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Revenue drivers of a runoff (re)insurer 44{@\

+  No Premium income
+ Revenues are driven by:

+ Investment income from invested assets
+  Active claim management (settling claims for an economic profit)
« Favorable commutations

«  Acquisition of other runoff portfolios/legal entities

' Reserving process of a (re)insurer in runoff

+ Annual fully fledged reserve analysis followed by quarterly Actual vs.
Expected (AVE) reserve review for the following 4 interim quarters

« Exclude all commuted contracts from paid and incurred loss development
triangles

+ Track loss movement excluding commuted contracts
+ Work very closely with claims management

+ Update paid and incurred Loss Development Factors (LDFs) and derive
updated ultimate loss

+ Special emphasis on Expected incurred loss emergence for the next 12 months /
next 4 quarters derived from incurred LDF curves (= E)

+  Special attention on timing of future Expected paid loss derived from paid LDF
curves (= one key driver of commutation pricing)




Reserving process of a (re)insurer in runoff (cont'd)

« Track Loss movement excluding commuted contracts

Actual vs. Expected (AvE) Analyds
YTD as of Decembar 2012
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" Reserving process of a (re)insurer in runoff (cont'd)

Expected incurred loss emergence for the next 12 months / next 4

quarters derived from incurred LDF curves (= E)
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Reserving process of a (re)insurer in runoff (cont'd)

+ Special attention on timing of future Expected paid loss derived from
paid LDF curves (- one key driver of commutation pricing)
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+ Does your loss pay-out forecast look plausible?

Réservingﬂprocess of a (re)insurer in runoff (cont'd) 4‘1{(’& e

+ Quarterly AVE reserve review:

+  Drill-down functionality (from LoB_Underwriting Year (UY) to reinsurance
contracts/insurance programs_UY level) requires smart/sensible allocation of
IBNR from LoB_UY to reinsurance contracts/insurance programs

+  Slice and dice functionality
+  Closely monitor Actual incurred/paid loss movement <or> than a $ threshold

+ Segregate tabular claims and large claims (actively interact with claim
management)

+ Derive ceded/retroceded reserves by direct allocation of Gross IBNER/IBNYR to
reinsurance contract/claim (this process needs to reflect the mechanism of
retroceded/ceded reinsurance)
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TopDown and BollomUp process
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Commutation pricing considerations

What should one consider?

Complete versus partial commutation
« Cedant may elect partial commutation
« Reinsurer’s interest is normally to commute the entire relationship

Discount rate to be applied to future expected paid losses
¢« Risk free rate? or
+ Expected rate of return on invested assets supporting the liabilities

to be commuted?
Loss incurred and loss pay-out patterns
+  Cedant specific patterns?
+ LoB patterns? or
* Industry proxy?
*  Acombination of the above?
Collateralized cedant reserves versus non collateralized
Treatment of unpaid balances and large claims in commutation pricing

Impact of commutation on reinsurance assets




Commutation pricing considerations (cont'd)

+  What should one consider?

+ “In and Out” effect of the commutation on the company’s portfolio
»  Should the commutation be priced in isolation? Or
+  Should one also consider the effect of the commutation on the
remaining reserves of the company?
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+ Is $951K IBNR too high?

Commutation pricing considerations (cont'd)

+  Commutation Model:
+ Needs to be efficient and practical

+  Minimize travel time to extract contracts in scope

« Establish a full inventory of contracts in scope vs. entire relationship

+ Compare historical loss experience of the cedant to company's
historical loss experience (cedant’s LDFs vs. company's vs.
industry proxy's), (in and out effect of the commutation to the rest of
the company portfolio)

« Quantify # and size of open claims

« Quantify # and size of open precautionary claims reported to the
company

+  Segregation of large claims and tabular claims

+ Treatment of unpaid balances
« Payout patterns for tabular claims and large claims

+  Provide technical price at several IRRs/discount rates




. Commutation pricing considerations (cont'd)

+ Commutation Model:
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. Commutation pricing considerations (cont'd)

«  Commutation Model:

Commutation Calculation

UsD Currency,
1) Case Reserves 2,060,182
2) Selected IBNR 4,170,872
3) Unpaid Balances 677,000
4) Selected Total Estimated Reserves 6,908,059
Commutation Price
IRR USD Currency
2.0% 6045422
40% 5,373,736
6.0% 4,843,020
8.0% 4,417,787
Incurred Losses Development in Recent Years:
Incurred in 2013 82,385
(1,448,087)
196,398
1,407,262
2,315,630
4,816,742
IBNR Booked @ prior quarter 6,100,257
IBNR Selection 4,170,872




| Runoff Consolidation 4’{{&\

Means of consolidation:

+ Legal Liabilities transferred (usually require regulatory approval)

+  Sale/Acquisition of a company/legal entity
*  Novation
«  Transfer part of a business

+ Legal Liabilities transferred (private arrangement between 2
parties)

+ Reinsurance to Close (RITC)

» Loss Portfolio Transfer (LPT)

*  Adverse Development Cover (ADC)
+ LPT and ADC combined

Runoff Consolidation (cont'd)

Legal and accounting requirements:
+ UK legal requirements:

+ When legal liabilities are unchanged
+  Policyholders normally not involved
+  Regulatory permission normally not required
+  When legal liabilities are transferred
»  The transfer scheme needs approval from the court, not
necessarily from regulators (FSA)

+ UK accounting effects:

+  For a traditional LPT: cedant net liabilities are reduced by the
nominal value of the transferred reserves and assets are reduced
by the premium paid (gross liability remains unchanged on the BS
of the cedant)

« Reinsurance transactions involving only timing risk can be
accounted for as reinsurance

+ The reinsurer may reserve the transferred liabilities at a different
level to that agreed at the pricing of the transaction (mirror
accounting not required)




Runoff Consolidation (cont'd) 4’]1’(’&

Legal and accounting requirements:

+ US legal requirements
+ Normally set at the state level
« US accounting effects:

+ Most significant accounting rules FASB 113 (applies to public
company reporting in accordance with US GAAP)

«  Forbid immediate recognition gains from ceding reinsurance
contracts unless ceding company's obligations are extinguished

« Differentiate between long (e.g. Life) vs. short (most P&C contracts)
duration contracts

+ FASB 113 requires transfer of significant risk (timing and
underwriting risks) in order for a contract to be recognized as
reinsurance

+  For retrospective contracts (LPT/ADC) undenwriting profit resulting
from the ceded reserves and the reinsurance premium must be
recognized over the entire period of the contract

| Runoff Consolidation (cont'd)

LPT/ADC
Basic principle: transfer outstanding claims to a reinsurer

Reinsurer agrees to pay claims from a retention level (usually lower than the existing
reserves) up to a pre-set limit (at or a little above existing reserves)

Reinsurer assesses probable pay-out of claims and receives a premium equal to the sum
of the discounted value of the expected claim payment + risk charge and fee

Adverse Development Cover protects against adverse development of claim levels
beyond current level up to a pre-set limit

Reinsurer takes timing and investment risks and may take reserving/underwriting risks

Particularly suitable for liability portfolios with long settlement periods and subject to
volatile reserve development (e.g. Asbestos, Pollution, WC liabilities)




Runoff Consolidation (cont'd)

LPT/ADC - risk transfer requirements under US GAAP:

1) Underwriting risk: the risk that the premiums collected (generally set to cover expected
claims plus transaction costs) are insufficient to cover the actual claims payments;

2) Credit risk: the risk that a (re)insurer will not fully satisfy all of its contingent obligations
to its cedants;

3) Investment risk: the risk that the income generated by a (re)insurer from the invested
premium will be below the expected income reflected in the (re)insurer's premium pricing;

4) Timina risk: the risk that actual paid loss occurs earlier than expected and that the
invested assets including investment income are insufficient to fund those claims when
claims need to be paid

+ In order for a retrospective contract to qualify as a true reinsurance contract under US
GAAP, it must have material risk transfer of all 4 of the above categories

+  ALPT without ADC features embedded in the contract would not qualify as a
reinsurance contract under US GAAP, since it would not have underwriting risk

- Runoff Consolidation (cont'd)

LPT/ADC — What constitutes material risk transfer under US GAAP?

The 10/10 rule of thumb: if there is at least a 10% probability that the reinsurer would
suffer a loss of at least 10%, the policy was deemed to have material risk transfer (this
used to be the norm)

Following some widely publicized controversies about finite/structured contracts, many
favor a 15/15 rule and in some instances as much as 25/25 rule

In addition a more precise definition of the 10/10 rule of thumb: if there is at least a 10%
probability that the reinsurer would suffer Present Value (PV) loss of at least 10%, the
policy was deemed to have material risk transfer

20
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Runoff Consolidation (cont'd)

LPT/ADC — 10/10 rule example
Premium

Expected loss at
90% percentile loss @
Discountrate A0

TestNPV(Cash flow)/NPV(Premium pd to

|Does nol satisfy risk transfer citerion if the 10/10 rule is applied

reinsurer): 9.3%=8793/ 95000

Dev.

period in Transaction ExpectedlLoss  Expected LossIncremental Incremental Cumulative

years Premium Cost Pay-outpattem  Pay-out Cash Flow NPV(Cash Flow) NPV(Cash Flow)
0 95,000 {2,500) 92,600 92,600 92,500
1 5% (6,000) (6,000) (5,883) 86,617
2 10% (12,000)  (12,000) (11,314) 75,302
3 15% (18,000)  (18,000) (16,319) 58,983
4 20% (24,000) (24,000) (20,922) 38,062
L] 15% (18,000) (18,000) (15,088) 22,974
6 10% (12,000)  (12,000) (9,672) 13,302
7 (8,400) (8,400} (6.510) 6,793
8 (9,600) (9,600) (7.164) (361)
9 (6,000) (6,000) (4,299) (4,660)

10 5 (6,000) (4,134) (8.793)

Total 100% (27,500) (8,793)

NPV(Cash flow) = (8,793)

NPV(Premium pd to reinsurer) = 95,000
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~ Runoff Consolidation (cont'd)

LPT/ADC — 10/10 rule example

Premium 95,000
Expectedloss at

% percentile loss (120,
Discountrate

Does satisfy risk transfer citerion if the 10/10 rule is applied

Dev.
periodin Transaction Expectedloss  Expected LossIncremental Incremental Cumulative
years Premium Cost Pay-outpattern  Pay-out Cash Flow NPV(Cash Flow) NPV(Cash Flow)
0 95000 (2,500) 92,500 92,500 92,600
1 6% (6,000) (6,000) {5,898) 86,602
2 10% (12,0000 (12,000 (11,398) 75,206
3 15% (18,000) (18,000) (16,517) 58,689
4 20% (24,000) (24,000) (21,277) 37,412
5 15% (18,000) (18,000) (16,418) 21,993
6 10% (12,000) (12,000) (9,931) 12,062
7 7% (8,400) (8,400) 6.717) 6,345
8 8% (9,600) (9,600) (7,417) (2,072)
9 5% (6.,000) (6,000) (4,479) (6,551)
10 5% (6,000) (6,000) (4,327) (10,878)
Total 100%  (120,000) (27,600) (10,878) (10,878)
NPV(Cash flow) = (10,878)
NPV{Premium pdlo reinsurer) = 95,000
TestNPV(Cash fiow)/NPV(Premium pd to
reinsurer): 11.5%= 10878/ 95000
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Sources and reference papers:

Sources and reference papers:

+  AAA reinsurance alleslation supplement 20-1: Risk lransfer testing practice note (AAA Committee on Propedy and Liabitity Financial
Reporting (November 2005}

+ Non-tradtional solutions for Liabilily Exposures by Stuar Shepley

+ The Uses and Abuses of Finite Risk Reinsurance by Christopher L. Cu'p and J.B, Healon (A Morgan Stanley Publication. Summer
2005

+ Loss Porifolios Transfers (2002 Giro Working Parly Paper)

* Risk Transfer Tralning (Inlroduction and Risk Melrics) Guy Carpenter Oclober 2008
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