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INTRODUCTION: HOW TO USE THIS MANUAL

There are many good textbooks on reinsurance.  It is not the purpose of the ICMIF reinsurance manual to be yet another textbook, similar to those that are available already.  Instead the intention is that this manual should be used as a practical guide, particularly by newly-formed companies, on how to establish a reinsurance program and to administer it.  The emphasis in this manual is on reinsurance administration and accounting.

The first section provides a general background to reinsurance, i.e., its purpose, how to design an effective program, how to set retentions and a review of the various methods of reinsurance and their applications.  This section should prove useful not only to those involved in reinsurance on a day to day basis but also to management and those in charge of direct operations.  The success of the direct activity is closely linked to the effectiveness and suitability of the reinsurance program.

Section 2 gives an overview of reinsurance accounting.  This is designed to be of use to all those involved in the field of reinsurance.

Section 3 provides a detailed review of the administrative procedures involved in dealing with reinsurance treaties.  It contains practical examples and forms that could be used as a guide by a newly formed company when setting up its reinsurance procedures.  The examples could also be used in staff training and in clarifying the practical operation of a reinsurance administrative system.  The forms and documents are comparable with those that are widely used in the market and also are familiar to the RS.  Member companies are encouraged to use these as examples when designing reinsurance accounting forms.  Above all, they have proved to be very useful tools.

Section 4 contains several practical examples and exercises.  It can be used as an illustration of administrative and accounting procedures and also for training purposes.

Like most other professionals, reinsurers use terminology peculiar to themselves.  Rather than constantly breaking the text for explanations of terms that may or may not be familiar to the reader, a Reinsurance Glossary is included under Section 5 of the manual.

The manual follows the natural flow of the reinsurance process:

-
from designing a treaty structure;

-
to the collation of the necessary information package for reinsurers;

-
to the work of the intermediary;

-
to the handling of the various reinsurance documents, such as slips, cover notes, wordings and addenda;

-
to the accounting process, with its many and varied documents and procedures.

SECTION 1:
REINSURANCE PROGRAMMES

1.1
Designing a reinsurance program 

1.1.1
Plan ahead

Most insurance companies will need reinsurance.  For a newly formed company with limited capital, reinsurance could make the difference between survival and failure.  It is essential that analyses of the reinsurance requirements and how these can be met are made as soon as possible in the planning stages of the new company.  Too often, the arrangement of reinsurance protections is one of the last priorities.  This can lead to unpleasant surprises, for instance, in an environment where reinsurance capacity is scarce and the price of reinsurance is high.  Therefore, the planning of a reinsurance program must be made at an early stage.

1.1.2
What should a reinsurance program achieve?

The intention of all insurance companies should be to create the most effective reinsurance program according to the prevailing circumstances.  However, in order to achieve this objective, the company must first establish a reinsurance strategy.  Some companies may wish to retain as much as possible of the original premium income while others would be prepared to pay more in reinsurance premiums in order to secure as stable a result as possible and minimize the exposure to risk.  Some companies might put the emphasis on having an administratively simple form of reinsurance while others may be prepared to accept the heavier administrative burden of a more complicated reinsurance structure that, in return, offers other advantages.

An effective reinsurance program should achieve the following objectives:

-
the primary objective of reinsurance is that it should reduce the company’s probability of ruin (“ruin” is the word actuaries use for bankruptcy) at a price acceptable to the company.  In this sense, the basic role of reinsurance is to safeguard the solvency of an insurer against random fluctuations in the overall claims experience and an accumulation of losses arising out of one event.

-
it should stabilize any fluctuation in the company’s annual aggregate claims experience so that wide fluctuations in results from one year to the next are avoided;

-
reinsurance can be used to allow a company to accept risks beyond its normal retention and so ensure that it is not placed at a serious disadvantage compared to its competitors;

-
particularly for a newly formed company, reinsurance can be used to finance growth.  In countries where minimum solvency margins based on net premiums are applied, reinsurance can reduce net premiums so that a company can accept an increasing volume of business without requiring a corresponding increase in capital.

However, reinsurers cannot support a loss-making portfolio, especially not in the long-term, if the losses have resulted from inadequate rating.  If this is the case, reinsurance underwriters will insist upon the restoration of profitability and, if this does not occur, they will withdraw their support.  The solution is to maintain a technically correct premium level where unprofitable results arise from extraordinary events and not from the ordinary course of business.

Reinsurance has been compared to the shock absorbers on a car.  They do not make the road smoother but passengers feel the bumps less because these are absorbed by the device fitted to the car.  Similarly, reinsurance does not reduce losses but merely smoothes out the effect on the insurer.  Continuing the analogy with the car, to ensure that the shock absorbers do not become worn out and the car cease to function, the road must be repaired.  So it is with reinsurance in that the underlying problem of inadequate rates must be addressed in order to secure the successful operation of the insurer.

1.1.3
What is a risk?  What are accumulations?

The definition of a “risk” and the assessment of the “accumulation” exposure are of fundamental importance to the construction of a reinsurance program.

The word risk is often used in insurance and reinsurance without a clear definition of its meaning.  Indeed, risk is a word with several different meanings.

In reinsurance, a clear understanding of what constitutes a risk is essential.  The reinsurers’ liability and the potential compensation to the ceding company are based on the definition of a risk.  In property insurance, one risk is often the same as one policy.  However, this is not always the case.  Many objects that are well separated from one another can be insured under the same policy.  Therefore, a group of buildings could be considered as one risk.  Because of these difficulties of definition, the reinsurer usually agrees that the ceding company shall be the sole judge of what constitutes one risk.

A risk should not be confused with an event.  More than one risk can be affected by a single loss event.  There are many examples of this situation, that is, of an accumulation of risks, for example:

-
many insureds travelling in the same airplane;

-
many cars parked in the same garage;

-
many risks/policies affected by a catastrophe event.

Reinsurance treaties designed to cover the accumulation risk normally contain a detailed definition of what constitutes one event, especially in respect of natural catastrophes.

In many instances, the insurer can recognize the extent of accumulations by calculating its aggregate exposure to a certain hazard in a particular region.  This is often possible in property insurance but, in other classes, such as personal accident insurance, this can be more difficult.  The existence of an accumulation hazard (for instance, many insureds travelling in the same airplane) is known but the actual exposure cannot be calculated.  To some extent, this is also the case for catastrophe exposures where the potential severity of a windstorm or an earthquake is difficult to anticipate.  However, the sum of the policy limits is always the upper limit.

1.1.4
Setting retentions
There are no universal rules on setting retentions that can be applied in each and every case.  The purpose of this section is to outline some of the aspects involved in the process of deciding upon the level of retention.

In many countries, the relevant supervisory authorities specify rules governing a company’s maximum retention.  However, it would be rare for a company to set its retention at the maximum.

Insurance companies are never completely similar.  They might differ in size and portfolio composition.  More importantly, they might differ in their reinsurance strategies, i.e., the purpose of their reinsurance program.  A company satisfied at being protected against bankruptcy would tend to have a higher net retention than a company desiring a stable annual profit and prepared to pay a price for that stability.

How then are retentions fixed, given the differing situations or circumstances that may exist?

Theoretically a risk theory model can be used but this is difficult to apply in practice.  Instead various “rules of thumb” are used.  Generally, it is market practice and past experience that would guide a company in determining a suitable retention based on its available capital.  The following are a few of the points to be taken into consideration when deciding the retention:

-
the more capital the company is able and willing to put at risk, the higher the retention;

-
a multi-line company can normally stand a higher retention than a single-line company of the same size because of the bigger spread;

-
there are reinsurers whose financial standing could be questionable.  By choosing such companies as reinsurers, the ceding company may find that it is involuntarily carrying a much higher retention than intended;

-
accumulation and the risk of a frequency of small and medium-sized losses should reduce the level of retention;

-
the more uncertain the cedant is regarding the future claims development, the more conservative it should be when determining the size of the retention.

To summarize, there are no hard and fast rules for the setting of retentions.  Primarily it depends on the attitude of the company to risk-taking, the composition of the portfolio and the capital base.  Furthermore, no two companies are ever the same.

One universally applicable rule is that the setting of retentions should be subject to thorough investigation and a careful analysis should be carried out into the consequences of various alternatives.

Also, it is most important that a ceding company should:


- use the available experience and expertise, if necessary use outside advisers;


- use common sense;


- and then make the decision.

1.1.5
Reinsurance limits
It is preferable that the capacity, or limit, of the reinsurance treaty program should be sufficient to accommodate most risks in the portfolio, implying automatic coverage by reinsurers.  It also implies that the company can write new risks falling within the terms of that treaty without it being necessary to arrange specific reinsurance protection.

Facultative reinsurance, i.e., reinsuring risk by risk, is administratively burdensome and it is preferable to limit the number of risks placed in this fashion.  On the other hand, a very unbalanced treaty, that is, one with a high liability in relation to premium income, may be difficult to place, as it is vulnerable to loss.  After several large losses, reinsurers may be inclined to cancel their involvement and the cedant may then be obliged to reinsure on a facultative basis.

Clearly, it is important to find an appropriate balance.  When the liability of a proportional treaty exceeds, say, ten times the premium income, it is preferable to reinsure larger risks facultatively rather than increasing the treaty limit.  Facultative reinsurers require a great deal of information on a risk in order to exercise the appropriate underwriting skill and judgement.  Thus the facultative underwriter, unlike the treaty underwriter, can monitor the potential liability on individual risks.

The above refers to protection against losses to an individual risk.  It is more difficult to establish an adequate limit to protect the company against accumulation hazard.  Past experience and imagination should be used to determine the upper limit of a potential catastrophe.  The aggregate sums insured exposed to a certain peril is a starting point.  In addition, an assessment of the likely extent of damage caused by the catastrophe peril to the exposed objects must be carried out.

However, for classes where the accumulation is unknown, for instance personal accident, it is even more difficult to assess the limit of catastrophe protection required.

The importance of catastrophe cover can be judged by the following (light-hearted) view:

-
if the price is high - buy the cover, because then there is probably a real risk;

-
if you feel the price is low - buy the cover because it is cheap.

1.2
Methods of reinsurance
The major methods of reinsurance are proportional and non-proportional.  In proportional reinsurance, liability and premiums are split pro rata between cedant and reinsurer.  In non-proportional reinsurance, the insurer undertakes to pay for all losses up to a pre-agreed figure.  The reinsurer, usually subject to an agreed maximum will meet the balance of any loss exceeding this limit.  The price for this type of cover is determined by negotiation between the parties and one reinsurer may differ from another in its opinion of what is an appropriate premium.  A reinsurer will base its rate on the exposure to risk and such factors as exposure to storm, earthquake, and other natural perils are taken into account for property portfolios whereas the statistical record plays an important role in the rating of a motor cover.

Both proportional and non-proportional reinsurance can be placed on a facultative or a treaty basis.  Facultative means that each risk is offered individually, whereas treaty reinsurance refers to a prior agreement between insurer and reinsurer providing for the automatic reinsurance of all business of a certain type or class.  The ceding company is obliged to cede and the reinsurer is obliged to accept all business within the terms and conditions of the treaty.

The most common types of reinsurance are listed below.

1.2.1
Facultative reinsurance
Facultative reinsurance implies that a risk is reinsured individually.  The ceding company is free to choose retentions, reinsurers etc., and reinsurers can accept or decline the individual risk on its own merits.  Traditionally facultative reinsurance has been arranged on a proportional basis but it has become increasingly common to place facultative risks on a non-proportional basis.

Facultative reinsurance is used:

-
when extra capacity above the automatic treaty capacity is required;

-
when a risk falls outside the scope of the existing treaties;

-
when for some reason a cedant does not want to use the existing treaties (fully or partially).

The advantages are:

-
it provides extra capacity;

-
the reinsurer is given a chance to make its own assessment of the risk.

The disadvantages are:

-
no automatic capacity.  The cedant cannot commit itself to accepting the direct insurance risk until it knows that reinsurance capacity is available;

-
time factor - a placement can take considerable time as it is not accepted automatically;

-
administration is burdensome, as detailed information must be provided for every risk;

-
consequently, cost is considerably higher than for treaties.

1.2.2
Quota share treaties

A quota share treaty is a proportional contract whereby the reinsurer receives a fixed proportion of all risks in a particular portfolio, pays the same proportion of all losses and receives the same proportion of all premiums.  In other words, with a quota share arrangement, all risks of a specified type are reinsured in the same proportion.  The ceding company receives a commission, the rate of which is subject to negotiation but normally is based on the acquisition and administration costs of the reinsured and the profitability of the account.

Quota share treaties tend to be used:

-
by small and/or newly formed companies requiring protections that are easy to administer and that are able to reduce the constraint on capital;

-
for new classes of insurance where little experience is available;

-
for classes with uniform policies or policies that are similar in nature.

Advantages:

-
simple administration;

-
consequently low cost.

Disadvantages:

-
since the same proportion of all policies, large as well as small, is ceded, those risks that could be retained for own account will be reinsured;

-
it does not increase capacity as efficiently as other types of reinsurance.

1.2.3
Surplus treaties
A surplus treaty is an automatic reinsurance contract whereby the ceding company agrees to cede and the reinsurers agree to accept that part of a risk that exceeds the cedant’s retention.  The ceding company decides in advance the level of its retention that may vary according to the type of exposure unit.  Small risks may be fully retained while risks exceeding the fixed retention would be ceded to the surplus treaty up to a predetermined level.  The retention can vary from 100% on the smaller risks (i.e., fully retained) to 1-2% on the largest.  The cession to reinsurers is normally fixed as a multiple of the retention, for example, ten times the retention (which would be described as a ten-line treaty, where one line equals one retention).  With a ten-line treaty and a retention of GBP 10,000, the company can cede automatically up to GBP 100,000.  The ceding company receives a commission to cover its costs.

Advantages:
-
no cession of smaller risks that could be retained for net account as in quota share reinsurance;

-
it increases the retained premium income without undue increase of retained liability.

Disadvantages:
-
complicated administration as the allocation of every risk to retention and treaty has to be calculated separately;

-
relatively more expensive method to use.

However, these disadvantages have reduced in significance with the development of computerized systems.

1.2.4
Excess of loss

Excess of loss is the most common of the non-proportional reinsurance forms.  An excess of loss cover can be either:

-
on a per risk basis; or 

-
on a per event basis.

A per risk cover gives protection for each and every risk involved in a loss when it exceeds a pre-agreed level (the priority) and up to the pre-agreed limit.  Thus, if a number of risks are involved in the same loss event, the reinsured pays the priority on each and the reinsurer pays the amount exceeding the priority on each and every risk affected.

Per risk covers are used to protect accounts against large individual losses, for example, motor third party liability or public liability insurances.  A per event limitation is often included to ensure that the cover only provides protection against large single losses and not an accumulation of losses from one event.

Per event covers protect the reinsured against an accumulation of losses.  When the sum of the losses exceeds the pre-agreed amount (known as the priority), the reinsurer will be liable to pay the excess up to a pre-agreed upper limit.  Typically per event covers are used to protect a company against catastrophe events, such as windstorms or the accumulation of losses in a personal accident account from a major accident affecting many individuals.  A per event cover often contains a two-risk warranty to ensure that it will not be affected by a single claim.

In excess of loss reinsurance, it is particularly important to ensure that the definitions of the terms “risk” and “event” are unambiguous.

The premium for an excess of loss cover is subject to negotiation between the parties and is based on the claims experience and/or on potential exposure to a claim.  Consequently, it can vary considerably from reinsurer to reinsurer and from year to year.

The premium on a per event cover would normally only pay for the use of the cover once.  However, the reinsured may require protection for more than one total loss.  Therefore, a per event excess of loss cover could contain a reinstatement condition implying that the cover can be reinstated an agreed number of times subject to the payment of an additional (reinstatement) premium.

Advantages of excess of loss reinsurance:

-
simple and inexpensive administration;

-
efficient and clear protection.

Disadvantages of excess of loss reinsurance:

-
premium cost might vary considerably;

-
the sum of retentions for a per risk cover can be relatively high if the frequency of losses is large;

-
risk of running out of cover if an unexpected frequency exhausts the automatic reinstatements.  Further reinstatements might be available but the price of these could prove to be expensive.

1.3
Application of different forms of reinsurance to the main classes

1.3.1
Property reinsurance

Even when an insurance company has obtained a balanced account within a class of business and a good spread of risks in its portfolio, it would need reinsurance protections to minimize the effect of individual large losses.  Property business is well suited to protection by a proportional treaty program.  Losses of varying size occur regularly.  It is in such a situation that the smoothing effect of proportional reinsurance is seen to best advantage.  From the insurer’s perspective, a proportion of all risks above its own retention is passed to the reinsurer and the same proportion of all claims incurred is recoverable.  In a year with higher than average fire losses on large risks, a large recovery will be made from reinsurers and the retained account will be protected accordingly.

As with other forms of reinsurance, the primary intention of quota share and surplus treaties applied to property business is to iron out the variations in results that inevitably occur from time to time.  Additionally, the reinsurance commission available on proportional treaties can have a positive impact upon the financial position of the ceding company.

An example of a typical reinsurance program for a newly formed company is as follows:

Gross retention
:
GBP 100,000

Quota share
:
50%, i.e.:

Net retention: GBP 50,000

Quota share reinsurers: GBP 50,000

1st Surplus
:
6 lines, i.e.:

6 times gross retention: GBP 600,000

2nd Surplus
:
12 lines, i.e.:

12 times gross retention: GBP 1,200,000

The above program provides the company with an automatic capacity of GBP 1,900,000.  In other words, the insurer can accept risks up to 38 times larger than the net retention of 

GBP 50,000.  However, if the company wishes to underwrite risks with sums insured greater than the automatic treaty capacity, it would be obliged to use facultative reinsurance for those amounts exceeding the automatic capacity.

In addition to the proportional program, the insurer would normally have an excess of loss cover to protect against the impact of a catastrophe loss (such as a windstorm) on the retained account.  The priority of such a cover will be related to the financial standing and the policy of the company, with the limit of such a protection dependant upon the exposure to catastrophes.  For instance, the company in the above example may decide that it can bear up to five total losses to its net retention in which case the priority would be set at GBP 250,000 each and every event.

To illustrate the operation of the above program, the insurer is offered the following risk:

Sum insured:
GBP
2,000,000

Premium:
GBP
20,000

Claim:
GBP
1,000,000

Assuming facultative reinsurance is available, the liability, premium and claim would be split as follows:


Sums insured
Percentage
Premium
Claim

Gross retention
100,000
5.0
1,000
50,000

Net retention
50,000
2.5
500
25,000

Quota share
50,000
2.5
500
25,000

1st Surplus
600,000
30.0
6,000
300,000

2nd Surplus
1,200,000
60.0
12,000
600,000

Facultative
100,000
5.0
1,000
50,000

The insurer will also earn a commission on the premium ceded but this has not been taken into consideration in the above example.

Proportional reinsurance programs of the type depicted above are most commonly used for property insurance, especially for newly formed and smaller companies.  However, a “working” excess of loss protection is an alternative that can be considered.  While a catastrophe cover protects the company against accumulations, a working excess of loss provides protection on every risk above a pre-agreed amount per claim.  The advantage is that the ceding company can retain a greater proportion of its original income but this should be measured against the potential of a worse claims experience on its retained account than with a commensurate proportional program.  For instance, if, instead of the proportional program, the above company had a working excess of loss program with a priority of GBP 50,000 (same as the net retention above), its share of the loss would have been GBP 50,000, rather than GBP 25,000.

A working excess of loss is effective when the company can sustain a fixed deductible (i.e., can afford to lose up to that fixed amount on any one risk) and when the account is more likely to be affected by large claims rather than many smaller ones.  For a newly formed company, this is not usually the case.  Generally, working excess of loss treaties are used by:

-
companies that no longer require the capacity gearing of proportional treaties;

· companies that write specialist lines within the property classes.

1.3.2 Accident reinsurance

In terms of premium income, motor insurance usually dominates any insurer’s accident account.  However, the accident class can comprise a wide range of insurances, such as liability, personal accident, miscellaneous risks (e.g., livestock and contingency).

In practice, there are only two suitable types of reinsurance protection for a motor account: quota share and excess of loss.  These two types can also be combined.

Quota share is the simpler of the two alternatives, particularly if the original policies do not provide unlimited liability coverage.  The insurer retains a specified share of each policy and can fix his retention to suit the capital resources available.  If the policies provide unlimited liability cover, quota share can still be used but it is normal to arrange excess of loss reinsurance to protect either the net retained account or the common account, that is, the account of both the company and the proportional reinsurers.

It is relatively common for newly formed insurers to rely on quota share reinsurance for their motor account.  Simple administration and the nature of the treaty make it especially suitable in the early years.  However, after the deduction of commission and expenses, the reinsurer’s margin becomes relatively small and hence is less attractive.  It is also normal practice for the quota share treaty to be reduced gradually as the company matures.  Eventually, excess of loss tends to become the only form of reinsurance used for motor business.

The excess of loss cover responds to individual claims and operates on an “any one accident” basis.

In cases where the company’s motor account is also exposed to catastrophe losses (storm, flood), the reinsurance coverage would be structured so that it also responds on a “per occurrence basis”.  The “occurrence” would be defined as the sum of all claims occurring within a certain number of hours.  For instance, a 72 hours time limit would be used for windstorm implying that all losses during such time period will be covered.

Much of what has been said in relation to motor can be applied to other kinds of liability insurance.  However, special considerations apply to certain types.

In product liability, the original insurance policy is often subject to an annual aggregate limit.  Consequently, the reinsurance cover would include to an annual aggregate limit also and the reinsured would be protected for the aggregate sum of losses in excess of the priority expressed as an aggregate sum.

The reinsurance of professional liability tends to be on a “claims made” basis.  This means that a claim is allocated to the year in which it is reported.  Thus, the reinsurer will have a clear picture of the claims activity at the end of a year.  By contrast, on a “losses occurring” basis, claims are allocated to the year in which the negligent act giving rise to the claim took place.  The negligence could have occurred many years previously.

For the personal accident account, reinsurance coverage would normally be designed to protect against both known exposure and unknown exposure, that is, for those claims arising out of an event where the accumulation exposure should not be known to the insurer.

Traditionally known exposure is reinsured under proportional treaties, such as quota share and (sometimes) surplus or a combination thereof.  The use of excess of loss cover has become increasingly common because of its relatively simple administration.  Reinsurers will require comprehensive underwriting information on known exposures, limits per person and a risk profile.  Coverage would normally be on the basis of “any one person, any one policy”.  In order to avoid a policy being brought into operation several times on the same accident, group policies for risks such as sports teams are often excluded and cover for these risks should be provided on a separate basis.  Therefore it is of great importance that the information to reinsurers on the composition of the portfolio is comprehensive so as to avoid misunderstandings between the two parties.

Unknown exposure on the personal accident account is always reinsured on a per occurrence excess of loss basis.  A two-life warranty will normally be included to ensure that the cover is only used for accumulations.

One peculiarity of the accident classes is that often it takes a very long time to settle claims and time periods of several years are not uncommon.  Consequently, inflation will have a distorting effect on excess of loss covers.  To redress this situation, stability clauses have been introduced.  Normally, both the priority and the limit of the cover will be increased in line with inflation thereby maintaining the original value of such limits and the original intention of the protection.

The various accident classes are often protected together under a common treaty.  Especially under a quota share treaty, almost any combination of classes is possible.

Motor excess of loss covers are often combined with other types of liability classes.

1.3.3
Marine reinsurance
Marine risks can be reinsured under both proportional and non-proportional treaties.

Among the proportional forms, both quota share and surplus treaties are used.

Marine quota share treaties have the same advantages and disadvantages as those in the non-marine classes, i.e., simple administration but a “rigid” character which leads to the cession of risks which otherwise could be retained.

Surplus treaties have the drawback that the exact sum insured of every single risk has to be known.  Especially for cargo accounts, this constitutes a heavy administrative burden of identifying and ceding each and every item and keeping track of accumulations.  As a consequence, surplus treaties are not used as frequently as in the past.

The difficulties in the administration of proportional treaties have led to more frequent use of working excess of loss treaties, i.e., covers where the reinsurer can be liable for a claim on a single risk.  This type of reinsurance can be used for any class of marine risk: hull; cargo; liabilities; war; drilling rigs.

In addition to proportional and working excess of loss protections, catastrophe covers are arranged to protect the ceding company against the accumulation of losses to the retained account after recoveries from the underlying program.

As well as the above-mentioned types of treaty reinsurance, facultative reinsurance is used occasionally to reduce the retained line on an individual risk or account.  The advantage to the reinsured is that it enables a degree of flexibility, reducing the reinsured’s engagement to exactly the amount it considers appropriate.

An “open cover” is a reinsurance protection that is a compromise between treaty and facultative reinsurance.  As with a treaty, the reinsurers are obliged to accept the risks falling within the scope of the agreement.  However, the difference is that there is no obligation on the ceding company to offer any risk for reinsurance during the period of the agreement.

1.4
Practical aspects of placing a program
1.4.1
The actors on the reinsurance market
Designing a reinsurance program is a complicated matter.  Newly formed insurance companies and companies that do not possess specialized expertise would be well advised to make use of outside assistance.

For the benefit of the member companies of the ICMIF, in 1949 the Federation established a specialized reinsurance unit, today called Reinsurance Services or “RS”.  The role of this unit is:

-
to promote cooperation and understanding in reinsurance matters among members of the Federation;

-
to encourage reinsurance exchanges between members;

-
to advise members on their reinsurance requirements and assist them to obtain suitable cover with secure reinsurers within or outside the Federation.

The ambition of this unit is to provide a service to member societies comparable to that of a professional reinsurance broker but with a co-operative signature.

The reinsurance professionals of RS travel extensively to maintain regular contact with member companies.  They discuss and review the reinsurance requirements and assist in finding secure reinsurers, preferably other member companies, for the various protections of the member using the service.  RS has considerable experience of assisting newly formed companies around the world in establishing their reinsurance programs.

The service provided by RS is free to Federation member insurers.  To finance its activities, RS charges member reinsurers a small levy of 0.5% on the reinsurance premiums received from fellow members.  This can be compared with professional brokers’ fees of 2.5% on the premium of proportional treaties and 10% on non-proportional reinsurance treaties.

Other actors on the market that offer such services are the professional reinsurers and the reinsurance brokers.  While the professional reinsurer is the direct company’s counterpart and has a financial interest in underwriting the reinsurance risk, the broker’s role is to represent the ceding company and find suitable reinsurers.  However, the broker is only the intermediary and not a risk-taker in the transaction of reinsurance.

Both professional reinsurers and brokers offer their expert advice on the construction of a reinsurance program.

1.4.2
The placement of a reinsurance program
When a reinsurance strategy has been formulated and the portfolio analyzed carefully, the process of arranging and placing the program can begin.  In this process it is most important that all relevant information is made available to existing and potential reinsurers so that they can understand the needs of the company and assist in putting together a suitable reinsurance program.  Although existing reinsurers may require less general information, especially if this is unchanged, new reinsurers to the program would require normally a comprehensive information package, particularly from newly formed companies that do not yet have a proven track record.

Balance sheets and annual reports form a valuable source of information and these should be sent to reinsurers on a regular basis.  Market reports or publications by the supervisory authorities on the general state of the local insurance market are also of interest to reinsurers.

Many of the professional reinsurers possess extensive general market information but it is essential that all reinsurers be given the same details.

The information required by reinsurers is also of value to the company itself in that it will enable management to monitor the company’s development and ensure that the reinsurance program in force is the one that will best serve its needs.

Based on information obtained from the ceding company, RS will provide an information memorandum to reinsurers inviting them to participate in the reinsurance program.

In the case of non-proportional reinsurance, a few selected reinsurers, known as leaders, are invited to quote terms for the cover.  The reinsured will decide which offer to accept and thereafter the cover will be placed among a bigger circle of reinsurers.

In recent years, more and more attention has been given to the reinsurer’s security, i.e., its financial standing.  It is essential to take this into account when placing the reinsurance program.  The cheapest quote is not always the best alternative.  It should be remembered that, even if the broker suggests reinsurers, as a rule he would not be legally liable should the reinsurer fail to meet its obligations.

It is also important to have reinsurers with a long-term view of continuity who will support the insurer through a bad period provided that there are prospects of improvement.  Furthermore, it is advisable not to depend entirely on one or a few reinsurers as it can be difficult to resist unjustified requests for improved terms or, should it be necessary, to replace such a reinsurer at short notice.

1.4.3
Information to reinsurers
The package of information that is required may vary from case to case.  Generally, the following information is usually be required by reinsurers:

1)
Economic/Political background
Under this heading comes such information as government policy towards insurance (level of interference), legislation, inflation, currency regulations and general stability.

If the currency is unstable it might be necessary to consider the use of stability clauses and perhaps the settlement of premium and claims in a more stable currency.  A further complication may be remittance delays caused by currency control regulations that in turn can be exacerbated by inflation or currency depreciation.

2)
Market conditions
Similarly information on conditions prevailing in the local market gives an insight into problems that the insurer and reinsurer will have to face.  Reinsurers will require answers to the following:

-
How many insurers operate in the market and what is the level of competition?

-
Is the market subject to tariff regulation?

-
What have been the results of the market in recent years?  Are premium rates on their way up, are they being reduced or are they stable?

3)
Preparations made by the new insurer
A carefully prepared and realistic feasibility study and a well developed three or five year business plan will not only help the company to be successful but will also encourage a potential reinsurer to participate.  Confirmation that the owners are committed on a long-term basis and able to support the company financially are other important factors.

4)
Structure of the company
It is important to reinsurers that the insurer’s management structure and its staff are competent so that the company is equipped to manage and administer its business successfully.

5)
Financial status
Reinsurers would normally study the balance sheet of the company and are interested not only in the company’s actual net worth but also in the relationship between own capital and premium income.  As a rule of thumb, net premium income should not exceed three times the capital.  An amount above this may indicate a strain on the capital.

The company’s premium and claims reserving policy is also of interest to a reinsurer as well as the level of outstanding premium.  A large outstanding premium may indicate problems in premium collection from clients that, in turn, may hamper the company’s cash flow.

6)
Volumes of business
Details of premium income for the major classes of business written should be made available to reinsurers, in particular, premium income written in the previous year, together with an estimate for the current year.  In addition, details of premium income written in earlier years will allow reinsurers to assess the development.

Any significant changes in underwriting policy and planned expansion in certain areas is also relevant as this will enhance reinsurers’ understanding of the company.

7)
Reinsurance program
At renewal, full annual statistics should be provided for each treaty showing premium ceded, deductions (commissions, etc.) and claims paid and outstanding.  Premium estimates for the current year should also be given, together with estimates for the forthcoming year.

If the terms of the treaties have been altered, for instance, by a change of commission, it is appropriate to show “as if” statistics by applying the revised terms to the statistical records over the period shown.

Details should be provided of any large claims, such as the date of occurrence, a brief description of the circumstances as well as figures for the amounts paid and outstanding.

Portfolio profiles should be made available for each class of business in respect of the total portfolio currently written by the company.  This information is of paramount importance as it is used to determine whether the company’s current reinsurance program is still appropriate for its needs or whether it should be adapted to suit any changes to the portfolio composition.

Both the reinsured (in respect of its retention) and treaty reinsurers should try to find the optimum balance between premium income and liability so that neither is exposed more than is reasonable.  Any peak risks should be reinsured facultatively so that the balance of the treaties is maintained.

The profiles should be based on bands of sums insured.  For each band, the number of risks should be shown together with the corresponding income.  It is important to show the number of risks rather than the number of policies as each policy may contain several risks.

The treaty structure will be influenced by the composition of the company’s portfolio.  For instance, it may have a large portfolio of small risks or conversely a smaller portfolio of very large risks.

For each class, the largest risks and corresponding premium should be identified.  The number of risks to be identified depends on the size of the portfolio.

8)
Information required on individual classes
a)
Fire (including extended coverage, catastrophe perils and loss of profits)
In addition to the statistical information (results, claims and portfolio profile), reinsurers would be interested in the split between commercial, industrial, household and state or parastatal risks.

Standards of protection and the use of PML (Probable Maximum Loss, see Glossary) are also of interest to reinsurers.

In addition, reinsurers will need to know the exposure to natural catastrophes.  Details will be required of the history of such events (the market’s and the company’s) and the aggregate accumulation for each catastrophe peril per zone for the company’s retention as well as for each treaty.  The PML factors applicable are also of relevance to reinsurers.

b)
Miscellaneous accident classes (theft, fidelity, goods or money in transit)
By their nature, the miscellaneous classes can vary a great deal from company to company and from country to country.  Therefore it is important for reinsurers to understand which risks are covered and which are excluded as well as any special conditions or warranties imposed on more hazardous risks.

c)
Marine cargo
For the marine cargo account, a great deal of information would normally be required such as:

-
percentage split between different policy types (all risks, single voyage, declaration etc.);

-
major insureds;

-
what goods are carried?  How are they carried?  What precautions are taken?

-
control of accumulations, for example, at ports or on board vessels.

d)
Motor
Reinsurers would require a split of the motor portfolio, namely:

-
types of vehicles - private, commercial, agricultural, motorcycles, buses, etc.;

-
types of policy - comprehensive, third party, obligatory insurance, etc.

Also of particular interest are the normal limits of cover and maximum limits granted in respect of:

-
third party property damage;

-
third party bodily injury.

For third party bodily injury claims it is of importance to reinsurers to learn the period of time for settling claims and the procedures (negotiations, litigation etc.) that must be pursued to reach settlement.

Excess of loss reinsurers of a third party liability portfolio will require details of each claim exceeding half the proposed priority, in particular the current status of the claim and amounts paid and outstanding at the close of each year up to the current date.

e)
Personal insurances (personal accident and life)
A split between types of policy written should be provided, namely:

-
personal accident - individual, group;

-
life - individual, group, savings and loans, endowment, funeral expenses, pension, other.

Also of relevance is information such as age limitations or the exclusion of any types of professions as well as samples of rates in the various classes and mortality tables in respect of life assurance.

Normal and maximum sums insured granted are also relevant to reinsurers’ understanding of the account.  Furthermore, the possibilities of accumulation should be considered, either in an individual class or policy or through an aggregation of classes or policies.

1.4.4
Legal documents
The details of a reinsurance contract are summarized in a slip that is enclosed with the offer to reinsurers.  It specifies such details as:

-
business covered;

-
geographical scope;

-
type (e.g., quota share, surplus, etc.);

-
attachment and termination;

-
commission;

-
accounting requirements.

For a non-proportional treaty, other details would be included, such as:

-
premium calculation;

-
reinstatement conditions;

-
loss occurrence definition;

-
index clause.

The slip is stamped and signed by reinsurers with an indication of the share accepted.  It is subsequently returned to the intermediary to confirm the reinsurers’ agreement to the terms and conditions stated therein.

Then the intermediary formally confirms the placement to the reinsured by issuing a cover-note.  This document provides a summary of the terms in a similar form to the slip and also contains the names of the reinsurers and their participations.  It should be sent to the reinsured soon after the completion of the placement.

The reinsured then examines the cover-note and confirms its agreement or as a matter of urgency raises objections should the cover-note fail to correspond to what has been agreed.

The above documents are prepared and exchanged immediately after the completion of the placement, but it can be several months before the formal contract wording is issued.

The content and terms found in the contract will vary according to the type of treaty.  By way of example, a standard fire surplus and a motor excess of loss wording can be found in Appendix 1.

For practical reasons, a treaty wording is often (but not always) split into two parts.

The general conditions, which are changed rarely, contain details of the class or classes covered, the geographical scope, general exclusions, accounting procedures, termination, arbitration rules, etc.  Attached to this document is a schedule containing the particular conditions that may vary from year to year such as the reinsurers’ participation, limits, commission terms, profit commission, etc.  In this way, the ceding company can avoid issuing a new wording each time a particular condition is changed.  Instead a new schedule can be issued, often every year.

The contracts are signed by both parties and form a legally binding agreement between reinsured and reinsurer.

Small changes or additions to the contract may take place during the period of the agreement.  In order to incorporate these into the agreement in a legally binding form, the cedant issues an addendum that becomes part of the contract once the parties have signed it.

1.5
General accounting requirements
1.5.1
The rendering of accounts

The contract wording provides precise details of the accounting arrangements between reinsured and reinsurers.  Reinsurance accounts reflect the financial transactions on the treaty and are prepared by the ceding company and sent to the reinsurers.  The accounts fulfil two main functions:

-
they convey information to the reinsurer on what is happening on the treaty in financial terms, i.e., premiums ceded, claims paid, etc.  Thus they summarize the balances due from one party to the other;

-
they provide much of what is required for the preparation of treaty statistics and the evaluation of individual treaties.

The precise details of the accounting procedures are subject to negotiation between the reinsured and reinsurer.  However, variations in arrangements are relatively insignificant and relate mostly to the preparation of accounts on a quarterly or half-yearly basis.  Although practice is fairly consistent throughout, the shape and form of reinsurance accounts do vary considerably from company to company.  From its experience with members in different parts of the world, RS has found that the procedures and forms outlined below have proved most effective.

In broad terms, an account can be broken down into of three main sections:

-
it provides a technical overview, i.e., it summarizes all items that contribute to the underwriting profit or loss, such as premiums, losses, commissions and other deductions;

-
it gives a financial picture, i.e., it summarizes all items that affect the amounts due to or from the parties.  In addition to the technical picture which gives the underwriting result such items as deposits withheld and released and interest and tax on interest are included;

-
it summarizes the settlement picture, i.e., includes balances due from current and previous accounts and cash movements.

The accounting procedures are different for proportional and non-proportional treaties because of the differences in their nature.

Accounts are issued at regular intervals and these intervals are stated in the contract.  For proportional treaties, quarterly accounts tend to be the norm but half-yearly accounts are not unusual.  From a reinsurer’s perspective, quarterly accounts are preferred because cash flow is better than with half-yearly accounts.

1.5.2
The accounting chain
The accounting procedures follow a pattern where various forms have to be prepared at regular intervals and where information has to be transmitted to reinsurers within a period stipulated in the reinsurance contract.  It is essential that an administrative routine is developed whereby all the steps in the chain are followed.  The steps are linked to each other in such a way that a delay in one part will lead to a delay of the whole process.

Reinsurers monitor their ceding companies’ accounting and payment practice.  If acceptable accounting and settlement standards were not maintained, many reinsurers would decline a continued participation in the business even if it were technically profitable.

The chain contains the following steps:

Proportional business
With proportional treaties, many individual policies or risks are covered by reinsurers and this necessitates the transfer of a share of the premiums under each risk ceded and the collection of the corresponding part of any loss arising on the same risk.  Thus the ceding company will be obliged to maintain records of all cessions made to the treaty.

This record is referred to as a:


- premium bordereau.

A premium bordereau is sometimes provided to the leading reinsurer.

In a similar way a:


- claims bordereau
records each claim to be recovered from the reinsurance treaty.

The reinsurance treaty would also stipulate that a:


- loss notification
is provided to reinsurers if a loss exceeds or is expected to exceed an amount specified in the treaty.

At regular intervals, a:


- treaty account
will be dispatched to all reinsurers.  As previously stated, the account will contain technical and financial items and forms a statement of amounts due to or from the reinsurer.

Upon receipt of the account and within a stipulated time period, reinsurers will:


- confirm the account.
Following the confirmation:


- payment
of amounts due will take place.

In addition to the flat treaty commission, the reinsured may be entitled to a profit commission as an incentive to promote good underwriting.  Thus, should the treaty earn a profit based on an agreed formula, reinsurers are charged an additional commission.  The profit commission is calculated and charged in a:


- profit commission statement
that is usually prepared annually when the year-end result is known.

As the period of reinsurance does not necessarily correspond to the period of the original direct insurance, many policies may be still in force at the end of the reinsurance period and for which the reinsurer will have received full premium.  For example, if the reinsurance period follows the calendar year, an annual insurance policy issued at 1st July has at 31st December six months until expiry during which time a claim might occur.

A system has been developed whereby this unexpired liability can be withdrawn from a reinsurer canceling its participation and transferred to (assumed by) a new reinsurer who will receive a commensurate share of the premiums.  Thus, losses occurring before the date of cancellation are charged to the old reinsurer and losses occurring after the date of cancellation to the new reinsurer.  By the same technique, the liability in respect of losses that have not been settled at the time of the change in reinsurer’s participation on the treaty will be transferred to the new reinsurer together with the corresponding claims reserve.  The old reinsurer will no longer be charged with claims that were outstanding at the date of cancellation.

This transfer of liability between old and new reinsurers when a change in participations takes place are effected as soon as possible after the end of the reinsurance period and are handled by way of a:


- premium and loss portfolio transfer account.

Despite resistance from reinsurers, it is common for ceding companies to retain a proportion of premium payable to the reinsurer.  The motivation is normally that this deposit should serve as a guarantee against the failure of the reinsurer to meet its future liabilities.  In some countries, the law requires this.

The calculation of premium reserves withheld should, theoretically, follow the same principle as that of portfolio premium.  In practice, however, and for ease of administration, premium reserves are calculated at a fixed percentage of premiums.  Very often the rate is 40%.

To effect the withholding and subsequent release of the premium reserves, the ceding company will thus issue a:


- premium reserve adjustment account.
The aim of insurer and reinsurer alike is to produce profitable business.  The reinsurance world has various definitions of profit, but there is a reasonably consistent approach to the presentation of reinsurance results.

It is good practice to record results quarter by quarter and to produce total results at each year end in the form of:


- treaty statistics.
Non-proportional business
In many respects, the administration of an excess of loss treaty is much simpler than that of the above-described administration of a proportional treaty.  In effect it involves only:

-
the payment of the agreed minimum and deposit premium (up front premium);

-
loss advices, if any;

-
calculation of reinstatement premium if applicable (in case of loss to the cover);

-
calculation and payment of the final adjustment premium.

Consequently, the first item in the accounting chain is a simple:


- minimum and deposit premium statement followed by the remittance.
As a rule, this premium is payable in advance but is often split up in quarterly or half-yearly installments.

This is followed by:


- loss reports

for claims exceeding the agreed reporting level and:


- payment requests
whenever a claim exceeding the priority has been paid by the reinsured.

At the end of the year when the subject premium income on the account which is protected by the cover is known, a final:


- premium adjustment statement

is issued.  The adjustment premium is normally a percentage of the subject premium income.  The deposit premium paid at inception is deducted from the final premium that is calculated when the subject premium for the period is known.

SECTION 2:
ACCOUNTING FOR REINSURANCE 

TREATIES

2.1
Proportional treaties - commissions

Reinsurance commission is paid by the reinsurer to the ceding company and is based on a percentage of the premium.  The function of the reinsurance commission is to reimburse to the ceding company the amount it has paid in acquiring the business together with a reasonable contribution towards its management expenses.

The ceding company incurs considerable expenses in obtaining the business, e.g., in surveying of risks, the issuing of policies and in the adjustment of claims.  The reinsurer benefits from these services and, as it does not directly contribute to these particular overheads, it is reasonable that the reinsurer should pay for these indirectly through the reinsurance commission.

Factors affecting the rate of commission

1.
Development of market - The proportion of premium income used for acquisition costs will vary considerably according to the territory from which business emanates.

2.
Type of treaty - The commission rate will tend to decrease as selection against the reinsurer increases.  The commission on a quota share treaty will be higher than that of a first surplus treaty, which, in turn, will be higher than that of a second surplus treaty.

3.
Treaty results - It seems illogical that the results of a treaty, which bear no relationship to the original acquisition costs, should affect the commission rate.  However, profitable business usually commands the best terms and reinsurance treaties are no exception.  This can adversely affect the reinsurer who can accept high rates in profitable years but who will be penalized in unprofitable years.

2.1.1
Flat rate of commission

This is very easy to operate as the commission payable is calculated by applying an agreed percentage to the premiums ceded (less returns and cancellations).  If a treaty has business emanating from different geographical areas, there may be different rates of commission applying to the different locations.

2.1.2
Sliding scale of commission

This method has been developed to allow the ceding company to receive more commission when the treaty is profitable and to minimize the loss to the reinsurer in unprofitable years.

The rate of commission is based on the loss ratio of the treaty during any one treaty year or during any one underwriting year.  The loss ratio is usually calculated as the percentage that incurred losses bear to earned premiums, as follows:


Incurred losses
x
100

Earned premiums
1

For example, where earned premiums are GBP 20,000 and incurred losses are GBP 10,000, the loss ratio is 50%.

“Earned premiums” Definition
Premiums ceded and included in the accounts for the year

Plus:
Reserve for unexpired risks (premium reserve) brought forward from previous year (plus or minus portfolio premiums)

Less:
Reserve for unexpired risks (premium reserve) at the end of the current year.

“Incurred losses” Definition
Losses paid and included in the accounts for the year 

Plus:
Outstanding losses (loss reserve) at the end of the current year 

Less:
Outstanding losses (loss reserve) at the end of the previous year (plus or minus portfolio losses).

There are variations to the above formula and these are:

a.
Incurred losses
x
100

Written premium
1

b.
Paid + outstanding losses
)
Underwriting Year


Written premiums
)
Basis

As the information required to calculate the actual rate of commission payable is not known until the end of the year in question, there is always an arrangement for the payment of a provisional commission.

The loss ratio, when calculated, is compared with an agreed scale and the commission will be as indicated.  However, there are fixed upper and lower limits to the scale.

The operation of a sliding scale tends to stabilize the results under a treaty, reducing the profit to the reinsurer in the good years and the loss in the bad years.

2.1.3
Overriding Commission

When a reinsurer receives business as an inward retrocession, the reinsurer will allow the ceding company an additional commission (overriding commission) over and above any original commission payable.

The overriding commission payable by the reinsurer may be calculated in various ways, i.e., on gross, on net, or partial net premiums, and this will be clearly stipulated in the treaty wording.

2.1.4
Brokerage

When a reinsurer receives a share of a treaty through a broker, the reinsurer will normally agree to pay a brokerage.  The broker will either include his brokerage in the statement of account for the business, or render a separate brokerage account.  The percentage of brokerage payable is applied to the premiums written on a gross, net or partial net basis and again, this will be clearly stipulated in the contract.

2.1.5
Profit commission

This is additional to the flat treaty commission and is offered by the reinsurer as an incentive to the ceding company to promote good underwriting.  Thus, if the treaty earns a profit based on an agreed formula, reinsurers are charged an additional commission.

When a profit commission is allowed to a ceding company, normally:

1.
for purposes of calculating the commission, the gross profit (i.e., reinsurance premiums paid less claims) is reduced by an allowance for reinsurer’s expenses;

2.
provision is made either to carry forward past losses or to calculate the commission only on the aggregate results of a number of years;

3.
the profit commission is subject to annual adjustment until all claims included in the calculations are settled.

The method of calculating profit commission is set out in the treaty wording and generally, is as follows:

1)
Income
a)
Premiums ceded in the current year;

b)
Premium reserve from the previous year or premium portfolio credited;

c)
Claims reserve from the previous year or claims portfolio credited.

2)
Outgo
a)
Commission paid in the current year, including other charges such as premium taxes;

b)
Claims paid during the current year; 

c)
Reinsurer’s management expenses;

d)
Premium reserve at the end of the current year or premium portfolio debited;

e)
Claims reserve at the end of the current year or claims portfolio debited;

f)
Deficit brought forward from previous statement.

The surplus, if any, of “income” over “outgo” shall constitute the net profit for the year.

There are two types of profit commission statements: those on an “underwriting year” basis and those on an “accounts year” basis.

“Underwriting Year” basis

A profit commission on an underwriting year basis requires all figures for the same underwriting year, irrespective of the account year in which these are included, to be related back to the same year for the purposes of determining the profit of that underwriting year.  It is general practice, where this type of profit commission applies, to defer the preparation of the first statement until at least one year after the end of the underwriting year; adjustment statements are then rendered in accordance with the treaty terms until all liability has expired.  Sometimes there is a provision to close an underwriting year after a specified period and transfer any outstanding liability to the next open underwriting year.  All subsequent account figures relating to preceding underwriting years are then included in the profit commission statement for the earliest open underwriting year.

This is a method that is expensive to administer.

“Accounts Year” basis

A profit commission on an accounts year basis requires all figures for the same treaty period, irrespective of any division by underwriting year, to be included in the same profit commission statement.

A profit commission on an accounts year basis would not be adjusted in subsequent years, as long as the treaty remains current.

2.2
Portfolios
2.2.1
Portfolio premiums

In reinsurance accounting usage, the term “portfolio” means that proportion of the net premium that at any given time relates to the unexpired period of an insurance policy.

Generally, reinsurance contracts provide for three months notice of cancellation to be given by either party, the notice to expire on 31st December or any other date that may be agreed upon.

During the period of notice of cancellation, all terms and conditions of the treaty remain in full force and the reinsurer receives its proportion of all business ceded under the treaty during this period.  As the period of reinsurance does not necessarily follow the period of the original insurance, at 31st December or termination date, there will be many policies that are unexpired and for which the reinsurer has received a full premium.  In other words, an annual policy issued 1st July 1994 has, at 31st December 1994, still six months until expiry during which time a claim may occur.  The period from 1st January 1995 to 30th June 1995 represents the period of unexpired liability.

If the treaty is cancelled at 31st December, in the absence of any portfolio premium withdrawal, the liability of the reinsurer continues in respect of the unexpired periods of the insurances, and this necessitates the issuing of run-off accounts.

Reinsurance accounts preparation is labor-intensive and this is increased considerably where:

1.
reinsurers’ shares in treaties are frequently cancelled and their shares taken on by new reinsurers; and/or,

2.
reinsurers’ shares in treaties are frequently increased or decreased.

In the first case, accounts must be prepared for the old reinsurers in respect of the run-off of the unexpired cessions and accounts prepared for the new reinsurers in respect of new cessions.

In the second case, premium and losses must be split according to underwriting year and the reinsurers’ shares calculated accordingly.

A system has been devised whereby the liability in respect of unexpired cessions for a reinsurer whose share has been cancelled and replaced by a new reinsurer is withdrawn and transferred to (assumed by) the new reinsurer.  Thus, losses occurring before the date of cancellation are charged to the old reinsurer and losses occurring after the date of cancellation are charged to the new reinsurer, irrespective of true underwriting year designation.

Where a change in share has occurred, liability in respect of unexpired cessions is withdrawn at the old share and assumed at the new share.  Thus, the reinsurer’s proportion of any loss occurring before the alteration in share is charged at the old share and losses occurring after the alteration in share are charged at the new share.

The withdrawal or assumption of unexpired cessions is effected by a withdrawal or assumption of a certain amount of the premiums ceded during the year prior to the effective date of change in treaty conditions.

This withdrawal and assumption is termed portfolio premiums.

2.2.2
Valuation of the portfolio premium

For the portfolio valuation to be mathematically correct, the unexpired premium on individual cessions to the treaty would have to be calculated, i.e.:

Policy A
1.7.90 - 30.6.91
Premium GBP 1,000 Pro-rata unexpired

premium @ 31.12.90:
GBP
496

Policy B
1.10.90 - 30.9.91
Premium GBP 4,000 Pro-rata unexpired

premium @ 31.12.90:
GBP
2,992

Total:
GBP
3,488

This total represents the gross portfolio premium and, as the reinsurer has paid commission on the original premiums ceded, the gross portfolio premium should be reduced by the same rate of commission to produce the net portfolio premium.

For a treaty with hundreds of cessions commencing at various dates, the cost of calculating portfolio premiums on this basis would be considerable.

Therefore, systems have been devised that, although not mathematically correct, provide a reasonable and simple basis for the calculation of portfolio premium, namely, taking a percentage of the reinsurance premium ceded in the year.

A percentage of 35% (net) is arrived at as follows:

At 31st December, it is assumed that 50% of the premiums are unexpired and, by taking 50% of the premiums ceded during the year less reinsurance commission of 30%, one arrives at the net rate of 35%.

For treaties where there are long or short-term policies, net rates of between 30% and 40% might be quite equitable.  Where a treaty contains a high number of long term policies, the portfolio premium rate is likely to be higher; and lower where a large proportion of the policies are short term.

Under treaties where many policies are issued towards the latter part of the year, other systems of calculating the portfolio premium have been devised, these being the 8ths and 24ths systems.

For the 8ths system, it is assumed that the majority of each quarter’s premiums will expire in the middle of the corresponding quarter in the next year.  For the 24ths system that the majority of each month’s premium will expire in the middle of the corresponding month in the next year.

Thus, for the 8ths system, at 31st December the first quarter’s premiums have a half quarter to run, i.e., 1/8th, and so on.  Similarly, with the 24ths system, the January premiums have ½ month to run, i.e., 1/24th, the February premiums have 1½ months to run, i.e., 3/24th, and so on.

The resulting portfolio premium accounts for each quarter or month are totaled and, from the aggregate amount, commission is deducted to arrive at the net portfolio premium.

2.2.3
Portfolio Losses

Whereas portfolio premium relates to the transfer of future potential liability, portfolio losses relate to definite liabilities that have already occurred at the date of alteration of the treaty conditions, but at that time have not been settled.

Thus, if a reinsurer assumes a loss portfolio at the commencement of a treaty, all claims settled on or after the date of commencement of a treaty are charged to the new reinsurer, irrespective of the date of loss.  Equally, on cancellation of the treaty, if a loss portfolio is withdrawn the old reinsurer is no longer charged with claims that were outstanding at the date of cancellation.

Also when loss portfolio transfers are effected because of a change in share, losses settled before the change in share are charged at the old share whereas losses occurring prior to the change in share but settled subsequently are charged at the new share.

Many treaty wordings provide for the adjustment of the portfolio losses, say, after three years.  This provision is included so that any underestimation or overestimation of outstanding losses can be corrected.  However, this may be more expensive to administer.  Therefore a cut off method is beneficial to both parties.

The loss portfolio is usually fixed at a certain percentage of the estimated outstanding losses to be determined between the parties in accordance with the class of business concerned.

If the percentage is taken at 90%, it can be assumed that the 10% deduction is an allowance for the saving to the ceding company from subsequent salvages, decrease in administration in not having to prepare run-off accounts, and interest earned from investing amounts paid for portfolio losses until the losses are actually settled.

Portfolio premiums and losses arise under the following circumstances, three of which have been mentioned:

1.
at inception of a new treaty;

2.
at cancellation of a treaty;

3.
change in share in an existing treaty;

4.
change in ceding company’s retention (change in share);

5.
change in legal cessions (change in share);

6.
change in business ceded under a treaty;

7.
where a treaty is operated under a “clean cut” basis.

On a “clean cut” basis, the reinsurer will be credited with portfolio premium and loss assumptions at the commencement of a treaty.  On cancellation, the reinsurer will be debited with portfolio premiums and loss withdrawals.

Even for continuing reinsurers, the portfolio premium and losses will be withdrawn at the termination date and reassumed at the renewal date.  For a relationship cancelled at 31st December 1993, the Fourth Quarter 1993 Account, including the portfolio premium and loss withdrawal, will be the final account.  This system greatly reduces the administrative work involved.

Portfolio premium and losses are not applicable to marine treaties because generally these are run on an underwriting year basis, each underwriting year being kept open until all liabilities are expired.  However, there may be provision in a marine treaty wording for the expired premium and outstanding losses of a particular underwriting year to be transferred to the next open year, say, three years after the close of that underwriting year.

2.3
Reserves

2.3.1
Premium Reserve
Despite resistance from reinsurers, it is common practice for ceding companies to retain a proportion of premium payable to the reinsurer as a guarantee against the performance of that reinsurer or often to comply with local legislation.

Reserves withheld by a ceding company are not classified as general assets of the reinsurer, so should the reinsurer go into liquidation, these reserves are earmarked for the cedant to cover any unexpired liability.  Therefore the retention of reserves is a method of ensuring collateral security in respect of the fulfillment of the reinsurer’s obligations under a treaty.

In some countries, concern over effects on the balance of payments of large amounts ceded to foreign reinsurers can result in the introduction of legislation to restrict the outflow of currency.  Ceding companies are required by law to conform and retain a proportion of premiums payable to the reinsurer.

The calculation of premium reserves should, theoretically, follow the same principles as that of portfolio premium.  However, in practice the reserve is calculated at a fixed rate of between 35% and 40% of written premiums (before deduction of commission).

Premium reserves can be operated using any of the following methods:

1)
The reserve is calculated on a quarter’s premium and withheld for a year to be released in the same quarter of the following year, e.g.:

Year
Quarter
Premium
Retained(40%)
Released
Total withheld

1992

1st
70,000
28,000
-
28,000



2nd
80,000
32,000
-
60,000



3rd
64,000
25,600
-
85,600



4th
56,000
22,400
-
108,000

1993

1st
84,000
33,600
28,000
113,600



2nd
97,000
38,800
32,000
120,400



3rd
73,000
29,200
25,600
124,000



4th
61,000
24,400
22,400
126,000

2)
The reserve retained at the end of the previous quarter is released and a new reserve calculated on the current and three preceding quarters premium, e.g.:

Year
Quarter
Premium
Retained(40%)
Released
Total withheld

1992
1st
70,000
28,000
-
28,000


2nd
80,000
60,000
28,000
60,000


3rd
64,000
85,600
60,000
85,600


4th
56,000
108,000
85,600
108,000

1993
1st
84,000
113,600
108,000
113,600


2nd
97,000
120,400
113,600
120,400


3rd
73,000
124,000
120,400
124,000


4th
61,000
126,000
124,000
126,000

3)
The reserve is calculated on an annual basis, normally in the fourth quarter, based on the whole year’s premium and released in the fourth quarter of the following year:

Year
Quarter
Premium
Retained(40%)
Released
Total withheld

1992
1st
70,000
-
 -
-


2nd
80,000
-
-
-


3rd
64,000
-
 -
-


4th
56,000
108,000
 -
108,000

1993
1st
84,000
-
-
108,000


2nd
97,000
-
-
108,000


3rd
73,000
-
-
108,000


4th
61,000
126,000
108,000
126,000

If a ceding company retains deposits, this not only reduces the reinsurer’s cash inflow but also results in a loss of investment income.  Therefore, the reinsurer will seek a rate of interest payable on these deposits to reimburse for lost investment income.  The rate applied is negotiable and should theoretically take into consideration the current interest rates in the countries concerned.  However, the rates normally used are far below that necessary to recompense the reinsurer and are generally subject to local taxation.

When a treaty is on a clean-cut basis, the premium reserves retained during the year should be released at year-end.  Any interest on reserves should be pro-rata as to time because, the rate of interest is per annum.  If, for example, the 1st quarter reserve were released at year-end, it would have been retained for 9 months.  Therefore interest on the 1st quarter reserve would be calculated at 75% of the rate per annum.

2.3.2
Loss Reserve

Apart from premium reserves, some cedants also require a loss reserve deposit, normally at 100% of the outstanding losses, to guarantee the reinsurer’s participation in respect of losses that have been advised but not settled.

Because loss reserves are based on outstanding losses at the end of the accounting period, they are normally retained in the fourth quarter account and adjusted annually.  However, this can be disadvantageous to the reinsurer when an outstanding loss is paid as a cash loss shortly after a loss reserve has been retained.  Thus the reinsurer is debited with the security despite having paid the loss.  Therefore, where possible, a reinsurer would prefer loss reserves to be adjusted quarterly, but, in many instances, ceding companies are unable to obtain the necessary information to facilitate this.

2.3.3
Cash Deposit

This is the most common and easily administered method of retaining reserves as the amounts are retained in account and subsequently released.

2.4
Non-proportional accounts

Non-proportional refers to all treaties written on an excess of loss basis, including stop loss.

2.4.1
Payment of premiums

1.
Flat premium basis
The ceding company and reinsurer agree to a premium that should be adequate to cover the reinsurer’s liability and costs, this being paid at commencement and subsequent renewal dates.  The premium may be paid by installment, if the treaty so provides.

2.
Percentage basis
The ceding company and reinsurer agree to apply a percentage to the annual gross premium income or net premium income of the business covered by the treaty. 

Gross or net premium income may be determined on a written or earned basis, depending on the terms of the treaty.

Thus, the premium due to the reinsurer can be calculated only when the gross or net premium income is known, and this would usually be at the end of the year.  However, the reinsurer is liable for losses from the commencement date of the treaty.  As it would be unfair on the reinsurer to wait until the end of the year for any premium, both parties agree to the payment of a deposit premium to the reinsurer, either at inception date or in installments.  When the actual premium due to the reinsurer is known, an appropriate adjustment is made to the deposit premium.

Some treaties provide for a minimum premium so that if the adjusted premium is less than the minimum, no refund is made.

Two methods are used for the calculation of adjustment premium under the treaty:

1.
Flat rate - this is a fixed percentage.

2.
Variable rate - this is based on the “burning cost” of the results of the treaty and is subject to a minimum and maximum rate.

The basic formula used to determine the burning cost is:

(Losses paid + outstanding) ÷ (Gross or net premium income) × Loading = Rate

The calculation is adjusted each year until all losses have been settled.  Should the rate calculated fall below the minimum, the minimum rate applies.  Similarly, should the rate calculated be above the maximum, the maximum rate will apply.

2.4.2
Payment of losses

The reinsurer is liable for losses from the commencement date of the treaty.  In the event of a loss occurring for which the reinsurer is liable, the ceding company can either request a cash settlement or include the amount due from the reinsurer in the next account.

Thus, the reinsurer requires full details of all claims paid and outstanding in order to establish its liability and to allow adequate reserves in its books.

Excess of loss treaties can be on a “losses occurring” or a “risks attaching” basis.  Under “losses occurring”, the reinsurer is liable for all losses falling within the treaty period, whereas under “risks attaching”, its liability is based on the period of the original policy.

Example
Treaty period
1.1.90 to 31.12.90

Loss dates
a) 1.4.90

b) 1.3.91

Original policy period
a) 1.6.89 to 31.5.90


b) 1.6.90 to 31.5.91

Losses occurring: the reinsurer is liable for the loss dated 1.4.90 as it occurred in the period 1.1.90 to 31.12.90.

Risks attaching: the reinsurer is liable for the loss dated 1.3.91 as this relates to a policy written in the period 1.1.90 to 31.12.90.

SECTION 3:
ACCOUNTING STEP BY STEP

3.1
Objective
The aim of this section is to provide a detailed assessment and description of the basic accounting functions that have to be performed in the administration of a reinsurance program.  With the use of specimen forms and letters, it will illustrate the practical aspects to be dealt with by an insurer.  Particularly for a newly formed insurer, these examples can be used as a guide when establishing or streamlining its administrative procedures.

At a later stage, the ICMIF intends to produce a computer software package to support this section of the manual.  This could be installed at the offices of those ICMIF member companies wishing to set up a computer-based administrative system.  In turn, this would facilitate communication between the RS and its clients on accounting matters.

Consequently, this section is intended for use particularly by those persons actively involved in accounting matters within the reinsurance departments of members.

3.2
Proportional treaty reinsurance
3.2.1
Premium bordereau
A specimen premium bordereau is found below.  The purpose of this document and the content can be summarized as follows:

Purpose:
To record each cession of premium to the reinsurance treaties so that:

a)
premiums can be allocated easily to reinsurance;

b)
there is a convenient list of cessions that can be used as the basis for allocating claims;

c)
statistics may be compiled easily;

d)
reinsurers are aware of the type of business that they are accepting.

Content - Items appearing on the bordereau:

A.

1.
Class: e.g. fire, accident, etc..

2.
Month: a bordereau should be prepared for each month.

3.
Page number: to ensure that pages are not misplaced if the bordereau for a month runs onto more than one page.

4.
Date: date of preparation of bordereau.

5.
Reinsurer: to identify the reinsurer to whom the bordereau is to be sent.

6.
Reinsurer’s share: for the reinsurer’s reference.

B.

1.
Cession number: so that each cession to reinsurance can be identified a sequential number is allocated.

2.
Policy number.

3.
Name of insured.

4.
Effective date: date of commencement of policy, renewal date or date of endorsement, alteration, etc.

5.
Expiry date: date of termination, etc. of policy.

6.
Type: type of premium (e.g., 1 - renewal; 2 - new; 3 - endorsement; 4 - cancellation; etc.)

7.
Building: use of building, e.g., dwelling, farm, office, etc.

8+.
Sums insured and premiums

3.2.2
Claims bordereau
Purpose

To record each claim to be recovered from the reinsurance treaties so that:

a)
claims can be recovered correctly from reinsurers;

b)
statistics may be compiled easily;

c)
reinsurers are aware of the losses they are being asked to pay and can establish adequate reserves.

Content - Items appearing on the bordereau
A.

1.
Class: e.g., fire, accident, etc.

2.
Month: a bordereau should be prepared for each month.

3.
Page number: to ensure that pages are not misplaced if the bordereau for a month runs onto more than one page.

4.
Date: date of preparation of bordereau.

5.
Reinsurer: to identify the reinsurer to whom the bordereau is to be sent.

6.
Reinsurer’s share: for the reinsurer’s reference.

B.

1.
Policy number.

2.
Cession number: so that each cession to reinsurance can be identified a sequential number is allocated.

3.
Name of insured.

4.
Claim number.

5.
Date of loss: so that the loss can be allocated to the correct year’s reinsurers.

6.
Type of loss: theft, fire, etc.

7.
Payment: to identify multiple part payments of a loss. The column should be completed with “first”, “second”, etc., and, when a final payment is made “final” should be entered so that reinsurers will know that they can close their file on the loss.

8.
Gross loss: the amount of the payment to the insured (or third party) by the company.

9.
Gross expenses: the amount of additional expenses incurred in settling the claim, for example loss adjusters’ fees.

10.
Total loss and expenses: the sum of columns 8 and 9.

11.
Retained loss: the amount of the loss that falls to the company after recoveries from reinsurance.

12+
Losses ceded: the amounts to be recovered from various reinsurance arrangements.

3.2.3
Loss notification

If a loss exceeds or is expected to exceed a pre-agreed level, then the reinsurers participating on the appropriate treaty must be notified, as must reinsurers on all lower treaties.

For example, if a fire loss is estimated at GBP 100,000, and the loss advice limit, as stated in the slip and the contract, is GBP 75,000, then the reinsured must advise the reinsurers by sending a completed loss advice notification (an example of which is shown below).

For any loss the cash loss limit stated in the contract (and this may be the same as the loss advice limit), immediate settlement may be requested from reinsurers, at the option of the reinsured.

LOSS NOTIFICATION

From:
Mr. A. Money


Underwriting and claims manager


Insurance Services Limited.

To:
__________________________________


__________________________________


__________________________________

We wish to notify you that a loss has occurred which may exceed the loss advice limit of the

________________________ reinsurance treaty.

The details of the loss are as follow:


Insured:
___________________________________________


Policy number:
___________________________________________


Policy period:
___________________________________________


Claim number:
___________________________________________


Date of loss:
___________________________________________


Cause of loss:
___________________________________________


Circumstances of loss:
___________________________________________



___________________________________________


Estimated gross loss: ___________________________________________


Estimated treaty loss (100%):
___________________________________________

It is/is not expected that a cash loss settlement will be requested in respect of this claim.

We will keep you informed of all developments regarding this claim.

3.2.4
Treaty account

The reinsurance account is shown from the reinsurer’s perspective.  Therefore credit items are amounts due to the reinsurer and debit items are amounts due from the reinsurer.

Premium
Credit
This is the proportion of the original premium that the cedant pays to the reinsurer in respect of the reinsurer’s share.

Premium reserve released
Credit
The cedant retains for a year a percentage of the premium due to reinsurers as security for the performance of the reinsurers.  The reserves are released to reinsurers according to the terms of the treaty.

Interest
Credit
Interest is paid to reinsurers on reserves retained by way of compensation for lost investment income.

Commission
Debit
Reinsurers pay to the cedant a commission and this is based on a percentage of premiums ceded.

Paid claims
Debit
This is the proportion of the claims due from reinsurers.

Profit commission
Debit
The cedant is rewarded for giving profitable business to reinsurers by earning an additional commission from reinsurers called profit commission.  This is calculated annually, at the year-end.

Premium reserves retained
Debit
This is the percentage of premiums that the cedant retains as a security for the performance of the reinsurers.

Balance
Debit or credit
The credit items less the debit items.

Checklist for preparation of proportional treaty accounts:

1.
Complete the premium and claims bordereaux.

2.
If the treaty is on an underwriting year basis, allocate the premiums and claims to underwriting years.

3.
Enter the totals for premiums and claims (for each underwriting year, if appropriate) onto a breakdown sheet (or sheets) for the appropriate year (or years).

4.
Consult the treaty slips for the appropriate year to obtain the rates of commission and premium reserves retained for the year in question.

5.
Multiply the total premium by the rates for commission and premium reserves retained and enter the results on the breakdown sheet.

6.
Consult the records for premium reserves to obtain the premium reserves to be released in the account and the interest.

7.
Enter these figures on the account.

8.
Calculate the balance of the account.

9.
Multiply each entry in the left-hand column of the breakdown sheet by the percentage accepted by each reinsurer and enter the resulting figures in the column for each reinsurer.  Ensure that the sum of the entries equals the figure in the left-hand column.

10.
Calculate the balance due to each reinsurer and ensure that the sum of these balances equals the balance shown in the left-hand column.

11.
Complete an account sheet for each reinsurer for each treaty (for each underwriting year as appropriate).

12.
Transfer the balances for each reinsurer to a summary letter for each reinsurer.

13.
Total the balances shown on the summary letter for each reinsurer.

14.
Ensure that the sum of the balances due to reinsurers equals the sum of the balances for all the treaties in the quarter.

15.
If applicable, calculate the US Dollar equivalents at the current rate.

16.
Enter the details of each account into the statistical records.

INSURANCE SERVICES LIMITED

Treaty:

Period:

Underwriting year:
Reinsurer:

Reinsurer’s share:


Dr.
Cr.


Currency
Currency

Premium



Premium reserves released



Interest on reserves at      %



Commission



Paid claims



Profit commission



Premium reserves retained



Balance carried forward



Total







Balance brought forward



Balance of previous statement



Settlement



Cash loss credit



Balance carried forward



Total



To: Reinsurer X

Our ref:

Your ref:

Date

Dear Sirs

OUR XTH QUARTER 199X REINSURANCE TREATY BOUQUET ACCOUNTS

We are pleased to enclose our reinsurance treaty bouquet accounts in respect of the xth quarter 199x, together with premium and claims bordereaux.

These accounts show a total balance of Currency x,xxx,xxx.xx due to you as follows:


Currency


Fire 1st surplus
x,xxx,xxx.xx
due you

Fire 2nd surplus
x,xxx,xxx.xx
due you

Accident quota share
x,xxx,xxx.xx
due you

Accident surplus
x,xxx,xxx.xx
due you

Marine quota share
x,xxx,xxx.xx
due you

Marine surplus
x,xxx,xxx.xx
due you


x,xxx,xxx.xx
due you

Upon receiving your confirmation of these accounts we will arrange to pay to you the sum of USD xx,xxx.xx which is the USD equivalent of Currency x,xxx,xxx.xx calculated at a rate of Currency xxx.xx = USD 1.

We look forward to receiving your confirmation of these accounts.

Yours faithfully

Mr. C. G. Penny

Technical Services Manager

3.2.5
Profit commission statement

The profit is calculated as follows for treaties on an account year basis (i.e. as a rule fire and accident):

Income

a)
Total premiums ceded in the current year

b)
Premium portfolio credited

c)
Loss portfolio credited

Outgo

a)
Total commission paid in the current year

b)
Total claims paid in the current year

c)
Management expenses (at the percentage specified in the wording)

d)
Premium portfolio debited

e)
Claims portfolio debited

f)
Any deficit brought forward

The profit is calculated as follows for treaties on an underwriting year basis (i.e., marine):

Income

a)
Total premiums ceded in the current year

b)
Premium reserves released

Outgo

a)
Total commission paid in the current year

b)
Total claims paid in the current year

c)
Management expenses (at the percentage specified in the wording)

d)
Premium reserves retained

e)
Outstanding claims 

f)
Any deficit brought forward

The surplus, if any, of “income” over “outgo” shall constitute the net profit for the year.

Where profit commission is calculated on the combined results of more than one treaty (e.g., a quota share/surplus), then a separate profit commission statement should be compiled for each treaty, the net profits added together and profit commission calculated at the specified percentage of this combined net profit.

It is good practice to produce profit commission accounts at the same time as the final accounts for the year.  A summary should be drawn up showing the profit commission due from each reinsurer.

For treaties on an underwriting year basis, a profit commission statement should be prepared each year for the open underwriting years.  The figures that appear on the account should be the total figures for that underwriting year, not just the business transacted in that year.  Any profit commission charged previously for an open underwriting year should be deducted from the subsequent profit commission calculation.  If the result of the underwriting year has deteriorated, it is likely that some profit commission should be returned to the reinsurer.

INSURANCE SERVICES LIMITED

Profit commission statement as at ...............

(All figures in Currency for 100%)

Treaty:


Dr.
Cr.


Currency
Currency

Income



Premium



Premium portfolio credited



Loss portfolio credited







Outgo



Commission



Paid claims



Management expenses



Premium portfolio debited



Loss portfolio debited



Deficit brought forward



Profit/(loss)



Total



Profit: ___________ x 25% = ________________

INSURANCE SERVICES LIMITED

Profit commission statement as at ..............

All figures in Currency for 100%)

Treaty:

Underwriting year:


Dr.
Cr.


Currency
Currency

Income



Premium



Premium reserves released







Outgo



Commission



Paid claims



Management expenses



Premium reserves retained



Outstanding claims



Deficit brought forward



Profit/(loss)



Total



Profit: ___________ x 25% = ________________


Less profit commission charged at xx.xx.xx   ________________


Profit commission now due
________________

3.2.6
Portfolios
Portfolio premiums
As explained in Section 2, the term portfolio means that proportion of the net premium that at any given time relates to the unexpired period of an insurance policy.

The withdrawal or assumption of unexpired cessions is effected by a withdrawal or assumption of a certain amount of the premiums ceded during the year prior to the effective date of change in treaty conditions.  This withdrawal and assumption is termed portfolio premiums.

For the calculation of portfolio transfer to be mathematically correct, the unexpired premium on individual cessions to the treaty should be calculated by counting the number of days of unexpired premium for each cession at the date of change in treaty conditions, and then applying the number of unexpired days to the net premium to arrive at the pro rata premium relating to this unexpired period.

Under a treaty with hundreds of cessions commencing at various dates, the cost and inconvenience of calculating portfolio premiums on this basis would be considerable.

Although not correct mathematically, the so-called 24ths system provides a reasonable and simple basis for the calculation of portfolio premium.

With this system, it is assumed that the average expiry date for risks ceded each month is the middle of the corresponding month in the following year.  Thus, under the 24ths system, a treaty commencing on 1st April will have risks incepting during April and, at the treaty’s expiry on 31st March, risks incepting in the previous April will be assumed to have half a month still to run.  Similarly, risks incepting in May will be assumed to have one and a half months to run at the expiry date of the treaty, and so on.

The resulting portfolio premium accounts for each month are totaled and commission is deducted from the resultant amount to arrive at the net portfolio premium amount.

A portfolio premium calculation may look as follows:

Month
Premium (in GBP)
Unexpired proportion
Portfolio premium

April
2,000,000
1/24
83,333

May
3,500,000
3/24
437,500

June
1,000,000
5/24
208,333

July
1,850,000
7/24
539,583

August
2,400,000
9/24
900,000

September
1,400,000
11/24
641,667

October
4,800,000
13/24
2,600,000

November
2,000,000
15/24
1,250,000

December
1,750,000
17/24
1,239,583

January
3,200,000
19/24
2,533,333

February
1,500,000
21/24
1,312,500

March
2,450,000
23/24
2,347,917



Total
14,093,749



Less Commission at 35%
4,932,812




9,160,937

Thus reinsurers in the first year will be debited with their share of GBP 9,160,937 and reinsurers in the second year will be credited with their share of this sum.

Portfolio losses

On fire and accident treaties, the calculation of the loss portfolio is based usually on 100% of outstanding losses.  Therefore at the anniversary date, the “old” reinsurers are debited with their share of the losses outstanding at that date and the “new” reinsurers are credited with their share of this sum.

On a “clean-cut” basis, the reinsurer will be credited with its share of portfolio losses at the commencement of a treaty.  On cancellation, the reinsurer will be debited with its share of a portfolio loss withdrawal.

Even for continuing reinsurers, the portfolio premiums and losses will be withdrawn at the termination date and reassumed at the renewal date.  This system greatly reduces the administrative work involved, compared with treaties allowing risks to run off to natural expiry.

Marine treaties
As a rule, portfolio premium and losses are not applicable to marine treaties.  Because of the nature of marine insurance contracts, it is common practice for marine reinsurance treaties to be based on what is known as an underwriting year system.  This refers to a method of accounting whereby any claim affecting the reinsurance treaty is allocated to those reinsurers that received the premium for that risk.

Consider a reinsurance treaty that commences on 1st April 1994 and expires on 31st March 1995.  A treaty that commences on 1st April 1995 and expires on 31st March 1996 supersedes it.

Any insurance policy that commences during the period from 1st April 1994 to 31st March 1995 will be allocated to the reinsurers in the first year.  They will receive all the premium allocated to the treaty and will pay all reinsurance claims, even if the claim occurs after 31st March 1995.

Another example would be an insurance policy that commences on 1st January 1995 and runs until 31st December 1995.  The policy incepted between 1st April 1994 and 31st March 1995.  Consequently, reinsurers in the first year receive their share of the reinsurance premium in respect of this policy.  If a loss occurred on 15th February 1995, this falls during the term of the insurance policy (1.1.95-31.12.95), premium for which would have been allocated to reinsurers in the first year.  Consequently, these reinsurers would be liable for paying their share of this loss.

In any given quarter, there can be claims and premiums relating to several underwriting years.  Therefore, it is essential to allocate premiums and claims to the correct underwriting years and to ensure that separate bordereaux and accounts are produced for each underwriting year.  Profit commission statements will also be prepared according to underwriting year.

3.2.7
Reserves
Premium reserve

The calculation of premium reserves should, theoretically, follow the same principles as that of portfolio premium.  However, it is common practice for premium reserves to be calculated at a fixed rate of premiums and this is often 40%.

The reserve is calculated on a quarter’s premiums and withheld for a year to be released in the same quarter of the following year, e.g.:

Account
Premium
Premium reserve retained (40%)
Premium reserve released (40%)
Total premium reserve withheld

1Q93
70,000
28,000
-
28,000

2Q93
80,000
32,000
-
60,000

3Q93
64,000
25,600
-
85,600

4Q93
56,000
22,400
-
108,000

1Q94
84,000
33,600
28,000
113,600

2Q94
97,000
38,800
32,000
120,400

3Q94
73,000
29,200
25,600
124,000

4Q94
61,000
24,400
22,400
126,000

If a ceding company retains deposits, this not only reduces the reinsurer’s cash inflow, but also results in a loss of investment income for the reinsurer.  Therefore, the reinsurer will seek a rate of interest payable on these deposits to reimburse it for lost investment income. 

Let us consider the situation when the rates are variable as follows:

Quarter
1Q93

20%

2Q93

17%

3Q93

15%

4Q93

10%

At the end of 1993 premium reserves would be released as follows:

Account
Premium reserve retained originally
Reserve retained for:
Premium reserve released at end of year
Rate of interest
Interest

1Q93
28,000
3/4 of year
28,000
20%
4,200

2Q93
32,000
1/2 of year
32,000
17%
2,720

3Q93
25,600
1/4 of year
25,600
15%
960

4Q93
  22,400
no time
  22,400
10%
       0


108,000

108,000

7,880

Thus, 1993 reinsurers would be credited with their share of the premium reserve released (as this is merely returning an amount that was withheld from them in the first place) and with their share of the interest.

If there were two reinsurers A and B that accepted shares of 95% and 5% respectively in 1993, they would receive the following amounts:


Share
Premium reserve released
Interest
Total

Reinsurer A
95%
102,600
7,486
110,086

Reinsurer B
   5%
    5,400
   394
    5,794


100%
108,000
7,880
115,880

Assuming that reinsurer A accepts 60% and reinsurer B accepts 40% in 1994, new reserves would be retained at the start of 1994 as follows:


Share
Premium reserve retained

Reinsurer A
60%
64,800

Reinsurer B
40%
  43,200


100%
108,000

These reserves would be released quarter by quarter during 1994, crediting reinsurers with the appropriate interest at each quarter.

Account
Retained
A
B
Released
A
B
Interest
A
B
1Q93
28,000
26,600
1,400
-
-
-
-



2Q93
32,000
30,400
1,600
-
-
-
-



3Q93
25,600
24,320
1,280
-
-
-
-



4Q93
22,400
21,280
1,120
-
-
-
-



31.12.93



108,000
102,600
5,400
7,880
7,486
394

1.1.94
108,000
64,800
43,200







1Q94
n/a


28,000
16,800
11,200
1,400
840
560

2Q94
n/a


32,000
19,200
12,800
2,720
1,632
1,088

3Q94
n/a


25,600
15,360
10,240
2,800
1,680
1,120

4Q94
n/a


22,400
13,440
8,960
2,240
1,344
896


216,000
167,400
48,600
216,000
167,400
48,600
17,040
12,982
4,058

Note: interest for 1994 is calculated as follows:

Account
Premium reserve retained originally
Reserve retained for:
Premium reserve released
Rate of interest
Interest

1Q94
28,000
1/4 of year
28,000
20%
1,400

2Q94
32,000
1/2 of year
32,000
17%
2,720

3Q94
25,600
3/4 of year
25,600
15%
2,800

4Q94
22,400
1 year
22,400
10%
2,240


108,000

108,000

9,160

In this way, each reinsurer receives the same amount of reserve withheld originally.

To: Reinsurer X


Our ref.:


Your ref.:


Date

Dear Sirs

OUR REINSURANCE TREATY BOUQUET

PROFIT COMMISSION STATEMENTS, PORTFOLIO TRANSFER ACCOUNTS AND

PREMIUM RESERVE ADJUSTMENT ACCOUNTS AT ...........................

I am pleased to enclose the above-mentioned accounts which show a net balance of Currency x,xxx,xxx due to/from you as follows:


Currency

Fire profit commission
x,xxx,xxx due you/us

Accident profit commission
x,xxx,xxx due you/us

Marine profit commission (199  underwriting year)
x,xxx,xxx due you/us

Fire 1st Surplus portfolio transfer
x,xxx,xxx due you/us

Fire 2nd Surplus portfolio transfer
x,xxx,xxx due you/us

Accident Surplus portfolio transfer
x,xxx,xxx due you/us

Accident Quota Share portfolio transfer
x,xxx,xxx due you/us

Fire 1st Surplus premium reserve adjustment
x,xxx,xxx due you/us

Fire 2nd Surplus premium reserve adjustment
x,xxx,xxx due you/us

Accident Surplus premium reserve adjustment
x,xxx,xxx due you/us

Accident Quota Share premium reserve adjustment
x,xxx,xxx due you/us


x,xxx,xxx due you/us

Upon receiving your confirmation of these accounts I will arrange to pay to you the sum of USD xx,xxx.xx which is the USD equivalent of Currency x,xxx,xxx calculated at a rate of Currency xxx.xx = USD 1.

Please arrange to pay the sum of USD xx,xxx.xx to our account ___________________________.  This is the USD equivalent of Currency x,xxx,xxx calculated at a rate of Currency xxx.xx = USD 1.

Yours faithfully

Mr. C. G. Cedant

Technical Services Manager

3.2.8
Results

The aim of both insurer and reinsurer is to produce profitable business.  The reinsurance world has various definitions of profit, but there is a reasonably consistent approach to the presentation of reinsurance results.

It is good practice to record results quarter by quarter and to produce total results at each year-end.

Proportional treaty business:

a)
Account year basis - results are calculated on an “earned” basis, i.e., after the impact of portfolio transfers.

b)
Underwriting year basis - each underwriting year must be held open until all liability has expired.  Results are calculated on a “written” basis, i.e., actual premiums credited to the underwriting year and paid plus outstanding claims.

An example of statistical presentation on an account year basis is shown on the following page.

3.3
Non-proportional treaty reinsurance
As explained earlier, excess of loss contracts are examples of what are known as non-proportional reinsurances.  That is, reinsurers in the same proportion as the reinsurance premium received do not pay claims.

3.3.1
Premiums

As a rule, excess of loss treaties operate on the basis of the reinsured paying an agreed percentage of its gross premium income to reinsurers.  As the premium due to the reinsurer will only be known at the end of the year, the reinsured pays an agreed amount of premium to the reinsurer in advance.  This advance payment is known as the deposit premium.  At the end of the period of the treaty, the gross premium income is multiplied by the agreed percentage and the result is known as the adjusted premium.  From the adjusted premium the advance premium is deducted, as this has already been paid to reinsurers, and the difference is paid to reinsurers.  It may be that the reinsurer has insisted upon a minimum premium and should the adjusted premium be less than the minimum, the minimum will apply and no refund will be made.

3.3.2
Losses

The reinsurer is liable for losses from the commencement date of the treaty.  In the event of a loss occurring for which the reinsurer is liable, the reinsured can either request a cash settlement from the reinsurer or include the amount due in the next account.

The usual practice is for the reinsured to prepare a list of recoveries due from reinsurers and submit these at the same time as the year-end premium adjustment account.

3.3.3
Claims co-operation and reporting clause

The contract usually obliges the reinsured to advise its reinsurers immediately of any loss that may affect the cover (usually within 50% of the priority) and provide updated information as it becomes available.  Often, the reinsurer insists upon the inclusion in the contract of a “co-operation clause”.  This provides that the reinsured should co-operate with the reinsurer on the settlement of a claim and advise them before commencing legal proceedings.

In addition to the obligations imposed by the “Claims co-operation clause”, the reinsurer may wish to impose in a further subsection its right to take over the control of the claim so that its decision then binds the reinsured.  This will normally occur only in cases where, e.g., the reinsured does not have sufficient expertise to deal adequately with a complex claim.

3.3.4
The index clause

Purpose:

The intention is that the insurer and the reinsurer should share the impact of inflation upon claims so that any inflationary effect would not fall disproportionately on the reinsurer.  The clause does this by adjusting the monetary values of the priority and the limit of liability of the cover to reflect the relative monetary values that prevailed at the inception of the agreement.

Information required:

a.
Contract limits;

b.
base date;

c.
index;

d.
amounts of payment

e.
dates of payments

f.
rate of exchange at date of payment.

Date to be used:

a.
the claim is settled in a single payment
the date the settlement is agreed by the reinsured

b.
where a court award is made without Appeal
the date of the court award

c.
where an Appeal reduces the original court award for a reason other than the reapportionment of liability
the date of the court award

d.
where an Appeal reduces the original court award for the reapportionment of liability
the date of the Appeal award

Note:

All payments (excluding continuing regular payments) in respect of one bodily injury shall be aggregated and treated as having been paid by the reinsured at the date of the final applicable payment for compensatory damages.

Operation

1.
List all payments on XOL loss summary.

2.
List rate of exchange at date of payment.

3.
Calculate US Dollar equivalent.

4.
Calculate index for payments.

5.
Calculate the adjusted payment value.

6.
Sum the US Dollar payments (call this A).

7.
Sum the adjusted payment values (call this B).

8.
Divide the sum of US Dollar payments by the sum of the adjusted payment values (call this C).

9.
Multiply the priority and the limit by the fraction C calculated above (call these D and E respectively).

10.
Deduct the adjusted priority(D) from the sum of US Dollar payments.

Note:

If the difference between the index applying and the base index is less than a pre-agreed percentage, then the payments need not be adjusted.  In such a case, the recovery would be the sum of the US Dollar payments less the priority, subject to the limit.

3.3.5
Results

This is simply a case of recording adjusted premium and losses to the excess of loss cover. For example:

Account
Date
Premium
Paid claims
O/s claims
Incurred claims
%
Result
%

M&D
1.7.93
32,000







Adjust.
30.6.94
50,000
2,500






Total

82,000
2,500
10,000
12,500
15.2
69,500
84.8

SECTION 4:
PRACTICAL EXAMPLES AND 

EXERCISES

4.1
Proportional cessions exercise
A ceding company has the following Fire reinsurance program:

1.
40% Quota share, maximum USD 30,000 any one risk for 100%, maximum cession to Quota share is USD 12,000 any one risk.

2.
Eight line gross First Surplus, maximum cession USD 240 000 any one risk.

3.
Five line gross Second Surplus, maximum cession USD 150,000 any one risk.

4.
Three line gross Facultative/Obligatory maximum cession USD 90,000 any one risk.

5.
Facultative placements where necessary.

Calculate:


- the liability (sums insured)


- the premium


- the loss

to each section of this program for the following three risks:


A
B
C






Sum insured
240,000
430,000
600,000






Premium
2,400
5,500
8,000






Loss
8,000
430,000
20,000


A
B
C

Sum insured









Gross retention (Retention + QS.)









Cedant’s net retention









Quota share









First surplus









Second Surplus









Facultative/Obligatory









Facultative









Premium (rounded up or down to nearest USD 1)









Cedant’s net retention









Quota share









First surplus









Second Surplus









Facultative/Obligatory









Facultative









Loss









Cedant’s net retention









Quota share









First surplus









Second Surplus









Facultative/Obligatory









Facultative




4.2
Sliding scale commission exercise
Exercise 1
Check the following sliding scale commission statement, given the following:

1)
Provisional commission is 37½%

2)
Premium reserve is 40%

3)
Loss reserve is 90% (outstanding losses - 39,789 for 100%)

4)
Rate of commission:
32½% if loss ratio is 60% or more

35% if loss ratio is 50% but less than 60%

37½% if loss ratio is 40% but less than 50%

40% if loss ratio is less than 40%

Assume that the incoming premium and loss reserves are correct but ensure that the other figures have been calculated correctly.

COMMISSION ADJUSTMENT CALCULATION 1993
Premiums ceded
178,436

Incoming premium reserve
  80,296
Less

Outgoing premium reserve
  74,145

184,587
Losses paid
151,362

Outgoing loss reserve
  39,789

Less

Incoming loss reserve
  62,734


128,417

Loss ratio is 69.57%, therefore commission payable is 62,453 - 66,914 = (4,461) which is due to the reinsurers as a return commission.

Exercise 2
Prepare an adjusted commission statement, based on the following data:

1)
Premiums ceded
1992
247,392

1993
274,681

2)
Paid losses
1993
83,653

3)
Outstanding losses
1992
97,889

1993
105,754

4)
Premium reserve 40%

5)
Outstanding loss reserve 100%

6)
Provisional commission 35%

7)
Rate of commission:
30% if loss ratio is 65% or more

32½% if loss ratio is 55% but less than 65%

35%  if loss ratio is 45% but less than 55%

37½% if loss ratio is 35% but less than 45%

40% if loss ratio is 25% but less than 35%

42½% if loss ratio is 25% or less

4.3
Profit commission exercise

Exercise 1
Check the following profit commission statement, given:

1)
Commission is 35%

2)
Profit commission is 20%

3)
Premium reserve is 40%

4)
Reinsurer’s management expenses are 5%.

Assume that the incoming premium and loss reserves are correct but ensure that the other figures have been calculated correctly.

Profit Commission Statement at 31.12.93
Income



USD

Written premiums
1993
120,550

Premium reserve
31.12.92
48,220

Claims reserve
31.12.92
9,750



188,520

Outgo


USD

Commission
1993
36,165

Claims paid
1993
30,420

Premium reserve
31.12.93
40,000

Outstanding claims
31.12.93
48,900

Deficit c/f

-

Profit

  33,035



188,520

Profit commission: 20% of 33,035 = USD 6,067

Exercise 2
Prepare a profit commission statement based on the following:



USD

Written premiums
1992
172,650

Written premiums
1993
184,720

Paid claims
1993
61,980

Outstanding claims
31.12.93
67,440

Outstanding claims
31.12.92
48,370

Premium reserve

40%

Management expenses

5%

Deficits carried forward

nil

Commission

35%

Profit commission

20%

4.4
Portfolios exercise

Exercise 1

Prepare portfolio accounts, given the following information:

1)
Treaty operates on a clean-cut basis as follows:

Premiums
:
35%

Claims
:
90%

2)
Premiums ceded 
1992
:
USD
130,000



1993
:
USD
138,000

3)
Outstanding losses
1992
:
USD
27,000

1993
:
USD
34,000

4)
Reinsurer’s participation
1992
:
-

1993
:
10%

1994
:
7.5%

Portfolio Account 92/93

DR
CR
Premium portfolio

Loss portfolio

Balance due to/from reinsurer
_______
________


_______
________

Portfolio Account 93/94

DR
CR
Premium portfolio

Loss portfolio

Balance due to/from reinsurer
_______
________


_______
________

Exercise 2

Given the following, prepare portfolio accounts:

1)
Treaty operates with following terms:

Commission
:
35%

Portfolio
:
Premium
:
8ths basis

Claims
:
100%




USD

2)
Premium ceded
1992
1st Quarter
42,000



2nd Quarter
21,000



3rd Quarter
27,000



4th Quarter
18,000




108,000


1993
1st Quarter
47,000



2nd Quarter
22,000



3rd Quarter
31,000



4th Quarter
20,000




120,000

3)
Outstanding 

claims
1992
USD 14,000



1993
USD 20,000


4)
Reinsurer’s 

share
1992
-



1993
5%



1994
10%


4.5
Reserves exercise

Exercise 1

Calculate the reserves and interest, given the following information:

1)
Treaty operates on a clean-cut basis.

2)
Premium ceded 
1Q92
USD 40,000
1Q93
USD 42,000

2Q92
USD 50,000
2Q93
USD 50,000

3Q92
USD 30,000
3Q93
USD 33,000

4Q92
USD 30,000
4Q93
USD 30,000

3)
Premium reserve 

:
40%

Interest

:
5% per annum.

4)
Reinsurer’s participation
1992
:
-

1993
:
10%

1994
:
-

Use method 1) in section 2.3.1, i.e., the reserve is calculated on a quarter’s premium and withheld for a year to be released in the same quarter of the following year.

Exercise 2

Calculate reserves and interest, given the following information:

1)
Treaty operates on a clean-cut basis.

2)
Premiums ceded
1Q92
USD 64,000
1Q93
USD 67,000

2Q92
USD 72,000
2Q93
USD 78,000

3Q92
USD 68,000
3Q93
USD 74,000

4Q92
USD 65,000
4Q93
USD 70,000

3)
Premium reserve 
:
35%

Interest
:
10% per annum.

4)
Reinsurer’s share 
1992
:
-

1993
:
10%

1994
:
15%

Use method 1) in section 2.3.1, i.e., the reserve is calculated on a quarter’s premium and withheld for a year to be released in the same quarter of the following year.

4.6
Excess of loss premium adjustment exercise 

Exercise 1

Calculate the adjustment premium and reinstatement premium due under situations i) to iv), given:

1)
Minimum & deposit premium is USD 32,000

2)
The rate is 4% of original gross net premium income

3)
The treaty covers USD 30,000 excess of USD 20,000

4)
There is one reinstatement pro rata as to amount

5)
The original gross net premium income is USD 1,000,000.

Situation i)
No losses 

Situation ii)
One loss at USD 35,000 from ground up

Situation iii)
One loss at USD 48,000 from ground up

Situation iv)
Two losses, each at USD 50,000 from ground up

Exercise 2

Calculate the adjustment premium and reinstatement premium due under situations i) to iv), given:

1)
Deposit premium of USD 28,500, minimum premium of USD 20,000

2)
Burning cost adjusted at 100/70, subject to a variable rate of 2%-6%

3)
The treaty covers USD 30,000 excess of USD 20,000

4)
There is one reinstatement pro rata as to amount

5)
The original gross net premium income is USD 1,000,000.

Situation i)
No losses

Situation ii)
One loss at USD 35,000 from ground up

Situation iii)
One loss at USD 48,000 from ground up

Situation iv)
Two losses, each at USD 50,000 from ground up 

4.7
Test yourself

Tick the correct alternative(s)

1.
An example of an accumulation is:

a
__
more than one insured travelling in the same airplane
b
__
many insured risks damaged by a windstorm

c
__
a situation where the loss does not exhaust the full sum insured 

d
__
more than one insurance policy affected by the same event

2.
It is common for an accumulation control register to be kept for the following classes of insurance:

a
__
burglary insurance

b
__
cargo insurance for lorry transport

c
__
cargo insurance for transport by ship

d
__
earthquake insurance

3.
Facultative insurance is used when:

a
__
additional capacity is required for a risk

b
__
the reinsured does not wish to disclose information about a risk to his treaty reinsurers

c
__
the reinsured does not wish to expose his treaty reinsurers to a particular risk

4.
Quota share reinsurance is preferred:

a
__
when the individual risk cannot be calculated

b
__
for a portfolio with uniform risks

c
__
by a newly formed company with limited experience and capital

5.
The term retrocession means:

a
__
reinsurance of assumed reinsurance

b
__
reinsurance of a whole portfolio of risks

c
__
cancellation of a facultatively reinsured risk

6.
The following types of reinsurance are proportional:

a
__
excess of loss

b
__
quota share

c
__
surplus

d
__
facultative

7.
Under a non-proportional treaty, commission is normally paid:

a
__
to the reinsured

b
__
to the broker

c
__
not at all

8.
Under a non-proportional treaty, claims falling below the priority (retention):

a
__
will be fully paid by the reinsured

b
__
will be split between the reinsurers and the reinsured

9.
The attachment point and limit of an excess of loss treaty is based on:

a
__
the size of the potential claims

b
__
estimated probable maximum loss (PML)

c
__
the sum of all losses during a year

10.
By paying a reinstatement premium, a reinsured will:

a
__
increase the limit of the cover during the current policy period

b
__
use the full maximum limit of the cover more than once

c
__
use the cover also for claims occurring after the end of the policy period

11.
An index clause in an excess of loss treaty will:

a
__
adjust the priority and cover in order to retain their relative monetary values

b
__
adjust the premium level in accordance with inflation

12.
Premium and loss portfolios:

a
__
are retained by the ceding company

b
__
are respectively credited and debited to the reinsurer when accepting, canceling or 

changing its participation in a treaty

13.
Premium and claim reserve deposits:

a
__
are used only for business handled by brokers

b
__
are included in the statement of account and retained by the cedant as a guarantee 

against the performance of the reinsurer

14.
Premium and claim reserve deposit:

a
__
are retained by the cedant

b
__
are funded and at the disposal of the reinsurer

15.
Reinsurance statistics are used:

a
__
to follow the cash flow

b
__
at renewal negotiations

c
__
to follow up the adequacy of the claim reserves

16.
The term security vetting means:

a
__
an analysis of the financial standing of the reinsurer

b
__
an analysis of the claim reserves

17.
The reinsurance strategy of a ceding company is governed by:

a
__
legal regulations

b
__
the necessity to have protection for large claims

c
__
the wish to even out the result between the years

d
__
the availability of reinsurance capacity

e
__
the reinsurance method suitable for the account

f
__
the possibility of retroceding the business
SECTION 5:
GLOSSARY OF REINSURANCE 

TERMS
5. Glossary of reinsurance terms
Accumulation
A concentration of risks that could result in many losses occurring during one event.



Arbitration clause
A clause in reinsurance contracts stipulating the intention of the parties to resolve disputes by arbitration before taking action in court.



Bordereau
There are two kinds of bordereaux.

The premium bordereau contains information concerning each individual risk reinsured, such as name of insured, location of risk, insurance amount, premium, period of insurance, reinsurance amount and reinsurance premium.

The loss bordereau contains details of each loss affecting risks reinsured such as name of insured, date of loss, nature of loss, total loss amount, loss amount reinsured.



Burning cost
The ratio of losses incurred to subject premium earned.



Capacity
The largest amount that can be insured by a company or the maximum amount that can be ceded to a treaty.



Catastrophe excess of loss
Excess of loss cover designed to protect against an accumulation of losses arising from one catastrophic event, (e.g., windstorm, earthquake, etc.)



Cedant
The insurer who cedes reinsurance business to a reinsurer.  Can also be called the reinsured.



Cession
The amount of an insurance risk transferred to the reinsurer by the ceding company.



Commission
An allowance paid by the reinsurer to the ceding company in order to cover acquisition costs, expenses, taxes etc.  Commission is generally fixed as a percentage of the gross reinsurance premiums.  Sometimes a sliding scale applies where the commission is related to the loss ratio.



Cover note
A preliminary but binding document issued by a reinsurer or a broker stating the main terms and conditions for the reinsurance agreed upon, pending the preparation of the treaty wording.



Deposit (Premium or Loss)
As a security for the reinsurer’s share of the unearned premiums and/or the outstanding losses, the ceding company may withhold an amount equal to such premium and loss reserves.

The ceding company usually pays interest on such deposits.



Earned premium
That part of the reinsurance premium that relates to the expired part of the policies reinsured.



Endorsement
A document setting out the new terms when a contract has been altered.



Estimated Maximum Loss
An estimate by insurers of the maximum loss which could affect a single risk within the realms of possibility, disregarding unlikely coincidences and catastrophes.  Only used for material damage. 



Excess of loss
A form of treaty reinsurance which indemnifies the ceding company for that portion of a loss or losses arising out of one loss event which is in excess of a stipulated amount (excess point) retained by the ceding company.

The leading reinsurer normally fixes the premium for an excess of loss treaty.  In most cases it is expressed as a percentage of the premium income for the business protected by the treaty.



Facultative obligatory treaty
Reinsurance treaty where individual policies or risks may be ceded at the reinsured’s discretion and, if ceded, the reinsurer must accept.



Facultative reinsurance
Reinsurance of an individual risk or policy as opposed to treaty reinsurance of the entire portfolio of a particular class or classes of insurances.  The ceding company is free to offer and the reinsurer is free to accept or reject each risk.



Following the fortunes
The clause in a reinsurance contract stating that the reinsurer and the ceding company are bound by the same fate on all risks ceded to a treaty.



I.B.N.R.
Incurred but not reported.  Especially in liability insurance, losses are reported a long time after they have incurred. I.B.N.R. refers to such incurred losses that have not yet been reported.



Incurred losses
Losses arising during a period, whether paid or not.



Layer
Refers to a stratum of cover, i.e., above a pre-agreed level up to a pre-agreed level.  Often expressed as for example GBP 10,000 excess of GBP 10,000.



Leading reinsurer
The reinsurer who has set the terms of a treaty (for example the premium rate of an excess of loss cover) and who has in the first place agreed to accept the business offered.

As a rule, the leading reinsurer has the largest share.



Levy
Amount charged by ICMIF Reinsurance Services to member reinsurers on reinsurance premiums received from fellow ICMIF members.  The charge is 0.5%.



Line
The amount fixed by the ceding company as the maximum retention on any one risk.  One line forms the unit of surplus reinsurance.  The liability (capacity) of a surplus treaty is usually expressed in number of lines.



“Losses Occurring”
All losses that occur within the period of the treaty are covered, no matter when the original policy was issued. 



Loss ratio
The ratio of claims incurred (i.e., both paid and outstanding) to premiums earned.



Loss reserve
The sum of claims which have occurred but not been settled.



Non-proportional reinsurance
Reinsurance agreements where premium and liability do not form a pro rata part of the underlying direct insurance.

The most common forms of non-proportional reinsurance are excess of loss and stop loss.



Overriding commission
An allowance paid to the ceding company over and above the standard terms.



Outstanding losses
Losses incurred that have still not been paid by the insurance company or the reinsurer.



PML
An estimate by insurers of the maximum loss which could affect a single risk within the realms of probability, disregarding unlikely coincidences and catastrophes.  Only used for material damage.



Professional reinsurer
Company writing reinsurance business only.



Profit commission
An allowance payable by the reinsurer to the ceding company in addition to the normal commission.  It is a pre-determined percentage of the reinsurer’s profit on a treaty.  Also called “contingent commission”.



Proportional reinsurance
Reinsurance agreements where premiums and losses are based on a pro rata relation to the underlying direct insurance. 

The most common forms of proportional reinsurance are Quota share and Surplus.



Pro rata reinsurance
The forms of reinsurance in which the reinsurer takes a fixed proportion of all losses and of all premiums.  Includes Quota share and Surplus reinsurance.



Quota share reinsurance
A form of treaty reinsurance whereby an insurance company cedes on a pro rata basis an equal share (normally a fixed percentage) of all policies irrespective of the size of the individual insurance amount and within a defined category of insurances.  Premiums and losses are paid in the same proportion as the insurance amount reinsured on each policy.



Reinstatement
When the reinsurance cover has been exhausted or reduced, the reinstatement provision re-establishes it to its original figure.  It normally requires payment of an additional premium.  As a rule, particularly in catastrophe covers, the number of reinstatements is limited as stipulated in the contract.



Retention
The part of a risk that is kept for own account by the cedant.



Retrocession
The reinsurance of reinsurance, where a reinsurer “retrocedes” part of or all its liability to other reinsurers



Risk profile
Statistics of numbers of risks and/or premium income split into bands of sums insured.



Risks attaching
When a reinsurance contract is written on a “risks attaching” basis, all losses on risks attaching during the period of the treaty are covered even if they occur after the end of the year covered by the contract.



Sliding scale commission
A commission calculated according to a pre-agreed formula whereby the actual commission varies depending on the loss ratio of the year, subject to a maximum and minimum rate.  A preliminary or provisional rate of commission is applied until the actual loss ratio is known.



Slip
Summary of terms and conditions of reinsurance treaty presented to prospective reinsurers.



Stability clauses
The relative values of a treaty are affected by inflation.  The stability clause provides a formula for recalculating priority and reinsurer’s liability in order to protect these values against the impact of inflation.



Stop loss reinsurance
A form of non-proportional reinsurance whereby the ceding company is indemnified for that portion of the aggregate annual losses that exceeds a stipulated amount retained by the ceding company.  The amount retained by the ceding company as well as the liability of the reinsurer is normally expressed as a percentage of the premium income for the business protected, although monetary limits can be used.

The leading reinsurer usually fixes the premium for a stop loss treaty as a percentage of the subject premium income.



Surplus reinsurance
A form of proportional reinsurance whereby an insurance company cedes on a pro rata basis that part of the insurance amount of each policy which exceeds the retention.

An insurance company can have several surplus treaties. Thus when the capacity of the first surplus treaty is fully used for a risk, the capacity of the second surplus will be used up to its full extent if necessary etc.

Premiums and losses are paid in the same proportion as the insurance amount reinsured on each policy.



Ultimate Net Loss (U.N.L.)


The total loss suffered after all recoveries have been made.

Underwriting year
A reinsurance contract on an underwriting year basis will be in force until the natural expiry of all policies that have been ceded to the treaty during the year the contract was in force.



Unearned premium
That portion of the premium of a policy that applies to the unexpired portion of the risk.  A reinsurer must always set up a reserve for unearned premiums in the balance sheet and sometimes the reinsurer has to deposit his share of such unearned premium reserve with the ceding company.



Working excess of loss
Excess of loss cover in which loss frequency is expected since its limits fall within the reinsured’s underwriting limits for any one risk.




APPENDIX 1:
SPECIMEN REINSURANCE

CONTRACTS

A 1:1
Fire First Surplus Reinsurance Agreement - Treaty Slip
Reinsured
:
INSURANCE SERVICES LIMITED of Utopia.

Period
:
Continuous at 1st January 1994 subject to three months notice of cancellation at 31st December any year.

Class
:
Fire and allied perils insurance and facultative reinsurance underwritten by the Reinsured.

Territorial scope
:
Utopia and Utopian interests abroad.

Type
:
First Surplus treaty.

Maximum retention
:
UTP 600,000 sum insured any one risk.

Treaty capacity
:
Up to 10 lines each of a maximum of UTP 600,000 sum insured any one risk.

Maximum capacity of UTP 6,000,000 sum insured any one risk or sum insured top location any one risk.

Commission
:
Direct business: 42.5%

Facultative reinsurance business as original + 2.5%.

Profit commission
:
35%.  Reinsurers’ expenses 5%.

Three year deficit clause.

Deductions
:
Tax as applicable.

Premium reserve
:
40%.  Interest 5% per annum.

Portfolio
:
Premiums
: 24ths system

Claims
: 100%.

Cash loss
:
UTP 500,000 for 100%.

Accounts
:
Quarterly in UTP.  Settlement in US Dollars.

General conditions
:
Excluding reinsurance treaties or non-proportional insurances.

War risks exclusion clause.

Nuclear risks exclusion clause.

Wording
:
To be agreed.

Information
:
Estimated premium income 1994: UTP 5,300,000.

A 1:2
Fire First Surplus Reinsurance Agreement - Contract wording

Fire First Surplus Reinsurance Agreement

Between the

Insurance Services Limited (hereinafter called the “Company”)

of the one part

and

Various Reinsurers(hereinafter called the “Reinsurer”)

of the other part

as set out in the Signing Pages attaching to and forming part of this Agreement in respect of the percentages stated therein, each for their own part and not one for another

__________

It is agreed as follows:

ARTICLE I - SCOPE
This Agreement and the attached Schedule which forms an integral part of this Agreement refer to each and every Fire and Allied Perils insurance and facultative reinsurance underwritten by the Company in respect of risks situated in Utopia or relating to Utopian interests abroad.

This Agreement shall not apply to:

1)
Reinsurance treaties.

2)
Non-proportional insurances.

3)
Any loss or damage occasioned by or through or in consequence directly or indirectly of war, invasion, act of foreign enemy, hostilities or war-like operations (whether war be declared or not), civil war, mutiny, civil commotion, rebellion, revolution, insurrection, military or usurped power or any act of any person acting on behalf of or in conjunction with any organization whose activities tend to reverse by force “de jure” or “de facto” governments or to influence them by terrorism or violence.

4)
any loss or liability accruing to the Company directly or indirectly and whether as insurer or reinsurer from any pool of insurers or reinsurers formed for the purpose of covering atomic or nuclear energy risks.
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ARTICLE II - LIABILITY
The Company agrees to cede and the Reinsurer agrees to accept by way of reinsurance its share (as specified in the attached Signing Pages) of all surpluses under each and every insurance and/or facultative reinsurance over and above the amount retained by the Company on the same risk, subject to the limits specified in the Schedule.

The liability of the Reinsurer shall commence simultaneously with that of the Company and shall continue until the expiry of the original insurance concerned.

The Company shall have absolute discretion in determining what constitutes one risk and in fixing the amount of its retention.  The Company shall be entitled to alter its retention at any time without reference to the Reinsurer, provided that the Company has no knowledge direct or indirect of any claim affecting such risk and subject to the limits specified in the Schedule.

All cessions to the Reinsurer shall be subject to the same terms and conditions as those on which the original insurances and reinsurances of the Company are effected.

The Company reserves the right before interesting the Reinsurer to reinsure facultatively outside the scope of this Agreement any risk when, in the opinion of the Company, this is in the interest of the Reinsurer.

ARTICLE III - PREMIUMS AND COMMISSIONS
The Company shall credit the Reinsurer with its proportionate share of the original premiums (less only return premiums and cancellation) in respect of all business ceded hereunder.

The Reinsurer shall pay to the Company commission on the premiums ceded under this Agreement at the rate shown in the Schedule.

The Reinsurer shall also pay to the Company at the rate shown in the Schedule commission on the net profit for the year in respect of the business ceded under this Agreement.

The net profit shall be calculated as follows:

1)
Income
a)
Premiums ceded in the current year.

b)
Premium reserve from the previous year or premium portfolio credited.

c)
Claims reserve from the previous year or claims portfolio credited.
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2)
Outgo
a)
Commission paid in the current year.

b)
Claims paid during the current year.

c)
The percentage of premiums ceded in the current year specified in the Schedule 

as an allowance for Reinsurer’s management expenses.

d)
Premium reserve at the end of the current year or premium portfolio debited.

e)
Claims reserve at the end of the current year or claims portfolio debited.

f)
Deficit brought forward from previous statement.

The surplus, if any, of “income” over “outgo” shall constitute the net profit for the year.

The deficit, if any, on the results of any one year shall be debited to the profit commission statement of the ensuing period or periods up to the maximum number of years stated in the Schedule.

The profit commission statement shall be prepared by the Company annually within three months after the 31st December each year that this Agreement remains in force.

In the event of cancellation of this Agreement, a profit commission statement shall be prepared annually until all liability under the Agreement has expired or unless otherwise agreed.

ARTICLE IV - CLAIMS
The Company may at its sole discretion commence, continue, defend, compromise, settle or withdraw from actions, suits and prosecutions and generally do all such matters relating to any claim which, in its judgement, may be expedient or beneficial, including the payment of ex gratia amounts, and the Reinsurer shall pay its share of such claims, including the expenses of settlement (other than office expenses and the salaries of the Company’s staff).

The Reinsurer shall participate in proportion to its interest in all amounts which shall be recovered by the Company in respect of claims or expenses paid.

All claims shall be charged in account but the Company shall nevertheless have the right to demand immediate payment for any claim in which the share of the Reinsurer shall equal or exceed the amount stated in the Schedule.
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ARTICLE V - ACCOUNTS
The Company shall render to the Reinsurer a quarterly account of all transactions under this Agreement within three months after the close of each quarter.

The balance on either side shall be paid as soon as practicable without awaiting confirmation of account.  Settlement shall be in USD, converted at the rate of exchange on the day of payment.

The Company shall prepare a statement of the total amount of outstanding claims by year of occurrence and shall send this to the Reinsurer with the account for the fourth quarter each year.

ARTICLE VI - RESERVES
The Company shall retain the percentage specified in the Schedule of the premiums ceded to the Reinsurer as a premium reserve, which shall be adjusted quarterly so that the premium reserve shall always represent the percentage specified of the last twelve months’ premiums.

The Company shall pay to the Reinsurer interest on such premium reserve at the rate specified in the Schedule.

ARTICLE VII - PORTFOLIOS
As from the commencement of this Agreement, the Reinsurer undertakes to assume liability for its share of all cessions commencing prior to and in force on that date and of all outstanding claims, in consideration of which the Company shall credit the Reinsurer with its share of an incoming premium portfolio on the basis specified in the Schedule for the year preceding the date on which this Agreement commences, and its share of an incoming claims portfolio being 100 per cent of the outstanding claims prepared in accordance with Article V as at the preceding 31st December.

In the event of cancellation of this Agreement and the Company exercising its option to withdraw premium and claims portfolios, the Company shall debit the Reinsurer with its share of an outgoing premium portfolio on the basis specified in the Schedule and its share of an outgoing claims portfolio being 100 per cent of the outstanding claims as at the 31st December.

In the event of an increase or reduction in the share of the Reinsurer, an adjustment of premium and claims portfolios shall be made in a similar manner.
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ARTICLE VIII - ERRORS AND OMISSIONS
The Reinsurer shall in all matters falling within the scope of this Agreement follow the fortunes of the Company and the Company shall not be prejudiced in any way through accidental omission, clerical error or oversight, provided that it is corrected as soon as possible after detection.

ARTICLE IX - INSPECTION OF RECORDS
The Reinsurer may by a duly appointed representative inspect at any reasonable time at the office of the Company any book or document referring to any business within the scope of this Agreement.

ARTICLE X - POSTAL AND OTHER CHARGES
All postal, telex, telefax, banking or similar charges are to be for the account of the sender.

ARTICLE XI - CORRESPONDENCE
Any mutually agreed modification to this Agreement, whether by addendum or correspondence, shall be binding on both parties and shall be deemed to form part of this Agreement.

ARTICLE XII - PERIOD OF COVER
This Agreement is concluded for an indefinite period and shall commence on the date specified in the Schedule.  Either party may terminate this Agreement by giving at least three calendar months notice to the other party by registered letter, telex or telefax, such notice to expire on the 31st December in any year.

In the event of war arising between the countries in which the Company and the Reinsurer reside or carry on business or are incorporated, whether war be declared or not, this Agreement shall be automatically terminated and the liability of the Reinsurer shall cease as from the date of the outbreak of war.

Either party shall have the right to terminate this Agreement immediately by giving the other party notice by registered letter, telex or telefax:

a)
if any law or regulation becomes operative so as to prohibit or render illegal any obligation entered into hereunder or if the settlement of balances due hereunder is rendered impracticable by government action or decree;

b)
if the other party has lost the whole or part of its paid up capital or goes into compulsory or voluntary liquidation, passes any resolution preliminary to liquidation or if a Receiver shall be appointed;
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c)
if there is any material change in the ownership or control of the other party;

d)
if the other party fails to carry out any of the terms of this Agreement.

The liability of the Reinsurer under cessions current at the effective date of cancellation shall continue in full force until their natural expiry, except in the case of war, unless the Company shall exercise its option to withdraw the existing cessions in accordance with Article VII.

ARTICLE XIII - ARBITRATION
Any dispute arising between the Company and the Reinsurer with regard to the construction or interpretation of this Agreement or the rights or obligations in respect of any transaction shall be referred to two Arbitrators who shall be executive officers of insurance or reinsurance companies, one to be appointed by each party, and an Umpire who shall be appointed by the Arbitrators immediately after they have been appointed.

If either party fails to appoint an Arbitrator within 30 days after the other party requests it to do so or the Arbitrators fail to appoint an Umpire within 30 days of their nomination, then such Arbitrator or Umpire shall at the request of either party be appointed by the Chairman of the Chamber of Commerce.

The Arbitrators and/or Umpire shall interpret this Agreement in accordance with the current reinsurance market practice pertaining during the period of this Agreement.

The arbitration proceedings shall take place in Utopia.  Each party shall submit its case to the Arbitrators within one month of their appointment and the Arbitrators or Umpire, as the case may be, shall give the award in writing at the earliest convenient date and such award shall be final and binding on both parties.  The cost of arbitration and award shall be paid as the Arbitrators or Umpire may direct.

This arbitration agreement shall be construed as a separate and independent contract between the parties hereto and arbitration hereunder shall be a condition precedent to the commencement of any action at law.

ARTICLE XIV - INTERMEDIARY
All communications between the parties to this Agreement shall be made through the intermediary of the:

International Co-operative & Mutual Insurance Federation

PO Box 21

Altrincham

Cheshire WA14 4PD

United Kingdom.
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Executed and signed in duplicate

for and on behalf of the Company

in Utopia this
day of

For and on behalf of the Reinsurer

as specified in the attached Signing Pages
A 1:3
Fire First Surplus Reinsurance Agreement - Schedule
Insurance Services Limited of Utopia

SCHEDULE

Attaching to and forming part of the Fire First Surplus Reinsurance Agreement

1.
ARTICLE II
Maximum retention of Company
:
UTP 600,000 sum insured any one risk.

Limit of reinsurance
:
Up to 10 lines each of a maximum of UTP 600,000 sum insured any one risk, equivalent to a total of UTP 27,000,000 sum insured any one risk or sum insured top location any one risk.

2.
ARTICLE III
Commission
:
Direct business: 42.5 per cent.

Facultative reinsurance business as original + 2.5 per cent.

Profit commission
:
35 per cent.

Reinsurer’s management expenses
:
5 per cent.

Deficit carried forward
:
3 years.

3.
ARTICLE IV
Cash claims
:
UTP 500,000 for 100 per cent of treaty.

4.
ARTICLE VI
Premium reserve
:
40 per cent.

Interest
:
5 per cent per annum.

5.
ARTICLE VII
Portfolio
:
Premium
:
24ths system.

6.
ARTICLE XII
Commencement date
:
1st January 1994.
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Executed and signed in duplicate

for and on behalf of the Company

in Utopia this
day of

For and on behalf of the Reinsurer

as specified in the attached Signing Pages

A 1:4
Motor and Liability Excess of Loss Reinsurance Agreement - Treaty 

Slip
Reinsured
:
INSURANCE SERVICES LIMITED of Utopia.

Period
:
Losses occurring during 12 months at 1st January 1994.

Class
:
The Reinsured’s retained portfolio of Motor, General Third Party (including Products) Liability, Workmen’s Compensation and Employer’s Liability business.

Territorial scope
:
Utopia and Utopian interests abroad.

Type
:
Excess of loss.

Limits
:
1st layer
:
UTP 1,200,000 ultimate net loss each and every loss excess of UTP 800,000 ultimate net loss each and every loss.

2nd layer
:
UTP 1,500,000 ultimate net loss each and every loss excess of UTP 2,000,000 ultimate net loss each and every loss.

Annual aggregate
:
1st layer
:
UTP 12,000,000.

limit

2nd layer
:
UTP 15,000,000.

Premium
:
1st layer
:
Minimum and deposit premium of UTP 1,696,500 payable in full at inception, adjustable at 31st December at 100/70 of burning cost subject to a minimum of 4.5% and a maximum of 8.0% of the Reinsured’s original gross net retained premium income.

2nd layer
:
Minimum and deposit premium of UTP 754,000 payable in full at inception, adjustable at 31st December at 2.5% of Reinsured’s original gross net retained premium income.

General conditions
:
Excluding reinsurance treaties or non-proportional insurances.

War risks exclusion clause.

Nuclear risks exclusion clause.

Ultimate net loss clause.

Net retained lines clause.

Claims co-operation clause.

Acts in force clause.

Full index clause - base date 1st January 1994.

Exclusion of exports to North America (EXPONA 3).

Exclusion of gradual seepage and pollution (LMC1).

ACOD B.

- 2 -

Wording
:
To be agreed.

Information
:
Estimated gross net premium income 1994:

Motor
32,900,000

W.C./E.L.
4,000,000

P.L.
    800,000



37,700,000
A 1:5
Motor and Liability Excess of Loss Reinsurance Agreement - 

Contract Wording
Motor, General Third Party Liability (including Products’ Liability), Workmen’s Compensation and Employers Liability Excess of Loss Reinsurance Agreement

Between the

Insurance Services Limited (hereinafter called the “Company”)

of the one part

and

Various Reinsurers (hereinafter called the “Reinsurer”)

of the other part

as set out in the Signing Pages attaching to and forming part of this Agreement in respect of the percentages stated therein, each for their own part and not one for another

__________

It is agreed as follows:

ARTICLE I - SCOPE
This Agreement and the attached Schedule which forms an integral part of this Agreement refer to the retained account of the Company on each and every policy underwritten by the Company covering Motor, General Third Party Liability (including Products’ Liability), Workmen’s Compensation and Employer’s Liability in respect of risks situated in Utopia or relating to Utopian interests abroad.

This Agreement shall not apply to:

1)
Reinsurance treaties.

2)
Non-proportional insurances and reinsurances.

3)
Any loss or damage occasioned by or through or in consequence directly or indirectly of war, invasion, act of foreign enemy, hostilities or war-like operations (whether war be declared or not), civil war, mutiny, civil commotion, rebellion, revolution, insurrection, military or usurped power or any act of any person acting on behalf of or in conjunction with any organization whose activities tend to reverse by force “de jure” or “de facto” governments or to influence them by terrorism or violence.

4)
Any loss or liability accruing to the Company directly or indirectly and whether as insurer or reinsurer from any pool of insurers or reinsurers formed for the purpose of covering atomic or nuclear energy risks.

5)
In respect of General Third Party (including Products’ Liability), Workmen’s Compensation and Employers’ Liability:

a)
manufacture, storage, filling, breaking down, transport of:

i)
fireworks, ammunition, fuses, cartridges, gunpowder, nitroglycerine or any explosive, unless purely incidental to the main operations of the insured;
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ii)
gases and/or air under pressure in containers other than butane and the like in low-pressure containers, unless incidental to operations not normally excluded;

b)
sub aqueous work and hydroelectric works;

c)
mines, collieries, tunneling;

d)
construction and maintenance of coffer dams and bridges;

e)
storage and processing of petroleum and gasoline at refineries;

f)
aviation risks including liability of any airport owner or any concern or corporation maintaining or operating an airline, any risk involving the refueling of aircraft, and construction work on airports not completely closed;

g)
shipbuilding, ship-breaking and ship-repairing risks;

h)
stevedores and dockside risks;

i)
quarries (if blasting is carried on), unless incidental to operations not normally excluded;

j)
shipowner’s liability and other liability arising from the use of vessels;

k)
naval, military or air force service or operations;

l)
participation in any kind of race, organizing of races of any kind and of other 

mass events;

m)
professional indemnity and malpractice insurance;

n)
electricity and gas undertakings;

o)
demolition risks;

p)
libel and slander insurances.

6)
In respect of exports to North America:

a)
products liability for an insured which, to the knowledge of the Company at the time of the Company’s acceptance, exports products to the USA and/or Canada;

b)
USA and/or Canadian domiciled risks including branches, subsidiaries, agencies and sales outlets of non-USA/Canadian insureds;

c)
professional liability of any kind including Directors’ and Officers’, Errors and Omissions and Medical Malpractice;

d)
assumed reinsurance of any kind;

e)
liability arising from loss portfolio transfers of any kind;

f)
public and/or products’ liability policies which do not limit the interpretation of all terms, conditions, exclusions and limitations to courts domiciled other than within the legal jurisdiction of the USA and/or Canada;

g)
products’ liability (whether written as such or as an extension to a public liability policy) whose limit of indemnity does not comprise the Company’s maximum liability in all and in the aggregate for any one annual period.

7)
In respect of gradual environmental impairment:

a)
personal injury or bodily injury or financial loss or loss of, damage to, or loss of use of property directly or indirectly arising out of the discharge, dispersal, release or escape of pollutants;

b)
the cost of removing, nullifying or cleaning up pollutants;

c)
fines, penalties, punitive or exemplary damages arising directly or indirectly out of the discharge, dispersal, release or escape of pollutants.
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Notwithstanding the foregoing, this Agreement shall cover liability otherwise excluded under paragraphs (a) and (b) above which:

(i)
is caused by a sudden identifiable, unintended and unexpected happening which takes place in its entirety at a specific time and place, and

(ii)
is indemnified in not more than one annual period of original insurance.

For the purposes of this clause, “pollutants” means any solid, liquid, gaseous or thermal irritant or contaminant, including but not limited to smoke, vapor, soot, fumes, acid, alkalis, chemicals and waste.  Waste includes material to be recycled, reconditioned or reclaimed.

This clause shall not, however, apply to the following risk categories:

Personal Liability

Retail Traders’ Liability

8)
Insofar as liability is incurred by the Company under an Employers’ Liability and/or Workmen’s Compensation policy in respect of legal liability for occupational disease or physical impairment that does not arise from a sudden and identifiable accident or event, this Agreement shall provide cover only on the following basis:

a)
where the occupational disease or physical impairment results from exposure to a hazard of the employment of the claimant, any one claim in respect of any one employee of an original insured arising out of this exposure shall be considered individually as one event for the purpose of recovery hereunder;

b)
where the legal liability of the original insured to the original claimant is established on “exposure basis”, that is, legal liability attaches for the whole or part of the period that the claimant is exposed to the hazard of employment, then recovery hereunder shall be as follows:

i)
the proportion of the total claim amount in respect of any one employee attributable to any one period of this Agreement shall be that proportion of the total of such amount which the period concerned bears to the total period during which the employee was exposed to the hazard of the employment; and,

ii)
the priority of the Company and the liability of the Reinsurer under this Agreement shall be reduced in the proportion that each period of the Agreement bears to the total period during which the employee was insured by the Company and exposed to the hazard of the employment;

provided always that exposure took place during the period of the Agreement that shall be understood to mean each inception and annual renewal date of the Agreement.

In the event of legal liability being established to an original insured on other than an “exposure basis” as described above, then, for the purpose of recovery hereunder, the date of loss occurrence hereon shall be the date applicable to which such legal liability is established.
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ARTICLE II - LIABILITY
The Reinsurer agrees to indemnify the Company for its share (as specified in the attached Signing Pages) of the ultimate net loss which exceeds the priority specified in the Schedule in respect of each and every loss or series of losses arising out of one event, subject to the liability of the Reinsurer not exceeding its share of the limit of liability specified in the Schedule in respect of each and every loss or series of losses arising out of one event.

ARTICLE III - REINSTATEMENT
In the event of the whole or any portion of the liability hereunder being exhausted by loss, the amount so exhausted shall be automatically reinstated from the time of commencement of any loss to the expiry of this Agreement at no additional premium but limited to the number of reinstatements specified in the Schedule.  Nevertheless the Reinsurer’s liability shall never be more than the limits of liability as stated in Article II in respect of any one event.

ARTICLE IV - ULTIMATE NET LOSS
The term “ultimate net loss” shall be understood to mean the sums actually paid by the Company in settlement of all losses or series of losses arising out of any one event, including any legal costs and professional fees and expenses (but excluding office expenses and salaries of employees of the Company), after making deductions for all recoveries, salvages and all claims upon other reinsurances, whether collected or not.

All salvages, recoveries and payments recovered or received by the Company subsequent to a loss settlement under this Agreement shall be applied as if recovered or received prior to the said settlement and all necessary adjustments shall then be made between the Company and the Reinsurer, provided always that nothing in this Article shall be construed to mean that losses under this Agreement are not recoverable by the Company until the ultimate net loss has been finally ascertained.

ARTICLE V - NET RETAINED LINES
This Agreement applies only to that portion of any insurance which the Company retains net for its own account and in calculating the amount of any loss hereunder and also in computing the amount in excess of which this Agreement attaches, only a loss in respect of that portion of any insurance which the Company retains net for its own account shall be included.

The amount of the Reinsurer’s liability hereunder in respect of any loss shall not be increased by reason of the inability of the Company to collect from any other reinsurers (whether specific or general) any amount which may have become due 

from them whether such inability arises from the insolvency of such other reinsurers or otherwise.
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ARTICLE VI - ACTS IN FORCE

The provisions of this Agreement are based on the benefits payable and other terms as provided for in the various acts and/or laws in force at the inception of this Agreement.

All acts and amendments coming into force after the inception of this Agreement granting increased benefits shall be advised to the Reinsurer by the Company as promptly as possible.

The Reinsurer will hold covered amendments on terms to be mutually agreed but, in the event of it being impossible to agree terms, the Reinsurer will only be liable for such amounts as would have been payable had the act not been amended.

ARTICLE VII - PREMIUM
The Company shall pay to the Reinsurer its share of the annual minimum and deposit premium specified in the Schedule at the commencement of the period of cover.  Settlement shall be in Sterling, converted at the rate of exchange on the day of payment.

As soon as possible after the 31st December, but in any event within three months thereof, the Company shall render to the Reinsurer a statement of the gross net premium income for the year as defined hereunder, and the deposit premium shall be adjusted by applying the rate specified in the Schedule to the said premium income.  If the adjusted premium exceeds the minimum and deposit premium, the amount in excess shall be paid by the Company to the Reinsurer immediately.

The term “gross net premium income” shall mean the original gross written premiums (less cancellations, returns and premiums paid for reinsurances, recoveries under which inure to the benefit of this Agreement) retained by the Company from all business which is the subject matter of this Agreement.

ARTICLE VIII - CLAIMS ADVICE
The Company shall give immediate notice to the Reinsurer of any accident or claim that might involve a payment being made by the Reinsurer under this Agreement and shall thereafter keep the Reinsurer fully informed of the progress of such claim.

As soon as possible after the 31st December, but in any event within three months thereof, the Company shall render to the Reinsurer a statement of all claims where the Company’s share for net account, including reserve for outstanding liability, exceeds 50 per cent of the priority of this Agreement.  The statement shall specify for each claim the date of occurrence and the amount paid and/or outstanding at the said 31st December.
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All claim settlements made by the Company, provided they are within the terms and conditions of the Company’s original policies and fall within the terms and conditions of this Agreement, shall be binding upon the Reinsurer and the Reinsurer’s proportion of such claims shall be payable by it upon receipt from the Company of the necessary papers to prove the claims.

ARTICLE IX - INDEX CLAUSE
It is the intention of this Agreement that the priority of this Agreement and the limit of liability of the Reinsurer shall retain their relative monetary values which existed at the date specified in the Schedule and such relative monetary values shall be deemed to be based on the United Nations Consumer Price Index applying at such date (hereinafter called the base index).  In respect of any claim settlements made under this Agreement, the Company shall submit to the Reinsurer a list of payments comprising such settlements showing the amounts paid and the dates of payments.

However, all payments (including legal costs) to one victim in respect of a bodily injury claim, excluding continuing regular payments, shall be aggregated and the index at the date of payment, as defined below, shall be that applying at the time that the final payment for compensatory damages is made.  The amount of each payment shall be adjusted to its relative value at the date specified in the Schedule by means of the following formula:

actual amount of payment x base index
index at date of payment.

Thus, the above formula shall apply to all payments made under this Agreement.  All actual payments and adjusted payment values shall be separately totaled and the priority of this Agreement and the limit of liability of the Reinsurer shall then be multiplied by the fraction:

total of actual payments
total of adjusted payment values.

If, however, the index at the time of payment of the claim is less than the index at the commencement of the Agreement multiplied by the factor, the priority of the Company and the limit of liability of the Reinsurer shall be as stated in the Schedule.

ARTICLE X - ERRORS AND OMISSIONS
Any inadvertent delay, omission or error shall not be held to relieve either party hereto from any liability which would attach to it hereunder if such delay, omission or error had not been made, provided such delay, omission or error is rectified immediately upon discovery.
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ARTICLE XI - INSPECTION OF RECORDS
The Reinsurer may by a duly appointed representative inspect at any reasonable time at the office of the Company any book or document referring to any business within the scope of this Agreement.

ARTICLE XII - POSTAL AND OTHER CHARGES
All postal, telex, telefax, banking or similar charges are to be for the account of the sender.

ARTICLE XIII - CORRESPONDENCE
Any mutually agreed modification to this Agreement, whether by addendum or correspondence, shall be binding on both parties and shall be deemed to form part of this Agreement.

ARTICLE XIV - PERIOD OF COVER
This Agreement shall apply to losses occurring during the period of 12 months commencing on the date specified in the Schedule.

In the event of war arising between the countries in which the Company and the Reinsurer reside or carry on business or are incorporated, whether war be declared or not, this Agreement shall be automatically terminated and the liability of the Reinsurer shall cease as from the date of the outbreak of war.

Either party shall have the right to terminate this Agreement immediately by giving the other party notice by registered letter, telex or telefax:

a)
if any law or regulation becomes operative so as to prohibit or render illegal any obligation entered into hereunder or if the settlement of balances due hereunder is rendered impracticable by government action or decree;

b)
if the other party has lost the whole or part of its paid up capital or goes into compulsory or voluntary liquidation, passes any resolution preliminary to liquidation or if a Receiver shall be appointed;

c)
if there is any material change in the ownership or control of the other party;

d)
if the other party fails to carry out any of the terms of this Agreement.

The obligation of both parties shall continue in full force until the effective date of cancellation and the Reinsurer shall be liable for its share of all losses which occur on or before that date.  Thereafter the liability of the Reinsurer shall cease except in respect of losses that remain unsettled at that date.
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ARTICLE XV - ARBITRATION
Any dispute arising between the Company and the Reinsurer with regard to the construction or interpretation of this Agreement or the rights or obligations in respect of any transaction shall be referred to two Arbitrators who shall be executive officers of insurance or reinsurance companies, one to be appointed by each party, and an Umpire who shall be appointed by the Arbitrators immediately after they have been appointed.

If either party fails to appoint an Arbitrator within 30 days after the other party requests it to do so or the Arbitrators fail to appoint an Umpire within 30 days of their nomination, then such Arbitrator or Umpire shall at the request of either party be appointed by the Chairman of the Chamber of Commerce.

The Arbitrators and/or Umpire shall interpret this Agreement in accordance with the current reinsurance market practice pertaining during the period of the Agreement.

The arbitration proceedings shall take place in Utopia.  Each party shall submit its case to the Arbitrators within one month of their appointment and the Arbitrators or Umpire, as the case may be, shall give the award in writing at the earliest convenient date and such award shall be final and binding on both parties.  The cost of arbitration and award shall be paid as the Arbitrators or Umpire may direct.

This arbitration agreement shall be construed as a separate and independent contract between the parties hereto and arbitration hereunder shall be a condition precedent to the commencement of any action at law.

ARTICLE XVI - INTERMEDIARY
All communications between the parties to this Agreement shall be made through the intermediary of the:

International Co-operative & Mutual Insurance Federation

PO Box 21

Altrincham

Cheshire WA14 4PD

United Kingdom.
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Executed and signed in duplicate

for and on behalf of the Company

in Utopia this
day of

For and on behalf of the Reinsurer

as specified in the attached Signing Pages

A 1:6
Motor and Liability Excess of Loss Reinsurance Agreement - 

Schedule

Insurance Services Limited of Utopia

SCHEDULE
Attaching to and forming part of the Motor, General Third Party Liability (including Products’ Liability), Workmen’s Compensation and Employer’s Liability Excess of Loss Reinsurance Agreement - 1st & 2nd Layers

1.
ARTICLE II
Priority
:
UTP 800,000.

Limit of liability
:
1st Layer
:
UTP 1,200,000.

2nd Layer
:
UTP 1,500,000.

2.
ARTICLE III
Reinstatements
:
1st Layer
:
Nine.

2nd Layer
:
Nine.

3.
ARTICLE VII
Rate
:
1st Layer
:
All amounts both paid and outstanding in respect of losses occurring during the period of this Agreement for which the Reinsurer is liable expressed as a percentage of gross net premium income multiplied by 100/70, subject to a minimum of 4.5 per cent and a maximum of 8.0 per cent.

2nd Layer
:
2.5 per cent.

Minimum and deposit premium
:
1st Layer
:
UTP 1,696,500.

2nd Layer
:
UTP 754,000.

4.
ARTICLE IX
Base index date
:
1st January 1994.

5.
ARTICLE XIV
Commencement date
:
1st January 1994.
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Executed and signed in duplicate

for and on behalf of the Company

in Utopia this
day of

For and on behalf of the Reinsurer

as specified in the attached Signing Pages

APPENDIX 2:
SOLUTION TO EXERCISES

4.1
Proportional cessions exercise
A ceding company has the following Fire reinsurance program:

1.
40% Quota share, maximum USD 30,000 any one risk for 100%, maximum cession to Quota share is USD 12,000 any one risk.

2.
Eight line gross First Surplus, maximum cession USD 240 000 any one risk.

3.
Five line gross Second Surplus, maximum cession USD 150,000 any one risk.

4.
Three line gross Facultative/Obligatory maximum cession USD 90,000 any one risk.

5.
Possible facultative placements where necessary.

Calculate:


- the liability (sums insured)


- the premium


- the loss

to each section of this program for the following three risks:


A
B
C






Sum insured
240,000
430,000
600,000






Premium
2,400
5,500
8,000






Loss
8,000
430,000
20,000


A
B
C

Sum insured









Gross retention (Retention + QS.)
30,000
30,000
30,000






Cedant’s net retention
18,000
18,000
18,000






Quota share
12,000
12,000
12,000






First surplus
210,000
240,000
240,000






Second Surplus
-
150,000
150,000






Facultative/Obligatory
-
10,000
90,000






Facultative
-
-
90,000






Premium (rounded up or down to nearest USD 1)









Cedant’s net retention
180
230
240






Quota share
120
153
160






First surplus
2,100
3,070
3,200






Second Surplus
-
1,919
2,000






Facultative/Obligatory
-
128
1,200






Facultative
-
-
1,200






Loss









Cedant’s net retention
600
18,000
600






Quota share
400
12,000
400






First surplus
7,000
240,000
8,000






Second Surplus
-
150,000
5,000






Facultative/Obligatory
-
10,000
3,000






Facultative
-
-
3,000

4.2
Sliding scale commission exercise
Exercise 1
Check the following sliding scale commission statement, given the following:

1)
Provisional commission is 
37½%

2)
Premium reserve is 
40%

3)
Loss reserve is
90% (outstanding losses - 39,789)

4)
Rate of commission
32½% if loss ratio is 60% or more 

35% if loss ratio is 50% but less than 60%

37½% if loss ratio is 40% but less than 50%

40% if loss ratio is less than 40%

COMMISSION ADJUSTMENT CALCULATION 1993
Premiums ceded
178,436

Incoming premium reserve
80,296
Less:

Outgoing premium reserve
71,374  (40% of 178,436)


187,358
Losses paid
151,362

Outgoing loss reserve
35,810  ( 90% of 39,789)

Less:

Incoming loss reserve
  62,734


124,438

Loss ratio is 66.42% (124,438 ÷ 187,358), therefore commission payable is (32.5% × 178,436) - (37.5% × 178,436)= (8,922) which is due to the reinsurers as a return commission.

Exercise 2
Prepare an adjusted commission statement, based on the following data:

1)
Premiums ceded
1992
247,392

1993
274,681

2)
Paid losses
1993
83,653

3)
Outstanding losses
1992
97,889



1993
105,754

4)
Premium reserve 40%

5)
Outstanding loss reserve 100%

6)
Provisional commission 35%

7)
Rate of commission
30% if loss ratio is 65% or more

32½% if loss ratio is 55% but less than 65%

35% if loss ratio is 45% but less than 55%

37½% if loss ratio is 35% but less than 45%

40% if loss ratio is 25% but less than 35%

42½% if loss ratio is 25% or less


1993

Premiums ceded
274,681

Incoming premium reserve
98,957

Less outgoing premium reserve
109,872

Premiums earned
263,766




Losses paid
83,653

Outgoing loss reserve
105,754

Less incoming loss reserve
97,889

Losses incurred
91,518

Loss ratio is 91,518 ÷ 263,766=34.70%, therefore commission payable is (40% × 274,681) - (35% × 274,681) = 13,734 which is due to the cedant.

4.3
Profit commission exercise

Exercise 1
Check the following profit commission statement, given:

1)
Commission is 35%

2)
Profit commission is 20%

3)
Premium reserve is 40%

4)
Reinsurer’s management expenses are 5%.

Profit Commission Statement at 31.12.93
Income
USD

Written premiums 1993
120,550

Premium reserve 31.12 92
48,220

Claims reserve 31.12.92
9,750


178,520

Outgo


Commission 1993
42,193

Claims paid 1993
30,420

Premium reserve 31.12.93
48,220

Outstanding claims 31.12.93
48,900

Deficit c/f
-

Management expenses 
6,027

Profit
2,760


178,520

Profit commission: 20% of 2,760 = USD 552

Exercise 2
Prepare a profit commission statement based on the following:



USD

Written premiums
1992
172,650

Written premiums
1993
184,720

Paid claims
1993
61,980

Outstanding claims
31.12.93
67,440

Outstanding claims
31.12.92
48,370





Premium reserve
40%

Management expenses
5%

Deficits carried forward
nil

Commission
35%

Profit commission
20%

Profit commission statement at 31.12.93

Income
USD

Written premiums 1993
184,720

Premium reserve 31.12 92
69,060

Claims reserve 31.12.92
48,370


302,150

Outgo


Commission 1993
64,652

Claims paid 1993
61,980

Premium reserve 31.12.93
73,888

Outstanding claims 31.12.93
67,440

Deficit c/f
-

Management expenses 
9,236

Profit
24,954


302,150

Profit commission: 20% of 24,954 = USD 4,991 
4.4
Portfolios exercise

Exercise 1

Prepare portfolio accounts, given the following information:

1)
Treaty operates on a clean-cut basis as follows:

Premiums
:
35%

Claims
:
90%

2)
Premiums ceded
1992
:
USD
130,000

1993
:
USD
138,000

3)
Outstanding losses
1992
:
USD
27,000

1993
:
USD
34,000

4)
Reinsurer’s participation
1992
:
-

1993
:
10%

1994
:
7.5%

Portfolio Account 92/93


DR
CR

Premium portfolio
-
4,550

Loss portfolio
-
2,430

Balance due to reinsurer
6,980
-


6,980
6,980

Portfolio Account 93/94

DR
CR

Premium portfolio
4,830
3,623

Loss portfolio
3,060
2,295

Balance due from reinsurer
-
1,972


7,890
7,890

Exercise 2

Given the following, prepare portfolio accounts:

1)
Treaty operates with following terms:

Commission
:
35%

Portfolio
:
Premium
:
8ths basis

Claims
:
100%




USD

USD

2)
Premium 

ceded
1992
1st Quarter
42,000
1/8 =
5,250



2nd Quarter
21,000
3/8 =
7,875



3rd Quarter
27,000
5/8 =
16,875



4th Quarter
  18,000
7/8 =
15,750




108,000

45,750 × 65% = 29,738









1993
1st Quarter
47,000
1/8 =
5,875



2nd Quarter
22,000
3/8 =
8,250



3rd Quarter
31,000
5/8 =
19,375



4th Quarter
  20,000
7/8 =
17,500




120,000

51,000 × 65%= 33,150

3)
Outstanding 

claims
1992
USD 14,000



1993
USD 20,000







4)
Reinsurer’s 

share
1992
-



1993
5%



1994
10%


Portfolio Account 92/93


DR
CR

Premium portfolio
-
1,487

Loss portfolio
-
700

Balance due to reinsurer
2,187
-


2,187
2,187

Portfolio Account 93/94

DR
CR

Premium portfolio
1,658
3,315

Loss portfolio
1,000
2,000

Balance due from reinsurer
2,657
-


5,315
5,315

4.5
Reserves exercise
Exercise 1

Calculate reserves and interest, given the following information.

1)
Treaty operates on a clean-cut basis.

2)
Premium ceded
1Q92
USD 40,000
1Q93
USD 42,000

2Q92
USD 50,000
2Q93
USD 50,000

3Q92
USD 30,000
3Q93
USD 33,000

4Q92
USD 30,000
4Q93
USD 30,000

3)
Premium reserve

:
40%

Interest


:
5% per annum.

4)
Reinsurer’s participation
1992
:
-

1993
:
10%

1994
:
-

Use method 1) in section 2.3.1, page 39 (also described on pages 62-63), i.e., the reserve is calculated on a quarter’s premium and withheld for a year to be released in the same quarter of the following year.

A.
Calculation of premium reserve established at commencement of reinsurer’s involvement and released within 1993 quarterly accounts, together with appropriate interest.


Premium

USD
Reserve

Retained

40%
Reinsurer’s share

%
USD
Reserve Released
Reinsurer’s share

%
USD
Reserve With-held for
Interest

5%



01/01/92

-
-
-
-
-
-



1Q92
40,000
16,000
-
-
-
-
-

-

2Q92
50,000
20,000
-
-
-
-
-

-

3Q92
30,000
12,000
-
-
-
-
-

-

4Q92
30,000
12,000
-
-
-
-
-

-

31/12/92

-
-
-
60,000
-
-

-

01/01/93

60,000
10.0
6,000
-
10.0
-

-

1Q93




16,000
10.0
1,600
1/4 year 
20.00

2Q93




20,000
10.0
2,000
1/2 year
50.00

3Q93




12,000
10.0
1,200
3/4 year
45.00

4Q 93




12,000
10.0
1,200
1/1 year
60.00







Total =
6,000
Total =
175.00

B.
Calculation of premium reserve withheld on 1993 quarterly premiums, subsequently 

released at year-end together with appropriate interest

Premium

USD
Reserve

Retained

40%
Reinsurer’s share

%
USD
Reserve 

Withheld for
Interest

5%

1Q93
42,000
16,800
10.0
1,680
3/4 year
63.00

2Q93
50,000
20,000
10.0
2,000
1/2 year
50.00

3Q93
33,000
13,200
10.0
1,320
1/4 year
16.50

4Q93
30,000
12,000
10.0
1,200
no time
0.00

Released at 31/12/93

6,200

129.50

Comment:  In this exercise, the crucial aspect is that a reserve should be established at the commencement of the reinsurer’s liability on 1st January 1993.  Then when the reinsurer’s involvement is cancelled as from 31st December 1993, the reserve should be fully released.  It is important to bear in mind that with the clean-cut basis, the liability of the reinsurer ceases with the cancellation of its involvement by means of a portfolio transfer.  On the other hand, the reinsurer assumes its share of the unexpired liability at the commencement of its involvement by means of the portfolio entry.  Therefore a reserve has to be established at this point as security for the performance of the reinsurer against such unexpired liability.

Exercise 2

Calculate reserves and interest, given the following information.

1)
Treaty operates on a clean-cut basis.

2)
Premium ceded
1Q92
USD 64,000
1Q93
USD 67,000

2Q92
USD 72,000
2Q93
USD 78,000

3Q92
USD 68,000
3Q93
USD 74,000

4Q92
USD 65,000
4Q93
USD 70,000

3)
Premium reserve

:
35%

Interest


:
10% per annum.

4)
Reinsurer’s share
1992
:
-

1993
:
10%

1994
:
15%

Use method 1) in section 2.3.1, page 39 (also described on pages 62-63), i.e., the reserve is calculated on a quarter’s premium and withheld for a year to be released in the same quarter of the following year.

A.
Calculation of premium reserve established at commencement of reinsurer’s involvement and released within 1993 quarterly accounts, together with appropriate interest.


Premium

USD
Reserve

Retained

35%
Reinsurer’s share

%
USD
Reserve

Released
Reinsurer’s

share

%
USD
Reserve 

With-held for
Interest

10%



01/01/92

-
-
-
-
-
-



1Q92
64,000
22,400
-
-
-
-
-

-

2Q92
72,000
25,200
-
-
-
-
-

-

3Q92
68,000
23,800
-
-
-
-
-

-

4Q92
65,000
22,750
-
-
-
-
-

-

31/12/92

-
-
-
94,150
-
-

-

01/01/93

94,150
10.0
9,415
-
10.0
-

-

1Q93




22,400
10.0
2,240
1/4 year 
56.00

2Q93




25,200
10.0
2,520
1/2 year
126.00

3Q93




23,800
10.0
2,380
3/4 year
178.50

4Q 93




22,750
10.0
2,275
1/1 year
227.50







Total =
9,415
Total =
588.00

B.
Calculation of premium reserve withheld on 1993 quarterly premiums, subsequently released at year-end together with appropriate interest.

Premium

USD
Reserve

Retained

35%
Reinsurer’s share

%
USD
Reserve 

Withheld for
Interest

10%

1Q93
67,000
23,450
10.0
2,345
¾ year
175.88

2Q93
78,000
27,300
10.0
2,730
½ year
136.50

3Q93
74,000
25,900
10.0
2,590
¼ year
64.75

4Q93
70,000
24,500
10.0
2,450
no time
0.00

Released at 31/12/93

10,115

377.13

C.
Calculation of premium reserve re-established at 01/01/94 in respect of increased share and released in 1994 quarterly accounts, together with appropriate interest.


Reserve

Retained

35%
Reinsurer’s share

%
USD
Reserve

Released
Reinsurer’s

share

%
USD
Reserve 

With-held for
Interest

10%



01/01/94
101,150
15.0
15,172.50
-

-

-

1Q94



23,450
15.0
3,517.50
1/4 year 
87.94

2Q94



27,300
15.0
4,095.00
1/2 year
204.75

3Q94



25,900
15.0
3,885.00
3/4 year
291.38

4Q 94



24,500
15.0
3,675.00
1/1 year
367.50






Total =
15,172.50
Total =
951.57

Comment:  In this exercise, similar considerations apply to those in exercise 1) above.  However, the crucial element here is that the share has changed from one year to the next.  The reserve should be adjusted accordingly so that the amount withheld always represents the reinsurer’s current share of the premium reserve for the previous twelve months.  In this case, the reinsurer would have received a portfolio account relating to a withdrawal at 10% and an entry at 15% in respect of the increase in its participation.  Hence the change in reserve should follow this.
4.6
Excess of loss premium adjustment exercise

Exercise 1

Calculate the adjustment premium and reinstatement premium due under situations i) to iv), given:

1)
Minimum & deposit premium is USD 32,000

2)
The rate is 4% of original gross net premium income

3)
The treaty covers USD 30,000 excess of USD 20,000

4)
There is one reinstatement pro rata as to amount

5)
The original gross net premium income is USD 1,000,000.

Situation i)
No losses 

Adjustment premium = 40,000

Reinstatement premium = Nil

Situation ii)
One loss at USD 35,000 from ground up

Adjustment premium = 40,000 (less minimum and deposit premium already paid)
Reinstatement premium = (15,000 ÷ 30,000) × 40,000 = 20,000
Situation iii)
One loss at USD 48,000 from ground up

Adjustment premium = 40,000 (less minimum and deposit premium already paid)
Reinstatement premium = (28,000 ÷ 30,000) × 40,000 = 37,333
Situation iv)
Two losses at USD 50,000 from ground up each

Adjustment premium = 40,000 (less minimum and deposit premium already paid)
Reinstatement premium = 40,000

Exercise 2

Calculate the adjustment premium and reinstatement premium due under situations i) to iv), given:

1)
Deposit premium of USD 28,500, minimum premium of USD 20,000

2)
Burning cost adjusted at 100/70, subject to a variable rate of 2%-6%

3)
The treaty covers USD 30,000 excess of USD 20,000

4)
There is one reinstatement pro rata as to amount

5)
The original gross net premium income is USD 1,000,000.

Situation i)
No losses

Minimum premium applies = 20,000
28,500 - 20,000 = 8,500 refunded to cedant
Situation ii)
One loss at USD 35,000 from ground up

Burning cost = (35,000 - 20,000) ÷ 1,000,000 = 1.5% × (100/70) = 2.14%
Premium =2.14% × 1,000,000 = 21,400 (refund of 7,100 to cedant)

Reinstatement premium = (15,000 ÷ 30,000) × 21,400 = 10,700

Situation iii)
One loss at USD 48,000 from ground up

Burning cost = (48,000 - 20,000) ÷ 1,000,000 = 2.8% × (100/70) = 4%

Premium = 4% × 1,000,000 = 40,000 (additional payment of 11,500 to reinsurer)

Reinstatement premium = (28,000 ÷ 30,000) × 40,000 = 37,333

Situation iv)
Two losses at USD 50,000 from ground up each

Burning cost = (30,000+30,000) ÷ 1,000,000 = 6% × (100/70) = 8.6%

Maximum rate, 6%, applies.  Premium = 6% × 1,000,000 = 60,000 (additional payment of 31,500 to reinsurer)

Reinstatement premium = (30,000 ÷ 30,000) × 60,000 = 60,000

4.7
Test yourself.  Correct alternatives.

1.  a b d
2.  c d 
3.  a c
4.  b c






5.  a
6.  b c d (facultative can also be on non-prop basis).
7.  c (however, brokerage is paid to the broker by the reinsurer).
8.  a








9.  a
10.  b
11.  a
12.  b






13.  b
14.  a
15.  b
16.  a






17.  a b c d




NOTES
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