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附件三

Question and Answer Cession on Finite Reinsurance, 4th July 2005

(at Heath Lambert’s Office)

1. The differences between Finite Risk and Financial Reinsurance.
Financial Reinsurance started with “rollover” policies in the early 1980s.  These policies typically guaranteed interest rates in respect of asbestos reserves and, as such, would not be accepted as reinsurance now (since no risk transfer was included, the policies would be classed as an investment).

“Rollover” policies changed into “time and distance” policies at the insistence of the forerunner of the FSA.  An element of risk was added since time and distance policies involved the estimation of a schedule of payments and their corresponding dates of payment.  This included an element of uncertainty.  Time and distance policies died-out in the mid to late 1980s since the risk (or element of uncertainty) only applied to one side of the equation.

This type of Financial Reinsurance died out when Finite Reinsurance appeared.

Finite Reinsurance is so-called since there is an element of risk transfer included, albeit on a strictly limited basis.  Other names used for Finite Reinsurance include Alternative Risk Transfer and Structured Reinsurance.

The concept of Structured Reinsurance involves linking two or more structures together under one contract.  Some structures may include very little risk transfer, while others include more.  Overall the package passes the minimum risk transfer requirement for the contract to be classed as reinsurance (as opposed to an investment).  If there is enough risk transfer, then the contract is reinsurance.

There is a need to define what is Reinsurance and what is an Investment.  This is what individual regulators need to decide and different regulators will have different views on this. Some aspects of this:

· Is the reinsurance appropriate for the company / portfolio in question?

· The decision can be complicated.  As an example, if an original insurer exceeds it’s catastrophic coverage, then policyholders’ payouts may be at risk.  A Retrospective Finite Reinsurance could be purchased to cover this, thus protecting policyholders from a default.  The company’s results would be altered, but a regulator also has a duty to protect policyholders.  A tough choice!

· Normally prospective (future) coverages are more likely to be approved than retrospective coverages, since in the case of retrospective coverage the level of losses is often relatively stable.

· The dividing between some types of Reinsurance and pure Investment is a gray area.

It is due to the difficulty of definition that the UK FSA has opted for a broader set of rules - the theory being that the more specific the regulation, the easier the regulation is to circumvent.  The overriding FSA principle is for authorised companies to operate with INTEGRITY.

2. The reasons of developing Finite Risk and Financial Reinsurance in USA, European and Japanese market during past decades and their Business Volumes. 
The main reason for the development of Finite products was a shortage of capacity in the traditional markets, in particular for petrochemical accounts.

3. There’re various types of Finite Reinsurance or Financial Reinsurance in current market, which types are most popular and what are the purposes of using them. 
The overriding types of Finite product are Prospective and Retrospective coverages.  As implied, Prospective covers are looking to potential future claims while Retrospective covers are designed to deal with past claims.  Finite covers are used either where coverage is not available in the traditional market or where the traditional market is felt to be uneconomical.

4. How to distinguish Finite/Financial Reinsurance from Traditional Reinsurance? Should we review their contents or just look at its form? 
Some of the factors involved in the answer to this question have already been mentioned under question1.  The overriding difference is that Finite Reinsurance will always feature a strictly limited amount of risk transfer.  That said, there are many Traditional Reinsurance contracts that also do not transfer much risk. (An example was discussed of a per risk layer at 40% rate on line with paid reinstatements.  The cedant overwrote their income, thus increasing the rate on line to the point where the premiums paid were bigger than the potential claims recoveries).

Once again, the dividing line is a gray area. 

5. Would Finite/Financial Reinsurance manipulate the company’s financial report and hence mislead the public understanding of the company’s real financial situation?
“Manipulate” is an emotive word carrying connotations of deviousness!  Any insurance or reinsurance is designed to impact upon (manipulate?) a financial situation.  This is really the heart of the issue - the INTENT of a transaction becomes paramount.  If a transaction is transparent and withstands scrutiny, then it is probably acceptable.  Secrecy for commercial reasons is another matter.

Insurance is really “pre-banking” (ie building up funds for potential claims) and reinsurance is cheap capital.  Thus banks are competitors to insurers and reinsurers and vice versa.

6. Could Finite/Financial Reinsurance be applied to manage catastrophe risks?  

Are there any cases or experiences of using Finite/Financial Reinsurance in catastrophe risk management before?
7. The possibility of using Finite/Financial Reinsurance in the risk bearing mechanism of TREIP. Which layer could Finite/Financial Reinsurance be applied?
We chose to discuss questions 6 and 7 together.

Catastrophe business can be handled well in the Finite arena.  Traditional Reinsurance can be seen as expensive and inefficient in some circumstances. Consider the reinsurance loadings for uncertainty of outcome, cost of capital, brokerage, expenses and profit.  These loadings tend to increase the higher up a programme one looks.  The banking world has seen this and is attempting to target certain business with alternative structures such as cat bonds.

Finite Reinsurance can also work for cat protections.  In the high rate on line area (eg 20% to 25% rate on line or above), spread loss covers can offer an alternative.  The advantage is that both sides of the contract know their obligations at the outset.  In the Traditional market, a high rate on line layer that suffers a loss will normally attract a significant rate increase the year after for “pay-back”.  This is not so different from a spread loss cover featuring an element of post-loss pay-back.

At the high end of programmes, Finite can sometimes be even more efficient since the loadings on Traditional covers are an even greater proportion of the premium charged.

In the past the Traditional market has sometimes suffered from security failures and slow payments.  A pre-funded Finite cover can remove some of these problems.

Reinsurers are also keen on Finite covers since they offer more stability to reinsurers and a closer trading relationship based upon mutual interest.  Reinsurers often pay a minimum of 10% rate on line for their retrocession (compared with a 1% minimum for reinsurance) – thus there is much interest in Finite for retrocessional coverage.

Generally companies that buy Finite need a strong balance sheet.  Since the risk transfer is less, more volatility may be left with the original cedant.

8. The attitudes of global regulators toward Finite/Financial Reinsurance after AIG suit. What is the latest outlook of the Finite/Financial Reinsurance market?
Spitzer has created a climate where certain contracts are very much under scrutiny.  Against this background, the FSA framework remains unchanged with its overriding principles of INTEGRITY and TRANSPARENCY.  In this environment, guidelines are created via legal precedent from the cases the FSA chooses to investigate.  If the FSA makes a ruling, the ruling may be challenged in court where the company investigated would have to disprove the allegation.  The ruling of the court then creates the legal precedent.

There is no requirement to submit individual contracts to the FSA.  Once again the principle of TRANSPARENCY comes into play – if the contracts needs “hiding”, then it is probably not acceptable!  Ultimately clients have to agree what is acceptable in conjunction with their auditors and lawyers.

A guideline from the US mentioning referral for contracts with a potential effect greater than 10% of equity was discussed.  Once again, by having a specific rule an environment is created where entities would be able to circumvent that rule (eg by creating a contract with only 9.99% effect, or by accounting only the net balance).

There are different opinions by country as to what is Finite Reinsurance and how it should be handled and accounted.

9. Is ten/ten rule still the common standard in global market to examine the existence of significant risk transfer in Finite/Financial Reinsurance? Are there other ways of proving the existence of significant risk transfer when ten/ten rule couldn’t be applied?
The 10/10 rule (a contract should have a 10% probability of a 10% loss to contain adequate risk transfer) was only ever a guideline giving a position in the uncertain area between Reinsurance and Investment.  Currently the requirement is probably higher, perhaps for 15% or 20% risk transfer.  Each contract should be judged on its own merits – does it protect the stakeholders?  The main problem is to quantify the 10% probability of loss.
What is clear is that the whole substance of a deal has to be considered.  In the past, some contracts included a “side letter” or even a verbal agreement which effectively removed any element of risk transfer.  The FSA (and GAP accounting rules) now require that the whole substance of a deal is made available to regulators for study (FSA rule 11 – firms must deal in an open and cooperative manner).  Any past side agreements must now be disclosed.  Where mis-dealings are found, the FSA has the right to remove the authorisation to trade from the nominated individuals at a firm.

10. Many life insurance companies in Taiwan are now required to increase their capital under RBC regulation. Could Finite/Financial Reinsurance be properly used to replace capital increase for life insurance companies without violating solvency regulation?
Reinsurance is a product designed to assist with capital.  For example, a quota share reduces a cedant’s exposure to risk and should therefore produce a corresponding reduction in required solvency capital.  A Finite contract can achieve similar ends, but the contract needs to be transparent and conducted with integrity.

With respect to a cedant achieving a better rate of interest by transferring reserves, this is probably more of an investment product in the absence of a suitable level of risk transfer.  The arbitrage of investment environments has, however, been a consistent feature of the Traditional Reinsurance market (hence the growth of Bermuda as a domicile).

11. Where is the most developed and mature market among USA, London, Europe and Japan in terms of Finite Risk/Financial Reinsurance?
The USA is seen as the most mature market for Finite products, with London not far behind.  Germany is not far behind while Finite is less of a feature in the Japanese Market.

12. Are there any statistics of finite risk available in the market that we can find?
No.

For reporting purposes, Finite tends to be included as part of the overall reinsurance item.  There is also the problem of what to measure on a Finite contract.  Many Finite deals feature dynamic pricing meaning that final premiums after adjustment may differ significantly from any deposit premium. 

13. Please comment on the development of finite markets in US, London, Europe, and Japan and what are their differences.
See question 11.
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