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Finite Risk (or Financial) Reinsurance

The recent inquiries into accounting practices at AIG have caused a great deal of press comment
about finite reinsurance, not all of it accurate, and so we thought that our readers might be
interested in a little more background to this type of transaction from the old greys who make up
TGP. We will not, incidentally, be looking at the question of how AIG managed its smooth
upwards progression of earnings year on year, in what is a notoriously cyclical business, nor the
analysts’ lack of comment on this phenomenon.

The earliest type of so-called finite risk arrangements that any of us can recall were fairly simple
affairs. They consisted of nothing more than the effective recognition of future investment
income, similar, in essence, to the idea of discounting reserves. They were useful to Lloyd’s
syndicates writing long tail business. This was because the traditional type of Lloyd’s syndicate
was characterised by the concept of the annual venture; the result of the fact that a syndicate’s
membership would change from year to year, and so the preservation of each year’s accounts, in
discrete form, was needed to ensure equity amongst members. Each accounting period was
closed two years after the end of the underwriting year and a result was then declared.

The nature of long tail business is such that the premiums remain with the underwriter for a long
time, much longer than three years, until all the claims are ultimately paid. The amounts so
retained, as a reserve against the ultimate claims payments, form the major part of the technical
reserves of an insurer (the balance is unearned premium and, if necessary, unexpired risk
reserve) and are an important source of investment income. Indeed, when interest rates were
high, this investment income could constitute over 100% of the profit for long tail classes.. For
an incorporated body with an indefinite lifespan, the year of origin of the monies comprising the
technical reserves is not critically important. Insurers sometimes refer to this reserve as ‘the
rolling fund’ and Warren Buffet calls it ‘the float’. Both terms recognise the reserve’s continuing
nature. But for a traditional Lloyd’s syndicate absolute precision in allocating this income to the
appropriate underwriting year was essential.

At the syndicate’s closing date two major variables remained: provision for IBNR and likely future
investment income on established reserves. The former was traditionally dealt with by reinsuring
into the next underwriting year (known as ‘reinsurance to close’). But whereas a regular
insurance company could wait to see how the investment income turned out and reflect this in its
ongoing trading figures, Lloyd’s syndicates were forced to declare a fixed point result, and few, if
any, had the investment expertise to manage the difficult matching problems that would arise
with the running off of each discrete year. Of course, the syndicate underwriter could choose to
deal with this by discounting the reserves for reinsurance to close by anticipated investment
income, but this would push added uncertainty onto the reinsuring year.



A way around these difficulties was to arrange what was called a ‘time and distance treaty’ with a
reinsurer. In practice the syndicate’s reserved losses would be transferred to a reinsurer for a
premium of something less than the total amount of the reserves. This premium would
recognise the expected future investment income that the premium would produce, as well as
the reinsurer’s profit requirements. The difference between the amount of the reserves
transferred and the premium paid to the reinsurer was thus made available as profit for payment
to the syndicate members. A feature of such arrangements was that the maximum amount
recoverable from the reinsurer could not exceed the stated amount of the reserves transferred to
it. This was because reinsurers would not pick up the under-reserving risk, which had to be dealt
with as part of the reinsurance to close.

It was sometimes argued that this type of reinsurance was ‘risk free’, but it was not. In
calculating the premium the reinsurer would take a view on the likely timing of claims payments
and organise a matching investment programme. If actual payments were made more quickly
than anticipated the reinsurer would not receive the amount of investment income anticipated. A
problem could also arise if sufficiently long-dated securities were not available to cover the whole
anticipated programme period, leaving the reinsurer exposed if coupon rates for later issues
turned out to be less than expected when the premium was fixed (known as the reinvestment
risk). In time reinsurers would seek to mitigate this exposure by specifying, in the treaty
wording, the actual timing and amount of payments to be made, irrespective of the actual
underlying claims payments pattern.

It will be noted, in the case of a time and distance treaty, that arrangement of the reinsurance
permitted the freeing up of investment income for profit with no ongoing risk to the cedant. It
was also observed that the ability of incorporated insurers to run reserves forward from one year
to the next made similar arrangements unnecessary for them.

But accounting regulations vary across jurisdictions, some would allow insurers to discount
reserves and others would not. An insurer not allowed to discount reserves could achieve the
same effect via a finite risk reinsurance programme in a similar way to that described for Lloyd’s,
and thus present its results in a more favourable light. Of course, if the reinsurer’s accounting
treatment matched that of the cedant, it would book a loss in the year that the business was
written, because the losses transferred to it would exceed the premium paid, and the true profits
would emerge only much later. Writing a number of such deals, year after year, would risk
damaging the reinsurer’s balance sheet to the extent that it could be forced out of business. One
response to this was to locate such reinsurers in jurisdictions that would allow the recognition of
the ultimate profit at a much earlier stage.

As transactions became more sophisticated multi-year contracts were developed. Such a deal
might purport to take a large volume of liabilities off a cedant at a comparatively modest
premium, producing a substantial profit for the cedant in the year in which the reinsurance was
arranged. But the treaty would also require the cedant to continue to pay premiums to the
reinsurer until the reinsurer had received all its money back plus a profit. Not only would such
arrangements boost the profits of the cedant but, more dangerously, they could also make its
solvency position appear far better than it actually was, or even make a technically insolvent
insurer appear solvent.

Again there was scope for an accounting mismatch, because the cedant might book only the first
year's premium against the whole recovery, making no provision for subsequent years, whereas
the reinsurer would book the full premium due over the multi-year period. It is not too difficult
to imagine how the skilful use of such arrangements could mask volatility in the results of an
insurer, as long as the industry downcycle roughly matched the previous upcycle.



Reinsurance contracts can be complex documents, especially when clarity is not the principal
objective of the drafter. Even so, a diligent auditor may spot the continuing obligation of an
insurer under a multi-year arrangement and insist upon its being accrued for in the company’s
accounts. If this would defeat the object of the arrangement (which could certainly be true in
some cases) a way round the problem was to have no mention of the renewal obligation in the
treaty itself, but to make this commitment the subject of a separate document, referring to the
treaty but not actually mentioned in it. Such documents, often called ‘side letters’, might never
be disclosed to an auditor.

Much recent comment has focussed on the correct way of accounting for these arrangements
(with the inevitable calls for ‘transparency’, a word that is open to at least as many
interpretations as ‘nice’) often referring to them as ‘loans’. The concise OED defines a loan as
‘something lent, esp. a sum of money to be returned normally with interest’. A loan can take the
form of tangible property, of course, however we are not talking about that here. But if liabilities
are taken off a balance sheet for a premium, what exactly is being lent? The use of a balance
sheet that is not going to be given back? In the case of the simple time and distance treaty,
referred to at the start of this article, where the future investment income risk has been
irrevocably shifted, it is not easy to see why any special accounting treatment should be thought
necessary.

In the case of an ongoing premium commitment, this probably needs recognition but the amount
of it will depend on the ultimate cost of the transferred losses, which cannot be known with any
certainty at the outset. Even so, to use the term ‘loan’ is hardly appropriate when the whole
transaction may be cash-positive from the reinsurer’s standpoint, for much of the time. And the
reinsurer is still left with the cedant insolvency risk, although the use of escrow accounts or
letters of credit might provide some relief.

A complex subject by any standards, and probably some of our readers will have encountered
other types of contracts based on the same idea. We are not going to suggest how best to
account for them, but we would have thought that someone would have done so by now. After
all, they have been around for long enough.
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