Financial reporting developments
A comprehensive guide

Reinsurance

(before the adoption of ASU 2018-12,
Financial Services — Insurance

(Topic 944): Targeted Improvements
to the Accounting for Long-Duration
Contracts (LDTI))

Revised December 2023

EY

Building a better
working world



To our clients and other friends in the
insurance industry

The accounting guidance for reinsurance transactions is codified in Accounting Standards Codification
944, Financial Services — Insurance (ASC 944). This publication will help you understand the overall
accounting and financial reporting requirements and how they apply to certain types of reinsurance
transactions. Our observations are based on our experience in addressing the insurance accounting,
actuarial, tax and financial reporting issues of our clients. The application of the guidance for a particular
transaction requires careful evaluation of its facts and circumstances. Your EY insurance executive will be
pleased to answer any questions you may have on this topic.

St 4 MLLP

December 2023

Financial reporting developments Reinsurance



Contents

L1 OVOIVIBW tiuiieiiiniiuiiniineiansessrnsssssssssassssssessassssssasssssssssassssssassassssssassssssassassssssassssssassassne 1
3 A o o Yo [N ot o1 RPN 1

A S Y- T (ol o] g ) VA 1] (o] o |- SRR 3
R R ol o 1 OO PURR PPN 3
N 0 1= 1011 4o USRS 4
2.3 ASSESSING MISK EraNS Ol ittt ree e e e e e e e ettt ee e e e e eeeratara e e eeeeeeaeersnnaeeaaanenees 5
2.3.1  When to evaluate whether risk transfer @XistS ... et 7

PG TZ N AN ¢ 4 =1 o Vo [=Te I ofo] 0] f = ot £ 3R N 8

2.4 Reporting groSs @MOUNLES .....iiviee et e et e e e reiee e e eeaaeeeattaeseranaeeenennssersnnnseensnnneenenns 9
2.5 DiISCIOSUIES ...iiiiiiiiiiiiee e et eettttiieee s e e eettttaaisasseeeeteestassssseseesasssssssnssseesssssssssnssseesssssssnnnseseeesssssnnns 9

3 Short-duration CONracCtS...cciciiiiiiiiiiiiiiiiiiiiiiiriiis et tnseeetessesssessassesssessasssessassns 10
3.1 Accounting for reinsurance of short-duration contracts ........ceeiieiioriiiii e 10
3.2 Classification of reinsurance of short-duration contractS.......cceevieviieriiiiiiiiie e 11

G TG B A= a1 (=] o ) (] - [P RRPPPPPPPPON 12
3.3.1  Assumption of significant INSUraNCe MiSK ....cuuueeiieiieeiiiiiee e ervee e e e e eaaes 15
3.3.1.1 Timely reimbursement Of ClaIMS ....ive i e e 17

3.3.2 Determination of @ SignifiCant [0SS.....ccuuueiieiiiiiieeiiiee et e et e e e e e e eaaes 17
3.3.2.1 CaSh fIOW @NAIYSES cevunieieietie ettt et eet e e et e e e teeste e st essaeessneessneessnnessnnees 19

3.3.2.2 Amounts Paid tO the FEINSUIEr ...ttt e ea s 23

3.3.2.3 Exception to reasonable possibility of significant 10SS ........eeevvvvieeiiiiiieneiriieeeeee. 24

3.4  Distinguishing between prospective and retroactive contracts.......oeeeiiiiiieiiiiiieiiicee e 26
3.5 Prospective CONTIACES .. e e e et e e e et e e e aa e e e aanaaeees 28
3.6 RetroaCtive CONTIACES. ..ottt et se s s e e e e e eaaaasse s e e eeeaeaassnsseeeaenenes 31
3.6.1  Accounting when the liabilities reinsured exceed the amounts paid.......cccccevveeirvvinnennenn. 33

3.6.2  Accounting when the amounts paid exceed the liabilities reinsured........ccccevveeievvinenennnne. 35

3.6.3  Accounting for a change in the estimate of the liabilities reinsured........cccoevvveeeevernnennne. 37

3.6.4  Amortization of deferred gains — interest method compared to the recovery method ..... 40

3.7 Contracts with both prospective and retroactive provisions..........cceueeiiiiiieiieviiee e 44
3.8  Multiple-year retrospectively rated CONtracts .....covvvveeeieeiiiei e 46
3.8.1  Conditions for reinsurance aCCoUNTING ......ccuueiiiiiieriiiiie e e e e e e e e eanes 47

3.8.2  Recognition of obligatory assets and liabilitieS .......cceeeveeeriiiiieiiee e, 48

4 Long-duration CONTractS...ccciieiieiiiiiiiiiicii et cec et ceeeneeensenetaesansenssansenssnnsannes 54
4.1 Reinsurance of 1ong-duration CONTraCES......ceiiiiieiiiiiiee et e e e e e eeees 54
4.1.1  Indemnification of ceding COMPANY ...ccvvuiiiiiiie e e e et e e e e e eanes 54

4.1.2  Evaluating transfer Of MISK...uuu i e et e e e e e e e e e e e eanas 55

4.1.3 Reinsurance contracts that are short duration in Nature.......ceeeeviiiiiiiiiiiieen e 57

N €01 o) =] 4 1YV = T = N 58
4.3 Recognition of revenues and COSES...uuuiiiiiiiiiiie e e e e e e e e e e e e eaneeeees 60
4.3.1  Accounting for the COSt Of rEINSUIANCE .....iivveeeeeeiiee et e e e e e e e e e eaaes 60

ViGN \Ye(o(o V] 0 4] a o R (o] s 4 3 & I oo 0] { = Lot £ J U 62

Financial reporting developments Reinsurance | i



sy

Contents

4.3.3  Accounting for COINSUranCe CONIIACES ....eiiiiiiiiiiiicie et eere v e e e e 66
4.3.4  Reinsurance of existing blOCKS Of DUSINESS ....uuuiiiiiiee ittt ee e e e e e e eaee 70
4.3.5  Accounting for coinsurance with funds withheld and modified coinsurance contracts...... 70
4.3.6  Accounting for annUity CONTIaCtS ...cevvuueiei i e e e et 72
DepoSit ACCOUNTING euieiiiiiiiec et ceeeree e seeeraeseeseaesnnsanssessnsssnssensenssassnnnes 73
5.1 OVEIVIEW tettitiiieeeteeeetiiiieee e e et eeettaaiaeeseeeeetttaasassseeeaeatsssssssseeeessessssssnssseesessssssnnnsseeessssssnsnnnssees 73
5.2  Types of deposit arrangemMENTS ......ceiiie i e e e et e e aa e e e ar e e raaa s 73
5.2.1  Contracts that do not transfer significant underwriting risk .......ccceeeeeeerviiiieeeeeeeeeveiinnnn. 76
5.2.2  Contracts that transfer only significant underwriting risK.........ceeeeveeeiiiiiierieiiicee e, 79
5.3 Subsequent assessment Of FiSK transTer ... i e 83
BUSINESS COMDBINAtIONS ..vuiiuiiiiiiiiiiiiiiiiiiiiiiriiiiniarteeeiesiassestassssssessassssssassasssassasses 84
.1 OVEIVIEW tettttieee e e e eeetiit i iee e e e e e e ettt eeaeeeeeeeettaa e eseeeeaaassnnansseeeessssssnnnnaseeessesssnnnssesesasssrssnnnneeeees 84
6.2  Classification of @ reinsurance CONTracCt......uu.eeeriiiiiiiiiieee e eer e 84
CIC I V(= I =T o= o | PP PPTP RPN 84
Presentation and diSCIOSUIE ......ieiiuieiieiieiiiiiieiieiicecenteetaeeecencentanracencensasassncensansanses 87
7.1  Balance sheet presentalion ... ettt e e e et e e e e e e e e e eaas 87
7.2 Income statement Presentation ... e e e 88
7.3 FOOLNOLE ISCIOSUIES ...uiiiiiiiiiiiieee ettt e et ttrissee s e e e et tattai e e s e e aeeeassssssnssseaesesssssnnseseeessees 89
Frequently asked qUESTIONS .....ceiiiiiieiieiiiiiceieee e iceceteetaeeneeneenransacencensansassncensnnsanns A-1
Abbreviations used in this publication .....ccceuie i reeee e e B-1
Index of ASC references in this publiCation ......c.ceiieiiieiiiiiiirri e eeeeeeaees C-1
O R N Ol /=) 1=1 =] o [od =L TR PUUOPPPRRRRPPPPRt C-1
Common reinsurance terms and features that should be considered in
FISK tranSTer ANAlY SIS ... iuiieieieiiiiiiiieiieiieieceieee e tceceteeraesacencensansacensensansassncensansanns D-1

Financial reporting developments Reinsurance | ii



Contents

Notice to readers:

This publication includes excerpts from and references to the Financial Accounting Standards Board
(FASB or Board) Accounting Standards Codification (Codification or ASC). The Codification uses a
hierarchy that includes Topics, Subtopics, Sections and Paragraphs. Each Topic includes an Overall
Subtopic that generally includes pervasive guidance for the Topic and additional Subtopics, as needed,
with incremental or unique guidance. Each Subtopic includes Sections that in turn include numbered
Paragraphs. Thus, a Codification reference includes the Topic (XXX), Subtopic (YY), Section (ZZ) and
Paragraph (PP).

Throughout this publication references to guidance in the Codification are shown using these reference
numbers. References are also made to certain pre-Codification standards (and specific sections or
paragraphs of pre-Codification standards) in situations in which the content being discussed is excluded
from the Codification.

This publication has been carefully prepared, but it necessarily contains information in summary form
and is therefore intended for general guidance only; it is not intended to be a substitute for detailed
research or the exercise of professional judgment. The information presented in this publication should
not be construed as legal, tax, accounting, or any other professional advice or service. Ernst & Young LLP
can accept no responsibility for loss occasioned to any person acting or refraining from action as a result
of any material in this publication. You should consult with Ernst & Young LLP or other professional
advisors familiar with your particular factual situation for advice concerning specific audit, tax or other
matters before making any decisions.

Portions of FASB publications reprinted with permission. Copyright Financial Accounting Standards Board, 801 Main Avenue,
P.0.Box 5116, Norwalk, CT 06856-5116, USA. Portions of AICPA Statements of Position, Technical Practice Aids and other AICPA
publications reprinted with permission. Copyright American Institute of Certified Public Accountants, 1345 Avenue of the Americas,
27" Floor, New York, NY 10105, USA. Copies of complete documents are available from the FASB and the AICPA.
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1.1

Overview

Introduction

The Reinsurance Contracts Subsections of ASC 944 provide guidance on accounting for and financial
reporting of reinsurance contracts, including those that reinsure short-duration insurance contracts and
long-duration insurance contracts. They establish the conditions required for reinsurance contracts to
satisfy the “transfer of risk” criteria and also:

Require reinsurance contracts to be classified as either short-duration or long-duration reinsurance
contracts, and require short-duration reinsurance contracts to be classified as either prospective or
retroactive contracts

Disallow the immediate recognition of gains from ceded reinsurance transactions, unless the ceding
company’s obligations to its policyholders are extinguished

Prescribe accounting and reporting guidance for multiple-year retrospectively rated reinsurance contracts

Require insurance companies to report their liabilities gross of reinsurance ceded and require that
reinsurance recoverables (i.e., ceded liabilities) and prepaid reinsurance premiums (i.e., ceded
unearned premiums) be reported as assets

Require disclosures for reinsurance transactions in the financial statements of ceding and assuming
companies, including disclosures for concentrations of credit risk related to reinsurance recoverables

ASC 340-30 provides deposit accounting requirements for contracts that neither transfer insurance risk
nor qualify for reinsurance accounting.

In this publication, the terms “risk transfer” and “transfer of risk” are equivalent to the phrase
“indemnification of the ceding entity against loss or liability relating to insurance risk,"” because that
phrase is used and defined in ASC 944-20-15-41 (formerly paragraph 9 of FASB Statement No. 113) for
short-duration contracts and in ASC 944-20-15-59 for long-duration contracts.

The FASB issued Accounting Standards Update (ASU) 2018-12 in August 2018 to change how insurers
recognize and measure insurance liabilities and deferred policy acquisition costs (DAC) and require new
disclosures about long-duration insurance contracts. The guidance is intended to provide financial statements
users with more meaningful information about the amount, timing and uncertainty of cash flows related to
these contracts. A Securities and Exchange Commission (SEC) filer that is not a smaller reporting company
(SRCQ) is required to adopt the guidance for fiscal years beginning after 15 December 2022 (i.e., 2023 for
calendar-year insurers), and for interim periods therein. All other entities (i.e., SRCs and private insurers) are
required to adopt the guidance for annual periods beginning after 15 December 2024 (i.e., 2025 for calendar-
year insurers), and interim periods within fiscal years beginning a year later (i.e., 2026).

Although ASU 2018-12 does not directly change the guidance on how to recognize ceded or assumed
reinsurance transactions, insurers will need to evaluate whether changes to the broader guidance affect
how they account for their reinsurance transactions. Considerations include the following:

ASU 2018-12 requires insurers to determine the unit of account (i.e., the cohort) for which the
liability for policyholder benefits is measured. When determining the cohort under ASU 2018-12,
insurers may group contracts issued in the same quarter or year but may not group contracts from
different issue years. This same principle should be applied when determining the unit of account for
reinsured contracts.
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1 Overview

ASU 2018-12 requires insurers to measure the reserves for future policyholder benefits recognized
for its insurance contracts under the net premium model. To be consistent with this guidance,
insurers should also determine a separate net premium ratio for the reinsurance contract or cohort
of reinsurance contracts based on the cohort determined for the underlying reinsured contracts.
When ceded reinsurance transactions are non-contemporaneous (i.e., arrangements to cede an
existing block of in-force contracts), using a current discount rate as of the date of the reinsurance
contract will generally result in measurement differences between the reinsurance recoverable and
the liability for future policyholder benefits of the underlying insurance contract.

For arrangements that reinsure a group of in-force contracts, the ceding entity is required under
existing guidance in ASC 944-605-30-4 to include any differences between the consideration paid
for the reinsurance coverage and the “amount of the liabilities for policy benefits” related to the
underlying insurance contracts in the estimated cost of reinsurance. After adopting ASU 2018-12,
we believe insurers should consider the liabilities recorded on the balance sheet, which are measured
using a current discount rate, when applying this guidance.

The revised DAC amortization model under ASU 2018-12, which requires insurers to amortize DAC
for long-duration insurance contracts on a constant level basis over the expected life of the
underlying contracts, independent of profitability or revenue components, also affects the
amortization of other balances currently being amortized on a basis consistent with DAC, whether
due to existing requirements in ASC 944 or to an existing accounting policy election. Balances
amortized on a basis consistent with DAC as a result of an existing accounting policy election could
include the cost of reinsurance.

ASU 2018-12 creates a new category of benefit features (i.e., market risk benefits) that will be
measured using a fair value model. The guidance requires that insurers evaluate the terms of any
arrangements that cede annuitization, death or other insurance benefits in accordance with the
defined scope of market risk benefits outlined in ASC 944-40-25-25C through 25-25D. If each of the
market risk benefit criteria is met, we believe the ceding entity should treat the arrangement as the
purchase of a separate market risk benefit, and the assuming entity should treat it as the issuance of
a market risk benefit. As such, insurers will need to determine the fair value measurement of ceded
and assumed market risk benefits.

Rollforward disclosures are required on a gross basis under ASU 2018-12 for both the liability for
future policyholder benefits related to traditional and limited-payment contracts and the additional
liability for annuitization, death or other insurance benefits, with the amount of any related
reinsurance recoverable required to be included in each rollforward disclosure. In addition, the
guidance requires the rollforward of market risk benefits, which should include both ceded and
assumed market risk benefits.

See our Technical Line, A closer look at how insurers will have to change their accounting and
disclosures for long-duration contracts, for a detailed discussion.

The remainder of this publication has not been updated for any considerations related to ASU 2018-12.
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2.1

Basic provisions

Scope

Excerpt from Accounting Standards Codification

Insurance Activities

Overview and Background

Reinsurance Contracts

944-20-05-38

The Reinsurance Contracts Subsections provide guidance on accounting for and financial reporting of

reinsurance contracts, including those that reinsure short-duration insurance contracts and long-
duration insurance contracts.

944-20-05-39
Insurers may enter into various types of contracts described as reinsurance, including those commonly
referred to as fronting arrangements.

944-20-05-39A

An insurance entity may purchase reinsurance to reduce exposure to losses from the events it has
agreed to insure, similar to a direct insurance contract purchased by an individual or noninsurance
entity. The insurance entity also may contract with a reinsurer to facilitate the writing of contracts
larger than those normally accepted, to obtain or provide assistance in entering new types of business,
or to accomplish tax or regulatory objectives.

944-20-05-40

Insurance provides indemnification against loss or liability from specified events and circumstances
that may occur or be discovered during a specified period. In exchange for a payment from the
policyholder, an insurance entity agrees to pay the policyholder if specified events occur or are
discovered. Similarly, the insurance entity may obtain indemnification against claims associated with
contracts it has written by entering into a reinsurance contract with another insurance entity (the
reinsurer or assuming entity). The insurer (or ceding entity) pays (cedes) an amount to the reinsurer,
and the reinsurer agrees to reimburse the insurer for a specified portion of claims paid under the
reinsured contracts. However, the policyholder usually is unaware of the reinsurance arrangement,
and the insurer ordinarily is not relieved of its obligation to the policyholder. The reinsurer may, in
turn, enter into reinsurance contracts with other reinsurers, a process known as retrocession.

Master Glossary
Insurance risk

The risk arising from uncertainties about both underwriting risk and timing risk. Actual or imputed
investment returns are not an element of insurance risk. Insurance risk is fortuitous; the possibility of
adverse events occurring is outside the control of the insured.

The Reinsurance Contracts Subsections of ASC 944 apply to short-duration and long-duration insurance
contracts of property/casualty insurance entities (including stock entities, mutual entities, and reciprocals or
interinsurance exchanges), life and health insurance entities (including stock life and mutual life insurance
entities), captive insurance entities, mortgage guaranty insurance entities, and title insurance entities.
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2.2

2 Basic provisions

This guidance requires that a contract with a reinsurer meet certain conditions to transfer insurance risk
and therefore qualify for reinsurance accounting. Deposit accounting requirements are prescribed for
contracts that do not provide for indemnification of the ceding entity by the reinsurer against loss or
liability against insurance risk.

Any transaction, regardless of form, that indemnifies an insurer against loss or liability relating to
insurance risk is within the scope of the reinsurance contracts guidance. Therefore, certain insurance-
related guarantees (e.g., a guarantee from a seller to reimburse a buyer for all insurance-related losses
in excess of a stated amount in connection with the sale of an insurance company or a portion of an
insurance business) could be subject to the provisions of the Reinsurance Contracts Subsections. If a
contract does not meet the risk transfer conditions, then both the ceding company and assuming
company generally should follow deposit accounting for the contract.

The financial statement disclosure requirements for reinsurance transactions apply to both ceding and
assuming entities.

Definitions

The appropriate financial reporting for any given reinsurance contract depends on whether the reinsurance
contract meets certain risk transfer conditions, whether the reinsurance contract reinsures short-duration
or long-duration insurance policies, and whether the reinsurance contract is prospective or retroactive.

Excerpt from Accounting Standards Codification

Insurance Activities

Scope and Scope Exceptions

Reinsurance Contracts

944-20-15-34

The financial reporting for a contract with a reinsurer depends on whether the contract is considered
to be reinsurance for purposes of applying this Subtopic. Financial reporting for a reinsurance contract
also depends on whether the contract reinsures short-duration or long-duration insurance contracts
and, for short-duration contracts, on whether the contract is considered prospective reinsurance or

retroactive reinsurance. For contracts that reinsure long-duration contracts, characteristics of the
reinsurance contract determine whether the contract is short- or long-duration.

ASC 944 divides the guidance on contracts into the following three categories: short-duration contracts,
long-duration contracts and reinsurance contracts.

Short-duration contracts are insurance policies that provide insurance protection for a fixed period of
short duration and enable the insurer to cancel the contract or to adjust the provisions of the contract at
the end of any contract period, such as adjusting the amount of premiums charged or the coverage
provided. Examples of short-duration contracts include most property and liability insurance policies and
certain term life insurance policies (e.qg., credit life insurance) (ASC 944-20-15-5 through 15-7).

Long-duration contracts are insurance policies that are expected to remain in force for an extended
period and generally are not subject to unilateral changes in their provisions. They require the
performance of various functions and services (including insurance protection) for an extended period
and often include noncancelable or guaranteed renewable features. Examples of long-duration contracts
include universal life-type contracts, limited-payment contracts, certain participating life insurance
contracts and whole-life and term life insurance contracts (ASC 944-20-15-8 through 15-14).
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2.3

2 Basic provisions

Reinsurance contracts are contracts for transactions entered into by a reinsurer (assuming entity), for a
consideration (premium), to assume all or part of a risk undertaken originally by another insurer (ceding
entity). For indemnity reinsurance, the legal rights of the insured are not affected by the reinsurance
transaction and the insurance entity issuing the insurance contract remains liable to the insured for payment
of policy benefits. Assumption or novation reinsurance contracts that are legal replacements of one insurer
by another extinguish the ceding entity’s liability to the policyholder (ASC 944-20-15-34 through 15-39).

For reference purposes, additional definitions are provided below.
Excerpt from Accounting Standards Codification
Master Glossary
Assuming Entity
The party that receives a reinsurance premium in a reinsurance transaction. The assuming entity (or
reinsurer) accepts an obligation to reimburse a ceding entity under the terms of the reinsurance contract.
Ceding Entity
The party that pays a reinsurance premium in a reinsurance transaction. The ceding entity receives
the right to reimbursement from the assuming entity under the terms of the reinsurance contract.
Contract Period
The period over which insured events that occur are covered by insurance or reinsurance contracts.
Commonly referred to as the coverage period or period that the contracts are in force.
Deposit Method

A revenue recognition method under which premiums are not recognized as revenue and claim costs
are not charged to expense until the ultimate premium is reasonably estimable, and recognition of
income is postponed until that time.

Prospective Reinsurance

Reinsurance in which an assuming entity agrees to reimburse a ceding entity for losses that may be
incurred as a result of future insurable events covered under contracts subject to the reinsurance. A
reinsurance contract may include both prospective and retroactive reinsurance provisions.

Retroactive Reinsurance

Reinsurance in which an assuming entity agrees to reimburse a ceding entity for liabilities incurred as a
result of past insurable events covered under contracts subject to the reinsurance. A reinsurance
contract may include both prospective and retroactive reinsurance provisions.

Settlement Period

The estimated period over which a ceding entity expects to recover substantially all amounts due from
the reinsurer under the terms of the reinsurance contract.

Assessing risk transfer

To apply reinsurance accounting to a contract, the entity must determine whether the contract meets
the risk transfer provisions. The issue of what constitutes risk transfer under a reinsurance contract has
been debated within the insurance industry for years. Judgment plays a significant role in the determination,
since comprehensive implementation guidance on risk transfer is not provided.
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2 Basic provisions

This section addresses the basic concepts of risk transfer. Sections 3 and 4 of this publication provide additional
guidance on the evaluation of risk transfer for reinsurance of short-duration and long-duration contracts.

Excerpt from Accounting Standards Codification
Insurance Activities

Scope and Scope Exceptions

Instruments

944-20-15-37

The guidance in the Reinsurance Subsections of this Subtopic applies to the following instruments:

a. Any transaction, regardless of its form, whose individual terms indemnify an insurer against loss
or liability relating to insurance risk. That is, all contracts, including contracts that may not be
structured or described as reinsurance, shall be accounted for as reinsurance if those conditions
are met, including reinsurance contracts used to, in effect, sell a line of business by coinsuring all
or substantially all of the risks related to the line.

b. All contract amendments.

Assessing Indemnification Against Loss and Liability Relating to Insurance Risk

944-20-15-40

Determining under paragraph 944-20-15-37(a) whether a contract with a reinsurer provides
indemnification against loss or liability relating to insurance risk requires a complete understanding of

that contract and other contracts or agreements between the ceding entity and related reinsurers. A
complete understanding includes an evaluation of all contractual features that do either of the following:

a. Limit the amount of insurance risk to which the reinsurer is subject (such as through experience
refunds, cancellation provisions, adjustable features, or additions of profitable lines of business to
the reinsurance contract)

b. Delay the timely reimbursement of claims by the reinsurer (such as through payment schedules
or accumulating retentions from multiple years).

This risk transfer assessment shall be made at contract inception, based on facts and circumstances
known at the time.

944-20-15-40A
Reinsurance programs often entail the reinsurance of various layers of exposure through multiple

reinsurance contracts. Indemnification against loss or liability relating to insurance risk shall be
determined in relation to the provisions of the individual reinsurance contract being evaluated.

The determination of whether a contract with a reinsurer meets the risk transfer conditions requires a
complete understanding of the contract and knowledge of other contracts or agreements between the
ceding company and its reinsurers. In evaluating whether a reinsurance contract satisfies the risk transfer
conditions, entities need to consider contractual features that limit the amount of insurance risk to which
the reinsurer is subject, or delay the timely reimbursement of claims by the reinsurer. In this context,
“timely" refers to the relationship between the date that a ceding company pays a claim covered by a
reinsurance contract and the date of actual cash reimbursement by the reinsurer. Generally, reimbursement
is considered “timely” if settlement is consistent with financial reporting practices (i.e., monthly or quarterly).
Often, a ceding company’s reinsurance program consists of several reinsurance contracts that cover
different “layers” of exposure. Those reinsurance contracts can be with one or several reinsurers. The
evaluation of risk transfer should be based on the provisions of the contract being evaluated.
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2.3.1

2 Basic provisions

ASC 944-20-55-27 through 55-35 discusses but does not define what constitutes a “contract,” which
essentially is a question of substance.! Therefore, for purposes of assessing the risk transfer provisions,
companies may have to combine multiple contracts that have interlocking provisions into one overall
transaction to determine whether risk transfer exists. In other words, the assessment of risk transfer
requires the consideration of all features of a reinsurance contract or other related contracts that
directly or indirectly compensate the reinsurer or related reinsurers (i.e., affiliated entities) for losses.
For example, the profit-sharing provisions of one contract may refer to experience on other contracts,
which may indicate one contract in substance exists.

In some circumstances, it may be difficult to determine the boundaries of a “contract.” An individual contract
within a reinsurance program should pass the risk transfer tests on its own to be accounted for as reinsurance.
However, while an individual contract may transfer risk on a stand-alone basis, after an entity considers the
entirety of a reinsurance program (i.e., all contracts with the same or related reinsurers), there may be an
indication that the contracts do not transfer risk in the aggregate. In that case, each of the individual contracts
with the same or related reinsurers should not be accounted for as reinsurance, since the risk transfer
conclusion at the reinsurance program level effectively negates the risk transfer conclusion for the individual
contracts. Conversely, although a reinsurance program as a whole may transfer risk, individual contracts
within the program may not be accounted for as reinsurance if they do not, by themselves, transfer risk.

For example, a company could have a coinsurance contract that cedes certain policies and claims to a
reinsurer, but the same underlying policies and claims are also subject to a yearly renewable term (YRT)
contract with the same reinsurer. If the YRT contract contains provisions allowing the reinsurer to reprice
the coverage based on experience, the ceding company would need to consider whether the terms of the
YRT contract affect the risk transfer of the coinsurance contract (i.e., consider whether risk is transferred
at the aggregate level for the entirety of the reinsurance program).

When to evaluate whether risk transfer exists

All reinsurance contracts require a risk transfer evaluation. Under ASC 944-20-15-40, the ceding
company must evaluate once a contractual agreement is reached whether the contract transfers
insurance risk at the contract's inception. Frequently, a reinsurance contract is not finalized and executed
(i.e., signed) until sometime after the inception of the contract (i.e., the date of agreement). That is, the
terms of the contractual agreement may have been agreed to, but a final written agreement has not been
formally executed. In those situations, the contract would be effective as of the inception date, unless the
final signed reinsurance contract differs substantively from the basic terms agreed to at inception. There
is no requirement to perform a re-evaluation of risk transfer as experience develops under the contract.

The guidance does not allow a ceding company to re-evaluate whether a contract qualifies as reinsurance after
the initial evaluation. However, if a reinsurance contract is amended after its effective date, the amendment

may result in a new contract for purposes of applying the risk transfer criteria of ASC 944-20-15-41. Additional
guidance in evaluating whether an amendment creates a new contract is included in section 2.3.2.

For complex reinsurance contracts, the time-consuming process of preparing detailed cash flow analyses
will be necessary to evaluate whether risk transfer exists. However, for straightforward reinsurance

contracts (e.g., an excess of loss? arrangement with a fixed premium and no adjustable features), the risk
transfer evaluation generally could be limited to understanding the historical and expected loss experience

L This concept is consistent with statutory accounting guidance provided by the National Association of Insurance Commissioners
(NAIC). Question number 10 in Exhibit A to Statement of Statutory Accounting Principles (SSAP) No. 62R, Property and Casualty
Reinsurance, addresses the evaluation of what constitutes a contract.

Excess of loss is a type of non-proportional reinsurance contract that requires the insurer to pay all the losses up to a stated
amount or retention limit on each risk covered under the reinsurance arrangement, with losses incurred above the limit paid by
the reinsurer. The excess of loss contract typically provides a fixed coverage for a fixed premium without any risk-limiting
features and can be on a per-risk or per-occurrence basis.
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2.3.2

2 Basic provisions

for the business reinsured, which would eliminate the need for detailed cash flow analyses. Because
many reinsurance contracts have adjustable features, the number of contracts that will qualify as
straightforward reinsurance contracts may be limited.

Amended contracts

Excerpt from Accounting Standards Codification

Insurance Activities

Scope and Scope Exceptions

Reinsurance Contracts

Amendments

944-20-15-62

Any change or adjustment of contractual terms is considered an amendment for purposes of applying

this Subtopic, including all but the most trivial changes and without distinction between financial and
nonfinancial terms.

944-20-15-63
Examples of amendments include but are not limited to the following:

a. Replacing one assuming entity with another (including an affiliated entity)

b. Modifying the contract’s limit, coverage, premium, commissions, or experience-related adjustable
features.

944-20-15-64

If contractual terms are amended, risk transfer shall be reassessed. For example, a contract that, upon
its inception, met the conditions for reinsurance accounting under this Subsection could later be
amended so that it no longer meets those conditions. The contract shall be reclassified and accounted
for as a deposit in accordance with the guidance in Subtopic 340-30.

944-20-15-65

Whether an amended contract in substance transfers risk shall be determined considering all of the
facts and circumstances in light of risk transfer requirements. Judgment also will be required to
determine whether an amendment in effect creates a new contract.

As shown above, ASC 944 broadly defines an amendment to a contract, and that definition encompasses
any change to or adjustment of any contractual term. The change or adjustment could relate to either a
financial or a nonfinancial term or provision. For purposes of ASC 944-20-15-62, amendments include,
among other items, the replacement of one assuming company by another company, a modification of
contract limits, an expansion or reduction of coverage, an adjustment of the premium or commission
amounts, or a modification of any adjustable contract feature. Any amendment that creates a new
contract requires the ceding company to assess risk transfer criteria at the amendment date.

The effective date of a new contract that is created by an amendment to an existing contract cannot have
the same effective date as the original contract. Because the “new" contract and the original contract have
different effective dates, the cash flows also may differ. Judgment will be required to determine whether an
amendment creates a new contract and which cash flows should be used if a new contract is created.

An amendment that creates a new contract could result in a prospective contract becoming either a
retroactive or a combination contract. This generally occurs because the reinsured liabilities will include
liabilities incurred as a result of past insurable events. Because ceding companies are not permitted to
immediately recognize gains from retroactive contracts, ceding companies should thoroughly evaluate
before amending a contract the potential effect of an amendment on the recognition of revenues and costs.
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2.4

2.5

2 Basic provisions

Often there is a period of time between the inception of the contract and its finalization, and if the ceding
and assuming companies substantively change the intent of the basic terms agreed to, those changes
could be considered an amendment to the original contract. If such a change creates a “new” contract, the
entity may be required to account for the intervening contract (i.e., the original contract that covered the
period from inception to the finalization of contract terms) and the “new" contract separately.

The Reinsurance Contracts Subsections of ASC 944 do not provide any guidance on what a reasonable
timetable might be between the time that the parties to the reinsurance contract agree, in principle, to
the basic terms and when documentation is final. The entity should consider the information available
(e.g., placement slips, term sheets, other types of documentation indicating the entities are accounting
for the transaction according to the terms) and determine whether that information is sufficient to
conclude that a reinsurance arrangement is in effect.

Reporting gross amounts

Assets and liabilities relating to reinsured policies are required to be recorded at their gross amounts and
not net of the effects of reinsurance. Reinsurance recoverables (i.e., ceded reserves for unpaid claims,
including amounts related to incurred but not reported (IBNR) and ceded life benefit reserves) and prepaid
reinsurance (i.e., ceded unearned premiums) are required to be reported separately as assets. However,
the guidance neither prohibits nor requires a separate classification of reinsurance recoverables between
amounts applicable to paid claims and unpaid claims, including recoverable amounts applicable to IBNR
claims and ceded life benefit reserves. Amounts recoverable and payable between a ceding company and
a reinsurer should be offset and reported on a net basis only when a valid right of setoff exists, as defined
in ASC 210-20 for offsetting of balance sheet items.

Gross reporting is not required in the income statement. However, ASC 944-605-45-1 requires that
ceded earned premiums and recoveries recognized under reinsurance contracts be either reported in the
income statement (e.qg., separate line items, parenthetically) or disclosed in the notes to the financial
statements. In addition, DAC may be reported on the balance sheet net of commission and expense
allowances related to reinsurance ceded (ASC 944-30-35-64).

Section 7 of this publication provides illustrations of the gross reporting requirements.

Disclosures

Insurance companies (both ceding and assuming companies) are required to disclose the following
reinsurance-related matters in their financial statements:

The nature, purpose and effect of ceded and assumed reinsurance transactions on the insurance
company’s operations (ceding companies also should disclose the fact that the insurer is not relieved
of its primary obligation to the policyholder in a reinsurance ceded transaction)

For short-duration contracts, premiums from direct business, reinsurance assumed and reinsurance
ceded, on both a written and an earned basis, if the difference between the written and earned
premiums is significant

For long-duration contracts, premiums and amounts assessed against policyholders from direct
business, reinsurance assumed and reinsurance ceded and premiums and amounts earned

The accounting methods used for income recognition on reinsurance contracts
Concentrations of credit risk associated with reinsurance recoverables and prepaid reinsurance premiums

Section 7 of this publication provides additional discussion of the disclosure requirements.
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3.1

Short-duration contracts

Accounting for reinsurance of short-duration contracts

When evaluating whether a short-duration contract should be accounted for as reinsurance, the ceding
company must determine whether the reinsurance of the short-duration contracts indemnifies the ceding
company against loss or liability (i.e., risk transfer). The accounting treatment for the reinsurance of
short-duration contracts will depend on whether a reinsurance contract is prospective or retroactive.
Contracts that that do not qualify as reinsurance and are deemed to be financing arrangements will be
accounted for as deposits.

ASC 944-20-15-41 specifically requires the indemnification of loss or liability to encompass insurance
risk (with insurance risk being defined as both underwriting risk and timing risk) for a contract to qualify
as reinsurance. Considerable judgment is necessary when determining whether a reinsurance contract
qualifies for reinsurance accounting.

Excerpt from Accounting Standards Codification

Master Glossary
Insurance Risk

The risk arising from uncertainties about both underwriting risk and timing risk. Actual or imputed
investment returns are not an element of insurance risk. Insurance risk is fortuitous; the possibility of
adverse events occurring is outside the control of the insured.

Timing Risk

The risk arising from uncertainties about the timing of the receipt and payments of the net cash flows
from premiums, commissions, claims, and claim settlement expenses paid under a contract.

Underwriting Risk

The risk arising from uncertainties about the ultimate amount of net cash flows from premiums,
commissions, claims, and claim settlement expenses paid under a contract.
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3 Short-duration contracts

3.2 Classification of reinsurance of short-duration contracts

Reinsurance of
short-duration contracts®

\ 4
Contract does not qualify No Has the reinsurer
as reinsurance; deposit assumed significant
accounting required insurance risk?
Yes
\ 4
. Is there a reasonable
Contract does not qualify | 5 possibility that the
as reinsurance®; deposit |« X .
- - reinsurer may realize a
accounting required L
significant loss?

Yes
A\ 4
Does the contract No Contract is accounted for
contain retroactive L as a prospective
elements? reinsurance contract
Yes
A\ 4
Does the contract No Contract is accounted
contain prospective EEEEEEE— for as a retroactive
elements? reinsurance contract
Yes
A\ 4
Entire contract is Accounting for the
L, No Can the contract Yes contract is split into
accounted for as < . e . .
. . be bifurcated? its prospective and
retroactive reinsurance K
retroactive elements

Assumes that multiple-year retrospectively rated reinsurance contracts meet the three conditions of ASC 944-20-15-55 (see
section 3.8.1); multiple-year contracts that do not meet those conditions are accounted for using deposit accounting.

The contract may qualify as reinsurance if the reinsurer assumes substantially all insurance risk relating to the reinsured portions
of the underlying contracts (see section 3.3.2.3).

The decision tree above is intended to provide a logical sequence of questions that need to be answered
when determining the appropriate accounting for the reinsurance of short-duration contracts.

The NAIC adopted guidance on accounting for the reinsurance of short-duration contracts that is
substantially similar to the US GAAP requirements. Both ASC 944 and Statement of Statutory Accounting
Principles (SSAP) No. 62R, Property and Casualty Reinsurance, require the transfer of insurance risk and

include similar concepts for determining whether the risk transfer criteria have been met, as discussed in
the next section.
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3 Short-duration contracts

Risk transfer criteria

Excerpt from Accounting Standards Codification
Insurance Activities

Scope and Scope Exceptions

Reinsurance of Short-Duration Contracts

944-20-15-41

Unless the condition in paragraph 944-20-15-53 is met, indemnification of the ceding entity against

loss or liability relating to insurance risk in reinsurance of short-duration contracts exists under
paragraph 944-20-15-37(a) only if both of the following conditions are met:

a. Significant insurance risk. The reinsurer assumes significant insurance risk under the reinsured
portions of the underlying insurance contracts. Implicit in this condition is the requirement that
both the amount and timing of the reinsurer’s payments depend on and directly vary with the
amount and timing of claims settled under the reinsured contracts.

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

The conditions are independent and the ability to meet one does not mean that the other has been
met. A substantive demonstration that both conditions have been met is required for a short-duration
contract to transfer risk.

944-20-15-42

The reference in (a) in the preceding paragraph acknowledges that a ceding entity may reinsure only part
of the risks associated with the underlying contracts. For example, a proportionate share of all risks or
only specified risks may be reinsured. The conditions for reinsurance accounting are evaluated in relation
to the reinsured portions of the underlying insurance contracts, rather than all aspects of those contracts.

944-20-15-43

The assessment of the criterion in paragraph 944-20-15-41 shall be applied from contract inception,
considering the effect of any subsequent contract amendments. Careful evaluation and considered
judgment is required to determine whether a significant loss to the reinsurer was reasonably possible
at inception. The status of a contract should be determinable at inception and, absent amendment,
subsequent changes shall be very rare.

944-20-15-44

The assessment in paragraph 944-20-15-41 is applied to a particular scenario, not to the individual
assumptions used in the scenario. Therefore, a scenario is not reasonably possible unless the likelihood of
the entire set of assumptions used in the scenario occurring together is reasonably possible.

The FASB established criteria for assessing whether a reinsurance contract transfers risk. ASC 944-20-15-41
requires that both the following conditions be met for a ceding company to be indemnified against loss or
liability from reinsurance of short-duration contracts3:

Significant insurance risk (41a test or variability test) — The reinsurer assumes significant insurance
risk (i.e., both underwriting risk and timing risk) under the reinsured portions of the underlying
insurance policies (ASC 944-20-15-41a).

3 The two conditions frequently were known as the “9a test” and “9b test” respectively, in reference to the related paragraph
numbers in the original FASB Statement No. 113.
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3 Short-duration contracts

Significant loss (41b test or significant loss test) — It is reasonably possible that the reinsurer may
realize a significant loss from the transaction (ASC 944-20-15-41b).

The variability test (41a test) essentially requires that the business ceded under a reinsurance contract
be subject to some degree of variability with respect to both the amount and timing of underwriting
results. Further, the reinsurer’s financial results should vary, to some extent, with the ceding company's
results. Although the relationship between the ceding company and the reinsurer does not have to be
directly proportional, when the ceding company incurs a claim that is covered by the reinsurance
contract, the reinsurer’s financial results should be negatively affected by that claim. In other words, if
the claims that are subject to the reinsurance contract are not inherently variable, both with respect to
amount and timing, or if the reinsurer’s results are not affected negatively by adverse experience, the
contract does not transfer “significant” insurance risk. See section 3.3.1 for further discussion of the
assumption of significant insurance risk.

Under the significant loss test (41b test), the significance of loss is determined by comparing, under one
or more reasonably possible outcomes, the present value of all the expected cash flows (e.qg., premiums,
claim recoveries, ceding commissions, experience refunds, cancellation penalties) between the ceding
company and the reinsurer to the present value of the amount paid or deemed to be paid to the reinsurer
(e.qg., reinsurance premiums). If more than one reasonably possible outcome is evaluated, the same
interest rate must be used to compute the present value of the cash flows for each reasonably possible
outcome (ASC 944-20-15-49).

The FASB intended for these two conditions to be separately evaluated. Therefore, any analysis or
reasoning supporting that one of the conditions is satisfied, in and of itself, cannot be viewed as evidence
that the other condition is met, as shown in the example below (the likelihood of the fact pattern
illustrated is relatively remote):

lllustration 3-1:  Evaluating both risk transfer conditions

A ceding company determined that the probability of a significant variation in the amount of the
payments by the reinsurer is remote and, therefore, the reinsurer has not assumed significant
insurance risk (i.e., the 41a test has not been met). However, because of the possible variations in the
payment patterns, the ceding company’s analysis of the present value of cash flows between the
ceding company and assuming company indicates that, under at least one reasonably possible
outcome, the reinsurer could incur a significant loss.

Regardless of the size of the possible loss under the cash flow analysis, the ceding company cannot
use the cash flow analysis to support that the reinsurer has assumed significant insurance risk.
Therefore, the contract satisfies only one of the two required conditions. Although the reinsurer may
realize a significant loss, the contract does not qualify for reinsurance accounting because it does not
meet the condition that requires the reinsurer to assume significant insurance risk.

If the reinsurer is not exposed to a reasonable possibility of significant loss, the 41b requirement has not
been met unless substantially all of the insurance risk related to the reinsured portions of the underlying
insurance contracts has been assumed by the reinsurer (i.e., the ceding company retains only insignificant
insurance risk for the portions of the underlying policies reinsured). ASC 944-20-15-53 implies that the
ability of a ceding company to use that exception would be limited because the reinsurer’s economic
consequences should be virtually the same as if it wrote the business directly. Therefore, the inclusion of
any adjustable feature within a reinsurance contract may prevent the use of this exception.
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Examples of reinsurance contracts that are deemed to indemnify the ceding company even though the
reinsurer is not exposed to the possibility of a significant loss would include quota-share reinsurance
contracts (i.e., contracts without adjustable features), and historically profitable reinsurance contracts in
which substantially all of the reinsured insurance risk has been assumed by the reinsurer.

Evaluating risk transfer under ASC 944-20-15-41 may be difficult when the terms of the contract are not
fixed due to adjustable contract features (i.e., experience refunds, retrospective premium or commission
adjustments, coverage adjustments, or any other type of adjustable feature) that may limit or alter the
amount and timing of cash flows between the ceding and assuming companies. Along with understanding
and evaluating the financial effect of adjustable features, determining that the risk transfer criteria are
met also requires a complete understanding of each contract and any other affected contracts or
agreements between the ceding company and the assuming company.

lllustrations 3-2a and 3-2b highlight how companies could evaluate individual contracts that have
interrelated adjustable features.

lllustration 3-2a

A ceding company has $1 million retention and reinsures its excess exposure on the underlying insurance
policies on an excess-of-loss basis, in three layers up to $10 million. The three layers are as follows:

Layer 1 — Contract A — $2 million excess $1 million
Layer 2 — Contract B = $3 million excess $3 million
Layer 3 — Contract C — $4 million excess $6 million

The reinsurance for each layer is provided through separate reinsurance contracts, and there are no
provisions in any of the contracts that affect the amount of insurance risk in any other contract. In
determining whether the ceding company is indemnified against loss or liability, the ceding company
must evaluate Contracts A, B, and C individually.

If Contracts A and B transfer risk, but Contract C does not transfer risk, then only Contracts A and B
would qualify for reinsurance accounting. However, if the terms of Contract C were favorable to the
reinsurer, and it is determined that those terms were intended to offset any potential negative outcomes
from either Contract A or B, then the three contracts may have to be evaluated for risk transfer on a
collective basis to evaluate whether Contracts A and B should apply reinsurance accounting.

Illustration 3-2b

Assume the same basic contract coverages in lllustration 3-2a, except that Contract B has a provision
that reduces the insurance risk assumed by the reinsurer under Contract A (e.g., an experience
refund, a provision that increases the premium under Contract A for adverse results under Contract B,
a cancellation provision, an accumulating retention).

Under those circumstances, when evaluating whether Contract A qualifies as reinsurance, the ceding
company must consider the mitigating provision in Contract B. Again, the ceding company may have
to test the combined expectations for Contracts A and B to determine whether both contracts qualify
for reinsurance accounting.
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3 Short-duration contracts

Another factor that ceding and assuming companies need to consider when evaluating whether a contract
qualifies for reinsurance accounting is whether the contract, in essence, contains separate and distinct
loss exposures. Specifically, the minutes in connection with the EITF's consensus on multiple-year
retrospectively rated reinsurance contracts (EITF 93-6, now codified in ASC 944-20-15-56) indicate that
contracts that combine two or more underlying exposures of the reinsured policies (e.g., personal auto
insurance, workers' compensation insurance) that are unrelated into one contract for the sole purpose of
obtaining reinsurance accounting treatment for those contracts should be evaluated separately.

Contracts that do not meet the risk transfer conditions do not qualify for reinsurance accounting and are
to be accounted for as deposits. Section 5 of this publication addresses accounting for reinsurance
contracts that do not indemnify an insurer against loss or liability relating to insurance risk.

Assumption of significant insurance risk

To qualify for reinsurance accounting, a reinsurance contract has to result in significant insurance risk
being assumed by the reinsurer under the terms of the contract. Insurance risk is constituted by both
underwriting risk and timing risk. Companies frequently focus on the requirements for the significant loss
test, which is the mathematical analysis to determine whether the reinsurer could incur a significant loss.

However, under ASC 944-20-15-41, the requirements for both the variability test (i.e., 41a requirement)
and the significant loss test (i.e., 41b requirement) are equally important. When there are contractual
features that limit the reinsurer’s exposure to loss from claims incurred by the ceding entity for the
business ceded, a reinsurance contract may meet the 41b requirement but not the 41a requirement.
Regardless of what a feature might be called, any feature that can delay the timely reimbursement of
claims to the ceding entity violates the requirements for reinsurance accounting.

Excerpt from Accounting Standards Codification

Insurance Activities

Scope and Scope Exceptions

Significant Insurance Risk — Short-Duration Contracts

944-20-15-46

A reinsurer shall not be considered under paragraph 944-20-15-37(a) to have assumed significant
insurance risk under reinsured short-duration contracts if the probability of a significant variation in either
the amount or timing of payments by the reinsurer is remote. Contractual provisions that delay timely

reimbursement to the ceding entity would prevent this condition from being met because they prevent
the reinsurer’'s payments from directly varying with the claims settled under the reinsured contracts.

944-20-15-47

Whether underwriting risk has transferred to the reinsurer depends on how much uncertainty about
the ultimate amount of net cash flows from premiums, commissions, claims, and claim settlement
expenses paid under a contract has been transferred to the reinsurer. The preceding paragraph
indicates that insurance risk transfer requires that both the amount and timing of the reinsurer’s
payments depend on, and directly vary with, the amount and timing of claims settled under the

reinsured contracts. Accordingly, the significance of the amount of underwriting risk transferred shall
be evaluated in relation to the ceding entity’'s claims payments.

Master Glossary
Remote

The chance of the future event or events occurring is slight.
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The 41a test requires an evaluation of the inherent variability of the underwriting experience of the
business to be reinsured and then an evaluation of the reinsurer’s results when the terms of the proposed
reinsurance contract are applied to the expected experience of the underlying policies. There is not
comprehensive guidance on how to determine whether significant insurance risk has been transferred in
a reinsurance contract. However, ASC 944-20-15-46 states that the reinsurer has not assumed
significant insurance risk in any contract where the “probability of a significant variation in either the
amount or timing of payments by the reinsurer is remote (emphasis added).”

For example, if a company historically had an accident-year loss ratio in excess of 70% and has an accident-
year stop-loss reinsurance contract that provides coverage when the accident-year loss ratio exceeds 60%,
but limits the coverage to a 70% accident-year loss ratio, there is no significant variability expected in the
amount of the losses. In this example, the reinsurer's primary risk is a timing risk as to when those losses
will require cash settlements and, as such, the contract would not appear to pass the 41a test.

Although the determination of “significant variation" is unique to each contract and company and
involves a great deal of judgment, the following common factors should be evaluated when determining
whether a variation is significant:

The possible variation in the amount of losses ceded to the reinsurer

The possible variation on the timing of reimbursements to the ceding company for losses reinsured
(i.e., the reinsurer’s loss payment reimbursement practices)

The effect of contract provisions on the amounts and timing of reinsurance recoveries to the ceding
company, such as unreasonably wide retrospective-rating adjustment corridors, accumulating
retentions or predetermined payment schedules

Companies should use historical information on the business to be ceded when evaluating the possible
variation in the amount of losses ceded to the reinsurer. The historical information should be derived
from the ceding company’s experience; however, if the ceding company does not have its own
experience or its experience is not reflective of the business, relevant industry data could be used.

In analyzing whether a reinsurance contract transfers significant insurance risk, companies should use
their general knowledge and understanding of the type of business reinsured to reach a conclusion. In
situations where the variability is difficult to assess, companies will generally need to prepare some form
of financial analysis to determine whether significant variability is present.

Companies also are required to consider how the reinsurer is affected by loss experience under the
contract. ASC 944 does not require that the reinsurer’s loss experience be directly proportional to the
ceding company'’s loss experience, but some correlation between losses at the ceding company and the
reinsurer should be expected to pass the 41a test. For example, as claims are ceded to the reinsurer in
excess of those originally expected, the reinsurer’s underwriting results under the contract should
decline for a reinsurance contract to satisfy the 41a requirement. Reinsurance contracts that have
adjustable features (e.q., a sliding scale commission) or other complex provisions (e.qg., a loss corridor or
loss ratio cap) that substantially eliminate unfavorable underwriting results to the reinsurer generally
would not meet the 41a requirement.
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3.3.1.1 Timely reimbursement of claims

Excerpt from Accounting Standards Codification

Insurance Activities
Scope and Scope Exceptions
Significant Insurance Risk — Short-Duration Contracts

944-20-15-48

The word timely is used in paragraph 944-20-15-40 in the ordinary temporal sense to refer to the
length of time between payment of the underlying reinsured claims and reimbursement by the reinsurer.
While the test for reasonable possibility of significant loss to the reinsurer provides for a present-value-
based assessment of the economic characteristics of the reinsurance contract, the concept of timely
reimbursement relates to the transfer of insurance risk (the condition in paragraph 944-20-15-41[al),
not the reasonable possibility of significant loss (the condition in paragraph 944-20-15-41[b]). Accordingly,
timely reimbursement shall be evaluated based solely on the length of time between payment of the
underlying reinsured claims and reimbursement by the reinsurer.

Reinsurance contracts sometimes include provisions that delay the reimbursement of claims paid to the
ceding company (e.g., payment schedules or accumulating retentions?) so that the reinsurer can retain
the funds. This may allow the reinsurer to earn investment income to reduce its loss exposure.

The FASB believes that those provisions mitigate the reinsurer’s exposure to the timing risk component
of insurance risk, and the inclusion of such provisions may prevent the contract from meeting the
requirement that the reinsurer assume significant insurance risk. Therefore, if a contract includes a
feature that delays the timely reimbursement of claims by the reinsurer (regardless of whether the
ceding company earns a return on such unreimbursed amounts), the contract may not indemnify the
ceding company against loss or liability and, therefore, does not qualify for reinsurance accounting.

As used in this context, “timely” refers solely to the length of time between the payment of underlying
reinsured claims and the reimbursement to the ceding company from the reinsurer (ASC 944-20-15-48).

3.3.2 Determination of a significant loss

Excerpt from Accounting Standards Codification
Insurance Activities

Scope and Scope Exceptions

Significant Loss — Short-Duration Contracts

944-20-15-49

The ceding entity's evaluation of whether it is reasonably possible for a reinsurer to realize a
significant loss from the transaction shall be based on the present value of all cash flows between
the ceding and assuming entities under reasonably possible outcomes, without regard to how the
individual cash flows are characterized. The same interest rate shall be used to compute the present

value of cash flows for each reasonably possible outcome tested. To be reasonable and appropriate,
that rate shall reflect both of the following:

a. The expected timing of payments to the reinsurer

b. The duration over which those cash flows are expected to be invested by the reinsurer.

4 Accumulating retentions could result when the amount of ceded premiums paid by the ceding entity is determined as a
percentage of ceded losses and the reinsurance coverage provided to the ceding entity for losses incurred on the business ceded
decreases as the loss ratio increases.
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944-20-15-50

All cash flows are included in the calculation in the preceding paragraph because payments that
effectively represent premiums or refunds of premiums may be described in various ways under the
terms of a reinsurance contract. The way a cash flow is characterized does not affect whether it should
be included in determining the reinsurer’s exposure to loss. Only cash flows between the ceding and
assuming entities are considered, therefore precluding consideration of other expenses of the
reinsurer (such as taxes and operating expenses) in the calculation.

944-20-15-51
Significance of loss shall be evaluated by comparing the following:

a. The present value of all cash flows (determined as described in paragraph 944-20-15-49)
b. The present value of the amounts paid or deemed to have been paid to the reinsurer

Determining (for purposes of [b]) the amounts paid or deemed to have been paid for reinsurance
requires an understanding of all contract provisions. For example, payments and receipts under a
reinsurance contract may be settled net. The ceding entity may withhold funds as collateral or may be
entitled to compensation other than recovery of claims. Gross premiums shall be used—expenses shall
not be deducted from premiums in evaluating the significance of a reasonably possible loss.

944-20-15-52

Because the present value of cash flows shall be determined over the period in which cash flows are
reasonably expected to occur, unless commutation (termination) is expected in the scenario being
evaluated, commutation shall not be assumed in the calculation. Further, the assumptions used in a
scenario shall be internally consistent and economically rational for that scenario’s outcome to be
considered reasonably possible.

A ceding company’s evaluation of whether the reinsurer may realize a significant loss should be based on
the present value of all cash flows (i.e., premiums, commissions and allowances, losses, and any other
receipts or payments of cash) between the ceding company and assuming company under reasonably
possible outcomes (ASC 944-20-15-49 through 15-52).

Reasonably possible outcomes are those situations where the probability of the outcome occurring is more
than remote. The assessment of more than remote is applied to the particular scenario, not to the individual
assumptions used to develop that scenario. Accordingly, a scenario cannot be a reasonably possible
outcome if the likelihood of the entire set of assumptions occurring together is not reasonably possible.

When developing the reasonably possible cash flow outcomes, the ceding company should consider
historical premium and loss information, as well as planned changes in mixes of business. If historical
information is not available for the type of business ceded, the ceding company should use loss estimates
that are supported by actuarial projections using industry data and likely exposure profiles related to the
ceding company's operations.

When determining whether a potential loss is significant, the ceding company should evaluate possible
cash flows related to the reinsurance contract and compare the present value of that potential loss to the
present value of the amounts expected to be paid or deemed to be paid to the reinsurer by the ceding
company. Relationships that might be appropriate to consider in measuring significance in other contexts
(e.qg., relating the present value of the potential loss to the surplus of either the ceding company or
assuming company, relating the present value of a potential loss to the present value of a potential gain)
are not appropriate for measuring significance of a loss to the reinsurer.
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3 Short-duration contracts

In the context of the FASB's use of the term “significant loss,” ASC 944 does not provide a benchmark
for measuring “significant,” nor does any other relevant authoritative accounting literature. Therefore,
the ceding company must use judgment to determine whether it is reasonably possible for the assuming
company to realize a significant loss.

Although “significant” is not defined in the FASB's Accounting Standards Codification, there was a
footnote to paragraph 8 of FASB Statement No. 97, Accounting and Reporting by Insurance Enterprises
for Certain Long-Duration Contracts for Realized Gains and Losses from the Sale of Investments, that
defined the term “insignificant” as “having little or no importance; trivial.” While there is a spectrum of
adjectives that can fit between the extremes of insignificant and significant, ceding companies may find
that definition of insignificant to be useful in determining whether a significant loss is reasonably possible.

After FASB Statement No. 113 was issued, some insurance practitioners debated whether a threshold
could be used when determining whether a potential loss to the reinsurer (in relation to the present value
of the amounts deemed to be paid to the reinsurer by the ceding company) is or is not significant. While
not authoritative, those discussions have suggested that a potential loss of some percentage, say 10% or
greater, should presumptively qualify as significant, and potential losses that are lower than that
percentage would require additional analysis to determine whether the potential loss is significant.

In accordance with ASC 944-20-15-49, the ceding company must only include reasonably possible
outcomes when evaluating scenarios to determine a contract’s potential for a significant loss to be
realized by the reinsurer. The analysis performed to support this evaluation should consider the number
of reasonably possible scenarios where the reinsurer would experience a loss relative to the number of
reasonably possible scenarios where there would be a gain to the reinsurer. For example, if the analysis
of a contract indicates only a single reasonably possible loss scenario among a number of gain scenarios,
and that loss scenario demonstrates a loss of less than 10%, it might be reasonable to conclude the
scenario does not represent a significant risk under the contract such that a reasonable possibility of a
significant loss does not exist. Instead, if there are many reasonably possible loss scenarios and only a
few or no gain scenarios, the conclusion might be different. The effect of any risk-limiting features
included in the terms of the reinsurance contract have to also be carefully considered in the evaluation of
reasonably possible scenarios, especially when there is an increased potential for these features to limit
the risk of the reinsurer incurring a loss.

Companies should carefully consider the actuarial technigues used when determining whether the
reinsurer may realize a significant loss to make sure they are consistent with the overall requirements of
the accounting quidance. For example, the value-at-risk actuarial technique is a statistical measurement
that quantifies the extent of potential losses over time, while the expected reinsurer deficit (ERD)
actuarial technigue incorporates the present value of underwriting loss frequency and severity into a
single measure. The objective of the ERD technique is to define risk as the product of frequency and
severity of net economic loss, and often results in identification of low-probability, high-severity risks.
However, the fundamentals of the ERD technique often do not meet the US GAAP requirement for the
ceding company'’s risk transfer evaluation because the likelihood of the entire set of assumptions
occurring together often is not reasonably possible.

The above considerations for the determination of a significant loss also apply when evaluating a risk
transfer in accordance with statutory accounting principles (i.e., SSAP No. 62R).

Cash flow analyses

To evaluate the determination of a significant loss, ceding companies need to use a financial model that
schedules and calculates the present value of all cash flows between the ceding company and assuming
company. Developing such a financial model for contracts with fixed terms should not be as difficult as
developing models for contracts with adjustable features, such as adjustable premiums, sliding scale
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commission rates, reinstatement premiums,® and experience accounts. Some ceding companies probably
will not even have to prepare cash flow analyses for contracts that have fixed premiums and provide
reinsurance coverage that cannot be adjusted. In this situation, the ceding company is obtaining
protection against an uncertainty for a fixed price.

When cash flow analyses are necessary, the interrelationship between claims incurred under the contract
and the adjustable features of the contract may require companies to develop specifically tailored
financial models for such reinsurance contracts. ASC 944-20-15-50 indicates that only cash flows
between the ceding company and assuming company should be considered in the analysis. Therefore,
any other expenses (e.q., taxes, general operating expenses) of the reinsurer that are only indirectly
related to a reinsurance contract should not be used in the determination of the present value of cash
flows for that contract.

Excerpt from Accounting Standards Codification
Insurance Activities

Scope and Scope Exceptions

Reinsurance of Short-Duration Contracts

944-20-15-45

Contracts that reinsure risks arising from short-duration contracts shall meet the definition of a short-
duration contract in paragraph 944-20-15-2 to be accounted for as reinsurance, because reinsurance
of short-duration contracts is inherently short-duration. Contracts that reinsure short-duration

insurance risks over a significantly longer period are, in substance, financing transactions, because
any of the following conditions exist:

a. Premiums are deferred over a period beyond the term of the underlying insurance contracts.

b. Losses are recognized in a different period than the period in which the event causing the loss
takes place.

c. Both events (a) and (b) occur at different points in time.

An important consideration when developing cash flow analyses is to determine the period of time that
the reinsurance contract will be in force. The guidance states that a short-duration contract is one that
provides insurance protection for a fixed period of short duration and enables the insurer to cancel the
contract or to adjust the provisions of the contract at the end of any contract period, such as adjusting the
amount of premiums charged or coverage provided. Accordingly, contracts that reinsure short-duration
insurance risks over a significantly longer term or indefinitely would generally not qualify as reinsurance
contracts and would instead be considered financing transactions due to the timing of recognition of the
underlying cash flows. Contract terms that either defer premiums or recognize losses over a different
period than the term of the underlying insurance contracts generally indicate a financing transaction.

This guidance does not preclude from classification as reinsurance multiple-year retrospectively rated
contracts where the period of the reinsurance coverage is aligned with the term of the underlying
contracts, which generally include experience rating components. In contrast, retrospectively rated

5 Areinstatement premium is a feature common in multiple-year retrospectively rated and excess of loss reinsurance contracts
where the coverage provided by the contract is absorbed by losses incurred, and the contract allows for the ceding entity to pay
an additional premium to reinstate the coverage for the remainder of the contract period. This feature could prevent the ceding
entity from meeting the significant loss requirement of ASC 944-20-15-41(b) if the additional amount to be paid by the ceding
entity for the additional coverage to be provided under the reinsurance contract does not represent a market rate for the relative
exposure to the risk of loss accepted by the reinsurer.
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contracts that provide coverage for contracts written over multiple years generally would be classified as
financing transactions, as the cash flows from contracts written in one year are affecting the cash flows
from contracts written in a different year. See section 3.8 for further discussion on the criteria for these
types of contracts.

Frequently, a reinsurance contract will be entered into by a ceding company with the intent to commute
the contract before all of the claims relating to the underlying insurance policies are settled and paid.
When preparing the present value cash flow analyses, the ceding company should use its best estimate of
the period that it expects the contract to remain in force. This point is illustrated as follows:

lllustration 3-3

A company reinsures a line of business that has an expected 15-year payout period for the underlying
policy losses. The ceding company has estimated that 75% of the underlying losses will be paid within
the first five years, and the contract permits the ceding company to commute the contract after five

years. At contract inception, the ceding company’s intent is to commute the contract after five years.

When preparing the cash flow analyses, the ceding company should use the expected cash flows
during the five-year period and, consistent with the company’s intent, it also should include the
contemplated commutation settlement in the analysis.

ASC 944-20-15-49 requires that the same interest rate, which reflects both the expected timing of payments
to the reinsurer and the duration in which cash flows are expected to be invested by the reinsurer, should be
used to compute the present value of cash flows for each of the reasonably possible outcomes. However, it
does not provide guidance on determining that interest rate, and judgment is required to identify a reasonable
and appropriate interest rate. Because the timing of loss payments under the different reasonably possible
outcomes will vary (i.e., a higher portion of claims could be paid in the early years or in the later years of the
settlement period) perhaps significantly, ceding companies may have to determine a reasonable and
appropriate interest rate that reflects when the cash flows are expected to occur.

The method that a ceding company uses to determine an appropriate interest rate varies depending on
the circumstances, but generally it would involve determining one of the following: a yield curve, a
weighted average or a simple average. When using a method, the ceding company must use the same
interest-rate base (i.e., the cost of capital, investment portfolio return or risk-free rate of return) when
applying that method to the cash flows of each of the reasonably possible outcomes. Once a company
has selected an appropriate method, that method should be used for all contracts executed at
approximately the same time. For reinsurance contracts that become effective at different times during
the year or in subsequent fiscal years, a company will need to determine a new interest rate.

For example, in evaluating whether a contract subjects the assuming company to a significant loss, a
ceding company has determined that there are two reasonably possible outcomes. Under one outcome,
the majority of the losses are paid within 10 years. Under the other outcome, the majority of the losses
are paid somewhat ratably over 15 years. Assuming that the current risk-free rates of return for 10 and
15 years are 3% and 4%, respectively, the ceding company may elect to use a simple average rate of
3.5% in determining the present value of the cash flows.

Although using a simple average may be an acceptable method, many companies probably will elect to
use a weighted average method. Under that approach, a company might use various durations (e.g., two,
four, six, eight, 10, 15 years) and place more emphasis on the years that have the higher expected claim
settlements. For example, if 40% of the claims are paid in years one and two, 30% in years three and four,
and 5% in each of the remaining six years of a 10-year payout, a company could reasonably be expected
to elect to weight the cash flow interest rates based on those expected claim payout percentages.
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lllustration 3-4:  Preparing a cash flow analysis

For many reinsurance contracts, the actual contract provisions may not be as straightforward as the
assumptions used for the cash flow analysis in this example, which are, on a collective basis, deemed
to result in scenarios that represent reasonably possible outcomes and are summarized as follows:

Gross premium: A $10 million gross premium is paid to the reinsurer in equal quarterly
installments over a one-year period. The contract does not include any features that adjust the
premium in subsequent years.

Ceding commission: A 15% ceding commission on the gross premium is paid to the ceding
company when the reinsurer receives the gross premiums. There are no features in the contract
that adjust the ceding commission.

Expected claims: Using its historical claim data, the ceding company has determined that the claims
reinsured could be either $9 million (i.e., a 90% loss ratio) or $10 million (i.e., a 100% loss ratio).

Reinsurance recovery period: The historical payout pattern for the underlying policies has ranged
from a minimum of 10 years to a maximum of 15 years. Therefore, the ceding company elected to
use only those two extreme payment patterns in its cash flow analysis.

The cumulative percentage of the total reinsurance recoveries expected to be received as of the end
of each year under the contract, for those two payment patterns, is as follows:

Year 10-Year Period 15-Year Period
1 40% 15%
2 70% 40%
3 80% 55%
4 87% 70%
5 91% 75%
6 95% 80%
7 97% 83%
8 98% 85%
9 99% 90%
10 100% 91%
11 92%
12 93%
13 95%
14 97%
15 100%

Interest rate: Based on the two reasonably possible claim payment patterns, a composite interest rate
of 3.5% was determined to be the most appropriate. For simplification purposes, the same composite
rate was used for all periods, and recoveries are assumed to occur at the end of each year.

Using the foregoing assumptions, the ceding company determined that the present value of the cash
flows is as follows:

10-Year recovery period 15-Year recovery period
90% Loss ratio 100% Loss ratio 90% Loss ratio 100% Loss ratio

(in 000Q's)
Gross premiums S 9,788 S 9,788 S 9,788 S 9,788
Less:
Ceding commission (1,468) (1,468) (1,468) (1,468)
Reinsured claims (8,295) 9,217 (7,795) (8,661)
Reinsurer’s estimated profit (loss) S 25 S (897) S 525 S (341)
Profit (loss) as a percent of premiums 0.3% 9.2%) 5.4% (3.5%)
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After completing its cash flow analysis, the ceding company must determine whether the largest
reasonably possible loss to the reinsurer is significant by comparing the largest reasonably possible
loss to the present value of the amounts deemed to be paid.

In the foregoing example, the ceding company would compare the present value of the largest potential
loss (i.e., $897,000) in the cash flow analysis to the present value of the gross premium (i.e., $9,788,000).
ASC 944 does not provide guidance on what constitutes a significant loss, therefore, management’s
judgment becomes a major factor in determining whether the $897,000 loss is significant.

As previously mentioned in the context of a hypothetical loss threshold to a reinsurer, on a present-
value basis, a potential loss that is 10% or greater than the gross premium would likely be considered
presumptively significant. Further, a potential loss that is less than 10% may be viewed as significant
when considering other factors (e.qg., underwriting variability, the potential profit to the reinsurer
under favorable scenarios, the number and range of reasonably possible outcomes).

In determining whether the 9.2% potential loss in the foregoing example is significant for purposes of
the 41b test, the ceding company also may want to consider, among other things:

The number and significance of reasonably possible loss scenarios to the reinsurer at the 100%
loss ratio, using other likely claim payment patterns between the two assumed extremes (i.e., if
the recoveries are received somewhere between the 10-year and 15-year periods illustrated)

The likelihood of higher loss ratios and/or faster payment patterns than are evident from historical
ratios and patterns

The effect of current pricing and exposure profiles on historical loss ratios and claim payment patterns

The relationship of historical profits and losses between the ceding company and the reinsurer

Amounts paid to the reinsurer

ASC 944-20-15-51 requires that, in addition to identifying all of the anticipated future cash flows, a
ceding company must identify the total present value of all amounts deemed to be paid to the assuming
company as consideration (premium) for the reinsurance coverage. The payment for reinsurance
premiums will be included in the terms of the reinsurance contract, but it can be affected by the terms of
other arrangements (e.q., investment management agreements) between the ceding company and the
reinsurer or its affiliates. When such arrangements exist, the ceding company must consider whether any
of these payments effectively represent premiums (or a refund of premiums) that are not characterized
as such in the reinsurance contract.

Judgment is required when determining amounts deemed paid to the assuming company, but gross
premiums are used when evaluating significant loss. However, because the way actual premium
payments are made under a contract may vary (e.g., on a gross basis before ceding commissions and
expense allowances, on a net basis after ceding commissions and expense allowances, on a funds-held
basis), a ceding company must identify all amounts that should be considered to constitute a “payment”
to the reinsurer. Even if not actually paid, amounts considered to be payments should be used for
purposes of determining the present value of amounts paid to the reinsurer.

Reinsurance contracts (especially excess-of-loss contracts) sometimes are structured so that the ceding
company does not receive a ceding commission. Instead, the “gross” premium is implicitly net of a credit
for an amount that is equivalent to a ceding commission. Constructing a contract in which the gross
premium is reduced to implicitly give effect to a ceding commission could influence the determination of
what constitutes a significant loss to the reinsurer. For example, contracts that determine reinsurance
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premiums without any explicit ceding commission generally require a smaller premium to be paid to the
reinsurer compared with contracts that provide an explicit ceding commission. As a result, the same
potential loss for a contract without a ceding commission will appear more significant in relation to the
premium paid if that loss is related to “net” premiums rather than gross premiums. This should be
considered in analysis of risk transfer. This point is illustrated as follows:

lllustration 3-5:  Analysis of significant loss — contracts without explicit ceding commissions

Assume that two contracts are essentially identical, except that one contract includes an explicit
ceding commission while the other contract does not. The gross reinsurance premium for the contract
that includes an explicit ceding commission is larger than that for the other contract.

Further assume that the estimated present value of the gross premium, the ceding commission, and
the claims incurred for the two contracts are as follows:

Contract with ceding Contract without ceding
commission commission

Gross premiums S 12,000 S 9,000
Ceding commission (3,000) -
Claims incurred (10,000) (10,000)
Reinsurer's estimated loss S  (1,000) S (1,000
Estimated loss to gross premiums on a present-

value basis (8.3%) (11.1%)

Although the present value of the net cash flows (i.e., a negative $1,000) from both contracts is
identical, the present value of the premium paid by the ceding company under the contract that settles
on a net premium basis is smaller, and that contract appears to expose the reinsurer to a higher
possibility of a significant loss.

Despite the identical economic result, if the aforementioned hypothetical 10% threshold were used to
determine whether the reinsurer in this example could possibly incur a significant loss, the contract with
an explicit ceding commission would not appear to expose the reinsurer to the possibility of significant
loss, whereas the contract that does not include an explicit ceding commission would expose the reinsurer
to the possibility of a significant loss. Therefore, for contracts without explicit ceding commissions, it may
be appropriate to use a higher threshold in assessing whether risk transfer has occurred.

3.3.2.3 Exception to reasonable possibility of significant loss
Excerpt from Accounting Standards Codification
Insurance Activities
Scope and Scope Exceptions
Significant Loss — Short-Duration Contracts
944-20-15-53
If, based on the comparison in paragraph 944-20-15-51, the reinsurer is not exposed to the
reasonable possibility of significant loss, the ceding entity shall be considered indemnified against loss
or liability relating to insurance risk only if substantially all of the insurance risk relating to the
reinsured portions of the underlying insurance contracts has been assumed by the reinsurer. That
condition is met only if insignificant insurance risk is retained by the ceding entity on the reinsured

portions of the underlying insurance contracts. The assessment of that condition shall be made by
comparing both of the following:

a. The net cash flows of the reinsurer under the reinsurance contract

b. The net cash flows of the ceding entity on the reinsured portions of the underlying insurance contracts
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If the economic position of the reinsurer relative to the insurer cannot be determined, the contract
shall not qualify under the exception in this paragraph.

944-20-15-54

The extremely narrow and limited exemption in the preceding paragraph is for contracts that reinsure
either an individual risk or an underlying book of business that is inherently profitable. To qualify under
that exception, no more than trivial insurance risk on the reinsured portions of the underlying
insurance contracts may be retained by the ceding entity. The reinsurer's economic position shall be
virtually equivalent to having written the relevant portions of the reinsured contracts directly.

Generally, when a ceding company concludes that the reinsurer is not exposed to a reasonable possibility
of significant loss, the contract would not be deemed to indemnify the ceding company against loss or
liability relating to insurance risk and, as such, the contract would not qualify for reinsurance accounting.
However, ASC 944-20-15-53 and 15-54 provide an “extremely narrow and limited exemption” to the
significant loss requirement that permits the ceding company to consider itself indemnified when substantially
all of the insurance risk relating to the reinsured portions of the underlying insurance policies has been
assumed by the reinsurer, and the reinsurer’'s economic position is virtually equivalent to having written
the insurance contracts directly. This is sometimes referred to as the “stepping in the shoes" provision.

The exemption to the significant loss requirement would also permit the ceding company to consider
itself indemnified when it is reasonably self-evident that the potential loss to the reinsurer is much
greater than the consideration (i.e., premium) paid by the ceding company. This situation typically
applies to the evaluation of excess of loss reinsurance contracts.

The exemption from the requirement to demonstrate that the reinsurer is exposed to the reasonable
possibility of significant loss can be applied to individual risks or blocks of business that are inherently
profitable, consistent with the provisions of ASC 944-20-15-54. The following example illustrates a
contract to which the exemption would apply:

lllustration 3-6:  Analysis of significant loss — exemption

Assume that Company A cedes, on a 50/50 quota-share basis, insurance contracts that historically

have produced an underwriting gain of between 5% and 15% of premiums. The reinsurance contract
does not include any adjustable features that would reduce the 50% portion ceded to the reinsurer.

Assume further that Company A has obtained the reinsurance because its statutory surplus is low in
relation to its expected level of premium writings.

Based on these circumstances, under all reasonably possible outcomes, the reinsurer is not expected
to incur a significant loss because the underlying insurance contracts are expected to be profitable.
However, because the reinsurer assumes all the insurance risk relating to the reinsured portion of the
underlying policies, the contract qualifies for reinsurance accounting treatment.

To determine whether the reinsurer has assumed substantially all of the insurance risk related to the
reinsured policies under the foregoing quota-share treaty, ASC 944-20-15-53 clarifies the ceding company
can retain “no more than trivial risk” on the reinsured portion of the contract. This might require the
ceding company to compare the net cash flows of the reinsurer to its net cash flows for the portion of the
policies reinsured. Specifically, if the economic benefit (i.e., the potential gain divided by the related
premium) to the reinsurer is not in the same proportion (i.e., "virtually equivalent™) as the ceding company’s
economic benefit for its respective portions of the underlying policies, the contract does not qualify for the
“significant loss" exception. As such, the inclusion of any adjustable feature or other complex provision
(e.q., sliding scale commission, loss corridor, loss ratio cap) within a reinsurance contract often prevents
the use of this exception since it results in economic benefits that are not virtually equivalent.
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Furthermore, the contract does not qualify for the “significant loss" exemption if the economic benefit to
the reinsurer cannot be determined. The comparison of net cash flows may be relatively easy for quota-
share reinsurance arrangements, because the premiums and losses generally are the same as those on
the reinsured portions of the underlying policies. However, in other types of reinsurance, determining the
reinsurer’s net cash flows relative to the ceding company is likely to be substantially more difficult.

Distinguishing between prospective and retroactive contracts

Excerpt from Accounting Standards Codification

Insurance Activities

Scope and Scope Exceptions
Reinsurance Contracts
944-20-15-34B

The distinction between prospective and retroactive reinsurance contracts is based on whether the
contract reinsures future or past insured events covered by the underlying contracts. For example, in
occurrence-based insurance, the insured event is the occurrence of a loss covered by the insurance
contract. In claims-made insurance, the insured event is the reporting to the insurer, within the period
specified by the policy, of a claim for a loss covered by the insurance contract. A claims-made
reinsurance contract that reinsures claims asserted to the reinsurer in a future period as a result of
insured events that occurred before entering into the reinsurance contract is a retroactive contract.

944-20-15-34C

Reinsurance contracts may include both prospective and retroactive provisions. For example, a
reinsurance contract that reinsures liabilities relating to contracts written during one or more prior
years also may reinsure losses on contracts to be written during one or more future years.
Reinsurance also may be acquired some time after the reinsured contract has been written, but before
the close of the coverage period for that contract, and be made effective as of the beginning of the
contract period. This may result in a reinsurance contract with prospective and retroactive provisions
that relate to a single contract year. It is not uncommon for a reinsurance arrangement to be initiated
before the beginning of a policy period but not finalized until after the policy period begins. Whether
there was agreement in principle at the beginning of the policy period and, therefore, the contract is
substantively prospective depends on the facts and circumstances.

Revenue Recognition

Recognition

Reinsurance of Short-Duration Contracts

Distinguishing Prospective Provisions from Retroactive Provisions
944-605-25-21

If practicable, prospective and retroactive provisions included within a single contract shall be
accounted for separately. The Reinsurance Contracts Subsections of this Subtopic do not require any
specific method for allocating reinsurance premiums to the prospective and retroactive portions of a
contract. However, separate accounting for the prospective and retroactive portions of a contract may
take place only when an allocation is practicable. Practicability requires a reasonable basis for allocating
the reinsurance premiums to the risks covered by the prospective and retroactive portions of the
contract, considering all amounts paid or deemed to have been paid regardless of the timing of payment.
If separate accounting for prospective and retroactive provisions included within a single contract is
impracticable, the contract shall be accounted for as a retroactive contract provided the conditions for
reinsurance accounting are met. Impracticable is used to mean that the prospective and retroactive
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provisions cannot be accounted for separately without incurring excessive costs. Practicability is a
dynamic concept: what is practicable for one entity might not be for another; what is not practicable in
one year might be in another.

To determine the proper accounting for revenues and costs of a reinsurance arrangement that indemnifies
the ceding company, the ceding company must categorize the arrangement as a prospective contract, a
retroactive contract or a combination contract. The distinction between prospective and retroactive

reinsurance is based on the insured events covered by the underlying policies subject to the reinsurance
arrangement. Ceding companies should carefully consider what constitutes the ultimate insured event in
the underlying policies to determine whether the arrangement is prospective or retroactive reinsurance.

A combination contract is one that includes both prospective and retroactive elements. An entity is
required to bifurcate short-duration reinsurance contracts with both retroactive and prospective features,
if practicable (i.e., contract amounts should be allocated between the retroactive and prospective
elements). However, if an allocation to the separate elements is not practicable, the entire contract must
be accounted for as a retroactive reinsurance contract, even if the predominant characteristics of the
contract are prospective in nature.

Excerpt from Accounting Standards Codification
Insurance Activities

Implementation Guidance

Prospective or Retroactive Reinsurance Coverage of Short-Duration Insurance Contracts
944-20-55-42

This implementation guidance discusses the definition of past insurable events that governs whether
reinsurance coverage of short-duration insurance policies is prospective or retroactive. As described
in paragraph 944-20-15-34B, the distinction between prospective and retroactive reinsurance is
based on whether a contract reinsures future or past insured events covered by the underlying

insurance contracts. The form of the reinsurance—whether claims-made or occurrence-based—does not
determine whether the reinsurance is prospective or retroactive.

944-20-55-43
Most reinsurance contracts covering calendar-year incurred losses combine coverage for insured

events that occurred before entering into the reinsurance contract with coverage for future insured
events and, therefore, include both prospective and retroactive elements.

944-20-55-44

A contract may be considered to have been substantively entered into even though regulatory
approval of that contract has not taken place. The absence of agreement on significant terms, or the
intention to establish or amend those terms at a later date based on experience or other factors,
generally indicates that the parties to the contract have not entered into a reinsurance contract, but
rather have agreed to enter into a reinsurance contract at a future date. If contractual provisions
under a contract substantively entered into at a future date cover insurable events before that date,
that coverage is retroactive.

Contract to Reinsure a Short-Duration Contract Entered into After the Contract’s Effective Date
944-20-55-46

This implementation guidance addresses classification of a contract to reinsure short-duration policies
entered into after the contract’s effective date. The portion of the contract related to the period of

time between the effective date of the contract and the date the contract was entered into is retroactive
because it covers insured events that occurred before entering into the reinsurance contract.
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In the Basis for Conclusions of FASB Statement No. 113, the FASB rejected the view that prospective or
retroactive classification must be based on the event covered by the reinsurance contract and clarified
that the significant distinction in reinsurance contracts is whether an insured event has occurred under
the underlying insurance contracts. The FASB noted that the nature of the risks assumed by the
reinsurer is fundamentally different when an insured event has already occurred. If the underlying
insurance policies cover future insured events, the coverage is prospective. If the policies cover past
insured events, the coverage is retroactive.

ASC 944-20-55-42 further reinforces the concept linking the classification of coverage as prospective

or retroactive to the insured event of the underlying policy, regardless of the form of the reinsurance
arrangement. ASC 944-20-55-43 provides an example of an arrangement providing calendar-year coverage
for incurred losses, noting that because losses incurred in any given calendar year are split between new
claims and development of past claims, these types of arrangements are generally viewed as combination
contracts. This is due to the retrospective nature of the development of past claims. Alternately, claims-made
reinsurance contracts covering underlying claims-made policies would generally be viewed as prospective
contracts, since the coverage relates to future insured events.

ASC 944-20-55-44 and 55-46 describe considerations related to the timing of when the ceding company
enters into a reinsurance arrangement, noting a contract entered into after its initial effective date often
results in a combination contract. Furthermore, unless there is persuasive information documenting an
agreement in principle before the initial effective date of the contract in accordance with ASC 944-20-15-34C,
the reinsurance coverage provided for the period between the contract’s initial effective date and inception
date (i.e., date of agreement) is considered retroactive because it applies to insured events for the underlying
policies that occurred before entering into the contract (ASC 944-20-55-46).°

Prospective contracts

Excerpt from Accounting Standards Codification

Revenue Recognition

Reinsurance of Short-Duration Contracts
Prospective Reinsurance

Recognition

944-605-25-20

Amounts paid for prospective reinsurance of short-duration contracts that meet the conditions for
reinsurance accounting shall be reported as prepaid reinsurance premiums.

Subsequent Measurement

944-605-35-8

Prepaid reinsurance premiums recognized under paragraph 944-605-25-20 shall be amortized over
the remaining contract period in proportion to the amount of insurance protection provided. If the

amounts paid are subject to adjustment and can be reasonably estimated, the basis for amortization
shall be the estimated ultimate amount to be paid.

6 For statutory accounting purposes, SSAP No. 62R establishes a bright line and indicates that any agreement that has not been
finalized in signed, written form within nine months after the commencement of the policy period covered by the reinsurance
agreement is accounted for as a retroactive agreement.
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Amounts paid to a reinsurer under a short-duration reinsurance contract that is deemed to be
prospective (i.e., related to future insurable events) are reported by the ceding company as prepaid
reinsurance premiums and are recognized over the contract period in proportion to the amount of
insurance protection provided. The basis for recognition of the prepaid reinsurance premium ceded
should be the estimated ultimate amount to be paid, provided that such amounts are reasonably
estimable (ASC 944-605-25-20 and ASC 944-605-35-8).

Assuming that the risk transfer and significant loss criteria are met, if, following the initiation of a
reinsurance contract, the ceding company can reasonably estimate the ultimate amount to be paid, the
ceding company would recognize a "“catch-up” adjustment. That adjustment, which must be recognized in
the period in which the ultimate amount becomes reasonably estimable, would adjust the amount
previously recognized to an amount that equals the amount that would have been recognized if the
ceding company had been able to estimate the expected ultimate amount at the time that the
reinsurance contract was initiated.

Illustration 3-7

Assume that Company A enters into a reinsurance contract on 1 January 20X1 that indemnifies it
from losses in excess of $500,000 for the underlying individual policies written ratably between
1 January 20X1 and 31 December 20X1. In addition, assume:

The individual policies have a coverage period of one year.

The reinsurance premium for such coverage is 15% of Company A's written premium, subject to a
minimum premium of $1,500,000.

The $1,500,000 reinsurance premium paid is reported by the ceding company as prepaid
reinsurance and recognized over the one-year coverage period of the underlying policies reinsured
(that coverage period would encompass two calendar years — 20X1 and 20X2).

If the reinsurance premium included an adjustment (e.q., a reduction of the ceded premium rate to
12.5% if written premium exceeds $12 million), Company A would calculate the recognition of the
prepaid reinsurance premium using its best estimate of the ultimate reinsurance premiums to be paid
under the contract.

Accordingly, if the ceding company estimated the total written premium to be $15 million, it
recognizes $1,875,000 (i.e., $15 million multiplied by 12.5%) of reinsurance premium over the
coverage period.

If Company A cannot reasonably estimate the ultimate premium, it would initially recognize the actual
premium paid (i.e., in this example, the minimum premium of $1,500,000) over the coverage period.

In subsequent periods, Company A will adjust the actual premium paid to its best estimate when it had
significant information to reasonably estimate the ultimate premium.
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lllustration 3-7a

Assume the same facts as in lllustration 3-7 and that the underlying policies were written ratably over
the year.

The first two columns of the following table show the amortization, using the “rule of 24ths,” of the
prepaid reinsurance premium, using both a $1,500,000 and a $1,875,000 reinsurance premium. The
“rule of 24ths" is a method of estimating metrics such as premiums or exposures by assuming all
policies were written on the mid-point of the period.

The third column shows the amortization pattern as if Company A had initially assumed a $1,500,000
reinsurance premium and then adjusted that estimate in the fourth quarter of 20X1 to $1,875,000.

Reinsurance premium amortization

$ 1,500,000 $ 1,875,000 Adjusted Estimate
(in 000's)

20X1

1st quarter S 47 $ 59 S 47
2nd quarter 141 176 141
3rd quarter 234 293 234
4th quarter 328 410 516*
20X2

1st quarter 328 410 410
2nd quarter 234 293 293
3rd quarter 141 176 176
4th quarter 47 58 58
Total S 1,500 S 1,875 S 1,875

* Asindicated, there is a “catch-up adjustment” in the recorded amortization in the period that the estimate of ultimate
premium is revised upward. However, as a practical matter, except in instances where the revised estimate of the ultimate
premium causes either the minimum or maximum reinsurance premium to be applicable, such amortization should correlate
to the corresponding increase in the ceding company's gross earned premiums.

Below is a summarization of the financial statement effect on Company A’s balance sheet and income
statement based on the initial assumption of $1,500,000 in reinsurance premium and a catch-up
adjustment recorded in the 4% quarter:

Balance sheet Income statement
Debit Credit Debit Credit
(in 000's)
At 1 January 20X1:
Prepaid reinsurance premiums S 1,500
Cash $ 1,500
Reinsurance activity through 30 September 20X1:
Earned premiums ceded S 422
Prepaid reinsurance premiums 422

Reinsurance activity from 1 October through 31 December 20X1 (catch-up adjustment):
Earned premiums ceded 516
Prepaid reinsurance premiums 516

While not illustrated in the journal entries above, as claims covered by the reinsurance arrangement
are incurred, Company A will credit incurred claims expense (i.e., a reduction to the expense account)
and debit a reinsurance recoverable asset after making the normal journal entries for the incurred claims.
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Although the Reinsurance Contracts Subsections of ASC 944 require ceding companies to develop
reasonably possible outcomes to determine whether the reinsurer could be exposed to a significant loss,
the likelihood that any of those outcomes will occur may be no greater than the likelihood that some
other outcome will occur. As discussed, ceding companies must use their best estimate of the ultimate
premium to determine the amount to amortize over the contract period. However, it can be difficult to
determine the best estimate of the ultimate premium for contracts that have reasonably possible
outcomes resulting in significantly different ultimate premiums due to adjustable premium provisions.

When evaluating contracts that include adjustable premium features, the provisional reinsurance
premium paid should be used as the ceding company’s best estimate when none of the reasonably
possible outcomes has a higher likelihood of occurring than the other outcomes. When the ultimate
premium becomes estimable, a “catch-up” adjustment is recognized.

Similarly, the contract period over which the reinsurance premiums are recognized may be adjusted in
subsequent periods. For example, many catastrophic coverage contracts are structured so that the
ceding company pays upfront reinsurance premiums for coverage if catastrophic events occur in a given
period (often a calendar year). If a catastrophic loss event occurs and all of the coverage is used, a
reinstatement premium would be required to reinstate coverage for a second catastrophic event. In this
circumstance, consistent with ASC 944-605-35-8, matching the recognition of prepaid reinsurance
premiums with the proportion of coverage provided requires that any remaining prepaid reinsurance
premium (i.e., from the initial catastrophic coverage) be immediately recognized.

Retroactive contracts

Excerpt from Accounting Standards Codification

Claim Costs and Liabilities for Future Policy Benefits

Reinsurance Contracts

Recognition

944-40-25-33

Reinsurance contracts do not result in immediate recognition of gains unless the reinsurance contract
is a legal replacement of one insurer by another and thereby extinguishes the ceding entity's liability to
the policyholder.

Revenue Recognition

Reinsurance of Short-Duration Contracts

Retroactive Reinsurance

Recognition

944-605-25-22

Amounts paid for retroactive reinsurance of short-duration contracts that meets the conditions for
reinsurance accounting shall be reported as reinsurance recoverables to the extent those amounts do
not exceed the recorded liabilities relating to the underlying reinsured contracts. If the recorded
liabilities exceed the amounts paid, reinsurance recoverables shall be increased to reflect the
difference and the resulting gain deferred.

944-605-25-23

If the amounts paid for retroactive reinsurance for short-duration contracts exceed the recorded
liabilities relating to the underlying reinsured short-duration contracts, the ceding entity shall increase
the related liabilities or reduce the reinsurance recoverable or both at the time the reinsurance
contract is entered into, so that the excess is charged to earnings.
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As defined in the ASC Master Glossary, retroactive reinsurance is reinsurance that reimburses a ceding
company for liabilities incurred due to past insurable events covered by the underlying policies reinsured.
The recognition of revenues and costs related to retroactive reinsurance contracts is significantly
different from that for prospective reinsurance contracts. The accounting that is required at the
inception of retroactive contracts that qualify for reinsurance accounting can be described as “balance
sheet” accounting. Although the income statement is affected under certain circumstances, the majority
of the cash flow activity at the inception date for such a contract will be reported in the balance sheet.

At the inception of a retroactive reinsurance contract, the amount of consideration paid to a reinsurer is
not accounted for as reinsurance premiums ceded by the ceding company. The amount paid by the
ceding company for the retroactive coverage can be greater than, equal to, or, as is typically the case for
reserves that are not discounted, less than the related liabilities reinsured. The ceding company
recognizes a “reinsurance recoverable” asset in its balance sheet for the amount paid to the reinsurer.

At any point when the retroactive reinsurance contract is in effect, the reinsurance recoverable amount should
equal the reported amount of the direct liabilities covered by the reinsurance contract. The ceding company’s
recognition of revenues and costs depends on the relationship of the consideration paid to the liabilities

reinsured and whether the estimated liabilities reinsured change after the effective date of the contract.

The amount of consideration paid is determined based on the fair value of assets (e.g., cash and
investments) transferred to the reinsurer. If those assets include specifically identified available-for-sale
(AFS) debt securities, the ceding company must apply the accounting requirements applicable to the
underlying investments and recognize the gain or loss on those investments at the date the assets are
transferred, which generally occurs when the transaction closes.

If, at an interim reporting period, a transaction has not yet closed (e.q., all necessary regulatory
approvals for the reinsurance transaction are not obtained) but is probable to close, the ceding company
may need to recognize an impairment in earnings with a corresponding adjustment to the amortized cost
basis of the specific security in an unrealized loss position in accordance with ASC 326-30. This guidance
applies when an entity intends to sell an impaired AFS debt security or it is more likely than not that the
entity will be required to sell such a security before recovering its amortized cost basis. See our Financial
reporting developments (FRD), Certain investments in debt and equity securities, for further discussion.

When there is a lag between the inception of the contract (i.e., the effective date of coverage indicated in
the reinsurance arrangement) and date the contract is executed, the ceding entity will need to roll forward
the amounts stated in the contract (e.q., the fair value of consideration paid and the recorded liabilities
relating to the underlying policies) to the closing date of the reinsurance transaction.

The accounting for the reinsurance transaction is performed subsequent to the accounting for the
investments transferred to the reinsurer. That is, if the consideration paid by the ceding company
includes investments, the resulting gain or loss will be based on the fair value of the investments
transferred to the reinsurer. If the fair value of consideration paid by the ceding company to the
reinsurer (i.e., reinsurance recoverable) equals the ceded liabilities (i.e., reserves for unpaid claims),
there is no gain or loss recognized at the inception of the reinsurance contract.

ASC 944-40-25-33 prohibits the immediate recognition of gains for the reinsurance transaction unless
the ceding company'’s liability to its policyholders is extinguished. If the fair value of consideration paid by the
ceding company to the reinsurer is less than the related ceded liabilities at the time that the retroactive
reinsurance contract is initiated, the excess of the reinsurance recoverable over the amounts paid is deferred
and amortized into income over the estimated remaining settlement period of the ceded unpaid claims.
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If the fair value of consideration paid by the ceding company to the reinsurer is greater than the related
ceded liabilities at the time that the retroactive reinsurance contract is initiated, the ceding company
incurs an immediate charge to income equal to the excess amount (944-605-25-23). Based on the facts
and circumstances, the ceding company could increase its liability for unpaid claims, decrease its asset
for reinsurance recoverable, or record a combination of both to recognize the charge to income.

lllustration 3-8:  Recognition of retroactive contracts

Assume that Company A has reported claim liabilities, including reserves for IBNR claims, of $10 million
and purchases reinsurance coverage for those claim liabilities for $10 million. The amount paid

($10 million) is reported as reinsurance recoverable. Because the fair value of the consideration paid
is equal to the reported claim liabilities, no charge to income and no deferred gain would be reported
at the inception of the contract.

Assume the same facts as above, except that the amount paid was $7 million. In this situation, the
reinsurance recoverable would be reported as $10 million, on a basis consistent with the underlying
reinsured liabilities, and the $3 million difference would be reported as a deferred credit (i.e., the
“deferred gain™) and amortized to income over the related settlement period of the unpaid claims.

Finally, assume the same facts as above, except that the amount paid was $12 million. Assume further
that Company A increased its liability for unpaid claims for the excess amount paid. Company A’s
liability for unpaid claims would then be reported as $12 million and its reinsurance recoverable also
would be $12 million. Company A also would have incurred a $2 million charge to income from
recognizing the increase in its liability for unpaid claims.

Conversely, if Company A determined that the $10 million liability for unpaid claims was appropriate,
it would report $10 million as its reinsurance recoverable and record a charge to income for $2 million
(i.e., the difference between the fair value of the consideration paid of $12 million and the estimated
reinsured liability of $10 million). ASC 944 does not provide guidance on the income statement
account to which the $2 million amount should be charged. Therefore, the $2 million charge to income
could be reported as either earned premiums ceded or incurred claims.

3.6.1 Accounting when the liabilities reinsured exceed the amounts paid
Excerpt from Accounting Standards Codification
Revenue Recognition
Reinsurance of Short-Duration Contracts
Retroactive Reinsurance
Subsequent Measurement
944-605-35-9
Any gain deferred under paragraph 944-605-25-22 shall be amortized over the estimated remaining
settlement period. If the amounts and timing of the reinsurance recoveries can be reasonably
estimated, the deferred gain shall be amortized using the effective interest rate inherent in the
amount paid to the reinsurer and the estimated timing and amounts of recoveries from the reinsurer;

that is, the interest method. Otherwise, the proportion of actual recoveries to total estimated
recoveries (the recovery method) shall determine the amount of amortization.

944-605-35-10

Amortization of deferred amounts arising from retroactive reinsurance under both the interest
method and the recovery method is based on the ceding entity’s estimates of the expected timing and
total amount of cash flows. The timing of changes in those estimates shall not alter the recognition of
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the revenues and costs of reinsurance. Therefore, changes in estimates of the amount recoverable
from the reinsurer shall be accounted for consistently both at the inception of and after the
reinsurance transaction.

When the liabilities (i.e., loss reserves) reinsured under a retrospective contract exceed the fair value of
the consideration paid, the ceding company is not permitted to immediately recognize the gain related to
the difference between those two amounts. Instead, it is required to defer and amortize that gain over the
estimated settlement period of the liabilities reinsured (ASC 944-605-35-9). In that situation, the initial
reinsurance recoverable amount is increased by the amount of the deferred gain, and the unamortized
portion of the deferred gain is reported as a deferred credit on the ceding company’s balance sheet.

Generally, we would not expect the reinsurer to recognize a loss at the inception of a reinsurance contract
that corresponds with the ceding company'’s gain. It would be considered unusual for a reinsurer to enter
into an agreement with the expectation that it will incur a loss based on the facts and circumstances of
the transaction. Recognition of an immediate loss at inception of the reinsurance contract would often be
inconsistent with the economics of the transaction, and it would generally be more appropriate for a
reinsurer to record loss reserves equal to the fair value of the consideration paid.

The settlement period of the unpaid claims subject to reinsurance is used for purposes of amortizing the
deferred gain because, in a retroactive reinsurance contract, the period(s) for which the underlying
policies provided coverage to the insured generally are closed (i.e., the period of time that the insurance
coverage was provided for those reinsured policies has expired). ASC 944-605-35-9 describes two
methods for a ceding company to amortize the deferred gain for retroactive reinsurance contracts: the
interest method and the recovery method.

The method chosen to amortize the deferred gain will depend on whether the amounts and timing of the
reinsurance recoveries can be reasonably estimated. The ceding company must use the interest method
when the amounts and timing of ultimate reinsurance recoveries can be reasonably estimated. The
interest method uses the effective interest rate inherent in the calculation of the amount paid to the
reinsurer and the estimated timing and amount of recoveries from the reinsurer.

The ceding company must use the recovery method when the timing and amount of the reinsurance
recoveries are not reasonably estimable. The recovery method uses the proportion of actual recoveries
to total estimated recoveries for determining the amount of deferred gain amortization in any given
accounting period. The recovery method is generally consistent with the amortization methodology
under statutory accounting principles. If the differences between the two methods are not material,
some companies elect to use the recovery method to increase consistency in their financial reporting.

lllustration 3-8a: Retroactive contracts — reinsured liabilities exceed amounts paid

Assume that, on 31 December 20X3, Company A enters into a contract to reinsure losses that pertain
to past insurable events (i.e., a retroactive contract). Company A has determined that the contract
meets the risk transfer conditions and, therefore, should be accounted for as reinsurance. Before
entering into the contract, Company A reported a $10 million reserve for unpaid claims for the policies
reinsured. Company A paid $9 million for the reinsurance coverage.

Company A was unable to reasonably estimate the timing of when the recoveries will be received and,
therefore, elected to use the recovery method to amortize the deferred gain created by this
reinsurance contract. In 20X4, Company A received $6 million in reinsurance recoveries under the
reinsurance contract.
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Below is a summarization of the financial statement effect on Company A’s balance sheet and income
statement of the consideration paid, determined based on the fair value of the assets transferred to
the reinsurer, and the recovery of reinsured claims for the underlying policies :

Balance sheet Income statement
Debit Credit Debit Credit
(in 000's)
At 31 December 20X3:
Recognition of consideration paid:
Reinsurance recoverable $ 10,000
Cash $ 9,000
Deferred reinsurance gain 1,000
Activity during 20X4:
Cash 6,000
Reinsurance recoverable 6,000
Deferred reinsurance gain* 600
Incurred claims or earned premiums ceded S 600

* The $600 is determined using the recovery method ($6,000 + $10,000 = 60% x $1,000 = $600). The actual recoveries of
$6,000 are determined as a percentage of $10,000, as this continues to represent the Company'’s best estimate of the total
recoveries that will ultimately be collected under the contract.

The illustration above demonstrates how a deferred gain is amortized over the settlement period in
which the ceding company expects to recover amounts due. If a reinsurer prepays its obligation under
the contract, it may be appropriate for the ceding company to recognize the deferred gain over the
prepayment period. However, all of the facts and circumstances of the transaction must be considered to
determine whether the reinsurer has substantively settled its obligation to the ceding company or the
ceding company has made concessions to the reinsurer.

Accounting when the amounts paid exceed the liabilities reinsured

When the fair value of the consideration paid for retroactive reinsurance exceeds the liabilities reinsured
under the contract, the ceding company should charge current period income for the difference between
the consideration paid and the liabilities reinsured. In the Basis for Conclusions of FASB Statement No. 113,
the FASB characterized the amounts paid by the ceding company in excess of the reported liabilities as
“the minimum liability” for potential future adverse development that should be accrued.

As described in ASC 944-605-25-23, the ceding company is permitted to either reduce the reinsurance
recoverable or increase the related liabilities to recognize that difference. Ceding companies should evaluate
the facts and circumstances relating to the contract to determine whether to reduce the recoverable,
increase the liabilities, or both. For retroactive reinsurance contracts, increasing the liabilities typically
would be the most appropriate method when recognizing the charge to current period income.

lllustration 3-8b: Retroactive contracts — amounts paid exceed reinsured liabilities

Assume that, on 31 December 20X3, Company A enters into a contract to reinsure losses that pertain
to past insurable events (i.e., a retroactive contract). Company A has determined that the contract
meets the risk transfer conditions and, therefore, should be accounted for as reinsurance. Before
entering into the reinsurance contract, Company A reported a $10 million reserve for unpaid claims
for the policies reinsured. Company A paid $14 million for the reinsurance coverage, which represents
the reinsurer’'s assessment as to the ultimate development of the reinsured business.

In 20X4, Company A received $3 million of recoveries under the contract.
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Below is a summarization of the financial statement effect on Company A’s balance sheet and income
statement of the consideration paid, determined based on the fair value of the assets transferred to
the reinsurer, and the recovery of losses for the policies reinsured:

Balance sheet Income statement
Debit Credit Debit Credit
(in 000's)

At 31 December 20X3:
Recognition of consideration paid:
Reinsurance recoverable $ 14,000

Cash $ 14,000
Recognition of the understated liability:
Incurred claims $ 4,000

Reserve for unpaid claims 4,000
Activity during 20X4:
Cash 3,000

Reinsurance recoverable 3,000

Assume the same fact pattern as above, except the reinsurance agreement reinsures Company A for
losses that pertain to past insurable events and also reinsures Company A on an 80 percent
coinsurance basis for adverse development that exceeds the reserve liability currently recorded. That
is, the contract includes a “tiered” coinsurance rate structure where Company A is reinsured for the
current reserves of $10 million at 100% and for 80% of loss development that exceeds $10 million.
Below is a summarization of the financial statement effect on Company A’s balance sheet and income
statement of the consideration paid, determined based on the fair value of the assets transferred to
the reinsurer, and the recovery of the reinsured losses for the policies reinsured:

Balance sheet Income statement
Debit Credit Debit Credit
(in 000's)

At 31 December 20X3:
Recognition of consideration paid:
Reinsurance recoverable S 14,000

Cash $ 14,000
Recognition of the understated liability:
Incurred claims $ 5,000

Reserve for unpaid claims 5,000

Company A still records a debit of $14 million to the reinsurance recoverable, since that is the amount
paid to the reinsurer at the contract’s inception and represents the amount of reinsurance recoverable
expected under the arrangement. However, due to the tiered coinsurance rate structure in which only
80% of losses exceeding $10 million will be reimbursed, the $14 million recoverable represents a
different measurement of the understated liability. Under the terms of the agreement, in order for
Company A to receive the entire $14 million reinsurance recoverable, losses that pertain to the past
insurable events would need to reach $15 million [($10 million x 100%) + ($5 million x 80%)1.

As such, if Company A determines the liability related to the arrangement is understated and should
be increased proportionately to the amount of reinsurance recoverable, an increase to the recorded
reserves of $5 million is required.
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3.6.3 Accounting for a change in the estimate of the liabilities reinsured

Excerpt from Accounting Standards Codification
Revenue Recognition

Subsequent Measurement
Retroactive Reinsurance

944-605-35-11

Changes in the estimated amount of the liabilities relating to the underlying reinsured contracts shall
be recognized in earnings in the period of the change.

944-605-35-12

Reinsurance recoverables shall reflect the related change in the amount recoverable from the
reinsurer, and a gain to be deferred and amortized, as described in paragraph 944-605-25-22, shall be
adjusted or established as a result. Decreases in the estimated amount of the liabilities shall reduce the
related amount recoverable from the reinsurer and accordingly reduce previously deferred gains.

944-605-35-13

When changes in the estimated amount recoverable from the reinsurer or in the timing of receipts related
to that amount occur, a cumulative amortization adjustment shall be recognized in earnings in the period
of the change so that the deferred gain reflects the balance that would have existed had the revised
estimate been available at the inception of the reinsurance transaction. However, if the revised estimate
of the liabilities is less than the amounts paid to the reinsurer, a loss shall not be deferred. The resulting
difference shall be recognized in earnings immediately, as described in paragraph 944-605-25-23.

Subsequent changes in the estimated timing and amount of recoveries from the reinsurer must be
recognized in income in the period of the change as a “catch-up” adjustment. Consequently, the amount
of the gain, if any, that was deferred at the inception of the retroactive reinsurance contract is to be
adjusted as if the revised information had been available at the inception date of the reinsurance
contract. ASC 944-605-55-6 through 55-9 provides an example of the effect of a catch-up adjustment
on revenue recognition.

However, the corresponding change in the amount of the reinsurance recoverable may not be
immediately recognized in the income statement. Under ASC 944-605-35-12, when the change in the
reserves for unpaid claims results in an increase in the amount recoverable from the reinsurer, that
recovery may have to be deferred and amortized over the remaining settlement period of the underlying
reinsured policies. In essence, ceding companies are required to immediately recognize a charge to
income for the increase in reserves but are not able to immediately recognize the corresponding increase
in the benefit from the reinsurance contract. That provision prevents ceding companies from permanently
avoiding charges to income for under-reserved policies through retroactive reinsurance arrangements.

Below are examples of how a ceding company is required to recognize changes in the estimated liabilities
of policies reinsured under a retroactive reinsurance contract.

lllustration 3-10a

Assume that, on 1 January 20X3, Company A purchases reinsurance for $8 million to cover reserves
for unpaid claims of $10 million, including reserves for incurred but not reported losses. The
reinsurance recoverable would be reported by Company A as $10 million, on a basis consistent with
the underlying liabilities, and the $2 million difference would be deferred and amortized to income
over the related settlement period of the unpaid claims.
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Assume further that Company A could not reasonably predict the timing or amounts of reinsurance
recoveries and therefore is required to use the recovery method of amortization. If, at the end of
20X3, Company A had settled reported reinsured losses of $3 million and had received recoveries of
$3 million under the contract, both the reserve for unpaid claims and the related reinsurance
recoverable asset would be reduced to $7 million. Company A also would amortize $600,000 (i.e.,

$3 million of reinsurance recoveries divided by $10 million, multiplied by the $2 million deferred gain)
of the deferred gain into income in 20X3.

Below is a summarization of the financial statement effect on Company A’s balance sheet and income
statement:

20X3
Balance sheet Income statement
Debit Credit Debit Credit
(in 000's)

At 1 January 20X3:

Reinsurance recoverable $ 10,000
Cash $ 8,000
Deferred reinsurance gain 2,000

Activity during 20X3:
Payment of underlying claims:
Reserve for unpaid claims 3,000
Cash 3,000

Recovery of reinsured claims:
Cash 3,000
Reinsurance recoverable 3,000

Amortization of deferred reinsurance gain:
Deferred reinsurance gain 600
Incurred claims or earned premiums ceded S 600

lllustration 3-10b

Continuing with the fact patternin lllustration 3-10a, assume further that, at the end of the first
quarter of 20X4, there were no additional settlements but, as a result of adverse loss development,
Company A increased its estimate for reserves for unpaid claims from $7 million (i.e., the original $10
million less the $3 million paid in 20X3) to $11 million. The additional provision of $4 million would be
reported as a charge to income in 20X4, with a corresponding increase in the reported liabilities.

Consistent with the related liabilities, the reported reinsurance recoverable would be increased by $4
million, resulting in an additional deferred gain of $4 million. However, the $1.4 million of unamortized
deferred gain has to be adjusted to reflect that the amortization calculation should have been based
on a $6 million deferred gain instead of the $2 million as originally estimated. The adjustment is
referred to as the “catch-up” gain amortization adjustment and would be reported in Company A’s
20X4 operations.
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To determine the amount of the catch-up adjustment, Company A would recalculate the amount that
should have been amortized by changing the estimated ultimate recovery to $14 million and the
deferred gain to $6 million. Using those revised estimates, the amount of gain that should have been
amortized in 20X3 would be approximately $1,285,000 (i.e., the $3 million divided by $14 million
multiplied by $6 million). Accordingly, a “catch-up” gain amortization adjustment of $685,000

(i.e., the $1,285,000 less the $600,000 amortized in 20X3) would be reported by the ceding
company in the first quarter of 20X4.

Below is a summarization of the financial statement effect on Company A’s balance sheet and income
statement from the 20X4 increase in reserve for unpaid claims:

20X4
Balance sheet Income statement
Debit Credit Debit Credit
(in 000's)

Activity in first quarter of 20X4:

Increase in reserves for unpaid claims:

Incurred claims $ 4,000
Reserve for unpaid claims $ 4,000

Recognition of increase in deferred
reinsurance gain:

Reinsurance recoverable $ 4,000
Deferred reinsurance gain 4,000

Catch-up adjustment for amortization of
deferred reinsurance gain:

Deferred reinsurance gain 685
Incurred claims or earned premiums ceded S 685

Illustration 3-10c

Assume the same facts as in lllustration 3-10a, except that, in the first quarter of 20X4, the reserves
for the remaining unpaid claims are re-estimated to be $3 million rather than $7 million, and there
were no additional settlements. Under those assumptions, the original $8 million of consideration paid,
which was determined based on the fair value of the assets transferred to the reinsurer at the closing
date of the reinsurance transaction, exceeds the revised $6 million estimate of the reinsured claims as
of the inception date. As a result, concurrent with the revised reserve estimate, Company A would
report a reduction in reported liabilities of $4 million with a corresponding increase in income (i.e., a
credit to incurred claims).

Company A also would have to record an adjustment to reduce the reinsurance recoverable amount by
$4 million. The adjustment to reduce the reinsurance recoverable asset would consist of a $2 million
charge for reinsurance premium ceded, which is the difference between the original $8 million paid
and the revised estimate of the reinsured claims of $6 million, a $600,000 charge to income
representing the reversal of the previously recognized deferred gain amortization reported in 20X3,
and a $1.4 million write-off of the unamortized portion of the deferred gain.
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Thus, at the end of 20X4, the reinsurance recoverable of $3 million would be equal to the unpaid claim
reserves of $3 million that are reinsured under the contract, and the deferred gain would be zero. The
income statement effect in 20X4 would be a $1.4 million increase to income. That increase consists of
a $4 million increase for the reduction of the reserve for unpaid claims and a decrease of $2.6 million
for the recognition of the $2 million of reinsurance premium ceded and the reversal of the $600,000
deferred gain reported in 20X3.

Below is a summarization of the financial statement effect on Company A’s balance sheet and income
statement from the 20X4 decrease in reserve for unpaid claims:

20X4
Balance sheet Income statement
Debit Credit Debit Credit
(in 000's)

Activity in first quarter of 20X4:
Decrease in reserves for unpaid claims:
Reserve for unpaid claims $ 4,000
Incurred claims $ 4,000

Adjustment to reflect amount paid to reinsurer
exceeded the revised estimate of liabilities
reinsured:

Deferred reinsurance gain 1,400

Earned premiums ceded $ 2,000

Incurred claims or earned premiums ceded 600
Reinsurance recoverable $ 4,000

The foregoing examples illustrate effects from revenue and cost recognition for retroactive reinsurance
contracts. Generally, amounts paid to the reinsurer will not be reported in the income statement; instead,
only the balance sheet will be affected. The revenue and cost provisions prevent ceding companies from
immediately recognizing any benefit for retroactive contracts and, under certain circumstances (e.q., a
subsequent increase in the reserves for reinsured policies), the ceding company has to immediately
recognize a loss.

Amortization of deferred gains — interest method compared to the recovery
method

There are two methods for amortizing deferred gains of short-duration retroactive reinsurance
arrangements: the interest method and the recovery method. ASC 944-605-35-9 indicates the interest
method should be used if the amounts and timing of reinsurance recoveries can be reasonably estimated.
Otherwise, insurers should use the recovery method.

The interest method is used to account for, among other things, the amortization of discount or premium
on investments in bonds, the amortization of DAC for universal life-type policies, and the amortization of
loan fees and costs under ASC 310, Receivables. ASC 310-20-35-18 describes the objective of the
interest method as follows:

The objective of the interest method is to arrive at periodic interest income (including recognition of
fees and costs) at a constant effective yield on the net investment in the receivable (that is, the
principal amount of the receivable adjusted by unamortized fees or costs and purchased premium or
discount). The difference between the periodic interest income so determined and the stated interest
on the outstanding principal amount of the receivable is the amount of periodic amortization.
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Because there is no stated interest rate that pertains to a reinsurance recoverable balance, the effective
interest rate inherent in the determination of the amounts paid to the reinsurer should be used to
amortize the deferred gain when the recoveries are reasonably estimable.

lllustration 3-11: Amortization of deferred gains — effective interest method

Assume that Company A enters into a retroactive contract that cedes $30 million of loss reserves for
a consideration of $26,975,000. The $3,025,000 difference represents the gain on the transaction
that is deferred. Assume further that the amounts and timing of the reinsurance recoveries can be
reasonably estimated. The interest method will be used to determine the amortization of the deferred
gain, and the recoveries are assumed to be received timely throughout the settlement years. In this
example, the interest rate that was used to determine the premium was 6%.

Below is a summarization of the amortization of the deferred gain, using the interest method with an
effective interest rate of 6%:

(€)] (b) © (C)) (O]
Beginning Expected Ending

reinsurance Beginning reinsurance Amortization of reinsurance

Year recoverable deferred gain recoveries deferred gain recoverable
(in 000's)
1 $ 30,000 $ 3,025 $ 12,000 $ 1,258 $ 18,000
2 18,000 1,767 9,000 704 9,000
3 9,000 1,063 3,000 386 6,000
4 6,000 677 2,100 256 3,900
5 3,900 421 1,200 173 2,700
6 2,700 248 1,200 111 1,500
7 1,500 137 600 64 900
8 900 73 300 40 600
9 600 33 300 25 300
10 300 8 300 8 0
Total $ 30,000 $ 3,025

Computations:

(a) — Reinsurance premium plus deferred gain at inception less total reinsurance recoveries to date.
(b) — Column (b) less column (d) for the prior year.

(c) — Expected reinsurance recoveries at end of year, as estimated by the ceding company.

(d) = Column (a) less [column (b) and one half of column (c)] multiplied by the effective interest rate (6%).
(e) = Column (a) less column (c).

[llustration 3-12 delineates how the amortization of the deferred gain would be determined using the
recovery method instead of the interest method. As mentioned earlier, the recovery method can only be
used when the amount and timing of the reinsurance recoveries cannot be reasonably estimated. However,
if the expected differences between the recovery method and the interest method are not material, some
companies elect to use the recovery method. The recovery method uses the proportion of actual recoveries
to total estimated recoveries to determine the amount of deferred gain amortization in any given accounting
period. The assumptions in the following example are the same as in the previous example and the actual
reinsurance recoveries received are assumed to be identical to the expected recoveries.
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lllustration 3-12: Amortization of deferred gains — recovery method

Assume the same facts as in the preceding example, except that the deferred gain is amortized using
the recovery method instead of the interest method.

Below is a summarization of the amortization of the deferred gain:

(€)] (b) © (C)) (e)
Beginning Actual Ending

reinsurance Beginning reinsurance Amortization of reinsurance

Year recoverable deferred gain recoveries deferred gain recoverable
(in 000's)
1 $ 30,000 $ 3,025 $ 12,000 $ 1,210 $ 18,000
2 18,000 1,815 9,000 908 9,000
3 9,000 907 3,000 303 6,000
4 6,000 604 2,100 212 3,900
5 3,900 392 1,200 121 2,700
6 2,700 271 1,200 121 1,500
7 1,500 150 600 60 900
8 900 90 300 30 600
9 600 60 300 30 300
10 300 30 300 30 0
Total $ 30,000 $ 3,025

Computations:

(a) — Reinsurance premium plus deferred gain at inception less total reinsurance recoveries to date.
(b) = Column (b) less column (d) for the prior year.

(c) — Actual reinsurance recoveries, as experienced over the duration of the reinsurance arrangement.

(d) = Column (c) divided by reinsurance recoverable at inception ($30 million) multiplied by the
deferred gain at inception ($3,025,000).

(e) — Column (a) less column (c).

In lllustrations 3-11 and 3-12, the amortization of the deferred gain recognized under both the interest
and recovery methods is fairly comparable because there were significant reinsurance recoveries in the
earlier years of the contract, which reduces the effect of the present-value calculations. If the foregoing
illustrations had assumed that the recoveries would be smaller in the earlier years, there would have
been a significant difference in the amortization of the deferred gain between the two methods. The
following example illustrates how the amortization would differ between the two methods if the
recoveries were smaller in the earlier years.
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lllustration 3-13

that is deferred.

Interest method

Assume that Company A enters into a retroactive contract that cedes $30 million of loss reserves for
a consideration of $23,737,000. The $6,263,000 difference represents the gain on the transaction

Below is a summarization of the amortization of the deferred gain using the interest method, with an
effective interest rate of 6%, and using the recovery method:

Beginning Expected Ending
reinsurance Beginning reinsurance Amortization of reinsurance
Year recoverable deferred gain recoveries deferred gain recoverable
(in 000's)
1 $ 30,000 S 6,263 $ 1,000 $ 1,394 $ 29,000
2 29,000 4,869 1,500 1,403 27,500
3 27,500 3,466 3,000 1,352 24,500
4 24,500 2,114 10,000 1,043 14,500
5 14,500 1,071 9,000 536 5,500
6 5,500 535 2,000 238 3,500
7 3,500 297 1,200 156 2,300
8 2,300 141 1,200 94 1,100
9 1,100 47 800 39 300
10 300 8 300 8 0
Total $ 30,000 S 6,263
Recovery method
Beginning Actual Ending
reinsurance Beginning reinsurance Amortization of reinsurance
Year recoverable deferred gain recoveries deferred gain recoverable
(in 000's)
1 $ 30,000 $ 6,263 $ 1,000 $ 209 $ 29,000
2 29,000 6,054 1,500 313 27,500
3 27,500 5,741 3,000 626 24,500
4 24,500 5,115 10,000 2,088 14,500
5 14,500 3,027 9,000 1,879 5,500
6 5,500 1,148 2,000 417 3,500
7 3,500 731 1,200 251 2,300
8 2,300 480 1,200 251 1,100
9 1,100 229 800 167
10 300 62 300 62
Total $ 30,000 S 6,263

As shown in lllustration 3-13, the timing of recognition of the deferred gain by the ceding company can
be significantly different under the two methods when recoveries are realized in the later years of the
settlement period of the reinsured policies.
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Contracts with both prospective and retroactive provisions

Reinsurance contracts for short-duration insurance policies may include both prospective and retroactive
coverage provisions.

For example, assume that a calendar-year stop-loss reinsurance contract has both prospective and
retroactive characteristics because it provides reinsurance to the ceding company if the ceding company's
calendar-year losses incurred exceed a predetermined amount or a predetermined loss ratio. Because prior-
year losses may develop adversely, and such development is reported as calendar-year losses incurred when
the loss reserve estimates are changed, this contract has a retroactive element. However, this contract
also has a prospective element because it reinsures future losses (i.e., current-year losses incurred).

Under ASC 944-605-25-21, ceding companies, when practicable, should account separately for the
prospective and retroactive elements of reinsurance contracts (i.e., bifurcate the contract). A ceding
company would account for the prospective element using the guidance for prospective contracts, and
for the retroactive element using the guidance for retroactive contracts. Determining the allocation
between the retroactive and prospective elements of a single reinsurance contract is a matter of judgment
that requires the consideration of all facts and circumstances of the transaction. Although the FASB
acknowledged the difficulties associated with such a determination, the Reinsurance Contracts Subsections
of ASC 944 does not provide detailed guidance or criteria for bifurcating a reinsurance contract.

One approach for making such an allocation could be to bifurcate the reinsurance premium by estimating
what the pricing would have been if the prospective and retroactive elements were separate contracts
(e.q., for the retroactive element of the contract, an estimate would be made of the present value of the
estimated loss recoveries plus an appropriate risk charge). Because the actual pricing of the combination
reinsurance contract generally will assume that all possible negative events do not occur at the same time, the
pricing of the combined contract may be lower than the combined estimated pricing of the prospective and
retroactive elements. Accordingly, to bifurcate the premium for a combination contract, the ceding company
may need to apply a ratio (e.qg., a pro rata amount) to the separate pricing elements of the single premium.

Below is an example of how a ceding company could record the reinsurance premium for a combination
contract that could be bifurcated.

lllustration 3-14

Assume that a reinsurance contract includes both prospective and retroactive elements. At the
inception of the contract, a $10 million reinsurance premium was paid, consisting of $4 million for the
prospective element and $6 million for the retroa