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gmail.com) or Ronald Poon-Affat
(rpoonaffat@rgare.com).
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Chairperson’s Corner

By Michael Mulcahy

ccording to our mis-

sion statement, the

Reinsurance  Section
has the “overriding objective
of enhancing the understand-
ing of reinsurance for all our
stakeholders, actuarial as well
as non-actuarial.” Below is a
summary of what the section
has achieved towards that goal
this year.

e The Reinsurance Section
sponsored or co-sponsored
13 different sessions with
content pertinent to reinsur-
ance at SOA meetings.

e We put on a Reinsurance
Boot Camp held after the

Life and Annuity Sympo-

sium.

® The section provided fund-
ing for research projects on
term conversion mortality,
living benefits riders, earn-
ings emergence, and reten-
tion management.

¢ LEARN, our program to ed-
ucate regulators, gave sem-
inars to six states and two
foreign jurisdictions.

® Webcasts were presented
on accelerated underwriting
and living benefits.

In order to do an even better
job of educating our stakehold-

ers in the future, we surveyed
our membership to get a better
understanding of who we are.
Below are some results from
the survey. Of course, the re-
sults only reflect the portion of
our members who responded.
So to entice you all to reply, we
also held a contest to predict
currency exchange rates. Con-
gratulations to John Nussbaum,
the Reinsurance Section King
of Currency. John won a $100
Amazon gift card for predicting
the U.S. Dollar to Canadian
Dollar, Chinese Yuan, and Euro
exchange rates to within 62 ba-
sis points

Of members who responded:

® 81 percent were from the
U.S. and 10 percent from
Canada.

® 42 percent work for a rein-
surer, 38 percent a direct
writer, 13 percent a consul-
tant, and 7 percent other.

® 32 percent work in Pricing,
23 percent Valuation, 7 per-
cent as a broker or Consul-
tant, 5 percent in treaty/
administration, and 33 per-
cent other. A wide range of
practice areas were listed as
“other.” The most common
were risk management (4
percent), senior manage-
ment/executive (3 percent),
and research (2 percent).

® 23 percent never use Linke-
dIn. 30 percent use LinkedIn
between two and five times
a month, and 18 percent use
it more than once a week (6
percent use it daily).

With my term on the Reinsur-
ance Section Council ending, I'd
like to thank all the volunteers

who worked on the section’s
initiatives. There isn’t enough
space to name all the volunteers
that help with sessions, webi-
nars, LEARN presentations and
other programs, but your ser-
vice is invaluable to the council.
I'd like to give a special thanks
to Marc Cagen, a friend of the
Council, for all his work orga-
nizing the section survey, and to
Rick Lassow and Scott Camp-
bell, for their time and efforts
over the last three years as Sec-
tion Council members.

I’d like to welcome our three
newest council members elect-
ed this year: Mike Kaster, Tim
Paris, and Katrina Spillane.
Perhaps I should say our two
new members, and one old one.
Mike Kaster is returning to the
council after a one-year “hia-
tus,” during which he organized
the Reinsurance Boot Camp for
the council. And best of luck to
Dustin Hetzler, the new chair-
man of the Reinsurance Section
Council—You’ve been a great
help throughout the year, and
I’'m sure the Section will con-
tinue to meet its mission under
your leadership. B

Mike Mulcahy,

FSA, MAAA, is vice
president, Marketing
with Canada Life
Reinsurance in

Blue Bell, PA. Mike
can be reached at
mike.mulcahy@
canadalifere.com.
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The Untouchables

By Ronald Poon-Affat

The views expressed in this article are solely those of the au-
thor and do not reflect the views of either his employer or the

Society of Actuaries.

“Uber; the world’s largest taxi
company, owns no vehicles. Face-
book, the world’s most popular
media owner, creates no content.
Alibaba, the most valuable retail-
er, has no inventory. And Airbnb,
the world’s largest accommoda-
tion provider, owns no real estate.
Something interesting is happen-
ing.” — Tom Goodwin, senior
vice president of strategy and
innovation for Havas Media
North America.

front cover from the

Economist lauded the

four consumer Internet
giants that are engaged in com-
bat which is worthy of a Game
of Thrones end of season ep-
isode. They were named as
Facebook, Google, Apple and
Amazon. It was quite amazing
to think that House Microsoft
did not even make the cut. The
innovation war does not allow
anyone to rest on one's laurels.

Speaking of innovation, In
February 1688, Edward Lloyd’s
Coffee House in Tower Street
was referred to for the very first
time in the London Gazette.
Was this really the last time
that reinsurers had an innova-
tive idea? If it was, then Edward
still lost points for not leverag-
ing the idea and starting a Star-
bucks-like coffee chain across
the British empire.
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I believe we can divide the
new Internet-driven technol-
ogies and businesses that are
challenging existing businesses
into two categories: those that
sit comfortably next to existing
companies, such as Amazon and
Wal-Mart; and those that have
largely wiped out their com-
petitors, such as online music
streaming services. (I was made
to feel very antediluvian when I
recently learnt that major mu-
sic labels no longer produce
CDs, opting for digital-only
music sales.)

Why have traditional reinsur-
ers not been materially changed
or challenged by the new risk
transfer techniques that are
backed by venture capital or
private equity funds? Is there
really an impregnable moat
that protects our industry from
change? Or, could it be due to
any of the following items:

* Risk transfer is complicated
and can’t be challenged eas-
ily by new companies/con-
cepts.

e The
change is already efficient
enough.

risk transfer value

* Regulation, tax law and capi-
tal arbitrage protect reinsur-
ance product offerings.

* Reinsurance is sufficiently
essential to insurance mar-
kets as to make it irreplace-

able.

® Insurers are satisfied with
the current markets, which
they see as stable.

* The business of reinsurance
is antifragile (as defined by
Nassim Nicholas Taleb, who
defines antifragility as a state
greater than resilience—a
state where entities experi-
encing shocks actually bene-
fit from them).

* Reinsurers are led by execu-
tives who have a follow-the-
herd mentality and/or em-
brace the present too tightly.

* Reinsurance company share-
holders are not pushing rein-
surers to innovate.

I would respond to all
these items with a resound-
ing “I don’t think so!”

Let's now consider a few trends
related to our clients:

* A lot of merger and acqui-
sition activity is currently
taking place. Insurance com-
panies are getting bigger and
retentions are increasing,
which is shrinking reinsur-
ance premiums.

® The average age of the ca-
reer life insurance sales agent
is rising fast, which means
that as a cohort, agents are
falling out of sync with those
who comprise their primary
target market: young indi-
viduals.

¢ If and when driverless cars
become a reality (since cars
sit idle 97 percent of the
time), self-owned cars may
become a thing of the past,
which will kill the car insur-
ance market as we know it.

* Some clients are already
looking to the capital mar-
kets for risk transfer solu-
tions for catastrophe and
longevity. The world’s top
reinsurers, however, have
not investigated this avenue.

Even if no new players are en-
tering the risk transfer market,
the four trends cited above
should convince us that the
reinsurance market is not un-
touchable, and should have us
concerned about how we can
reinvent our present business
model and product offerings.

What really confirms the re-
insurance industry’s lack of
risk transfer innovation is how
leading reinsurers are pros-
pecting and selling in their
newest markets. None have
used the opportunity of enter-
ing a new reinsurance market
to introduce or leverage a new
offering or business model. If
reinsurers had developed some
innovations, emerging markets
might have provided perfect
opportunities to leapfrog the
old and showcase the new. But
sadly it's business as usual—
same old, same old.

Reinsurers today might very
well be working on innovative
ways to transfer risk, but lim-
iting investment in research
and development in this area
will not enable a major break-
through. I would like to suggest
that the main culprit for this



lack of investment in innovation
might be the industry’s fixation
on “quarterly capitalism,” or
a focus on short-term results.
The reinsurance industry might
be too wary to shell out the big
bucks necessary to fund alter-
native risk transfer models that
may, at best, only pay off in the
long run.

Nonetheless, I believe the re-
insurance market will eventu-
ally be impacted dramatically
by a new and innovative way
of doing business. The ques-
tion is: will the innovation be
a complement, as Airbnb is to
traditional hotels, or a disrup-
tor such as Netflix, which killed
Blockbuster but sits happily
next to cinemas? Right now
that’s hard to say.

RS ATAS
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Change will definitely come,
whether the traditional rein-
surance market embraces it or
not. It has to: the reinsurance
market is huge, representing
US$570 billion in capital, and
it is profitable, representing a
tempting opportunity. Indeed,
for many years, Warren Buffet
extolled this industry, trum-
peting his reinsurance invest-
ments (although The Wall Street
Journal recently reported that
even Berkshire Hathaway is
reassessing its exposure to the
sector). Nonetheless, at some
point, a new player is going to
take notice of the industry and
innovate, and traditional rein-
surers, unfortunately, may have
little influence over events and
no control of the consequences.

So, it's not if, but when. The
only question is which of the
seven kingdoms will be the
first to be materially impacted.
Here I refer to the seven realms
of Life, P&C, Reinsurers, Ret-
rocessionaires, Brokers, On-
Shore and Off Shore. Who will
be left standing at the end?

Winter is coming. l

This editorial’s inspiration
came from a presentation by
IE Business School (Madrid,
Spain) Professor Eloy B. Gar-
cia on Geopolitical Challenges
in a Multipolar World. A fasci-
nating Q&A session with Pro-
fessor Garecia is included within
this newsletter.

Ronald Poon- Affat,
FSA, FIA, MAA, CFA, is
VP and director with
RGA Reinsurance Co.
He can be contacted
at rpoonaffat@rgare.
com.
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Brazilian Reinsurance
Market Research Report

By Ronald Poon-Affat

The views expressed in this article are solely those of the au-
thor and do not reflect the views of either his employer or the

Society of Actuaries.

odrigo Botti is the CFO
Rand COO of Terra Brasis
Re. Terra Brasis Re is a
local multi-line Brazilian Rein-
surance company operating since
2012. Terva Report is a compre-
hensive report that analyses and
provides insightful comments re-
garding the Brazilian reinsurance
market on a quarterly basis both
in English and Portuguese. It is
akin to a financial report provid-
ed by the Investment houses on
specific industries and 7ervu Re-
port has received high praise both
within Brazil and internationally.
The SOA Newsletter Reinsurance
News recently interviewed Ro-
drigo on the development of this
report.

WHEN DID YOU

START? WHAT IS THE
FREQUENCY?

We published the first edition
of Terma Report in December
2010. At the time, we were at
a pre-operational phase, still
waiting for the approval from
Brazil’s regulatory superinten-
dence—Susep.

We publish the report on a
quarterly basis. I must confess
though, that in the first two
years, we had some issues and
only managed to publish three
editions in each of those years.

We publish all editions in both
a Portuguese and an English
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version. All the material is fully
available at our webpage.

HOW DID YOU COME UP
WITH THE IDEA FOR THE
REPORT. WHAT INSPIRED
YOU?

Terra Brasis’ business model
is strongly based on the belief
that a reinsurer is more than
just a capacity provider. A re-
insurer must be a long-term

partner and a service provider
to the insurance industry.

With that in mind, we devel-
oped several initiatives that we
believed would add value to our
clients and partner. Térra Report
was one of them.

HOW DID YOU USE

YOUR BACKGROUND IN
FINANCE TO PRESENT
THE ANALYSIS?

Back in 2001 I worked at the
research department of a top
investment bank. It was an ex-
ceptional team, ranked #2 in
Emerging Market Fixed In-
come Research by Institutional
Investor Magazine.

It was a great experience at a
very interesting time. Interna-

tional fixed-income investors,
who up to that point only in-
vested in Emerging Market
External Debt, were starting
to explore Emerging Market
Local Debt and other onshore
investment products. To do so,
they had to learn—and learn
fast—about the peculiarities
of the financial market of each
individual emerging market
country. One of our main roles
was to educate these investors
about this new investment
frontier.

This experience helped with the
development of Terra Report. 1
do see a parallel between these
situations, as currently Brazilian
insurance and reinsurance pro-
fessionals are eager to keep pace
with the new dynamic of the




country’s reinsurance market
and International professionals
need to learn more about this
fast growing market.

HOW MUCH EFFORT
ISPUT INTO THE
DEVELOPMENT OF THE
REPORT?

There is considerable effort,
but it is a very fulfilling job.
We have a relative small team
cracking the numbers, devel-
oping the analysis and putting
together the report. Neverthe-
less, we try to engage the whole
company in this effort. Before
we publish each edition, we cir-
culate a draft among manage-
ment. We discuss the results in-
ternally and many times change
and try to improve the report
based on these discussions. In
addition, for each edition we
try to bring something new or
a particular analysis.

Lastly, after we publish each
edition we do a large meeting
with the whole company, pre-
senting the results. It is a great
way to keep everyone up to
date with market development
and at the same time to test
your conclusions.

WHAT ARE SOME
KEY/INTERESTING
OBSERVATIONS ABOUT
BRAZILIAN REINSURANCE
MARKET?

For one thing, it is not a boring
place. There is always some-
thing new, something changing.

Jokes aside, the Brazilian Rein-
surance market is a very dynamic
market, with great long-term
potential. One should not un-
derestimate the magnitude of
the transformation the Brazil-
ian market went through. In the

space of five years, the Brazilian
reinsurance market went from
an IRB monopoly to one with 16
local and more than 100 foreign
entities authorized to do business
in the country. Moreover, the
transition happened without any
meaningful disruption and with
significant benefits to cedants. It
was a case study success.

One other interesting point is
that the current reinsurance
environment in Brazil is not ho-
mogeneous relative to the play-
ers involved. We currently have
in the market Global, Regional
and Local reinsurers competing,
which to me translates into a
very healthy environment, with
clear benefits to the final con-
sumers and the Brazilian society.
It would have been disappoint-
ing if an IRB monopoly had
been replaced by an oligopoly,
dominated by the handful of the
top Global Reinsurers.

DO YOU HAVE
DIFFICULTIES WITH THE
DATA?

Yes. As with the production of
any market report, there are
challenges in compiling data.
We use in great part the data
provided by the Brazilian Insur-
ance Regulatory body, Susep.
We are immensely grateful
to them for making this data
available to the public. It is a
great tool, not only for us, but
also for all market participants,
which is only made possible by
Susep’s significant efforts.

The main challenges to the
data analysis arise from the
somewhat complex structure
of the Brazilian insurance and
reinsurance market. Account-
ing standards, for instance,
have changed over time and

therefore one must be very
careful when trying to con-
struct historical series. In my
opinion, a great part of the
Terra  Report’s value comes
from the process of working
through the raw data to create
valuable information.

DO YOU RECEIVE
NEGATIVE/POSITIVE/
SURPRISING FEEDBACK
FROM THE MARKET?
WHAT ARE YOUR PLANS
FOR THE REPORT?

We have been receiving some
very positive feedback. Ter-
ra Report is now distributed to
more than 2,000 professionals
in 25 countries and is avail-
able at our webpage. We also
have been quoted and we have
written articles to several well
respected magazines in both
Brazil and abroad, which makes
us quite proud.

We have no immediate plans
for changing the report. We
have actually been focused in
other initiates. Two year ago,
we developed a Brazilian Nat-
ural Catastrophe map, which
we believe is the first in the
industry dedicated solely to
Brazil. Last year we created an
interactive electronic version of
this map, now available at our
webpage. This year, what we
have been working in is a new
project, now close to comple-
tion, which we believe will fill
another gap of the Brazilian
Reinsurance Market. Unfortu-
nately, I cannot elaborate fur-
ther at the moment.

WHAT ARE YOUR
OBSERVATIONS ABOUT
THE DEVELOPMENT OF
THE BRAZILIAN MARKET?

It looks like we are heading to

another bumpy year in Brazil.
We are currently compiling the
data for the June 2015 edition.
Premium volume continues
to grow at a healthy pace, but
results are deteriorating. The
Loss Ratio of all Local Rein-
surers combined reached 85
percent (123 percent exclud-
ing IRB) against 60 percent (70
percent excluding IRB) regis-
tered in the same period of the
previous year.

On the positive side, we are see-
ing significant growth in the
premium ceded from insurance
companies outside Brazil to lo-
cal Brazilian reinsurers, which
demonstrates that the interna-
tionalization strategy of some lo-
cal reinsurers is working. We do
see, in the short term, Brazil as a
regional reinsurance hub. M

The reports are set out at htep://
www.terrabrasis.com.br/en/Re-
port/. Rodrigo Botti is based in
Sao Paulo, Brazil and his con-
tact email is rodrigo.botti@terra-
brasis.com.br

Ronald Poon-
Affat, FSA, FIA,
MAA, CFA, is VP
and director with
RGA Reinsurance
Co.He can be
contacted at
rpoonaffat@rgare.
com.
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Impacts of AG 48

By Keith Bucich, Francis Rahil and John Shaw

ctuarial Guideline XL-

VIII (AG 48) is effective

as of Jan. 1, 2015 for
XXX and AXXX! business ced-
ed to a captive reinsurer. This
article provides an overview of
AG 48 and an illustrative exam-
ple of how AG 48 could impact
asset requirements and related
costs for companies that use
captives to finance redundant

XXX and AXXX reserves.

AG 48 introduces several new
concepts for the ceding of this
type of business to a captive re-
insurer:

a. Actuarial Method

b. Primary Security

c. Required Level of Primary
Security

d. Other Security

Using an illustrative universal
life product with a secondary
guarantee (ULSG), we will
demonstrate each of the above
concepts and its applicability
as of Jan. 1, 2015. These new
concepts will be compared to
the same product prior to AG

(1) ULCRVM
(2) AG 38
(3) Ceded reserve (2) - (1)

(4) Economic reserve’

(5) Retained reserve +economic reserve: (1) + (4)

(6) Amount financed/redundant reserve: (2) - (5)
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48 being effective showing the
difference between the pre AG
48 asset financing and the post
AG 48 asset financing.

BACKGROUND

Due to perceived redundancies
in statutory reserves for level
premium term and universal
life products with secondary
guarantees (ULSG), some com-
panies that sell these products
have utilized a captive reinsur-
ance financing structure. Using
captives lessens reserve strain
and frees up surplus that can be
used to invest in new products
or acquisitions, improve RBC
ratios, or increase distributions
to shareholders.

Currently, under one common
financing structure, the as-
sets supporting the first layer
of statutory reserves ceded to
the captive consist of securi-
ties such as bonds, stocks, and
mortgages. This first layer of
reserves is sometimes referred
to as the economic reserve?’
and is generally based on best
estimates around cash flows

for benefits, expenses and pre-
miums associated with the risk
being reinsured, potentially
with some added provision for
risk. The assets supporting the
economic reserve are usually
held in trust or in a coinsur-
ance funds withheld arrange-
ment for the ceding company.
The assets needed to support
the remainder of the statutory
reserve (often referred to as the
redundant reserve) are financed
using alternative means such as
letters of credit. Before AG 48,
there was no uniform guidance
for the calculation of the eco-
nomic reserve and no require-
ments for the types of assets
that had to be held to support
the economic reserve.

However, as of Jan. 1, 2015, re-
serve financing arrangements
utilizing captives or special
purpose vehicles are subject to
AG 48, which prescribes the
Required Level of Primary Se-
curity based on the Actuarial
Method, a modified version of
VM-20, and the asset classes
that can be held as Primary Se-
curity.

ACTUARIAL GUIDELINE 48
On Dec. 16, 2014, the NAIC
Executive Committee and Ple-
nary adopted AG 48 effective
Jan. 1,2015. The purpose of the
guideline is to establish uniform
standards for XXX or AXXX
reserve financing transactions
utilizing captives or special pur-

pose vehicles. AG 48 addresses
the types and amounts of assets
that need to be held as security
under the reinsurance contract,
on a funds withheld, trust, or
modified coinsurance basis.
Also, it establishes additional
requirements for the actuarial
opinion for reserve financing
transactions. AG 48 applies to
treaties entered into (or new
business added to existing trea-
ties) after Dec. 31, 2014.

AG 48 specifically applies to fi-
nancing arrangements for term
life insurance business subject
to the Valuation of Life Insur-
ance Policies Model Regula-
tion (Model 830 or Regulation
XXX) and universal life insur-
ance business subject to Actuar-
ial Guideline XXXVIII (AG 38
or AXXX). AG 48 is not limit-
ed to transactions involving a
captive structure. Any reinsurer
that does not meet one of the
exemptions® and reinsures pol-
icies with Regulation XXX/AG
38 reserves will be subject to
the new rules.

For ULSG, when the secondary
guarantee risk is ceded, the ced-
ing company will typically take
a reserve credit for the excess
of the AG 38 reserve over the
reserve for the base UL policy
(UL CRVM). For transactions
prior to AG 48, the company
calculated an economic reserve
and the redundant reserve. The
economic reserve calculation

Year5 Year 10 Year 15 Year 20 Year 25 Year 30
$36,167 $62,924 $58,217 $37,389 $9,404 S0

52,929 80,942 79,082 64,824 43,276 17,890
16,761 18,018 20,865 27,434 33,872 17,890
0 759 4,684 10,388 18,534 11,382
36,167 63,683 62,901 47,177 27,938 11,382
16,761 17,259 16,181 17,046 15,338 6,508



(1) ULCRVM
(2) AG 38
(3) Ceded reserve: (2) - (1)

(4) Actuarial Method Reserve (Primary security)

(5) Retained reserve + Primary Security: (1) + (4)

(6) Amount financed/Other Security: (2) - (5)

was based on secondary guar-
antee claims and reinsurance
premiums. The redundant re-
serve was equal to the total
ceded reserve less the economic
reserve.

On page 8, is an illustrative ex-
ample for a transaction prior
to AG 48 for a ULSG product.
The economic reserve in this
example is a gross premium
valuation reserve using moder-
ately adverse assumptions. The
example also assumes that the
assets held by the captive would
qualify as Primary Security as-

sets.

In this pre AG 48 example,
for policy year 10 the ceding
company would take a reserve
credit of 18,018 and the assets
for the economic reserve of 759
would be held in a funds with-
held account or trust arrange-
ment. The redundant reserve of
17,259 would be financed by a
letter of credit or other financ-
ing vehicle.

For treaties subject to AG 48,
the assets required (Primary
Security) would no longer be
the amount necessary to back
an economic reserve based on
the secondary guarantee claims
and reinsurance premiums but
would be based on the Actuarial
Method defined as a modified
VM-20 reserve.

Per VM-20, the reserve is the

Year5 Year 10 Year 15 Year 20 Year 25 Year 30
$36,167 $62,924 $58,017 $37,389 $9,404 $ 0

52,929 80,942 79,082 64,824 4376 17,890
16,761 18,018 20,865 27,434 33872 17,890
7,957 2,803 8,050 14,442 21,055 12,551
44,124 65,727 66,267 51,831 30,459 12,551
8,805 15215 12815 12,993 12817 5,339

higher of the net premium re- arial Method Reserve accord- controls around assumption

serve, deterministic reserve,
and stochastic reserve. The net
premium reserve is a formu-
laic reserve using prescribed
assumptions that is meant to
serve as a floor to the more
principles-based  components
of VM-20. The determinis-
tic reserve is a gross premium
valuation using prudent best
estimate  assumptions. The
stochastic reserve is a CTE 70
calculation based on the great-
est present value of accumu-
lated deficiencies concept sim-
ilar to Actuarial Guideline 43
(VACARVM or AG 43).

The modification to the VM-20
reserve required by the Actuar-
ial Method is a factor applied
to the net premium reserve.
The factors (which are all less
than or equal to 1.0) vary by
issue age, gender, and smoking
class. The reserve requirement
for a ULSG product per AG
48 is the maximum of (i) the
factor times the net premium
reserves, (ii) the deterministic
reserve, and (iii) the stochastic
reserve. The VM-20 items are
calculated on a gross of reinsur-
ance basis. The primary securi-
ty requirement for the captive
is equal to the modified VM-20
reserve less the retained reserve
(UL CRVM).

A key component of the illus-
tration is calculating the Actu-

ing to VM-20. The calculation
of the VM-20 reserve will likely
require companies to upgrade
modelling capabilities to allow
stochastic projections of both
assets and liabilities. Sensitivity
analysis of key assumptions will
also be required. Processes and

TABLE 1

25,000 ~
WAG 48
20,000 A
15,000 ~
10,000 +

5,000 A

TABLE 2

20,000
16,000
12,000
8,000 -

4,000

0 -

setting and model governance
will need to be strengthened as
valuation moves from formula-
ic reserves using prescribed as-
sumptions to a principles-based
approach using company spe-
cific assumptions.

M Economic

mAG48 m®mEconomic
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Impacts of AG 48

On page 9 (top) is an illustra-
tive example for the transaction
considered above subject to AG

48.

"Table 1 (pg. 9) compares the as-
set requirements based on a pre
AG 48 economic reserve and
the Primary Security require-
ments per AG 48.

In this example, with AG 48,
more of the reserve will have to
be backed by real assets and less
of the XXX/AG38 reserve can

be financed.

Table 2 (pg. 9) compares the
amount of assets financed us-
ing other securities (redundant
reserves) based on an economic
reserve (as defined for this illus-
tration) and the Primary Secu-
rity requirements per AG 48.

OTHER CONSIDERATIONS
In addition to specifying the

Amount of Primary Security

and Amount of Other Secu-
rity requirements for captive
transactions, AG 48 address-

es the types and amounts of

assets that need to be held as
security under the reinsurance
contract, on a funds withheld,
trust, or modified coinsurance
basis. The requirements differ
for Primary Security and Other
Security assets.

Primary Security assets are the
assets backing the reserve cal-
culated by the Actuarial Meth-
od per AG 48. Other Security
assets are the assets allowed to
back the excess of the AG 38
reserve or Regulation XXX re-
serve over the AG 48 reserve.

For Primary Security assets, al-
lowable assets include cash and
SVO-listed securities meeting
certain criteria. For funds with-
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held and modified coinsurance
reinsurance arrangements, al-
lowable assets include commer-
cial loans in good standing of
CM3 quality and higher, policy
loans, and derivatives used to
support and hedge liabilities
pertaining to the actual risks in
the policies ceded pursuant to
the reinsurance arrangement.

AG 48 defines Other Security
assets as any asset acceptable to
the Commissioner of the ced-
ing insurer’s domiciliary state,
including any asset meeting the
definition of Primary Security.

AG 48 also requires the ceding
company’s appointed actuary
to certify that Primary Securi-
ty funds are held in an amount
at least equal to the Required
Level of Primary Security and
that Other Security funds are
held in an amount at least equal
to the remaining portion of the
reserve that is financed.

CONCLUSION

While offering standardization
of captive treatment in the U.S.
life insurance industry, AG 48
also brings about changes to
the levels of captive funding
as well as the operational com-
plications associated with the
newly required AG 48 calcu-
lations. Companies need to be
aware that the economic and
administrative costs of funding
XXX and AG 38 reserve redun-
dancies have likely risen in the
AG 48 environment. l

ENDNOTES

1 XXX refers to the Valuation of Life In-

surance Policies Model Regulation
and AXXX refers to Actuarial Guide-
line 38

In this article, the term economic
reserve is used generically as the
reserve amount required by the reg-
ulator of the captive.

These exemptions include: (1) YRT
reinsurance, (2) Reinsurance trans-
actions with certified reinsurers, (3)
Collateral trust funding, (4) Captives
that file financial statements with-
out any departures from NAIC stat-
utory accounting practices, and (5)
Exemptions granted by the ceding
insurer’s domiciliary regulator.

The calculated economic reserve in
year 5 was negative and floored at 0
in this illustration.
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Appeals Court Affirms
District Court Ruling in
Validus Case—§ 4371
Excise Tax Inapplicable
on Foreign-to-Foreign

Transactions

By Edward C. Clabault

This article first appeared in
the October issue of Taxing
Times. It is reprinted here with
permission.

n May 26, 2015, the

United States Court

of Appeals for the Dis-
trict of Columbia Circuit (the
Court) affirmed the District
Court’s grant of summary judg-
ment in favor of the plaindff in
Validus Reinsurance Ltd. v. Unit-
ed States of America.' The Court
held, as a matter of law, that the
Federal Excise Tax (FET) on
insurance transactions does not
apply to foreign-to-foreign re-
insurance transactions, includ-
ing retrocessions.

As we described in a previous
TAXING TIMES Tidbit,* Val-
idus Reinsurance Ltd. (“Vali-
dus”), a Bermuda reinsurer, had
reinsured U.S. risks, and then
retroceded a portion of those
risks to foreign persons not
eligible for an FET exemption
under a tax treaty. The Internal
Revenue Service (IRS), pursu-
ant to its position as stated in
Rev. Rul. 2008-15,3 assessed an
FET of 1 percent on Validus for
the retrocession. Validus paid
the tax, and appealed.
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Under Internal Revenue Code
(IRC) § 4371, there is an excise
tax of 4 percent that is imposed
on each dollar of premium paid
covering U.S. risks on (1) casu-
alty insurance and indemnity
bonds, and an excise tax of 1
percent on (2) life insurance,
sickness and accident policies,
and annuity contracts. There is
also (3) a 1 percent excise tax on
reinsurance covering any con-
tracts listed in (1) or (2).

The District Court’s ruling on
Feb. 5, 2014 held, in looking to
the plain language of the statute,
that the excise tax statute did
not apply to retrocession trans-
actions. The District Court
noted that the tax imposed on
reinsurance transactions only
applied to the reinsurance of
contracts, as defined under IRC
§ 4371(1) and (2), and would
not apply to retrocessions be-
cause reinsurance is not listed
in (1) or (2). The District Court
noted that the language of the
statute was clear and, therefore,
did not look beyond it.

The District Court’s ruling
called into question two sit-
uations. First, in cases where
a U.S. reinsurer retrocedes
risks with a foreign retroces-

sionaire not eligible for trea-
ty benefits, under the District
Court’s reading of the statute,
no FET would be due on such
U.S.-to-foreign retrocessions.
This outcome ran counter to
long-standing industry under-
standing and practice where,
for FET purposes, retroces-
sions were treated as a type of
reinsurance transaction.

Second, Example 1 in Rev. Rul.
2008-15 states that in cases
where a foreign direct writer
has insured U.S. risks, then re-
insured such risks with a foreign
reinsurer not eligible for a treaty
exemption, the foreign-to-for-
eign reinsurance transaction is
subject to the FET. The District
Court’s ruling did not address
such situations, as it limited it-
self to a discussion of retroces-
sions, leaving an open question
as to whether these transactions
are taxable.

On April 3, 2014, the United
States gave notice of its intent
to appeal. Oral arguments were
heard on Feb. 20, 2015, with
the Government maintaining
that retrocessions were a type
of reinsurance and that the
plain reading of the statute, on
which the District Court based
its opinion, should result in ret-
rocessions being subject to the
FET. Validus countered that
the District Court was correct
in treating reinsurance transac-
tions as distinct from retroces-
sions, and further argued that
clear Congressional intent to
apply the FET in an extraterri-
torial manner was lacking.

First, the Circuit Court ad-
dressed the application of the
FET to retrocessions, noting
that paragraph (3) of IRC §

4371 imposed a tax on rein-
surance policies covering those
described in paragraphs (1) and
(2). Focusing on the statute’s
use of the word “covering,”
the Government argued for an
expansive interpretation that
would result in all reinsurance
and retrocessions with underly-
ing U.S. risks being potentially
subject to tax. Validus argued
for a more restrictive interpre-
tation that would make the FET
applicable only to reinsurance
transactions. The Court found
that both the Government and
Validus presented plausible in-
terpretations, and thus focused
its analysis on the purpose of
the statute. The Court noted
that the statute seeks to level
the playing field between do-
mestic and foreign insurance
and reinsurance businesses by
imposing an excise tax on per-
sons insuring or reinsuring U.S.
risks where such persons are not
subject to U.S. income tax on
the income derived from such
U.S. risks. It further stated that
because a retrocession is “mere-
ly another type of reinsurance,”
Validus’ interpretation of the
statute would create a distinc-
tion between retrocessions and
reinsurance issued by foreign
persons to domestic insureds
that would be at odds with the
clear purpose of the FET. The
Court thus concluded that ret-
rocessions would be subject to
the FET in the same manner as
reinsurance transactions.

Next, the Court turned to the
application of the FET in the
foreign-to-foreign context. Cit-
ing Morrison,* the Court noted
that a statute has no extrater-
ritorial application unless such
application is clearly expressed
in the statute itself, in the stat-



ute’s context or purpose, or in
its legislative history. The Gov-
ernment offered, and the Court
found, no indication that the
FET was meant to apply in an
extraterritorial manner. While
acknowledging the Govern-
ment’s argument that the FET
is always technically extrater-
ritorial inasmuch as it applies
to foreign persons not subject
to U.S. income tax, the Court
differentiated between U.S.-
to-foreign transactions where
one party to the contract is in
the United States, which clearly
were within the purview of the
statute, and foreign-to-foreign
transactions whose treatment
was less clear. The Court fur-
ther noted that, according to
the Government’s argument,
the extraterritorial reach of the
FET could extend indefinite-
ly as U.S. risks are retroceded
again and again, finding such
situation clearly different from
that authorized under IRC
§ 4371. Because IRC § 4371
was ambiguous with respect to
wholly foreign retrocessions,
the Court relied on the pre-
sumption against extraterrito-
rial application and found for
Validus.

While the Court’s decision was

a clear victory for Validus and
other offshore reinsurers, it also
cleared up two ambiguities that
arose from the District Court’s
decision. First, by stating that
retrocessions were a type of
reinsurance, the taxability of
U.S.-to-foreign  retrocessions
is confirmed. Second, by lim-
iting the FET’ extraterritori-
al scope, it is now clear that a
foreign-to-foreign reinsurance
transaction is not subject to the
FET.

The IRS’ renewed focus on the
cascading excise tax, which be-
gan with the publication of Rev.
Rul. 2008-15, caused many off-
shore insurers to have an unex-
pected U.S. tax bill during these
past seven years. Some offshore
reinsurers were not prepared or
able to track specific risks on all
underlying contracts and had to
estimate the magnitude of their
premiums relating to U.S. risks
based on such factors as the do-
micile of the ceding company.
This methodology could never
provide a fully accurate picture,
especially in instances where
an underlying contract covers
worldwide risks. Notwithstand-

ing the IRS’ assurances that it
would not look past the first
foreign-to-foreign transaction
to assess the FET, as U.S. risks
moved further down the chain
of reinsurance and retroces-
sions, the FET exposure re-
mained, but the ability of com-
panies to accurately track the
taxable premium became more
and more imprecise and diffi-
cult. With the Validus decision,
this uncertainty is no more.

During the course of the Val-
idus litigation, many foreign
insurers that paid the cascad-
ing FET submitted protective
refund claims, and for those
insurers that have not yet act-
ed, it is likely that there will be
additional refund claims in the
coming months. The deadline
for the IRS to file a notice of
appeal was Aug. 24,2015, which
passed without any action on
their part. We now await word
on how the IRS will approach
the refund claims.

Note: The views expressed are
those of the author and do not nec-

essarily reflect the views of Ernst
& Young LLP. W

ENDNOTES

! Validus Reinsurance Ltd. v. United
States of America, 19 F. Supp. 3d 225
(D.D.C. 2014), affd, 786 F.3d 1039
(D.C. Cir. 2015).

2 Edward C. Clabault, “District Court
Rules § 4371 Excise Tax Inapplicable
on Foreign-to-Foreign Retroces-
sions,” TAXING TIMES Vol. 10, Issue 2
(May 2014), at 30.

3 2008-12 I.R.B.633.

4 Morrison v. Nat'l Austl. Bank Ltd., 561
U.S. 247,255 (2010).
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Amid Abundant Capital, A
New Reality Takes Hold in
the Reinsurance Market

By Robert DeRose

he rapid pace of change
Twithin the reinsurance

sector over the past few
years has given way to the per-
mutations of a “new reality” that
is being shaped by abundant
capacity from traditional and
alternative sources. Addition-
al contributing factors include
the ongoing low interest rate
environment and intense com-
petition that is driving thinner
margins as demand for reinsur-
ance coverage diminishes. Many
observers now believe these
changes are more structural
than the cyclical ones that have
defined the reinsurance sector’s
past evolution.

Traditional reinsurance protec-
tion has historically been the

EXHIBIT 1

primary source of capacity for
cedents. That is clearly chang-
ing as primary companies retain
more risk and increasingly uti-
lize alternative markets for their
risk management needs (see Ex-
hibit 1). At the same time, the
old playbook of private equity
starting a traditional reinsurance
company and then exiting via an
initial public offering is growing
less attractive.

Investors would rather put capi-
tal to work for a relatively short
period of time (typically one to
three years) as opposed to creat-
ing new companies that require
longer-term  capital commit-
ments with a less certain exit
strategy. Ease of entry and exit,
among other things, is key to re-
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insurance risk functioning like a
tradable asset class. This appears
to be the ultimate end game,
conceivably for all reinsurance
risks, to be able to wait for the
market to open, and trade in or
out of various pools of reinsur-
ance risk—even if there was an
event the night before.

Alternative sources of capacity
were drawn to the market by the
increased reliability of risk mod-
els, diversification benefits and
potential returns to investors.
The low-yield environment in
place since the 2008 financial
crisis has made these types of
investments all the more com-
pelling for investors.

More recently, investors and users
of this capacity are bypassing the
traditional reinsurer and trans-
ferring risk directly to the capi-
tal markets. Lower interest rates
have led to an increased inflow
of alternative capital as investors
look for uncorrelated ways to
improve returns. This phenom-
enon has given rise to collateral-
ized funds, unrated sidecars, more
flexible forms of insurance-linked
securities (ILS) and the birth of
“Hedge Fund Re.”

According to Guy Carpenter,
today’s alternative capital ac-
counts for about 18 percent of
total dedicated capital in the
global reinsurance market com-
pared with just 8 percent in
2008. As a result, competition
for U.S. property catastrophe
business has been fierce since
third-party  capital exploded
into the market (starting in ear-
nest around 2006). The pressure
has since rippled to other classes
and geographies as capacity is
reallocated.

Given the lack of any major
events in 2014, most reinsurers
delivered underwriting profits
and solid earnings. Combined
ratios for most were below 100,
driven in part by continued re-
serve releases and well-diver-
sified books of business. The
growth in capital once again
outpaced the net premium rev-
enue, which together with al-
ternative capacity in the form
of catastrophe bonds, sidecars
and other structured products
continued to fuel strong price
competition. In 2014, US$8.79
billion in capital flowed to new
catastrophe bond issues alone,
and thus far in 2015 more than
US$6 billion has been invested.
Itis estimated that there are now
approximately US$25 billion in
outstanding catastrophe bonds.

Recent estimates of the vol-
ume of alternative capital place
the overall value at between
US$45 billion to US$60 billion
at year-end 2014. The growth
in the ILS property catastrophe
exposure market has been phe-
nomenal given that it was non-
existent 20 years ago. The total
cumulative issuance of proper-
ty/casualty-related catastrophe
bonds has grown to approxi-
mately US$63.3 billion from
1997 through June 30, 2015 (see
Exhibit 2). Catastrophe bonds
issuance related to property/ca-
sualty exposures have witnessed
an average annual growth of ap-
proximately 24.4 percent from
1997 through 2014. The com-
bined catastrophe bonds related
to both property/casualty and
life/health exposures saw an av-
erage annual increase of about
16 percent from 2006 through
2014 (See Exhibit 3).



EXHIBIT 2

The emergence of this market,

Catastrophe Bond Issuance - which blends traditional reinsur-
P/C-Related Risks ance/insurance contracts with
financial instruments, has gen-
Vear Amount | % Change erally been caused by perceived
(USDmm) | from Prior inefficiencies in the traditional
Year . .
reinsurance market, the insur-
ance underwriting cycle due to
2015 4,354 na. pricing and major catastrophe
2014 8,298 13% events, the desire by holders of
2013 7314 24% peak insurance exposures to di-
2012 5878 37% versify the source of reinsurance
2011 4279 0% coverage and the emergence
2010 1299 % of enterprise risk management
i.e., credit risk reduction).
2009 3,398 25% (e, )
2008 2129 -63% Most of the financial instruments
2007 7,430 58% underlying the convergence
2006 4,693 136% market have been patterned on
2005 1,991 74% asset-backed securities, futures
2004 1143 34% and options, and other deriv-
2003 170 % ative instruments that provide
000 0 o direct access to the capital mar-
4 ° . .
oo oo " kets, which has greater capacity
- ( o .
than the traditional reinsurance
2000 1,139 18% .
: i market. This process has led to
1999 oer 14% the transferring of insurance
1998 846 34% risks from insurers/reinsurers to
1997 633 n.a. capital market participants.
Towl/ p— % One notable development in
Average the cat bond marketplace is
* Through June 30, 2015. Source: AM. Best data and research
EXHIBIT 3
Catastrophe Bond Issues
Year Property/ Life/Health Combined % Change from
Casualty Related Perils Perils Prior Year
Related Perils
USD (mm)
2015 4354 699 5,053 n.a.
2014 8,298 500 8,798 15%
2013 7,314 330 7,644 21%
2012 5,878 425 6,303 37%
2011 4,279 330 4,609 -2%
2010 4,299 425 4,724 36%
2009 3398 75 3473 23%
2008 2,729 100 2,829 -64%
2007 7,430 521 7,950 63%
2006 4,693 179 4,873 n.a.
Average 16%

* Through June 30, 2015. Source: A M. Best data and research

the evolution of “cat bond lite”

transactions, which are gaining
traction due to the efforts of the
major insurance brokers, over-
seas insurance managers and
the Florida take-out compa-
nies through the depopulation
program of Citizens Property
Insurance Corporation. An al-
ternative to the traditional 144A
cat bond offerings, cat bond lite
are private catastrophe bond
platforms designed to create an
efficient way to fund smaller ca-
tastrophe reinsurance programs
by capital market participants.
Cat bond lite offerings, which
are generally below US$50 mil-
lion, witnessed an increase in
dollar amount and number in
2013 and have been on a steady
growth trajectory in 2014 and
the first half of 2015 (see Exhib-
its 4A and 4B, pg. 16).

Cat bond lite provides the fol-
lowing advantages compared to
the traditional 144A cat bond
offerings: lower transaction and
structuring costs; reduced and

streamlined documentation,
easy entry for small- to medi-
um-size insurers and easy acces-
sibility for small investors. The
number of platforms, the num-
ber and dollar amount of cat
bond lite issuance will continue
to flourish.

Going into 2016, pricing is ex-
pected to remain under pressure
for reinsurance and affect most
lines of business. Rates for U.S.
property catastrophe continue
to decline more significantly
than in other regions; however,
the reductions are starting to
spill over into other territories
and lines of business. During
the Jan. 1, 2015 renewal season,
reinsurance pricing was down 5
percent to as much as 20 per-
cent for certain risks. The sub-
sequent April 1 renewal season
saw pricing declines of 5 percent
to 15 percent, and June and July
renewals declined as much as
15 percent on average for some

risks.
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EXHIBIT 4A
Private Catastrophe Bond Issued through 2011 - 2015 (P/C Related Risks)
600 5615
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* Through June 30, 2015. Source: A M. Best and Guy Carpenter

Opver the past several years, (re)
insurers have voiced the need to
remain focused on underwriting
given the years of low invest-
ment yields and the expectation
that favorable reserve releases
will eventually end. The market
is expected to remain extremely
challenging and with that some
companies may not be able to
remain as disciplined as they
need to be. Third party capi-
tal continues to pour into the
market with no ease in sight as
hedge funds, pension funds and
other investors continue to look
for yield and sources of diversi-
fication.

The cheaper sources of capital
entering the reinsurance seg-
ment won’t necessarily result in
winners across the board. Those
deemed winners at the end of
the day must be able to walk
away from bad business, have
the capital and expertise to write
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new, more complex lines of
business and provide the prod-
ucts and services that clients
wantin a global economy. Other
factors defining success include
the ability to both manage the
inflow of third-party capital to
their own benefit and partici-
pate in the new era of consolida-
tion without being left out.

Further market consolidation
is also a likely response to the
current market environment as
balance sheet scale becomes an
even more important attribute
to retain and win new clients.
Broadly speaking, rated balance
sheets are well-capitalized and
capable of withstanding various
stress scenarios. This strength
may be eroded over time for
some carriers as earnings come
under increased pressure, favor-
able reserve development wanes,
earnings grow more volatile and
the ability to earn back losses

EXHIBIT 4B

Private Cat bonds Issued in 2015 as of June 30, 2015 (P/C Related Risks)
Platform Amount ($ mm) Issue Date Maturity Date
Kane SAC Limited 27.53 1/2/15 1/12/16
Kane SAC Limited 16.82 1/2/15 1/12/16
Kane SAC Limited 26.68 1/2/15 1/12/16
Kane SAC Limited 54.81 1/5/15 1/15/16
Kane SAC Limited 20.70 2/20/15 2/3/16
Kane SAC Limited 18.80 5/28/15 6/22/17
Market Re Ltd. 6.70 6/10/15 6/7/16
Market Re Ltd. 70.51 6/10/15 6/7/16
Market Re Ltd. 24.38 6/10/15 6/7/16
Market Re Ltd. 10.00 4/29/15 5/1/16
Oak Leaf Re Ltd. 177 3/28/15 6/7/16
Oak Leaf Re Ltd. 47.00 3/28/15 6/7/16
Oak Leaf Re Ltd. 47.00 3/28/15 6/7/16
Total 372.69

Source: AM. Best data and research

following events is prolonged
by the instantaneous inflow of
alternative capacity.

All of these issues reflect in-
creased concern that under-
writing discipline, which until
recently had been a hallmark
for the reinsurance sector, is
strained as companies look to
protect market share at the ex-
pense of profitability. Given
where rate adequacy is, it will
continue to take optimal con-
ditions, including benign or
near-benign catastrophe years,
a continued flow of net favor-
able loss reserve development
and stable financial markets to
produce even low double-digit
returns. Such return measures
would have been considered av-
erage or perhaps mediocre just a
few short years ago.

In A.M. Best’s view, companies
with diverse business portfoli-

o0s, advanced distribution capa-
bilities and broad geographic
scope are better positioned to
withstand the pressures in this
type of operating environment
and have greater ability to target
profitable opportunities as they
arise. It also places increased
emphasis on dynamic capital
management in order for com-
panies to manage the underwrit-
ing cycle and remain relevant to
equity investors. Hl

Robert DeRose is a vice president at
the A.M. Best Company. He can be
reached at robert.derose@ambest.
com.
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Financial Tools to Manage
Longevity Risk

By Matthew Daitch

riting about longevi-
ty risk is increasingly
popular, whether an

Adviser brief about an individ-
ual’s longevity risk or industry
papers regarding risk exposure
inherent in defined benefit
pension plans or payout annu-
ity blocks. This article will seek
a balanced discussion about
longevity risk—why it is of in-
terest to U.S. life insurers but
not necessarily a priority and
what might happen that could
change that perspective. We
then will present an attractive
option for managing longevity
risk, the longevity swap, and
provide real world scenarios il-
lustrating how a longevity swap
can help a firm manage their
bottom line more effectively.

LOW PRIORITY

Unlike in Europe where lon-
gevity exposure is actively man-
aged, longevity risk has gener-
ally been downplayed by U.S.
Life Insurers for three main
reasons:

* No statutory requirements,
* Low exposure, and

* Longevity’s role as a mortal-
ity hedge.

No statutory capital require-
ments. Currently the NAIC
RBC formula does not have a
C-2 component for mispricing
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longevity risk. Once a mortal-
ity basis has been chosen for
the annuity statutory reserve
assumption, it is rarely if ever
revisited. However, there is no
guarantee that this treatment
will continue. In Europe, Sol-
vency II has explicit methods
for calculating capital for lon-
gevity risk. The U.K.s Finan-
cial Services Authority publish-
es new mortality improvement
assumptions that must be used
for valuation, which can cre-
ate a material level of volatility
on a company’s balance sheet.
The NAIC’s progress on a
principles-based approach to
valuation may be the first step
towards adequately accounting

for longevity risk.

Low exposure. For most life
insurers, longevity risk is less a
material risk than the mortality,
morbidity, equity or credit risk
on their balance sheets. There
are many reasons for this, but
two main drivers. First, im-
mediate annuity sales, while
growing, remain a very small
percentage of annuity sales
and second, very few deferred
annuities get annuitized. Addi-
tionally, defined contribution
pension assets almost are never
annuitized and for defined ben-
efit plans, lump sums often are
the option of choice if offered
as a distribution option. It is
highly unlikely that mandatory

annuitization of pension asset
legislation could pass in the
U.S. in the foreseeable future.
As a result, most CRO’ focus
on managing the more material
risks on a company’s books.

Longevity may act as a mor-
tality hedge. Even if a carri-
er’s exposure to longevity risk
could be determined material,
in many cases life insurers may
opt to increase their exposure to
longevity risk with the thought
that it can serve as a hedge
against their mortality blocks.
After all, an insurer cannot pay
death benefits and annuity in-
come to the same person simul-
taneously. In Europe, Solvency
I enables an insurer to take
diversification credits when its
in force contain offsetting risks.
While one cannot take explicit
credits in the U.S., companies
still may view hedging as favor-
able for their own internal risk
management purposes. Howev-
er, unless an insurer holds both
the longevity and mortality risk
on the same life, the hedge will
not be perfect. Mortality risk is
centered in middle age while
longevity risk is focused on old-
er age. Mortality improvement
during the last few decades has
been different between the 30-
50 and 65+ age groups.

WHY MANAGE LONGEVITY
RISK

Given the reasons why a U.S.
life insurer may not currently
manage its longevity risk expo-
sure, why might it be prudent
to do so?

Lack of longevity expertise.
The life insurance industry is
expert in mortality risk. That
knowledge foundation does not
extend as strongly to longevity

risk. Experts historically have
understated life expectancy. In
many countries (i.e., the U.S,,
Canada, UK., Netherlands,
etc.), recent annual mortality
improvement at older ages is
well above levels experienced
historically. As a larger percent-
age of the population reaches
older ages, more government
and private research dollars will
be directed towards addressing
longevity, making it difficult to
predict what future improve-
ment will be. Best practices
promote keeping the risks one
understands and minimizing
exposure to all others.

Longevity risk is long-dated.
A single life annuity issued to-
day to a 65-year-old likely will
pay out benefits on average for
20-25 years. For a joint annu-
ity with a younger spouse, the
annuity will stay on an insurer’s
books much longer. Demog-
raphers’ views on longevity
trends—such as changes to ul-
timate Omega age, impact of
future medical breakthroughs,
global convergence, etc.—vary
widely with some experts pro-
jecting that life expectancy may
reach 100 during our lifetimes.
While payout annuities will not
cause an insurer’s earnings to be
volatile on a year-to-year basis,
better than expected mortali-
ty will lead to a slow bleed of
earnings as excess claims ratios
last over an extended period of
time.

OPTIONS FOR MANAGING
LONGEVITY RISK

If a carrier chooses to manage
their longevity risk, there are
three main alternatives:

Buy-Out/Assumption Reinsur-
ance. Existing pension plan as-



sets or an insured annuity block
are transferred to a (re)insur-
ance company. All asset and
longevity risk is transferred, in-
cluding the administration.

Buy-In/Coinsurance. Pension
plans use the assets backing
their defined benefit plan to
buy a group annuity from an
insurance company. The annui-
ty is recorded as an asset on the
pension plan’s books. All asset
and longevity risk is transferred,

upfront premium and poten-
tially no immediate impact on a
firms’ balance sheet. A longevi-
ty swap can protect the income
statement from unexpected
costs arising from:

* Mortality improvements at a
higher rate than priced,

® Errors in the base table,

e Basis error if characteristics
of annuity block differs from
basis used to create the firm’s

2000 Basic Table to 2012 using
100 percent of Male Scale G
and 50 percent of Female Scale
G (the basis used to convert Ta-
ble 1983A to the Annuity 2000
table), and then assume the
same improvement rates from
2012 and on. Figure 1 shows
the ratio of the present value
as of Jan. 1, 2012 of cash flows
under alternative scenarios rel-
ative to the pricing scenario.

Results can be highly volatile.

ry about the negative financial
consequences associated with
better than expected mortality
improvement. l

Matthew Daitch,
FSA, MAAA, CFA,
is vice president,
Longevity
Solutions-
Americas, SCOR
Global Life
Americas. He can
be contacted at
mdaitch@scor.

but administration is not. . Using our example, Compan com.
mortality table, and , g L bany
A’s present value of cash flows
!_ongewty Swap/. Longevity Re- Volatility associated with a range from meeting expect-
insurance. Carrier pays fived oo o0encous block. ed (A2000 Table w/Scale G)
premium equal to the expect- to negative (any cell over 100
ed annuity income payments If a future statutory regime percent). Scenarios vary wide-
plus a risk fee to a (re)insurer requires assumptions to be ly, with significant potential
in exchange for receiving actual updated to reflect recent mor- losses in the male population
annuity income payments paid  tality improvement experience,  if results mirror the A2000+US
by the carrier. As a result, the 3 carrier’s balance sheet will recent average mortality im-
- :
carrier’s payments are fixed and  be greatly exposed. Even if the  provement, for example. When
known. Longevity FISk Is trans-  current regime remains, the in-  these losses are multiplied by
ferr ?d, but the carrier keeps as-  come statement will experience  potentially tens of thousands
set I‘lSk and admmlstratlon. a SlOW bleed lf actual experience ()f contracts f()r even average
deviates from expected. One attained-age life expectancy,
THE BENEFITS OF A i1 he i .
LONGEVITY SWAP way to 1illustrate the impact annual financial losses can be-
of assumption deviation is to  come material quickly.
Both a Buy-Out and Buy-Inre-  compare the relative impact on
quire an upfront premium, and  the present value of cash flows If Company A had purchased
thus the immediate recognition  ynder different but reasonable a longevity swap, the compa-
of a loss since the premium is  mortality events relative to a ny would be immune to these
likely to be higher than their common pricing approach. volatile scenarios. The compa-
current reserve. Alternative- ny would lock in future claims
ly, a longevity swap allows one  Let’s assume Company A priced  equal to the premium stream
to manage the longevity risk its annuities in 2012 by genera-  paid to the reinsurer. The in-
much more efficiently, with no  tionally improving the Annuity  surer no longer needs to wor-
FIGURE 1 - CASH FLOW OUTCOMES CHANGE WITH TABLE BASIS
MALE FEMALE
65 75 85 65 75 85
A2000 Table w/ Scale 6 100.0% 100.0% 100.0% 103.7% 104.7% 105.6%
IAM2012 w/ Scale G2 104.1% 104.7% 98.8% 103.3% 105.7% 106.1%
A2000 Table with improvement rates = U.S. 105.3% 106.2% 106.7% 103.5% 104.3% 105.5%
average 1999-2007 {A2000+U.S. avg}
A2000+U K. Avg (98 - 06) 107.5% 107.4% 104.6% 104.8% 104.6% 102.7%
A2000+Canada Avg (99 - 07) 104.5% 104.7% 102.9% 103.0% 103.9% 102.8%
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Life, Health & Annuity
Reinsurance; 4" Edition

2015

By Larry N. Stern

e are indebted to

John and Denise

Tiller for once again
updating the “reinsurance bi-
ble,” Life, Health & Annuity Re-
insurance. I don’t know anyone
involved with reinsurance that
doesn’t have a copy of at least
one edition. This latest edition
(the 4%) includes so much more

material I believe it should be
added to your bookshelf.

Not only since the first edition
was published some 25 years
ago, but also, since the very first
reinsurance transactions were
completed, the fundamental
principles of life, health, and
annuity reinsurance have not
changed:

® Reinsurance is a financial
transaction; it protects the
bottom line and surplus of
the insurance company. The
basics of any transaction re-
main the equitable transfer
from the ceding company of
significant risks and respon-
sibility for payment of future
benefits (and expenses) in
exchange for reserve credit,
to the reinsurer in exchange
for compensation. Over
time risk transfer and re-
serve credit rules have been
defined, edited, and modi-
fied by regulators; however,
these two concepts remain
the foundation for every re-
insurance transaction.
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e The three basic forms of
reinsurance transactions
remain the same—coinsur-
ance, modified coinsurance,
and yearly renewable term.
Over time the solution struc-
tures have become more so-
phisticated (and complex)
as sources for solutions ex-
panded to provide more ca-
pacity, as well as electronic
techniques aiding creativity.

So what is new in the 4 edi-
tion? The 3" edition was last
published in 2005—well be-
fore the financial crisis; shortly
after XXX/AXXX regulations,
but before the explosion of
using captives for reinsurance
solutions; barely at the begin-
ning of another expansion of
reinsurance/capital  market

entities becoming global to

enhance capacity. All of these
topics and more are covered in
the 4* edition.

The 4" edition reflects many of
the changes having taken place
during the previous 10-year pe-
riod. Expanding on more than
just the reinsurance practices in
the United States, notably sig-
nificant material has been add-
ed reflecting:

* Reinsurance practices in
Canada and several other in-
ternational jurisdictions,

* The importance of arbitra-
tion and treaty contract lan-

guage,
® Risk transfer considerations,

e How to treat reinsurance for
in-force blocks of business,
and

* The emergence of the use of
captives for special reinsur-
ance solutions.

Since the last edition, of course the
financial crisis in 2008 has been
the most critical factor as it affect-
ed the financial services industry,
not only in the United States,

but also Canada and around the
world. As an outgrowth, Con-
gress, the NAIC, FASB, and the
Actuarial Standards Board enact-
ed new regulations—all of these
enactments touch reinsurance in
one form or another and are ad-
dressed in the new edition.

A very important factor also
affecting the content was the
availability of relevant and re-
liable information on the In-
ternet. The sections covering
international topics came from
English  language versions
of websites, including China
and Japan. Information was
obtained from actuaries, reg-
ulators, accounting firms—a
whole host of “alphabet soup”
organizations—all listed in the
bibliography.

The book opens in the first
chapter with an abridged his-
tory of reinsurance. Attribution
is given to David A. Holland’s
excellent and well-researched
article “A Brief History of Re-
insurance”. We all know (or
should know) insurers and mer-
chants began meeting in Edwin
Lloyd’s London Coffee House
in 1688 leading to the creation




of Lloyd’s founding in 1769.
But did you know:

® As early as before 3000 BC
in the first known example
of risk management, Chinese
merchants placed goods on
multiple ships, realizing the
significant risk of placing all
of their goods on one ship?
Or,

® German, Russian, and Aus-
tro-Hungarian companies
dominated the world life
reinsurance market until
World War 1, writing two-
thirds of the reinsurance
premium in the world?
The war, as could be ex-
pected, totally destroyed
their market.

For “history buffs” there are
more tidbits in the first chapter.
The authors realized the back-
story surrounding the develop-
ment of regulation, taxes, and
the reinsurance industry itself
was worthy of preservation in
one text.

The authors have taken care to
make the book easy to read:

* A word in bold type for its
first appearance means it will
also appear in the glossary.

e Sidebars are used to add
“nuggets” of information—
new to this edition.

e Tables and graphics through-
out the book provide exam-
ples of important aspects of
reinsurance structures and
provide extensive illustra-
tions of financial statement
treatment before and after
reinsurance transactions.

The book is organized into six
sections:

Part One (Chapters 1 - 3) in-
troduces the special vocabulary
of reinsurance and the basic
concepts. These
concepts are essential to under-
standing the material discussed
in later chapters.

terms and

e Chapter 1: Basic Terms and
Concepts

* Chapter 2: Automatic Rein-
surance

* Chapter 3: Facultative Rein-
surance

Part Two (Chapters 4 — 7) deals
with the methods and applica-
tion of reinsurance.

¢ Chapter 4: Basic Methods of

Reinsurance

* Chapter 5: Advanced Meth-
ods and Structures of Rein-
surance

¢ Chapter 6: Assumption

* Chapter 7: Reinsurance of
In-force Policies

Part Three (Chapters 8 — 10)
focuses on the reinsurance trea-
ty and risk considerations in the
United States and Canada. The
authors have taken great care
to differentiate terms between
U.S. versions and Canadian
versions. Reinsurance treaties
must address risk transfer and
the insolvency risk issues.

* Chapter 8: The Reinsurance
Treaty

* Chapter 9: Risk Transfer
Consideration

e Chapter 10: Insolvency and
Reinsurance

Part Four (Chapters 11 — 16)
deals with regulation, account-

ing, and taxes.

® Chapter 11: U.S. Regulation

of Reinsurance

® Chapter 12: Canadian Regu-

lation of Reinsurance

¢ Chapter 13: U.S. Statutory
Accounting

® Chapter 14: U.S. GAAP Ac-

counting

® Chapter 15: U.S. Tax Con-

siderations

® Chapter 16: Canadian Ac-
counting and Tax Consider-
ations

Part Five (Chapters 17 — 22)
focuses on special products and
topics.

e Chapter 17: Nonpropor-
tional Reinsurance

* Chapter 18: Health Reinsur-
ance

* Chapter 19: Annuity Rein-

surance
* Chapter 20: Captives

e Chapter 21: Reinsurance
Outside Canada and the
United States

* Chapter 22: Additional Re-
insurance Topics (Group
Life, AD&D, accelerated
living benefits, reinsurance
with affiliates, reinsurance
intermediaries, dispute res-
olution)

Part Six (Chapters 23 —24) cov-
ers administration and manage-
ment considerations.

* Chapter 23:

Administration

Reinsurance

¢ Chapter 24: Managing Rein-

surance

Appendices

¢ Sample Treaty — Automatic
Self-Administered YRT Re-
insurance Agreement (cour-
tesy of Swiss Re).

* Glossary — all terms in the
text in bold type are defined.

e Bibliography — sources are
listed separately for each
part of the book.

The 4" edition is intended to
continue to serve as a reference
for both seasoned knowledge-
able individuals and those new
to reinsurance. It is impossible
for one book to contain all the
knowledge necessary to analyze
or document every possible
reinsurance transaction—how-
ever, this book comes close!
The purpose of this edition is
to provide the historical foun-
dation and current regulatory/
technological framework for
reinsurance professionals to de-
sign reinsurance solutions to fit
the 21 century. W

Larry N. Stern,
FSA, MAAA, is
president of
Canterbury
Consulting,
LLC. He can be
contacted at
larry_stern@
earthlink.net.
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Q&A with Professor

Eloy B. Garcia

By Ronald Poon-Affat

s the editor of Reinsur-

ance News, 1 recently

caught up with Profes-
sor Eloy B. Garcfa, Professor of
Banking, Finance and Econom-
ic Environment - TE Business
School (Madrid, Spain). Pro-
fessor Garcia was speaking at a
CFA luncheon on “Geopoliti-
cal Challenges in a Multipolar
World” in Sao Paulo, Brazil.

Ronald Poon-Affat: Your pre-
sentation gave us a whirlwind
tour of the forces of innovation
that are disrupting so many
traditional business models/in-
dustries. Why do you think that
the Insurance/Banking markets
are still following what are es-
sentially traditional models?

Professor Eloy: We must dif-
ferentiate in both banking and
insurance, very clearly the es-
sential components of their
respective business models and
the delivery models/channels
for their products.

We also must be aware that
both are the most regulated
ones with very high and difficult
entry barriers for new comers.
This alone provides incumbent
entities with a formidable first
mover advantage that provides
considerable protection against
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exogenous disruptive business
models, that affect many other
industries (note, please, that I
don’t mean here impenetrabil-
ity but just that they enjoy a
“built-in natural protection”).

Ronald Poon-Affat: But can’t
it be argued that both Banking
and Insurance are financial ser-
vices industries, and hence are
more similar than dissimilar?

Professor Eloy: Both industries
are essentially service industries
based on “knowledge.” How-
ever, here is where the first
major difference between the
two arises: the knowledge of
banking is derived from the in-
termediary function exercised
between two counterparts: the
original supplier of funds (de-
positor, investor, etc.) and the
user (borrower), that form the
supply and demand. In the case
of insurance, the “knowledge”
component resides in the expe-
rience and dynamic probability
distributions accumulated over
long periods that accrue spe-
cifically to each company or
line of insurance business. That
is, in the insurance business,
there is no intermediation, but
only contingencies; that is the
essence of insurance. Some of
this is present in banking in the

form of options, carried off a
balance sheet.

Ronald Poon-Affat: So what’s
your opinion regarding the sus-
ceptibility to disruption? Bank-
ing or Insurance?

Professor Eloy: The key point
rests in understanding how the
nature of the balance sheets
of both businesses differ rad-
ically. Whereas in banks the
assets belong (or are owed to)
the counterparts present in the
liability side (depositors, bond
holder, etc.), in the insurance
business, both assets and lia-
bilities are owned by the insur-
ance company. The assets are
the investments that protect
the contingencies reflected in
the liability side of the balance
sheet. As long as an “event”
does not arise, the “funded re-
serves” belong to the firm itself
or the members of the “mutual”
as a whole.

This is in my opinion the basic
reason why insurance is not a
very attractive (read here pos-
sible) industry to disrupt. The
ownership of the knowledge
related to probability of occur-
rence of a given event is partic-
ular to each insurance company
or line of business.

This is not the case with bank-
ing in which institutions inter-
mediate specific flows of funds

that belong to specific individ-
uals and specific users or bor-
rowers. This type of “service
knowledge” is an easy target
for disrupting newcomers as it
is already happening with P2P,
crowdfunding, etc., as alone
these don’t leverage their finan-
cial positions (through fraction-
al reserve requirements and/or
straight balance sheet leverage
or capital/lending ratio).

In the latter case, disrupters
are attacking the essential of
the banking business by poach-
ing clients or piercing into the
banks’ value chain as well as
the delivery channels. (This
may get even more critical if
the bitcoin-related block-chain
technical breakthrough proves
to be the demise of the “third
trusted” party model pervasive
in financial markets, which in
the case of banking is present
precisely as the “intermediary
role” knowledge/function.

In short, insurance is proba-
bly proving to be so far unat-
tractive for disruption because
it is a business that does not
have a defined counterpart:
it is not a third trusted party
that may be replaced (digitally
or with whatever new business
model that may emerge). The
very existence of the insurance
firm itself, fund, mutual, etc.,
offering specific risk coverage

Table 8.1 Ranking of IC Management Scores (from high to low)

Rank Component Category

1 Management Human Capital

2 Employees Human Capital

3 Network Relationship Capital
4 Customers Relationship Capital
5 Brand Relationship Capital
6 Business Recipe Bisiness Recipe

7 Process Structural Capital

8 Intellectual Property Stuctural Capital




based on proprietary actuarial
knowledge is the essence of the
insurance. In a way, it is a busi-
ness model that could be de-
scribed—stretching it a bit, as
an “immanent” business model.

Nonetheless, this does not
mean that the “delivery chan-
nels” (marketing, etc.) cannot
be disrupted. But even in this
case, what would be the use of
this disruption if the “essence”
of the business cannot be cap-
tured as well? What would be
the attraction of capturing the
“hardware” (i.e., the delivery
channel) if you can’t own the
“software” (i.e., the dynamic
actuarial knowledge).

Ronald Poon-Affat: I find your
comment regarding the fun-
damental differences that exist
between the balance sheets of
insurance companies versus
banks to be very interesting. I
was recently reading about the
effect of intangible capital on
balance sheets, which leads me
to ask what are your views re-
garding the treatment of insur-
ance companies? Can you rec-
ommend additional reading?

Professor Eloy: Intangible cap-
ital is a topic that is current-
ly very central to valuation of
businesses. Whereas in the past
the values of business were fun-
damentally given by the pro-
ductive fixed assets carried in
their balance sheets, nowadays
the most valuable companies
are those that possess specific
types of intangible (read here
different kinds of knowledge)
assets. I would list the insur-
ance industry within this group
of businesses.

There is a relatively recent

book Intangible Capital: Putting

knowledge to work in the 21st-cen-
tury orgamization by Mary
Adams and Michael Oleksak
(Praeger, 2010), that covers
how the function of the tradi-
tional balance sheet is becom-
ing severely limited in reflect-
ing the true value of modern
businesses/industries that have
or are becoming digitized.

The authors suggest a ranking
of Intangible Capital Manage-
ment Scores. We observe that
the lower we go on the list, the
change in those business mod-
els may come less easy. If we
were to position the insurance
industry somewhere in the last
three, where I think it belongs,
(Business Recipe, Process or
Intellectual Property) the path
to change may not be easy ac-
cording to the findings of that
research.

Ronald Poon-Affat: I would like
to thank you for your time and
insights regarding the future of
the insurance markets within
this brave new disruptive world
in which we now live. l

Ronald Poon-
Affat, FSA, FIA,
MAA, CFA, is VP
and director with
RGA Reinsurance
Co. He can be
contacted at
rpoonaffat@rgare.
com.

Professor Eloy B. Garcia obtained

a B.A. degree in International
Management and Finance and

an M.A. degree in Economic
Development from Georgetown
University in Washington, D.C. He
has been a visiting professor at the
IE Business School in Madrid, Spain
since 2006. He was a member of
the International Advisory Board

of the Cass Business School at the
City University of London, United
Kingdom from 2000 to 2009 and

is currently a member of its MBA
Program Board. ega@faculty.ie.edu
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