive on Reinsurance (2005) includes a definition of finite reinsurance (see Appendix IlI
of this paper) as well as giving the option to member states of laying down specific provisions
for the pursuit of finite reinsurance activities.

233. The options available to home member states include requiring mandatory conditions
to be included in all contracts issued as well as being able to lay down specific provisions
concerning the pursuit of finite reinsurance activities in the following areas:

o sound administrative and accounting procedures, adequate internal control
mechanisms and risk management requirements

o accounting, prudential and statistical information requirements

o the establishment of technical provisions to ensure that they are adequate, reliable and
objective

o investment of assets covering technical provisions in order to ensure that they take
account of the type of business carried on by the reinsurance undertaking, in particular
the nature, amount and duration of the expected claims payments, in such a way as to
secure the sufficiency, liquidity, security, profitability and matching of its assets

) rules relating to the available solvency margin, required solvency margin and the
minimum guarantee fund that the reinsurance undertaking shall maintain in respect of
finite reinsurance activities.

Germany’s approach
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234. Insurance undertakings must have appropriate risk management in place that enables
them to identify risks in time and to mitigate the imminent dangers by taking adequate
counter-measures. Such measures may also include the conclusion of so-called finite or
financial reinsurance contracts. However, such contracts should not be concluded without
first ensuring the necessary transparency, since otherwise an accurate assessment of the
risk situation and thus the company'’s financial position would not be possible.

235. The principles, methods and criteria Bundesanstalt fur Finanzdienstleistungsaufsicht
(BaFin) applies in relation to finite reinsurance can basically be assigned to the following
three assessment areas (risk transfer, collection of data plus transparency and BaFin's
possibilities of intervention including prohibitions and requirements):

[ Risk transfer

o finite reinsurance contracts are reinsurance contracts that ceding companies conclude
mainly for their finance functions whereas the transfer of technical risks is rather of
secondary importance

o finite reinsurance contracts (as all traditional reinsurance contracts) have to comprise a
sufficient risk transfer, i.e. there has to be a sufficient likelihood of a certain impending
loss to the reinsurer

o the individual reinsurance contracts have to fit reasonably with the whole of the
reinsurance program. Albeit sufficient risk transfer is necessary for each contract.

o in case of doubt risk transfers have to be verified by appropriate tests, for instance
scenario calculations (cf. Il item ‘documentation’). For this purpose, all cash flows to be
linked in future to the contractual relationship have to be taken into account. In this
connection, there are no objections against applying internationally accepted
procedures also to individual contracts for the preparation of a consolidated account
(like for example the so called “10 / 10 rule of thumb”, which is used in some instances
by accounting professionals).

. contracts with sufficient risk transfer are classified and shown in the balance sheet as
reinsurance contracts

. no or too little risk transfer means that the contract will be classified as a loan and has
to be shown as such in the balance sheet

o there has to be a transfer of both technical risk and timing risk

. for mixed contracts, a separation of technical contents from the other contract
components should, where possible, be required so that the necessary transparency
can be maintained, in particular if besides the technical insurance risk other risks (for
example arising from investments) have to be covered.

II.  Collection of data and transparency

) contract data should be collected by the company concerned separately and on-site

o reinsurers should apply adequate internal risk management methods for both
traditional and non-traditional contracts. The complexity and difficult assessment of

IAIS - Guidance Paper on Risk Transfer, Disclosure and Analysis of Finite Reinsurance
Approved in Vienna on 21 October 2005
Page 61 of 71



finite reinsurance contracts require that for their checking and the company’s decision-
taking special methods be established at special boards of control and in certain areas
of responsibility. The responsibility on the field of risk management has to be attached
to a certain area of responsibility within the board of management.

collateral agreements that are not documented in the contract and significantly alter the
risk are inadmissible

it is required to document additional contracts that modify, limit or even supersede the
documented risk transfer (e.g. linked through options)

contracts should document their financial targets, the intended effectiveness, the risk
checks conducted (see above) and the accounting made

regular reporting to the supervisory authority will support sufficient transparency. For
the time being BaFin has already standardized reporting requirements in place (i.e.
notifications and reporting obligations of the auditor). BaFin aims at enhancing the
reporting formula taking into account the industry’s own internal procedures and
scenario testing to identify the level and spread of risk transfer on the basis of the
10/10 rule.

at least in relation to contracts with supreme importance for their own company and/or
the contracting party, the company (including an involvement of its own auditor) must
disclose its own accounting towards its contractual partner and document this.

BaFin’'s possibilities of intervention - prohibitions and requirements

from a primary insurer’'s perspective, a finite reinsurance contract with or without
sufficient risk transfer can be regarded as unauthorised borrowing (business not
directly related to insurance business pursuant to section 7 (2) of the Insurance
Supervision Act [Versicherungsaufsichtsgesetz — VAG]), which can be inadmissible
according to the current rules.

under the solvency requirements the supervisory authority is authorised to limit the
required solvency margin if a reinsurance contract includes only little or no risk transfer
(section 81b (2) c VAG)

if the management board is involved in accounting manipulations (breach of duty) the
supervisory authority may impose sanctions (caution, prohibition from continuing to
exercise their functions and / or dismissal) and fines. Moreover the supervisory
authority may replace the board of management by a special commissioner.

Ireland’s approach

236. To date Ireland has not had a formal regulatory regime for reinsurance. However, with
the immanent finalisation of the EU Reinsurance Directive a regime will be implemented in
the near future. There is a significant reinsurance industry in Ireland including a number of
large finite reinsurers. As a result the approach in this jurisdiction is the adequate supervision
at the level of the assuming reinsurer. A number of the recent issues that were the subject of
media attention have had some degree of involvement by Irish companies, albeit not always
as the assuming reinsurer. Based on experience the Irish supervisor is of the view that
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disclosure and transparency are the best ways to combat abuse. As such lIreland is
proposing mandatory policy conditions for reinsurers issuing finite reinsurance:

) the agreement shall constitute the entire agreement between the parties with respect to
the business being reinsured there under and that there are no understandings
between the parties other than as expressed in the agreement

o any change or modification to the agreement shall be null and void unless made by
amendment to the agreement and signed by both parties

o certification that the cedant has discussed the transaction with the insurer's Auditor
who is satisfied the purposed accounting treatment reflects the substance of the
transaction

o certification that the cedant has discussed the transaction with relevant authority that
supervises the insurer and that the supervisor is satisfied with the appropriateness of
the transaction and the purposed accounting treatment of such.

237. Ireland will also be drafting conditions that attempt to tackle the following situations:

o where a subsequent policy is issued to the cedant the purpose of which is to mitigate
or in any way offset the financial effects of the first policy

o where there is a multiplicity of contracts to various parties which if accounted for
together to reflect the true substance, but different when accounted for individually in
their legal form. Some jurisdictions do not require such certification

. a “fronted” contract, where the cedant and the retrocessionaire could potentially enter
into side agreements unbeknownst to the reinsurer.

United Kingdom'’s approach

238. In accordance with FRS 5, the economic substance of a reinsurance transaction
should be reflected in the result for the year and the balance sheet.

239. A key characteristic of reinsurance is the transfer and assumption of significant
insurance risk. There will be no transfer of insurance risk where the contract provides for the
reinsurer to receive no more than a lender’'s rate of return under all reasonably possible
scenarios. The assessment as to whether there has been a significant transfer of risk should
be made having regard to the timing of all cash flows anticipated under the contract and any
related contract.

240. The insurance risks relating to a long-term reassurance contract include mortality,
morbidity, investment, persistency and expenses risks.

241. The insurance risks relating to a general reinsurance contract may consist of either or
both of underwriting risk and timing risk.

242. In considering whether or not a significant transfer of insurance risk has taken place,
the entity should consider first whether it is reasonably possible that the reinsurer may realise
a significant loss from the contract and secondly whether there is reasonable possibility of a
significant range of outcomes from the contract. Insurance risk will not have transferred
unless both of these conditions exist. ‘Significant’ should be assessed in the context of the
commercial substance of the contract or contracts being evaluated as a whole, and should
be judged with reference to the range of outcomes that would reasonably be expected to
occur in practice.
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243. The assessment as to whether significant insurance risk is transferred should be made
prospectively at the time the contract is entered into. The method of accounting should be
followed consistently over the whole period of the contract. If there has been a material
change in contract terms during the period of the contract, the entity should perform a new
assessment of whether or not a significant transfer of insurance risk has occurred.

United States’ approach

244. Under current U.S. statutory accounting practices (SAP) and generally accepted
accounting practices (GAAP) accounting and disclosure standards, no distinction is made
between traditional reinsurance and so-called finite or financial reinsurance arrangements.
Despite being characterised 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. A
common method established by auditors and actuaries that there must exist at least a 10%
probability that the reinsurer could sustain a loss of at least 10% of the premium on the
transaction (or the so-called “10/10” rule). Transactions that cannot satisfy statutory risk
transfer requirements must be accounted for as deposits rather than reinsurance.

245. The US has specific accounting guidance for non-life reinsurance and a model
regulation for life reinsurance that are enacted in all jurisdictions that are discussed below.

Current guidance in SSAP No. 62 — Property and Casualty Reinsurance (non-life):

246. In addition to credit for reinsurance requirements applicable to reinsurance transactions
generally, no credit or deduction from liabilities shall be allowed by the ceding entity for
reinsurance recoverable where the agreement was entered into after the effective date of
these requirements unless each of the following conditions is satisfied:

o the agreement must contain an acceptable insolvency clause

o recoveries due the ceding entity must be available without delay for payment of losses
and claim obligations incurred under the agreement, in a manner consistent with
orderly payment of incurred policy obligations by the ceding entity

o the agreement shall constitute the entire contract between the parties and must provide
no guarantee of profit, directly or indirectly, from the reinsurer to the ceding entity or
from the ceding entity to the reinsurer

) the agreement must provide for reports of premiums and losses, and payment of
losses, no less frequently than on a quarterly basis, unless there is no activity during
the period. The report of premiums and losses shall set forth the ceding entity's total
loss and loss expense reserves on the policy obligations subject to the agreement, so
that the respective obligations of the ceding entity and reinsurer will be recorded and
reported on a basis consistent with this statement.

247. Regarding the CEO attestation, supervisors should require that the ceding insurer and
the reinsurer maintain the underwriting files that contain the actuarial analysis supporting the
proper risk transfer and accounting procedures. In some instances, the outside auditor or the
reinsurance intermediary may be the only place where that information is stored, which
makes the analysis of risk transfer more difficult. Simply reviewing the contract terms of an
agreement may not be sufficient to determine whether risk transfer has actually occurred.
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Two reinsurance contracts that have the identical terms and structure might differ in terms of
transfer of risk depending on the underlying types of business being reinsured and the
assumptions that go into the risk transfer analysis.

NAIC Life and Health Reinsurance Agreement Model Requlation requirements

248. For life and health reinsurance, the evaluation of risk transfer is quite different from that
for property-casualty reinsurance. The NAIC Life and Health Reinsurance Agreements Model
Regulation defines "transfer of risk" in terms of a transfer of all of the "significant risks"
inherent in 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. Consult the Model Regulation for details concerning the
evaluation of risk transfer for life and health reinsurance agreements. The NAIC Life and
Health Reinsurance Agreements Model Regulation specifically prohibits the use of side
agreements with respect to agreements subject to that regulation. This differs from the
property-casualty treatment of side agreements.

249. The NAIC Life and Health Reinsurance Agreements Model Regulation requirements
include:

Section 5.  Written Agreements

A. No reinsurance agreement or amendment to any agreement may be used to reduce
any liability or to establish any asset in any financial statement filed with the Department,
unless the agreement, amendment or a binding letter of intent has been duly executed by
both parties no later than the “as of date” of the financial statement.

B. In the case of a letter of intent, a reinsurance agreement or an amendment to a
reinsurance agreement must be executed within a reasonable period of time, not exceeding
ninety (90) days from the execution date of the letter of intent, in order for credit to be
granted for the reinsurance ceded.

C. The reinsurance agreement shall contain provisions, which provide that:
(1) The agreement shall constitute the entire agreement between the parties with respect
to the business being reinsured there under and that there are no understandings between

the parties other than as expressed in the agreement; and

(2) Any change or modification to the agreement shall be null and void unless made by
amendment to the agreement and signed by both parties.

Enhanced Disclosure
250. Regulators have indicated that current disclosure requirements are inadequate and
should be ameliorated (perhaps even requiring reinsurance intermediaries to provide

information concerning the contracting parties). Here is a draft proposal from insurance
supervisors concerning additional financial statement disclosure of these agreements:

NAIC Annual Statement - Part 2 — Property & Casualty Interrogatories

Current Guidance - Question 7.1
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251. Has the reporting entity reinsured any risk with any other entity under a quota share
reinsurance contract which includes a provision which would limit the reinsurer's losses
below the stated quota share percentage (e.g., a deductible, a loss ratio corridor, a loss cap,
an aggregate limit or any similar provisions)?

Based on the 2004 filing, 350 out of approximately 2,700 U.S. property and casualty insurers
answered, “Yes”. However, some possible misreporting has been noted.

Proposed Additional Guidance

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__

Current Guidance: Question 8.1

252. Has this reporting entity reinsured any risk with any other entity and agreed to release
such entity from liability, in whole or in part, from any loss that may occur on this risk, or
portion thereof, reinsured?

Based on the 2004 filing, 143 U.S. property and casualty insurers answered affirmatively to
this interrogatory. Again, possible misreporting has been noted.

Proposed Additional Guidance

9.1 Has the reporting entity ceded any risk under any reinsurance contract (or under multiple
contracts with the same reinsurer or its affiliates) for which during the period covered by the
statement:

(i) it recorded a positive or negative underwriting result greater than 3% of current prior
year-end surplus as regards policyholders or it reported calendar year written premium
ceded or year-end loss and loss expense reserves ceded greater than 3% of current
prior year-end surplus as regards policyholders

(i) it accounted for that contract as reinsurance and not as a deposit

(iiiy  the contract(s) contain one or more of the following features or other features that
would have similar results.

(a) A contract term longer than two years when and the contract is non-cancelable 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) Aggregate stop loss reinsurance coverage;

(d) An unconditional or unilateral right by either party to commute the reinsurance contract,
except for such provisions which are only triggered by a decline in the credit status of the
other party;

(e) 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); or
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(f) Payment schedule, accumulating retentions from multiple years or any features inherently
designed to delay timing of the reimbursement to the ceding entity.

9.2 Has the reporting entity during the period covered by the statement ceded any risk under
any reinsurance contract (or under multiple contracts with the same reinsurer or its affiliates),
excluding cessions to approved pooling arrangements or to captive insurance companies
that are directly or indirectly controlling, controlled by, or under common control with

(i) one or more unaffiliated policyholders of the reporting entity, or
(i) an association of which one or more unaffiliated policyholders of the reporting entity is

a member under approved pooling agreements or to captive insurance companies

owned directly or indirectly by the policyholders of the reporting entity that are

unaffiliated with, and/or not controlled by the reporting entity, where:

(@ the written premium ceded to the reinsurer by the reporting entity or its affiliates
represents fifty percent (50%) or more of the entire direct and assumed premium
written by the reinsurer based on its most recently available financial statement;
or

(b) twenty—five percent (25%) or more of the written premium ceded to the reinsurer
has been retroceded back to the reporting entity or its affiliates.

9.3 If yesto 9.1 or 9.2, please provide the following information in the Reinsurance Summary
Supplemental Filing for General Interrogatory 9:

(@) A summary of the reinsurance contract terms and indicate whether it applies to the
contracts meeting the criteria in 9.1 or 9.2;

(b) A brief discussion of management's principal objectives in entering into the reinsurance
contract including the economic purpose to be achieved; and

(c) The aggregate financial statement impact gross of all such ceded reinsurance contracts
on the balance sheet and statement of income.

9.4 Except for transactions meeting the requirements of paragraph 30 of SSAP No. 62,
Property and Casualty Reinsurance, has the reporting entity ceded any risk under any
reinsurance contract (or multiple contracts with the same reinsurer or its affiliates) during the
period covered by the financial statement, and either:

(a) accounted for that contract as reinsurance (either prospective or retroactive) under
statutory accounting principles (“SAP”) and as a deposit under generally accepted
accounting principles (“GAAP”); or

(b) accounted for that contract as reinsurance under GAAP and as a deposit under SAP?

9.5 If yes to 9.4, explain in a supplemental filing why the contract(s) is treated differently for
GAAP and SAP.

REINSURANCE SUMMARY FOR GENERAL INTERROGATORY 9 (Part 2 P&C)

(a) SUMMARY OF REINSURANCE | (b) MANAGEMENT'S OBJECTIVES
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CONTRACT TERMS

(c) FINANCIAL IMPACT

As Reported Int. 9 Reinsurance Restated without
Effect Int. 9 Reinsurance

Assets

Liabilities

Surplus as Regards to
Policyholders

Net Income

If the response to General Interrogatory 9.4 (Part 2 Property & Casualty Interrogatories) is
yes, explain below why the contract is treated differently for GAAP and SAP.

U.S. GAAP Financial Statements

253. The Sarbanes-Oxley Act of 2002 requires the following:

“SEC. 302. CORPORATE RESPONSIBILITY FOR FINANCIAL REPORTS.

(a) REGULATIONS REQUIRED.—The Commission shall, by rule, require, for each company
filing periodic reports under section 13(a) or 15(d) of the Securities Exchange Act of 1934 (15
U.S.C. 78m, 780(d)), that the principal executive officer or officers and the principal financial
officer or officers, or persons performing similar functions, certify in each annual or quarterly
report filed or submitted under either such section of such Act that—

(1) the signing officer has reviewed the report;

(2) based on the officer's knowledge, the report does not contain any untrue statement of a
material fact or omit to state a material fact necessary in order to make the statements made,
in light of the circumstances under which such statements were made, not misleading;

(3) based on such officer's knowledge, the financial statements, and other financial
information included in the report, fairly present in all material respects the financial condition
and results of operations of the issuer as of, and for, the periods presented in the report;

(4) the signing officers— (A) are responsible for establishing and maintaining internal controls;
(B) have designed such internal controls to ensure that material information relating to the
issuer and its consolidated subsidiaries is made known to such officers by others within those
entities, particularly during the period in which the periodic reports are being prepared,;

(C) have evaluated the effectiveness of the issuer’s internal controls as of a date within 90
days prior to the report; and

(D) have presented in the report their conclusions about the effectiveness of their internal
controls based on their evaluation as of that date;

(5) the signing officers have disclosed to the issuer’s auditors and the audit committee of the
board of directors (or persons fulfilling the equivalent function)—
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(A) all significant deficiencies in the design or operation of internal controls which could
adversely affect the issuer’s ability to record, process, summarise, and report financial data
and have identified for the issuer’s auditors any material weaknesses in internal controls; and

(B) any fraud, whether or not material, that involves management or other employees who
have a significant role in the issuer’s internal controls; and (6) the signing officers have
indicated in the report whether or not there were significant changes in internal controls or in
other factors that could significantly affect internal controls subsequent to the date of their
evaluation, including any corrective actions with regard to significant deficiencies and material
weaknesses.”
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Appendix VII — Reinsurance corporate governance

254. This appendix contains excerpts regarding reinsurance corporate governance which
have been taken from the IAIS Supervisory Standard No. 7: Supervisory Standard on
Evaluation of Reinsurance Cover of Primary Insurers and the Security of their Reinsurers
(January 2002).

255. Many global reinsurers have branch or affiliate offices in many countries around the
world. It has been noted that the CEO may not be aware of all reinsurance transactions and
that some of the questionable transactions have been completed by middle management
operating a branch in a particular jurisdiction and may want to enhance the legal entity
financial results before divulging those results to the parent company. If the branch manager
has the authority to bind reinsurance coverage, then these transactions may not be brought
to the attention of executive management without the proper internal controls in place to
disclose these transactions.

256. There should be internal control systems in place to ensure that claims are reported to
the appropriate reinsurer and that reinsurance claims payments are being promptly collected.

257. The underwriting control may include an actuarial assessment of the risk and whether it
has been transferred as presumed. This assessment may also include a review of the
reinsurance contracts. The Board of Directors should receive regular and comprehensive
reports on the effectiveness and performance of the claims system and the reinsurance
protection. Companies’ internal control systems should be subject to regular audit
examination.

258. Where the risk profile has life insurance attributes, reinsurers’ economic capital must
allow for the specific risks arising from the reinsurance contract structure. Life reinsurance
can include long-term premium guarantees and exposure to selective options, either in the
contract with the cedant or in the contract between the cedant and the policyholder. Long-
term premium guarantees expose the business to adverse trends. Changes in investment
conditions can expose embedded options. These need to be identified, understood and
adequately priced, and subsequently monitored and mitigated. Supervisors should expect
reinsurers to adopt best market practice to control such risks.

259. In addition, like primary insurers, reinsurers are exposed to a variety of operational
risks such as those arising from employees (e.g., mis-management, human error and internal
fraud), technology (e.g., technological failure and deteriorating systems), customer
relationships (e.g., contractual disputes) and external sources (e.g., external fraud or
changes in legal interpretations).

Board of Directors

260. Every insurer should have a reinsurance strategy, approved by the company’s Board of
Directors that is appropriate to the company’s overall risk profile. The reinsurance strategy
will be part of the company’s overall underwriting strategy. The Board should review the
reinsurance strategy annually (in the case of life insurers, possibly less frequently). In
addition, the reinsurance strategy should be reviewed when there have been changes in the
company’s circumstances, its underwriting strategy, or the status of its reinsurers.
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261. The reinsurance strategy should define and document the insurer's strategy for
reinsurance management, identifying the procedures for:

the reinsurance to be purchased

how reinsurers will be selected, including how to assess their security

what collateral, if any, is required at any given time

how the reinsurance programme will be monitored (i.e. the reporting and internal
control systems).

262. The Board should ensure that all legal and regulatory requirements are met. It should
set limits on:

o the net risk to be retained
) the maximum foreseeable amount of reinsurance protection to be obtained from the
approved reinsurers.

Senior management

263. Senior management should document clear policies and procedures for implementing
the reinsurance strategy set by the Board of Directors. This includes:

o setting underwriting guidelines that specify the types of insurance to be underwritten,
policy terms and conditions, and aggregate exposure by type of business

o establishing limits on the amount and type of insurance that will be automatically
covered by reinsurance (e.g. treaty reinsurance)

o establishing criteria for acquiring facultative reinsurance cover.
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