Willis

Finite Risk and Financial Reinsurance 

July 2005

Finite Risk / Financial Reinsurance

( This presentation will attempt to answer your questions on Finite Risk and Financial Reinsurance sent to us on 21st June 2005.

( Specific Examples of how these deals work (and how they do not work) will be      discussed in the next presentation.

Question 1

Q1: What are the differences between Finite Risk and Financial Reinsurance?

( Finite Risks are generally “low cap contracts”. “Low cap contracts” are contracts where the amount of risk transfer is low in relation to premium.

( Financial Reinsurance can include all kinds of Quota Share Placements or Excess of Loss deals that are more designed to restructure the balance sheet’s appearance than provide cover.

Question 2 

Q2: What are the reasons of developing Finite Risk and Financial Reinsurance in USA, European and Japanese Markets during the past decades?

( From the sellers’ point of view: Turnover and Low-risk-Profits.

( From the buyers’ point of view: unfortunately, finite risk and financial reinsurance are often used to achieve unhealthy balance sheet window-dressing, or when the buyers want to buy cover in an unduly restricted marketplace.

Question 3

Q3: There are various types of Finite Reinsurance or Financial Reinsurance in the current market.

( a) Low cap Quota Share placements are popular because they lift premium out of the Net Retained Premium Income and thus improve solvency calculations.

( b) As per question 2, the purposes of using them are often, unfortunately, to achieve unhealthy balance sheet window-dressing, or when the buyers want to buy cover in an unduly restricted marketplace.

Question 4

Q4: How to distinguish Finite Risk and Financial Reinsurance from Traditional   Reinsurance?

Should we review their contents or just look at its form?

(It is important to look at both form, content and spirit/purposes.

 If the object of the transaction is unhealthy, the transaction is unhealthy.

Question 5

Q5: Would Finite Risk / Financial Reinsurance manipulate the company’s real financial situation?

( Often, Yes. More will be discussed in our examples later.

Question 6

Q6: Could Finite Risk and Financial Reinsurance be applied to manage catastrophe risks?

Are there any cases or experiences of using Finite Risk and Financial Reinsurance in catastrophe risk management before?

(Yes. There are such examples but these appear to be more appropriate for retrocession protections involving high ROL’s (>30() 

Question 7 

Q7: Please explain the possibility of using Finite Risk / Financial Reinsurance in the risk bearing mechanism of TREIP.

Which layer could Finite Risk / Financial Reinsurance be applied?

( Current Levels of Risk Export involve high degree of risk transfer – cost is leveraged for maximum capacity – not suitable for Finite Risk / Financial Reinsurance.

( Lower levels could be examined for possible replacement of foundation layer (18b(2b), or part thereof, with Finite/Financial Reinsurance. But low level of risk transfer would prevent TREIP fund from building (outwards premium flow would prevent meaningful reserve build-up) and retention capacity would grow very slowly.

Question 8

Q8: What are the attitudes of global regulators towards Finite Risk / Financial Reinsurance after the AIG suit?

What is the latest outlook of the Finite Risk / Financial Reinsurance market?

( Restrictive.

Question 9

Q9: Is the ten/ten rule still common standard in global market to examine the existence of significant risk transfer in Finite Risk / Financial Reinsurance?

Are there other ways of proving the existence of significant risk transfer when the ten/ten rule connot be applied?

( The ten/ten rule is a US concept and does not have general support in the non-US regulatory environments. It is more relevant for retrospective transactions than prospective.

( We do not favour constructing theoretic “significant risk transfer” (SRT) explanations for deals – if the contract’s foundation has SRT, there should be little effort required to show it.

Question 10

Q10: Many life insurance companies in Taiwan are now required to increase their capital under RBC regulation. Could Finite Risk / Financial Reinsurance be properly used to replace capital increase for life insurance companies without violating solvency regulation?

( Rather unlikely.

Question 11

Q11: Where is the most developed and mature market among the USA, London Europe and Japan in terms of Finite Risk / Financial Reinsurance?
( Most developed market for buyers: the USA.

( Most developed market for sellers: Bermuda.

Question 12

Q12: Are there any statistics of finite risk available in the market that we can find?

( Unfortunately statistics of such are not available.

Question 13

Q13: Please comment on the development of finite markets in the USA, London, Europe, and Japan and what are their differences.

( We feel that finite deals in different countries have mostly the same characteristics.

( There is one thing in common in particular – few of them are helpful to regulators.

