- » R. GEORGE MONTI so ANDREW BARILE




Subscription Notice

This Wiley product is updated on a periodic basis with supplements to reflect
important changes in the subject matter. If you purchased this product directly
from John Wiley & Sons, Inc., we have already recorded your subscription for
this update service.

If, however, you purchased this product from a bookstore and wish to receive (1)
the current update at no additional charge, and (2) future updates and revised or
related volumes billed separately with a 30-day examination review, please send

your name, company name (if applicable), address, and the title of the product
to:

Supplement Department
John Wiley & Sons, Inc.
One Wiley Drive
Somerset, NJ 08875
1-800-225-5945

For customers outside the United States, please contact the Wiley office nearest
you:

Professional & Reference John Wiley & Sons, Ltd.
Division Baffins Lane

John Wiley & Sons Canada, Ltd. Chichester

22 Worcester Road West Sussex, PO19 1UD

Rexdale, Ontario M9W 111 UNITED KINGDOM

CANADA (44) (243) 779777

(416) 236-3580

1-800-263-1590
FAX 1-800-675-6599

Jacaranda Wiley Ltd. John Wiley & Sons (SEA) Pte.
PRT Division Ltd.

P.O. Box 174 37 Jalan Pemimpin

North Ryde, NSW 2113 Block B #05-04

AUSTRALIA Union Industrial Building
(02) 805-1100 SINGAPORE 2057

FAX (02) 805-1597 (65) 258-1157



ABOUT THE AUTHORS

R. George Monti, Esq. is founder of the law offices of R. George
Monti in Chatham, New Jersey, and New York, New York. Previously he
was associated with Ober, Kaler, Grimes and Shriver in New York City. Ad-
mitted to practice in New York and New Jersey, Mr. Monti has covered a
full range of activity in insurance, corporate, and regulatory law for over 15
years in the insurance and reinsurance industry, including European, Japa-
nese and American insurers.

A graduate of the New York University School of Law and the Univer-
sity of Virginia, where he earned a B.A. degree, he is active in the American
Bar Association Tort & Insurance Practice Section and has participated on
various industry advisory committees for the National Association of Insur-

ance Commissioners on such issues as credit for

reinsurance, fronting, surplus lines, and the licensing of

managing general agents and reinsurance intermediaries.

Mr. Monti has written numerous articles and has beer

involved in the preparation of reference works on laws govern-

ing insurance company investments and the regulation of I

agents, brokers, and intermediaries in New York. He has
lectured on reinsurance at numerous seminars and the

College of Insurance.

Andrew Barile, CPCU, has been active in the in- \

surance and reinsurance business for over 33 years.

He has been a reinsurance buyer with such leading in-

surance organizations as Great American Insurance

Company and Home Insurance Company, an under-

writer of reinsurance for North American Reinsurance Cor-
poration and American Re-Insurance Company, and a reinsurance

intermediary at his own firm, Andrew Edward.




Co-founder of The Bermuda Reinsurance Company, he is presently a
consultant to the insurance industry, advising insurance agents, insurance

and reinsurance companies, and law, investment banking, conference, and

accounting firms on a full range of insurance and reinsurance topics.
Reinsurance consulting editor to Reinsurance Trends Newsletter in New York
About the Authors City, Mr. Barile is also the author of several books on reinsurance—
Reinsurance: A Practical Guide, The Captive Insurance Company, and Reinsurance and
Reinsurance Management—and finite reinsurance—A Practical Guide to Financial

Reinsurance.

Xii A Practical Guide to Finite Risk Insurance and Reinsurance



PREFACE

Driven by market demand, the finite risk field has expanded in recent
years well beyond financial reinsurance, the subject of Executive Enter-
prises’ prior reference work, A Practical Guide to Financial Reinsurance. In this
volume, A Practical Guide to Finite Risk Insurance and Reinsurance, the sections of
the prior work that dealt with financial reinsurance have been revised to re-
flect many important developments in the finite risk field in the last two
years, especially changes in applicable accounting rules. To give the reader
greater insight into the practical aspects of finite risk deals, we include six
case studies of major, current-market financial reinsurance transactions. We
are also pleased to include material regarding a new category of finite risk
coverage that we refer to in this book as “financial insurance.” In that sec-

tion Pat Jordan, Senior Vice President of Willis Corroon,

New York, provides several comprehensive case studies of

current financial insurance transactions.

A word about terminology would be appropriate at this

point. In this work, we use the term "finite risk” to describe the

all-embracing category of financial covers in the insurance

field. Its two subcategories are the well-known area of fi-

nancial reinsurance, as explored in the original refer-

ence work, and the emerging financial cover area that

we refer to in this volume as “financial insurance.”

While the differences between these subcategories

are described at length in Chapter One, the reader

can readily distinguish between the two concepts by

noting that financial insurance usually involves a corpo-

ration (or its captive insurer) contracting directly with an as-
suming enterprise, while financial reinsurance involves a ceding in-

surance enterprise—that is, an insurer or reinsurer—in an arrangement




with an assuming reinsurer.
The authors would like to thank the many insurance and reinsurance
executives who provided valuable assistance and advice in the development

of this book, especially Pat Jordan for his contributions on financial insur-

ance and Gregory Leonard, president of Pegasus Advisors, Inc., of
Preface Simsbury, Connecticut, for his insights into the complexities of recent de-

velopments in the accounting rules applicable to financial reinsurance.

Xiv A Practical Guide to Finite Risk Insurance and Reinsurance



863195

TABLE OF CONTENTS

ABOUT THE AUTHORS Bt | i
PREFACE | i

ION TO ANITE RISK COVER

&_:HAPTER- ONE 3

FINANCIAL INSURANCE AND
REINSUR ANCE DEFINED
AND DISTINGUISHED

Finite Risk Elements Common to Both Financial Insurance and Financial Reinsurance
Einancic‘z"li Insuran&fr. 5 TRE

Financial Reinsurance

Case Study: Financial Reinsurance versus Traditional Reivisurance

Structuring the Market Proposal for a Finite Risk Cover

© 0o N O O

Finite Risk Covers in Mergers and Acquisitions and Discontinued Lines
The Five Types of Finite Risk Agreements : 11



CHAPTER TWO 15

ACCOUNTING CONSIDER ATIONS

Defining “True” Reinsurance 16
Traditional Reinsurance Accounting 17
AiCPA Statement of Position: Now Withdrawn 17
Tjrpes of Risk that May Be Transferred in an Insurance Contract 18
FAS 113 19
FAS 113: An Introduction 19
FAS 113: A Summary 20
FAS 113: An Analysis ' 22
Accounting Standards for Recognition of Revenues and Costs ' 25
Claims-Made Policies as Retroactive in Nature 28
Additional Guidance To Come 29
EITF 93-6 31
Catastrophe Cover 31
Summary of EITF 93-6: “Accounting for Multiple-Year 31
Retrospectively Rated Contracts by Ceding and Assuming Enterprises”
RRCs versus Traditional Retro-Rated Covers ' 37
Accounting for RRCs 39
Accounting for Definite Term RRCs | 40
Ddiﬂite Term RRCs 40
Indefinite Term RRCs 44
Case Study: Accounting Treatment for Finite Risk Agreements — A Loss Portfolio Transfer Agreement 50
EITF 93-14 52
Insurance Futures 7 53

ii A Practical Guide to Finite Risk Insurance and Reinsurance



CHAPTER THREE 59
TAX CONSIDERATIONS
What Is Insurance? 60
Deductibility of Amounts Paid as Insurance”Premiums” . 60
“Incurred Loss” in Computing Taxable Income ’ | + 61
Risk Shifting and Risk Transfer as Essential Elements of Truet Ins,ulr_ance § 62
Retroactive Insurance Arrangements 63
Attempts by the Federal Courts To Define Insurance and Transfer of Risk 66
and the Potential Influence of FAS 113 on the Courts' Thinking
Federal Tax Law's Reliance on NAIC AnnualReport Forms 69
Discounting of Loss Reserves _ 70
Recharacterization of Reinsurance Agreements by the IRS 72
Determining the Significance of a Tax Avoidance Effect 73
CHAPTER FOUR 75
REGULATORY CRITERIA  AND LEGAL REQUIREMENTS
Drafting Issues in the Area of Insurance Regulations 75
Finite Risk 76
New York Insurance Law: Loss Portfolio Transfers (Regulation 108, .78
CHAPTER HVE 83
FINANCIAL QUOTA SHARE AGREEMENTS
A Typical Transaction Without a Financial Quota Share and With a Financial Quota Share 83
Pricing Techniques 87
Financial Quota Share Agreement—Summary 88
Financial Quota Share Agreement—Annotated 89

A Practical Guide to Finite Risk Insurance and Reinsurance

it



CHAPTER SIX 99
LOSS PORTFOLIO TRANSHR AGREEMENTS

The Transaction 99
Pricing 100
Loss Portfolio Transfer Case Study 101
Premium and Loss Methods of Accounting for Loss Portfolio Transfer 105
Sample Loss Portfolio Transfer Agreement 108
CHAPTER SEVEN 117
RETROACTIVE AGGREGATE EXCESS OF LOSS AGREEMENTS

Case Study 117
Summary of Typical Provisions in a Retroactive Aggregate Excess of Loss Agreement 118
Type of Agreement: Retroactive Aggregate Excess of Loss 119
Annotated Text of a Sample Retroactive Aggregate Excess of Loss Agreement 120
Another Annotated Example of a Retroactive Aggregate Excess of Loss Agreement 124
CHAPTER EHGHT 129
PROSPECTIVE AGGREGATE EXCESS OF

LOSS (SPREAD LOSS COVER) AGREEMENTS

Case Study: Prospective Aggregate versus Retroactive Aggregate Agreement 130
Prospective Aggregate Excess AgreeﬁiéﬁfLSummary 133
Summary of Another Prospective Aggregate Excess of Loss Agreement 135
Safety-Net Agreement 136

iv A Practical Guide to Finite Risk Insurance and Reinsurance



CHAPTER NINE 139
TIMEAND-DISTANCE POLICY THE

AGREEMENT OF THE LONDON MARKET

Time-and-Distance Policy—Annotated 140

.4y

FNANCIAL INSURANCE: FINITE RISK PROTECT!
FOR INSUREDS, SELFINSUREDS. AND THER

CHAPTER TEN 149
HNANCIAL INSURANCE PRODUCTS FOR

CORPORATIONS AND SELFFINSURED POOLS AND FUNDS

Major Characteristics of Financial Insurance 150
Blending Products 153
Sample Commutation Clause 154
Example of Loss Portfolio Agreement 156
CHAPTER ELEVEN 157
HNANCIAL INSURANCE CASE STUDIES. ANALYZED .-

A Practical Guide to Finite Risk Insurance and Reinsurance v



SECTION THREE

163
- AINANCIAL REINSURANCE: FNITE RISK
PROTECTION FOR CEDING INSURERS
CHAPTER TWELVE 165
REASONS FOR BUYING HNANCIAL REINSURANCE
Surplus Enhancement/Surplus Relief 166
Reducing the Cost of Traditional Reinsurance 166
Reducing Potential Exposure from Adverse Loss Reserve Development 167
Stabilizing the Ceding Insurance Company's Combined Ratio 167
Providing Protection from Losses from Uncollectible Reinsurance Recoverables 168
Providing Protection for an Insurance Company Retiring from a Particular Line of Business 169
Providing Protection for a Self-Insured Corporation Winding Down 169
Its Claims Operation and Permitting a Captive Insurance Company
To Withdraw from Writing Third-Party Business
Assisting in the Merging and Acquisition of Insurance Companies 170
CHAPTER THIRTEEN 171
BLENDING “TRADITIONAL” AND FNITE RISK COVERAGE
TO CREATE “BLENDED/INTEGRATED” INSUR ANCE
Integrating Finite Risk Covers and Traditional Insurance To Satisfy the 172
Insurance Needs of Large Corporations: Integrated and/or Blended Insurance
Two Forms of Traditional Reinsurance and Financial Reinsurance 174
Pro-Rata Form of Reinsurance 174

Vi A Practical Guide to Finite Risk Insurance and Reinsurance



Excess of Loss Form of Reinsurance 176
Case Study: Using a Blended/Integrated (Re)Insurance Program To Create 178
a Finite Risk Liability Insurance Program for a Corporate Buyer of Insurance
CHAPTER FOURTEEN 18C
REDUCING THE COST
OF TRADITIONAL REINSURANCE
Traditional Reinsurance Products 183
Pro-Rata 183
Excess of Loss 184
Case Study: A Traditional Casualty Excess of Loss Reinsurance Program 184
Spread Loss Financial Reinsurance Agreement 185
Prospective Aggregate Agreement 186
CHAPTER HFTEEN 189
FINANCIAL REINSURANCE CASE STUDIES ANALYZED
Case Study One: Surplus Enhancement Agreement 189
Case Study Two: Financial Reinsurance Quota Share Agreement 192
Case Study Three: Loss Portfolio Transfer Financial Reinsurance Agreement 194
Case Study Four: Prospective Aggregate Financial Reinsurance Agreement 195
Non-Insurers in Financial (Re)lnsurance ' 197

A Practical Guide to Finite Risk Insurance and Reinsurance

Vii



CHAPTER SIXTEEN

199

HNANCIAL REINSURANCE CASE STUDIES—
ACTUAL TEXT OF MAJOR MARKET TRANSACTIONS

Case Study One: Aggregate Excess of Loss Reinsurance Contract
Between Lincoln National Health & Casualty Insurance Company
and National Reinsurance Corporation
Case Study Two: Assumption Agreement Between Federated Investors,
The Standard Fire Insurance Company and Aetna Life and Casualty Company
Case Study Three: Reinsurance Agreement By and Between Centre Reinsurance
Company of New York and Constellation Reinsurance Company
Case Study Four, Part A: Aggregate Excess of Loss Reinsurance Agreement Between
American Re-Insurance Company and Aetna Casualty and Surety Company
Case Study Four, Part B: Aggregate Excess of Loss Retrocession Agreement Between
Aetna Casualty and Surety Company and Aetna Life and Casualty Company
Case Study Four, Part C: Release and Commutation Agreement Between American
Relnsurance Company and Aetna Casualty and Surety Company, Aetna Life
and Casualty Company, The Standard Fire Insurance Company,
The Automobile Insurance Company of Hartford, Connecticut, Aetna Casualty
and Surety Company of lllinois, and Aetna Lloyd's of Texas Insurance Company
Case Study Four, Part D: Cut-Through Endorsement to the
Aggregate Excess of Loss Reinsurance Agreement Between American
Re-Insurance Company and Aetna Casualty and Surety Company
Case Study Five: Reinsurance Agreement Between Transamerica
Insurance Company and ARC Reinsurance Corporation
Case Study Six: Asset Purchase Agreement By and Among Vik Brothers
Insurance, Inc., American Reliance Group, Inc., American Reliance
Insurance Company and American Reliance Casualty Company
Exhibit A: Assumption Reinsurance Agreement—American Reliance
Insurance Company, American Reliance Casualty Company, State
Capital Insurance Company and LMI Insurance Company
Exhibit B: (Binders for) Quota Share and Excess of Loss
Property Treaties and Portfolio Transfer

200

209

212

228

253

255

260

264

289

360

372

viii A Practical Guide to Finite Risk Insurance and Reinsurance



APPENDIX 377

USING FINANCIAL REINSURANCE IN A LEVERAGED PROPERT ¥
CASUALTY INSURANCE COMPANY ACQUISITION

A Practical Guide to Finite Risk Insurance and Reinsurance iX



SEC TION ONE

INTRODUCTION TO HNITE RISK COVERS

In this Section, we introduce the general topic of finite risk and review
in detail the basic acounting, tax, and regulatory requirements affecting all
such covers. -

In Chapter One, after defining finite risk and distinguishing its two
principal subcategories, financial insurance and financial reinsurance, we
identify characteristics common to both. We then analyze, in Chapter
Two, the all-important accounting rules promulgated by FASB for finite risk
transactions. We review thoroughly the rule controlling the proper deter-
mination of what constitutes a sufficient degree of “risk transfer” as to per-

mit a contract to be proerly accounted for as reinsurance

and FASB's recently adopted position regarding multiyear

funded reinsurance contracts. We finish with an analysis of

accounting for various finite risk agreements.
Because favorable tax treatment is a highly important ele-
[ . —

ment in the economic viability of finite risk arrangements, we

review in Chapter Three the basic concepts used in com-
puting tax benefits. These include gross income, tax-

able income, discounting of loss reserves, and reallo-

cation. We also look at the federal courts' efforts to K

define “insurance” and “transfer of risk” in determin-
ing what is properly deductible as an insurance pre-
mium, the potential influence of FASB's various pro- /|
nouncements on the courts' thinking, and the power of

the Internal Revenue Service to recharacterize or adjust fi-
nancial reinsurance deals to “properly reflect income” between re-

lated parties involving items affected by a reinsurance agreement.




In Chapter Four, we look at the more important drafting issues that
arise in the context of insurance regulations, using, as a handy guide, the
best-known example of regulation in the finite risk field, New York's Reg.

108 (Loss Portfolio Transfers).

Chapters Five through Nine are devoted to the five basic forms of finite

Introduction to risk agreements. Although they are primarily geared to financial reinsurance
Finite Risk Covers transactions (still the most frequently encountered type of finite risk trans-
action), their provisions are easily adapted to financial insurance deals as

well.
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