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Liabilities, Contingencies and Impairments of Assets
SCOPE OF STATEMENT

1. This statement defines and establishes statutory accounting principles for liabilities, contingencies
and impairments of assets.

SUMMARY CONCLUSION
Liabilities

2. A liability is defined as certain or probable' future sacrifices of economic benefits arising from
present obligations of a particular entity to transfer assets or to provide services to other entities in the
future as a result of a past transaction(s) or event(s).

3. A liability has three essential characteristics: (a) it embodies a present duty or responsibility to
one or more other entities that entails settlement by probable' future transfer or use of assets at a specified
or determinable date, on occurrence of a specified event, or on demand, (b) the duty or responsibility
obligates a particular entity, leaving it little or no discretion to avoid the future sacrifice, and (¢) the
transaction or other event obligating the entity has already happened. This includes, but is not limited to,
liabilities arising from policyholder obligations (e.g., policyholder benefits, reported claims and reserves
for incurred but not reported claims). Liabilities shall be recorded on a reporting entity’s financial
statements when incurred.

4. Estimates (e.g., loss reserves) are required in financial statements for many ongoing and recurring
activities of a reporting entity. The mere fact that an estimate is involved does not of itself constitute a
loss contingency. For example, estimates of losses utilizing appropriate actuarial methodologies meet the
definition of liabilities as outlined above and are not loss contingencies.

Joint and Several Liabilities

5. Joint and several liability arrangements for which the total obligation amount under the
arrangement is fixed” at the reporting dates shall be measured and reported as the sum of:

a. The amount the reporting entity agreed to pay on the basis of the agreements among its
co-obligors, and

b. Any additional amount the reporting entity expects to pay on behalf of its co-obligors.
When an amount within management’s estimate of the range of a loss appears to be a
better estimate than any other amount within the range, that amount shall be the
additional amount included in the measurement of the obligation. If no amount within the
range is a better estimate than any other amount, then the midpoint shall be used.

' FASB Statement of Financial Accounting Concepts No. 6, Elements of Financial Statements, states: Probable is used with its
usual general meaning, rather than in a specific accounting or technical sense (such as that in FASB Statement 5, Accounting for
Contingencies, paragraph 3), and refers to that which can reasonably be expected or believed on the basis of available evidence or
logic but is neither certain nor proved.

2 Examples of items within the scope of this guidance include debt arrangements, other contractual obligations, and settled
judicial litigation and judicial rulings. Loss contingencies, guarantees, pension and other postretirement benefit obligations and
taxes are excluded from this guidance and shall be accounted for under the statutory accounting provisions specific to those
topics.
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Loss Contingencies or Impairments of Assets

6. For purposes of implementing the statutory accounting principles of loss contingency or
impairment of an asset described below, the following additional definitions shall apply:

a. Probable—The future event or events are likely to occur;

b. Reasonably Possible—The chance of the future event or events occurring is more than
remote but less than probable;

c. Remote—The chance of the future event or events occurring is slight.

7. A loss contingency or impairment of an asset is defined as an existing condition, situation, or set
of circumstances involving uncertainty as to possible loss to an enterprise that will ultimately be resolved
when one or more future event(s) occur or fail to occur (e.g., collection of receivables).

8. An estimated loss from a loss contingency or the impairment of an asset shall be recorded by a
charge to operations if both of the following conditions are met:

a. Information available prior to issuance of the statutory financial statements indicates that
it is probable that an asset has been impaired or a liability has been incurred at the date of
the statutory financial statements. It is implicit in this condition that it is probable that one
or more future events will occur confirming the fact of the loss or incurrence of a
liability; and

b. The amount of loss can be reasonably estimated.

9. This accounting shall be followed even though the application of other prescribed statutory
accounting principles or valuation criteria may not require, or does not address, the recording of a
particular liability or impairment of an asset (e.g., a known impairment of a bond even though the VOS
manual has not recognized the impairment).

10. Additionally, in instances where a judgment, assessment or fine has been rendered against a
reporting entity, there is a presumption that the criteria in paragraph 8.a. and 8.b. have been met. A
judgment is considered “rendered” when a court enters a verdict, notwithstanding the entity’s ability to
file post-trial motions and to appeal. The amount of the liability shall include the anticipated settlement
amount, legal costs, insurance recoveries and other related amounts and shall take into account factors
such as the nature of the litigation, progress of the case, opinions of legal counsel, and management’s
intended response to the litigation, claim, or assessment.

11. When the condition in paragraph 8.a. is met with respect to a particular loss contingency, and the
reasonable estimate of the loss is a range, which meets the condition in paragraph 8.b., an amount shall be
accrued for the loss. When an amount within management’s estimate of the range of a loss appears to be a
better estimate than any other amount within the range, that amount shall be accrued. When, in
management’s opinion, no amount within management’s estimate of the range is a better estimate than
any other amount, however, the midpoint (mean) of management’s estimate in the range shall be accrued.
For purposes of this paragraph, it is assumed that management can quantify the high end of the range. If
management determines that the high end of the range cannot be quantified, then a range does not exist,
and management’s best estimate shall be used.

12. The use of the midpoint in a range will be applicable only in the rare instance where there is a
continuous range of possible values, and no amount within that range is any more probable than any
other. This guidance is not applicable when there are several point estimates which have been determined
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as equally possible values, but those point estimates do not constitute a range. If there are several point
estimates with equal probabilities, management should determine their best estimate of the liability.

Tax Contingencies

13. As directed by SSAP No. 101, tax loss contingencies (including related interest and penalties) for
current and all prior years, shall be computed in accordance with this SSAP, with the following

modifications:

a. The term “probable” as used in this standard shall be replaced by the term “more likely
than not (a likelihood of more than 50 percent)” for federal and foreign income tax loss
contingencies only.

b. For purposes of the determination of a federal and foreign income tax loss contingency, it
shall be presumed that the reporting entity will be examined by the relevant taxing
authority that has full knowledge of all relevant information.

c. If the estimated tax loss contingency is greater than 50 percent of the tax benefit

originally recognized, the tax loss contingency recorded shall be equal to 100 percent of
the original tax benefit recognized.

As noted in SSAP No. 101, state taxes (including premium, income and franchise taxes) shall also be
computed in accordance with this SSAP. These items (as detailed in SSAP No. 101) are not impacted by
the modifications detailed in paragraphs 13.a.-13.c.

Gain Contingencies

14. A gain is defined as an increase in surplus which results from peripheral or incidental transactions
of a reporting entity and from all other transactions and other events and circumstances affecting the
reporting entity except those that result from revenues or investments by owners. If, on or before the
balance sheet date, (a) the transaction or event has been fully completed, and (b) the amount of the gain is
determinable, then the transaction or event is considered a gain, and is recognized in the financial
statements. The definition of a gain excludes increases in surplus that result from activities that constitute
a reporting entity’s ongoing major or central operations or activities. Because investment activities are
central to an insurer’s operations, increases in surplus that result from such investment activities are
excluded from the definition of gains. Revenues are inflows or other enhancements of assets of a
reporting entity or settlements of its liabilities (or a combination of both) from providing products,
rendering services, or other activities that constitute the reporting entity’s ongoing major or central
operations. Investments by owners include any type of capital infused into the surplus of the reporting
entity.

15. A gain contingency is defined as an existing condition, situation, or set of circumstances
involving uncertainty as to possible gain (as defined in the preceding paragraph) to an enterprise that will
ultimately be resolved when one or more future events occur or fail to occur (e.g., a plaintiff has filed suit
for damages associated with an event occurring prior to the balance sheet, but the outcome of the suit is
not known as of the balance sheet date). Gain contingencies shall not be recognized in a reporting entity’s
financial statements. However, if subsequent to the balance sheet date but prior to the issuance of the
financial statements, the gain contingency is realized, the gain shall be disclosed in the notes to financial
statements and the unissued financial statements should not be adjusted to record the gain. A gain is
generally considered realizable when noncash resources or rights are readily convertible to known
amounts of cash or claims to cash.
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Guarantees

16. A guarantee contract is a contract that contingently requires the guarantor to make payments
(either in cash, financial instruments, other assets, shares of its stock, or provision of services) to the
guaranteed party based on changes in the underlying that is related to an asset, a liability, or an equity
security of the guaranteed party. Commercial letters of credit and loan commitments, by definition, are
not considered guarantee contracts. Also excluded from the definition are indemnifications or guarantees
of an entity’s own performance, subordination arrangements or a noncontingent forward contract. This
definition could include contingent forward contracts if the characteristics of this paragraph are met.

17. The following guarantee contracts are not subject to the guidance in paragraphs 20-25 and
paragraphs 29-32:

a. Guarantees already excluded from the scope of SSAP No. 5R;

b. Guarantee contracts accounted for as contingent rent;

c. Insurance contract guarantees, including guarantees embedded in deposit-type contracts;
d. Contracts that provide for payments that constitute a vendor rebate by the guarantor

based on either the sales revenue or the number of units sold by the guaranteed party;

e. A guarantee or indemnification whose existence prevents the guarantor from being able
to either account for a transaction as the sale of an asset that is related to the guarantee’s
underlying or recognize in earnings the profit from that sale transaction;

f. Registration payment arrangements; and

g. A guarantee that is accounted for as a credit derivative instrument at fair value under
SSAP No. 86, as described in paragraph 5456.e. of SSAP No. 86.

18. The following types of guarantees are exempted from the initial liability recognition in
paragraphs 20-25, but are subject to the disclosure requirements in paragraphs 29-32:

a. Guarantee that is accounted for as a derivative instrument, other than credit derivatives
within SSAP No. 86;

b. Guarantee for which the underlying is related to the performance of nonfinancial assets
that are owned by the guaranteed party, including product warranties;

c. Guarantee issued in a business combination that represents contingent consideration;
d. Guarantee in which the guarantor’s obligation would be reported as an equity item;
e. Guarantee by an original lessee that has become secondarily liable under a new lease that

relieved the original lessee from being the primary obligator;

f. Guarantees (as defined in paragraph 16) made to/or on behalf of directly or indirectly
wholly-owned insurance or non-insurance subsidiaries’; and

* The exclusion for wholly-owned subsidiaries includes guarantees from a parent to, or on behalf of, a direct wholly-owned
insurance or non-insurance subsidiary as well as guarantees made from a parent to, or on behalf of, an indirect wholly-owned
insurance or non-insurance subsidiary. The “wholly-owned” exclusion in paragraph 18.f. does not include guarantees issued from
one subsidiary to another subsidiary, regardless if both subsidiaries are wholly-owned (directly or indirectly) by a parent
company.
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g. Intercompany and related party guarantees that are considered “unlimited” (e.g., typically
in response to a rating agency’s requirement to provide a commitment to support).

19. With the exception of the provision for guarantees made to/or on behalf of a wholly-owned
subsidiaries in paragraph 18.f. and “unlimited” guarantees in 18.g., this guidance does not exclude
guarantees issued as intercompany transactions or between related parties from the initial liability
recognition requirement. Thus, unless the guarantee is provided on behalf of a wholly-owned subsidiary
or considered “unlimited,” guarantees issued between the following parties are subject to the initial
recognition and disclosure requirements:

a. Guarantee issued either between parents and their subsidiaries or between corporations
under common control;

b. A parent’s guarantee of its subsidiary’s debt to a third party; and

c. A subsidiary’s guarantee of the debt owed to a third party by either its parent or another
subsidiary of that parent.

20. At the inception of a guarantee, the guarantor shall recognize in its statement of financial position
a liability for that guarantee. Except as indicated in paragraph 22, the objective of the initial measurement
of the liability is the fair value® of the guarantee at its inception.

21. The issuance of a guarantee obligates the guarantor (the issuer) in two respects: (a) the guarantor
undertakes an obligation to stand ready to perform over the term of the guarantee in the event that the
specified triggering events or conditions occur (the noncontingent aspect) and (b) the guarantor
undertakes a contingent obligation to make future payments if those triggering events or conditions occur
(the contingent aspect). Because the issuance of a guarantee imposes a noncontingent obligation to stand
ready to perform in the event that the specified triggering event occurs, the provisions of paragraph 8
should not be interpreted as prohibiting the guarantor from initially recognizing a liability for that
guarantee even though it is not probable that payments will be required under that guarantee.

22. In the event that, at the inception of the guarantee, the guarantor is required to recognize a
liability under paragraph 8 for the related contingent loss, the liability to be initially recognized for that
guarantee shall be the greater of (a) the amount the satisfies the fair value objective as discussed in
paragraph 20 or (b) the contingent liability amount required to be recognized at inception of the guarantee
by paragraph 8. For many guarantors, it would be unusual for the contingent liability under (b) to exceed
the amount that satisfies the fair value objective at the inception of the guarantee.

23. The offsetting entry pursuant to the liability recognition at the inception of the guarantee depends
on the circumstances in which the guarantee was issued. Examples include:

a. If the guarantee was issued in a standalone transaction for a premium, the offsetting entry
would the consideration received.

b. If the guarantee was issued in conjunction with the sale of assets, a product, or a business,
the overall proceeds would be allocated between the consideration being remitted to the
guarantor for issuing the guarantee and the proceeds from that sale. That allocation would
affect the calculation of the gain or loss on the sale transaction.

* As practical expedients, when a guarantee is issued in a standalone arm’s-length transaction, the liability recognized at the
inception of the guarantee should be the premium received or receivable by the guarantor. When a guarantee is issued as part of a
transaction with multiple elements, the liability recognized at the inception of the guarantee should be an estimate of the
guarantee’s fair value. In that circumstance, guarantors should consider what premium would be required by the guarantor to
issue the same guarantee in a standalone arm’s-length transaction.
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C. If a residual value guarantee were provided by a lessee-guarantor when entering into an
operating lease, the offsetting entry would be reflected as prepaid rent, which would be
nonadmitted under SSAP No. 29.

d. If a guarantee were issued to an unrelated or related party for no consideration on a
standalone basis, the offsetting entry would be to expense.

24. Except for the measurement and recognition of continued guarantee obligations after the
settlement of a contingent guarantee liability described in paragraph 25, this standard does not describe in
detail how the guarantor’s liability for its obligations under the guarantee would be measured subsequent
to initial recognition. The liability that the guarantor initially recognized in accordance with paragraph 20
would typically be reduced (as a credit to income) as the guarantor is released from risk under the
guarantee. Depending on the nature of the guarantee, the guarantor’s release from risk has typically been
recognized over the term of the guarantee (a) only upon either expiration or settlement of the guarantee,
(b) by a systematic and rational amortization method, or (c) as the fair value of the guarantee changes (for
example, guarantees accounted for as derivatives). The reduction of liability does not encompass the
recognition and subsequent adjustment of the contingent liability recognized under paragraph 8 related to
the contingent loss for the guarantee. If the guarantor is required to subsequently recognize a contingent
liability for the guarantee, the guarantor shall eliminate any remaining noncontingent liability for that
guarantee and recognize a contingent liability in accordance with paragraph 8.

25. After recognition and settlement of a contingent guarantee liability in accordance with paragraph
8, a guarantor shall assess whether remaining potential obligations exist under the guarantee agreement. If
the guarantor still has potential obligations under the guarantee contract, the guarantor shall recognize the
remaining noncontingent guarantee that represents the current fair value of the potential obligation
remaining under the guarantee agreement. This noncontingent guarantee liability shall be released in
accordance with paragraph 24.

Disclosures

26. Disclose the following information for each joint and several liability arrangements accounted for
under paragraph 5. If co-obligors are related parties, disclosure requirements in SSAP No. 25—Affiliates
and Other Related Parties also apply.

a. The nature of the arrangement including: 1) how the liability arose, 2) the relationship
with co-obligors, and 3) the terms and conditions of the arrangements.

b. The total outstanding amount under the arrangement, which shall not be reduced by the
effect of any amounts that may be recoverable from other entities.

C. The carrying amount, if any, of the entity’s liability and the carrying amount of a
receivable recognized, if any.

d. The nature of any recourse provisions that would enable recovery from other entities of
the amounts paid, including any limitations on the amounts that might be recovered.

e. In the period the liability is initially recognized and measured or in a period the
measurement changes significantly: 1) the corresponding entry, and 2) where the entry
was recorded in the financial statements.

27. If a loss contingency or impairment of an asset is not recorded because only one of the conditions
in paragraph 8.a. or 8.b. is met, or if exposure to a loss exists in excess of the amount accrued pursuant to
the provisions described above, disclosure of the loss contingency or impairment of the asset shall be
made in the financial statements when there is at least a reasonable possibility that a loss or an additional
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loss may have been incurred. The disclosure shall indicate the nature of the contingency and shall give an
estimate of the possible loss or range of loss or state that such an estimate cannot be made. (Disclosures
for tax contingencies as identified in paragraph 13 shall be completed as instructed within SSAP No.
101.)

28. Disclosure is not required of a loss contingency involving an unasserted claim or assessment
when there has been no manifestation by a potential claimant of an awareness of a possible claim or
assessment unless it is considered probable that a claim will be asserted and there is a reasonable
possibility that the outcome will be unfavorable.

29. Certain loss contingencies, the common characteristic of each being a guarantee, shall be
disclosed in financial statements even though the possibility of loss may be remote. Examples include
(a) guarantees of indebtedness of others, and (b) guarantees to repurchase receivables (or, in some cases,
to repurchase related properties) that have been sold or otherwise assigned. The disclosure of those loss
contingencies, and others that in substance have the same characteristics, shall be applied to statutory
financial statements. The disclosure shall include the nature and amount of the guarantee. Consideration
shall be given to disclosing, if estimable, the value of any recovery that could be expected to result, such
as from the guarantor’s right to proceed against an outside party.

30. A guarantor shall disclose the following information about each guarantee, or each group or
similar guarantees (except product warranties addressed in paragraph 32), even if the likelihood of the
guarantor’s having to make any payments under the guarantee is remote. In addition, the nature of the
relationship to the beneficiary of the guarantee or undertaking (affiliated or unaffiliated) shall also be
disclosed:

a. The nature of the guarantee, including the approximate term of the guarantee, how the
guarantee arose, and the events and circumstances that would require the guarantor to
perform under the guarantee, the ultimate impact to the financial statements (specific
financial statement line item) after the settlement of the contract guarantee if action under
the guarantee was required (e.g., increase to the investment, dividends to stockholder,
etc) and the current status (that is, as of the date of the statement of financial position) of
the payment/performance risk of the guarantee. For example, the current status of the
payment/performance risk of a credit-risk-related guarantee could be based on either
recently issued external credit ratings or current internal groupings used by the guarantor
to manage its risk. An entity that uses internal groupings shall disclose how those
groupings are determined and used for managing risk.

b. The potential amount of future payments (undiscounted) the guarantor could be required
to make under the guarantee. That maximum potential amount of future payments shall
not be reduced by the effect of any amounts that may possibly be recovered under
recourse or collateralization provisions in the guarantee (which are addressed under (d)
below). If the terms of the guarantee provide for no limitation to the maximum potential
future payments under the guarantee, that fact shall be disclosed. If the guarantor is
unable to develop an estimate of the maximum potential amount of future payments
under its guarantee, the guarantor shall disclose the reasons why it cannot estimate the
maximum potential amount.

c. The current carrying amount of the liability, if any, for the guarantor’s obligations under
the guarantee (including the amount, if any, recognized under paragraph 8), regardless of
whether the guarantee is freestanding or embedded in another contract.

d. The nature of (1) any recourse provisions that would enable the guarantor to recover from
third parties any of the amounts paid under the guarantee and (2) any assets held either as
collateral or by third parties that, upon the occurrence of any triggering event or condition
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under the guarantee, the guarantor can obtain and liquidate to recover all or a portion of
the amounts paid under the guarantee. The guarantor shall indicate, if estimable, the
approximate extent to which the proceeds from liquidation of those assets would be
expected to cover the maximum potential amount of future payments under the
guarantee.

31. An aggregate compilation of guarantee obligations shall include the maximum potential of future
payments of all guarantees (undiscounted), the current liability (contingent and noncontingent) reported in
the financial statements, and the ultimate financial statement impact based on maximum potential
payments (undiscounted) if performance under those guarantees had been triggered.

32. As product warranties are excluded from the initial recognition and initial measurement
requirements for guarantees, a guarantor is not required to disclose the maximum potential amount of
future payments. Instead the guarantor is required to disclose for product warranties the following
information:

a. The guarantor’s accounting policy and methodology used in determining its liability for
product warranties (Including any liability associated with extended warranties).

b. A tabular reconciliation of the changes in the guarantor’s aggregate product warranty
liability for the reporting period. That reconciliation should present the beginning balance
of the aggregate product warranty liability, the aggregate reductions in that liability for
payments made (in cash or in kind) under the warranty, the aggregate changes in the
liability for accruals related to product warranties issued during the reporting period, the
aggregate changes in the liability for accruals related to preexisting warranties (including
adjustments related to changes in estimates), and the ending balance of the aggregate
product warranty liability.

33. The financial statements shall contain adequate disclosure about the nature of any gain
contingency. However, care should be exercised to avoid misleading implications as to the likelihood of
realization.

34, Refer to the Preamble for further discussion regarding disclosure requirements.
Relevant Literature

35. This statement adopts FASB Statement No. 5, Accounting for Contingencies (FAS 5), FASB
Statement 114, Accounting by Creditors for Impairment of a Loan only as it amends in part FAS 5 and
paragraphs 35 and 36 of FASB Statement of Financial Accounting Concepts No. 6—Elements of Financial
Statements. FASB Interpretation No. 14, Reasonable Estimation of the Amount of a Loss, An
Interpretation of FASB Statement No. 5 (FIN No. 14) is adopted with the modification to accrue the loss
amount as the midpoint of the range rather than the minimum as discussed in paragraph 3 of FIN No. 14.
This statement adopts with modification ASU 2013-04, Obligations Resulting from Joint and Several
Liability Arrangements for Which the Total Amount of the Obligation is Fixed at the Reporting Date with
the same statutory modification adopted for FIN 14.

36. This statement adopts with modification FASB Interpretation No. 45: Guarantor’s Accounting
and Disclosure Requirements for Guarantees, Including Indirect Guarantees of Indebtedness of Others,
an interpretation of FASB Statements No. 5, 57, and 107 and rescission of FASB Interpretation No. 34
(FIN 45), FASB Interpretation No. 45-3, Application of FASB Interpretation No. 45 to Minimum Revenue
Guarantees Grated to a Business or Owner (FSP FIN 45-3), and FASB Staff Position FAS 133-1 and FIN
45-4, Disclosures about Credit Derivatives and Certain Guarantees, An Amendment of FASB Statement
No. 133 and FASB Interpretation No. 45 (FSP FAS 133-1 and FIN 45-4). Statutory Modifications to FIN
45 include initial liability recognition for guarantees issued as part of intercompany or related party
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transactions, assessment and recognition of non-contingent guarantee obligations after recognition and
settlement of a contingent obligation and revise the GAAP guidance to reflect statutory accounting terms
and restrictions. Under this statement, intercompany and related party guarantees (including guarantees
between parents and subsidiaries) should have an initial liability recognition unless the guarantee is
considered “unlimited” or is made to/or on behalf of a wholly-owned subsidiary. (An example of an
intercompany “unlimited” guarantee would be a guarantee issued in response to a rating agency’s
requirement to provide a commitment to support.) In instances in which an “unlimited” guarantee exists
or a guarantee has been made to/or on behalf of a wholly-owned subsidiary, this statement requires
disclosure, pursuant to the disclosure requirements adopted from FIN 45. The adoption of FIN 45
superseded the previously adopted guidance in FASB Interpretation No. 34, Disclosure of Indirect
Guarantees of Indebtedness of Others, An interpretation of FASB Statement No. 5. This statement also
adopts Accounting Principles Board Opinion No. 12, Omnibus Opinion—1967, paragraphs 2 and 3 with
the modification that AVR, IMR and Schedule F Penalty shall be shown gross. Appropriation of retained
earnings discussed in paragraph 15 of FAS 5 is addressed in SSAP No. 72—Surplus and Quasi-
Reorganizations.

37. This statement adopts with modification the guidance in paragraphs 7-11 of FSP EITF 00-19-2,
Accounting for Registration Payment Arrangements. This guidance specifies that the contingent
obligation to make future payments or otherwise transfer consideration under a registration payment
arrangement, whether issued as a separate agreement or included as a provision for a financial instrument,
other agreement, should be separately recognized and measured in accordance with FAS 5, Accounting for
Contingencies. The guidance in FSP EITF 00-19-2 is modified as follows:

a. Registration payment arrangements meet the definition of a loss contingency in
accordance with paragraph 7.

b. Financial instruments shall be accounted for in accordance with the statutory accounting
principles for that specific asset type. Registration payment arrangement obligations shall
be separate from the measurement and recognition of financial instruments subject to
such arrangements.

C. Transition revisions resulting from application of this guidance shall be accounted for as
a change in accounting principle pursuant to SSAP No. 3—Accounting Changes and
Corrections of Errors (SSAP No. 3). In accordance with SSAP No. 3, the cumulative
effect of changes in accounting principles shall be reported as adjustments to unassigned
funds in the period of change in the accounting principles.

Effective Date and Transition

38. This statement is effective for years beginning January 1, 2001. A change resulting from the
adoption of this statement shall be accounted for as a change in accounting principle in accordance with
SSAP No. 3—Accounting Changes and Corrections of Errors.

39. The guidance in paragraph 10 related to when a judgment is considered rendered was originally
contained in INT 04-05: Clarification of SSAP No. 5R Guidance on when a Judgment is Deemed
Rendered and was effective September 12, 2004. The guidance for guarantees included within paragraphs
16-25 and 30-32 shall be applicable to all guarantees issued or outstanding as of December 31, 2011.
Thereafter, disclosure of all guarantees shall be annually reported, with interim reporting required for new
guarantees issued, and/or existing guarantees when significant changes are made. Guidance in paragraph
37 was previously reflected within INT 08-06: FSP EITF 00-19-2, Accounting for Registration Payment
Arrangements and was effective September 22, 2008.
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REFERENCES

Relevant Issue Papers

. Issue Paper No. 5—Definition of Liabilities, Loss Contingencies and Impairments of
Assets

. Issue Paper No. 20—Gain Contingencies

. Issue Paper No. [135—Guarantor’s Accounting and Disclosure Requirements for

Guarantees, Including Indirect Guarantees of Indebtedness of Others
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EXHIBIT A — DISCLOSURE ILLUSTRATIONS

Example illustration for paragraph 30.a., including the potential maximum guarantee from paragraph

30.b.:
Maximum potential
amount of future
Nature and Liability recognition Ultimate payments (undiscounted) Current status of
circumstances of | of guarantee. (Include financial the guarantor could be payment or
guarantee and amount recognized at statement required to make under performance risk
key attributes, inception. If no initial impact if the guarantee. If unable of guarantee. Also
including date recognition, document action under to develop an estimate, provide additional
and duration of exception allowed the guarantee this should be discussion as
agreement under SSAP No. 5R.) is required specifically noted warranted

Example [llustration — Paragraph 31:

1. Aggregate Maximum Potential of Future Payments
of All Guarantees (undiscounted) the guarantor
could be required to make under guarantees. (This
amount should agree to the total amount reported for
all guarantees within paragraph 30.b. (illustrated
above), thus it excludes guarantees for which
estimates of potential future payment cannot be
made.)
$
2. Current Liability Recognized in F/S:
a. Noncontingent Liabilities
$
b. Contingent Liabilities
$
3. Ultimate Financial Statement Impact if action under
the guarantee is required. (This should equal the
total reported in line 1 reflected in the applicable
financial statement line items.)
a. Investments in SCA $
b. Joint Venture $
c. Dividends to Stockholders (capital contribution) | $
d. Expense $
e. Other $
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Subsequent Events

STATUS

Type of ISSUC .....eevveviieiiieiieeieee, Common Area
ISSUC...eoeieieeeee e, Initial Draft

Effective Date.........cceeveveereeniennnne, January 1, 2001

ATTECES v, No other pronouncements
Affected DY c.veevvevieriieieeeeeeee, No other pronouncements
Interpreted bY .....ceoevveeiveiiiniiiiree No other pronouncements

Relevant Appendix A Guidance......... None

STATUS
SCOPE OF STATEMENT
SUMMARY CONCLUSION

K@Y TOIIMS .ttt s et ettt e bt e bt e e bt e e bt e e bt e eab e e s beeeabeesabeeeaseesabeeeabeesabeeeaseesabeeenbeesabeesaneenas
RECOZNITION GUIAANCE ...ttt ettt ettt st e st e s ae et et e ene e e st e bt em bt emteemseemaesmeesseesseanseeneeenseeneenneens
DISCLOSUIES ...ttt ettt e e ettt e e e e e e ettt e e e e e eeaaaaeeeeeeseaaaaaeeeeesseasaasseeeesseansnssaseeessessnnesaseeesesnsnsasseeeessssnnnes
REIEVANT LLITEIATUIE ...ttt e e e e e ettt e e e e e aaat e e e eeeeeeasaaeeeeeeesesanssaeeeeeseesnneaeeeesssssnnsnsseeessssnnnes
Effective Date and TTanSItION .. ......iiiiiiiiiiiieeeeeee ettt e e e e eetee e e e e eeeateeeeeeeeesaaeeeeeesseessasseseeesseesnssaasesesseessssasreeeeessannnes

REFERENCES

REIEVANTE ISSUE PAPEIS ...ccuviiviiieiiceiictieteeteeet ettt ettt et e et s teeebe et e esbe e et e ess e beesseesseessessaesseesseesseersesssesseesseenseassasssessnans
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Subsequent Events
SCOPE OF STATEMENT

1. This statement defines subsequent events and establishes the criteria for recording such events in
the financial statements and/or disclosing them in the notes to the financial statements. The conclusions in
this statement apply to both quarterly and annual statement filings.

SUMMARY CONCLUSION
Key Terms

2. Subsequent events shall be defined as events or transactions that occur subsequent to the balance
sheet date, but before the issuance of the statutory financial statements and before the date the audited
financial statements are issued, or available to be issued. The issuance of the statutory financial
statements includes not only the submission of the Quarterly and Annual Statement but also the issuance
of the audit opinion by the reporting entity’s certified public accountant.

3. Material subsequent events shall be considered either:

a. Type I — Recognized Subsequent Events: Events or transactions that provide additional
evidence with respect to conditions that existed at the date of the balance sheet, including
the estimates inherent in the process of preparing financial statements;

b. Type II — Nonrecognized Subsequent Events: Events or transactions that provide
evidence with respect to conditions that did not exist at the balance sheet date but arose
after that date.

4, Financial statements are issued: Financial statements are considered issued when they are

widely distributed to shareholders and other financial statement users for general use and reliance in a
form and format that complies with SAP.

5. Financial statements are available to be issued: Financial statements are considered available
to be issued when they are complete in a form and format that complies with SAP and all approvals
necessary for issuance have been obtained, for example, from management, the board of directors, and/or
significant shareholders. The process involved in creating and distributing the financial statements will
vary depending on an entity’s management and corporate governance structure as well as statutory and
regulatory requirements. An entity that has a current expectation of widely distributing its financial
statements to its shareholders and other financial statement users shall evaluate subsequent events through
the date that the financial statements are issued. All other entities shall evaluate subsequent events
through the date that the financial statements are available to be issued.

Recognition Guidance

6. An entity shall recognize in the financial statements the effects of all material Type I subsequent
events that provide additional evidence about conditions that existed at the date of the balance sheet,
including the estimates inherent in the process of preparing financial statements. Any changes in
estimates resulting from the use of such evidence shall be recorded in the financial statements unless
specifically prohibited, (e.g., subsequent collection of agents balances over 90 days due when determining
nonadmitted agents balances as prohibited by SSAP No. 6—Uncollected Premium Balances, Bills
Receivable for Premiums, and Amounts Due From Agents and Brokers).

7. For material Type I subsequent events, the nature and the amount of the adjustment shall be
disclosed in the notes to the financial statements only if necessary to keep the financial statements from
being misleading.

© 1999-2017 National Association of Insurance Commissioners 9-3



SSAP No. 9 Statement of Statutory Accounting Principles

8. Material Type Il subsequent events shall not be recorded in the financial statements, but shall be
disclosed in the notes to the financial statements. For such events, an entity shall disclose the nature of the
event and an estimate of its financial effect, or a statement that such an estimate cannot be made.

9. An entity also shall consider supplementing the historical financial statements with pro forma
financial data. Occasionally, a nonrecognized subsequent event may be so significant that disclosure can
best be made by means of pro forma financial data. Such data shall give effect to the event as if it had
occurred on the balance sheet date. In some situations, an entity also shall consider presenting pro forma
statements. If an event is of such a nature that pro forma disclosures are necessary to keep the financial
statements from being misleading, disclosure of supplemental pro forma financial data shall be made
including the impact on net income, surplus, total assets, and total liabilities giving effect to the event as if
it had occurred on the date of the balance sheet.

10. Identifying events that require adjustment of the financial statements under the criteria stated in
the conclusion calls for the management of the entity to exercise judgment and accumulate knowledge of
the facts and circumstances surrounding the event. For example, a loss on an uncollectible agent's balance
as a result of an agent's deteriorating financial condition leading to bankruptcy subsequent to the balance
sheet date would be indicative of conditions existing at the balance sheet date, thereby requiring the
recording of such event to the financial statements before their issuance. On the other hand, a similar loss
resulting from an agent’s major casualty loss such as a fire or flood subsequent to the balance sheet date
would not be indicative of conditions existing at the balance sheet date and recording of the event to the
financial statements would not be appropriate. However, this is a Type II subsequent event which would
require disclosure in the notes to the financial statements.

11. The following are examples of Type I recognized subsequent events:

a. If the events that gave rise to litigation had taken place before the balance sheet date and
that litigation is settled, after the balance sheet date but before the financial statements are
issued or are available to be issued, for an amount different from the liability recorded in
the accounts, then the settlement amount should be considered in estimating the amount
of liability recognized in the financial statements at the balance sheet date.

b. Subsequent events affecting the realization of assets, such as receivables and inventories
or the settlement of estimated liabilities, should be recognized in the financial statements
when those events represent the culmination of conditions that existed over a relatively
long period of time. For example, a loss on an uncollectible trade account receivable as a
result of a customer’s deteriorating financial condition leading to bankruptcy after the
balance sheet date but before the financial statements are issued or are available to be
issued ordinarily will be indicative of conditions existing at the balance sheet date. Thus,
the effects of the customer’s bankruptcy filing shall be considered in determining the
amount of uncollectible trade accounts receivable recognized in the financial statements
at the balance sheet date.

12. The following are examples of Type Il nonrecognized subsequent events:

a. Sale of a bond or capital stock issued after the balance sheet date but before financial
statements are issued or are available to be issued

b. A business combination that occurs after the balance sheet date but before financial
statements are issued or are available to be issued

c. Settlement of litigation when the event giving rise to the claim took place after the
balance sheet date but before financial statements are issued or are available to be issued

© 1999-2017 National Association of Insurance Commissioners 94



Subsequent Events SSAP No. 9

d. Loss of plant or inventories as a result of fire or natural disaster that occurred after the
balance sheet date but before financial statements are issued or are available to be issued

e. Losses on receivables resulting from conditions (such as a customer’s major casualty)
arising after the balance sheet date but before financial statements are issued or are
available to be issued

f. Changes in the fair value of assets or liabilities (financial or nonfinancial) or foreign
exchange rates after the balance sheet date but before financial statements are issued or
are available to be issued

g. Entering into significant commitments or contingent liabilities, for example, by issuing
significant guarantees after the balance sheet date but before financial statements are
issued or are available to be issued

Disclosures

13. In addition to the disclosure of subsequent events as required throughout this statement, for
annual and interim reporting periods, reporting entities shall disclose the dates through which subsequent
events have been evaluated for statutory reporting and for audited financial statements along with the
dates the statutory reporting statements and the audited financial statements were issued, or available to
be issued. In the audited financial statements, reporting entities shall specifically identify subsequent
events identified after the date subsequent events were reviewed for statutory reporting.

14. Refer to the Preamble for further discussion regarding disclosure requirements.
Relevant Literature

15. The above guidance was originally adopted to be consistent with the AICPA Statement on
Auditing Standards No. 1, Section 560, Subsequent Events. In 2009, FASB Statement No. 165, Subsequent
Events (FAS 165), was adopted for statutory accounting. The adoption of this guidance should not result
in significant changes in the subsequent events that an entity reports, through either recognition or
disclosure, in its financial statements. FAS 165 introduced the concept of available to be issued and
requires additional disclosures on the dates for which an entity evaluated subsequent events as well as the
date the financial statements were issued, or available to be issued. Guidance within ASU 2010-09
(modifications to Subtopic 855-10 in the FASB Codification) has been rejected for statutory accounting.

Effective Date and Transition

16. This statement is effective for years beginning January 1, 2001. A change resulting from the
adoption of this statement shall be accounted for as a change in accounting principle in accordance with
SSAP No. 3—Accounting Changes and Corrections of Errors. Changes adopted as a result of FAS 165,
are effective for years ending on and after December 31, 2009.

REFERENCES
Relevant Issue Papers

. Issue Paper No. 9—Subsequent Events
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Prepaid Expenses

STATUS

Type of ISSUC .....eevveviieiiieiieeieee, Common Area

ISSUC...eoeieieeeee e, Initial Draft

Effective Date.........cceeveveereeniennnne, January 1, 2001

ATTECES v, Supersedes SSAP No. 87 with guidance incorporated August 2011;
Nullifies and incorporates INT 08-04

Affected by ...oovveeveeeriiiiiiceeee No other pronouncements

Interpreted bY ....ccooeevverieviienieeieee, No other pronouncements

Relevant Appendix A Guidance......... None

STATUS 1

SCOPE OF STATEMENT 3

SUMMARY CONCLUSION 3

DISCLOSUIES ...ttt ettt et ettt ekt e e et et e e st e e bt e st e et e et eaeeea e e et e st am et emseesee st e seenseeaseemaeemeeeneesseanseanseanseeneenneens 3

REIEVANTE LILEIALUIE ......eueeiieiieteeteete ettt ettt ettt sttt e bttt e st e st ea b e s et e ebeeheebeesees s e e enseasesseebeeneeneeneensensesneanes 3

Effective Date and TranSItiON .......c..eouiiiirietieiiet ettt ettt sttt e bt e e ea e et esb e e s bt e be e et e saesatesbeenbeenbeenteentesbeenaeens 3

REFERENCES 3

REIEVANT ISSUE PAPEIS ...evviiviiiiiiciiiciieciieieet ettt ettt et e st e steesbe et e esseesseese e saesseessesssessaesseesseessesssesssesseenseenseassenssenseans 3
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Prepaid Expenses
SCOPE OF STATEMENT

1. This statement establishes statutory accounting principles for the accounting for prepaid
expenses. This statement does not address accounting for deferred policy acquisition costs and other
underwriting expenses, income taxes, and guaranty fund assessments. This statement does not address
nonrefundable advance payments for goods or services received for use in future research and
development activities, which are addressed in SSAP No. [7—Preoperating and Research and
Development Costs.

SUMMARY CONCLUSION

2. A prepaid expense is an amount which has been paid in advance of receiving future economic
benefits anticipated by the payment. Prepaid expenses generally meet the definition of assets in
SSAP No. 4—Assets and Nonadmitted Assets (SSAP No. 4). Such expenditures also meet the criteria
defining nonadmitted assets as specified in SSAP No. 4, (i.e., the assets are not readily available to satisfy
policyholder obligations). Prepaid expenses shall be reported as nonadmitted assets and charged against
unassigned funds (surplus). They shall be amortized against net income as the estimated economic benefit
expires.

3. In accordance with the reporting entity's written capitalization policy, prepaid expenses less than
a predefined threshold shall be expensed when purchased. The reporting entity shall maintain a
capitalization policy containing the predefined thresholds for each asset class to be made available for the
department(s) of insurance.

Disclosures

4, The financial statements shall disclose if the written capitalization policy and the resultant
predefined thresholds changed from the prior period and the reason(s) for such change.

Relevant Literature

5. This statement rejects AICPA Practice Bulletin No. 13, Direct-Response Advertising and
Probable Future Benefits, AICPA Statement of Position 93-7, Reporting on Advertising Costs and FASB
Emerging Issues Task Force No. 88-23, Lump-Sum Payments under Union Contracts.

Effective Date and Transition

6. This statement is effective for years beginning January 1,2001. A change resulting from the
adoption of this statement shall be accounted for as a change in accounting principle in accordance with
SSAP No. 3—Accounting Changes and Corrections of Errors. Guidance reflected in paragraphs 3 and 4,
incorporated from SSAP No. 87, was originally effective for years beginning on and after January 1,
2004.

REFERENCES
Relevant Issue Papers

. Issue Paper No. 29—Prepaid Expenses (excluding deferred policy acquisition costs and
other underwriting expenses, income taxes and guaranty fund assessments)

. Issue Paper No. 119—Capitalization Policy, An Amendment to SSAP Nos. 4, 19,29, 73,
79 and 82
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Property Casualty Contracts—Premiums
STATUS

Type of ISSUC .....eevveviieiiieiieeieee, Common Area
ISSUC...eoeieieeeee e, Initial Draft
Effective Date.........cceeveveereeniennnne, January 1, 2001

AFTECES e Nullifies and incorporates INT 99-23, INT 01-23, INT 02-11 and
INT 05-06

Affected by ...oooveeveiviiiiiiceceee No other pronouncements
Interpreted by .....oovevvveviveiiieeieees No other pronouncements
Relevant Appendix A Guidance......... A-225

STATUS
SCOPE OF STATEMENT
SUMMARY CONCLUSION

Earned but Unbilled PremuiUm ... .......oooiiiiiiiiii e et e e e e et e e e et e e e eeaae e e eeaaeeeeenaeeeeennnes
Earned but Uncollected PremiUI.........c..ooouiiiiuieiceie ettt ettt et eae et eeaeeeaaeeetaeeeteeeeteeeeaeeeeseeeeseseseeesesenseeeseeans
AQVANCE PIEIMIUINS. .....uviiitiiiiieetie et e et e et et e ete e eteeeteeetaeeeaeeeeteeeeseeeeteeeeseeeeseseessseeseeeeseseateeeesesesesesesenseeensesansesensesans
Premium Deposits on Perpetual Fire DEPOSILS ........ccveriiiriiiiiiiieiieie ettt et et eveseesteestaeseeaessaessaesseesseessesssenssens
Premium DefiCIeNCY RESEIVE .......ccuiiiiiiieiiieiectieieete ettt e te ettt e ste e e e b e esbeesaesse e saesseessasssesseesssesseesseensenssenssenseens
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REFERENCES
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Property Casualty Contracts—Premiums
SCOPE OF STATEMENT

1. This statement establishes general statutory accounting principles for the recording and
recognition of premium revenue for property and casualty contracts as defined in SSAP No. 50—
Classifications of Insurance or Managed Care Contracts (SSAP No. 50).

2. Specific statutory requirements for certain property and casualty premiums are addressed in the
following statements: (a) SSAP No. 57—Title Insurance, (b) SSAP No. 58—Mortgage Guaranty
Insurance, (¢) SSAP No. 60—Financial Guaranty Insurance, (d) SSAP No. 62R—Property and Casualty
Reinsurance, (€) SSAP No. 65—Property and Casualty Contracts, and (f) SSAP No. 66—Retrospectively
Rated Contracts and Contracts.

SUMMARY CONCLUSION

3. Except as provided for in paragraph 4, written premium is defined as the contractually determined
amount charged by the reporting entity to the policyholder for the effective period of the contract based
on the expectation of risk, policy benefits, and expenses associated with the coverage provided by the
terms of the insurance contract. Frequently, insurance contracts are subject to audit by the reporting entity
and the amount of premium charged is subject to adjustment based on the actual exposure. Premium
adjustments are discussed in paragraphs 10-13 of this statement.

4. For workers’ compensation contracts, which have a premium that may periodically vary based
upon changes in the activities of the insured, written premiums may be recorded on an installment basis to
match the billing to the policyholder. Under this type of arrangement, the premium is determined and
billed according to the frequency stated in the contract, and written premium is recorded on the basis of
that frequency.

5. Premiums for prepaid legal expense plans shall be recognized as income on the gross basis
(amount charged to the policyholder or subscriber exclusive of copayments or other charges) when due
from policyholders or subscribers, but no earlier than the effective date of coverage, under the terms of
the contract. Due and uncollected premiums shall follow the guidance in SSAP No.6—Uncollected
Premium Balances, Bills Receivable for Premiums, and Amounts Due From Agents and Brokers (SSAP
No. 6), to determine the admissibility of premiums and related receivables.

6. Written premiums for all other contracts shall be recorded as of the effective date of the contract.
Upon recording written premium, a liability, the unearned premium reserve, shall be established to reflect
the amount of premium for the portion of the insurance coverage that has not yet expired. Flat fee service
charges on installment premiums' (fees charged to policyholders who pay premiums on an installment
basis rather than in full at inception of contract) are reported in the Other Income section of the
Underwriting and Investment Exhibit as Finance and Service Charges. Flat fee service charges on
installment premiums, which do not meet the requirements outlined in footnote 1 (e.g., policy may be
cancelled for non-payment of fee or fee is refundable), shall be recorded as written premium on the
effective date of the contract and subject to the unearned premium guidelines included in paragraph 8.

" If the policyholder elects to pay an installment rather than the full amount or the full remaining balance, the policyholder is
traditionally charged a flat fee service charge on the subsequent billing cycle(s). The amount charged is primarily intended to
compensate the insurer for the additional administrative costs associated with processing more frequent billings and has no
relationship to the amount of insurance coverage provided, the period of coverage, or the lost investment income associated with
receiving the premium over a period of time rather than in a lump sum. As described, there is no underwriting risk associated
with this service charge. If a policyholder does not pay the service charge, the policy is not cancelled (unlike non-payment of
premium), but instead the policy is converted back to an annual pay plan. If a policyholder cancels coverage, the premium is
returned but the service charge is not, as the service charge is not a part of premium. Clarification of finance and service charges
as other income should not be construed as having any bearing on whether such charges are subject to premium taxation, which
remains an issue of state law and regulation.
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7. The exposure to insurance risk for most property and casualty insurance contracts does not vary
significantly during the contract period. Therefore, premiums from those types of contracts shall be
recognized in the statement of income, as earned premium, using either the daily pro-rata or monthly pro-
rata methods as described in paragraph 8. Certain statements provide for different methods of recognizing
premium in the statement of operations for specific types of contracts. For contracts not separately
identified in specific statements where the reporting entity can demonstrate the period of risk differs
significantly from the contract period, premiums shall be recognized as revenue over the period of risk in
proportion to the amount of insurance protection provided.

8. One of the following methods shall be used for computation of the unearned premium reserve:

a. Daily pro rata method—Calculate the unearned premium on each policy—At the end of
each period, the calculation is made on each item of premium to ascertain the unexpired
portion and to arrive at the aggregate unearned premium reserve;

b. Monthly pro rata method—This method assumes that, on average, the same amount of
business is written each day of any month so that the mean will be the middle of the
month. For example, one-year premiums written during the first three months of the year
have, at the end of the year, the following unearned fractions: January-1/24; February-
3/24; March-5/24.

9. Additional premiums charged to policyholders for endorsements and changes in coverage under
the contract shall be recorded on the effective date of the endorsement and accounted for in a manner
consistent with the methods discussed in paragraphs 4-8. This is done so that, at any point in time, a
liability is accrued for unearned premium related to the unexpired portion of the policy endorsement.

Earned but Unbilled Premium

10. Adjustments to the premium charged for changes in the level of exposure to insurance risk (e.g.,
audit premiums on workers’ compensation policies) are generally determined based upon audits
conducted after the policy has expired. Reporting entities shall estimate audit premiums, the amount
generally referred to as earned but unbilled (EBUB) premium, and shall record the amounts as an
adjustment to premium, either through written premium or as an adjustment to earned premium. The
estimate for EBUB may be determined using actuarially or statistically supported aggregate calculations
using historical company unearned premium data, or per policy calculations.

11. EBUB shall be adjusted upon completion of the audit and the adjustment shall be recognized as
revenue immediately. Upon completion of an audit that results in a return of premiums to the
policyholder, earned premiums shall be reduced.

12. Reporting entities shall establish all of the requisite liabilities associated with the asset such as
commissions and premium taxes. These liabilities shall be determined based on when premium is earned,
not collected”.

13. Ten percent of EBUB in excess of collateral specifically held and identifiable on a per policy
basis shall be reported as a nonadmitted asset. To the extent that amounts in excess of the 10% are not
anticipated to be collected, they shall be written off against operations in the period the determination is
made.

Ifan entity feels comfortable enough in their ability to collect the premium that an asset is recorded, they should also book the
associated liabilities. Once an estimate of the premium has been made and the entity feels certain that it will be collected, it
should also book the liabilities that will be due when they receive the cash. If the premiums were unearned and the policyholder
had the ability to cancel, the definition of a liability has not been met.
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Earned but Uncollected Premium

14. Reporting entities may utilize a voluntary procedure whereby policies are not cancelled for non-
payment of the premium until after an extended cancellation period (example 30 days), as opposed to the
shorter statutory cancellation period. There are other instances when a reporting entity provides coverage
for periods when the payment has not been received. Prior to the cancellation of the policy the reporting
entity acknowledges it is “at risk” and subject to “actual exposure” for a valid claim despite the fact that
the reporting entity may not have received payment of the premium for this exposure. Reporting entities
shall record earned but uncollected premium as direct and assumed written premium since the reporting
entity is “at risk” and subject to “actual exposure” for the extended period of time when the policy is still
in force and effective, whether or not the reporting entity collects a premium for this time period. Earned
but uncollected premium would be charged to expenses “net gain or (loss) from agents or premium
balances charged off” when it is determined to be uncollectible.

Advance Premiums

15. Advance premiums result when the policies have been processed, and the premium has been paid
prior to the effective date. These advance premiums are reported as a liability in the statutory financial
statement and not considered income until due. Such amounts are not included in written premium or the
unearned premium reserve.

Premium Deposits on Perpetual Fire Deposits

16. Premium deposits on perpetual fire insurance risks should be charged as a liability to the extent of
at least 90% of the gross amount of such deposit.

Premium Deficiency Reserve

17. When the anticipated losses, loss adjustment expenses, commissions and other acquisition costs,
and maintenance costs exceed the recorded unearned premium reserve, and any future installment
premiums on existing policies, a premium deficiency reserve shall be recognized by recording an
additional liability for the deficiency, with a corresponding charge to operations. Commission and other
acquisition costs need not be considered in the premium deficiency analysis to the extent they have
previously been expensed. For purposes of determining if a premium deficiency exists, insurance
contracts shall be grouped in a manner consistent with how policies are marketed, serviced and measured.
A liability shall be recognized for each grouping where a premium deficiency is indicated. Deficiencies
shall not be offset by anticipated profits in other policy groupings.

18. If a premium deficiency reserve is established in accordance with paragraph 17, disclose the
amount of that reserve. If a reporting entity utilizes anticipated investment income as a factor in the
premium deficiency calculation, the reporting entity’s disclosures shall include a statement that
anticipated investment income was utilized; however, the dollar amount need not be included. Reporting
entities need to disclose by statement only that anticipated investment income was utilized in the
calculation of premium deficiency reserves whether a reserve is recorded or not (i.e., the use of
anticipated investment income mitigated the need for recording a premium deficiency reserve).

Disclosures

19. Disclose the aggregate amount of direct premiums written through managing general agents or
third party administrators. For purposes of this disclosure, a managing general agent means the same as in
Appendix A-225. If this amount is equal to or greater than 5% of surplus, provide the following
information for each managing general agent and third party administrator:

a. Name and address of managing general agent or third party administrator;
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b. Federal Employer Identification Number;
c. Whether such person holds an exclusive contract;
d. Types of business written;
e. Type of authority granted (i.e., underwriting, claims payment, etc.); and
f. Total premium written.
20. Refer to the Preamble for further discussion regarding disclosure requirements.

Relevant Literature

21. This statement rejects FASB Statement No. 60, Accounting and Reporting by Insurance
Enterprises.

Effective Date and Transition

22. This statement is effective for years beginning January 1, 2001. A change resulting from the
adoption of this statement shall be accounted for as a change in accounting principle in accordance with
SSAP No. 3—Accounting Changes and Corrections of Errors. The guidance in paragraph 5 was originally
contained within INT 01-23: Prepaid Legal Insurance Premium Recognition and was effective June 11,
2001. The guidance reflected in paragraph 12, incorporated from INT 02-11: Recognition of Amounts
Related to Earned but Unbilled Premium, was effective September 10, 2002. The guidance reflected in
paragraph 14, incorporated from INT 05-06: Earned but Uncollected Premium, was effective December
3, 2005. The guidance in paragraph 18 incorporated from INT 99-23: Disclosure of Premium Deficiency
Reserves was effective December 6, 1999.

REFERENCES
Relevant Issue Papers

. Issue Paper No. 53—Property Casualty Contracts—Premiums
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Unpaid Claims, Losses and Loss Adjustment Expenses
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Unpaid Claims, Losses, and Loss Adjustment Expenses
SCOPE OF STATEMENT

1. This statement establishes statutory accounting principles for recording liabilities for unpaid
claims and claim adjustment expenses for life insurance contracts and accident and health contracts and
unpaid losses and loss adjustment expenses for property and casualty insurance contracts. This guidance
applies equally to those entities with direct and reinsurance-assumed obligations. This statement applies
to all insurance contracts as defined in SSAP No. 50—Classifications of Insurance or Managed Care
Contracts (SSAP No. 50).

2. This statement does not address policy reserves for life and accident and health policies. These
reserves are addressed in SSAP No. 51R—Life Contracts (SSAP No. 51R), SSAP No. 52—Deposit-Type
Contracts (SSAP No. 52), SSAP No. 54R—Individual and Group Accident and Health Contracts (SSAP
No. 54R), and SSAP No. 59—Credit Life and Accident and Health Insurance Contracts (SSAP No. 59).

3. This statement does not address liabilities for punitive damages. These liabilities shall be
recorded in accordance with SSAP No. SR—Liabilities, Contingencies and Impairments of Assets (SSAP
No. 5R).

SUMMARY CONCLUSION

4. Claims, losses, and loss/claim adjustment expenses shall be recognized as expenses when a
covered or insured event occurs. In most instances, the covered or insured event is the occurrence of an
incident which gives rise to a claim or the incurring of costs. For claims-made type policies, the covered
or insured event is the reporting to the entity of the incident that gives rise to a claim. Claim payments and
related expense payments are made subsequent to the occurrence of a covered or insured event, and in
order to recognize the expense of a covered or insured event that has occurred, it is necessary to establish
a liability. Liabilities shall be established for any unpaid claims and unpaid losses (loss reserves), unpaid
loss/claim adjustment expenses (loss/claim adjustment expense reserves) and incurred costs, with a
corresponding charge to income. Claims related extra contractual obligations losses and bad-faith losses
shall be included in losses. See individual business types for the accounting treatment for adjustment
expenses related to extra contractual obligations and bad-faith lawsuits.

5. The liability for unpaid LAE shall be established regardless of any payments made to third-party
administrators, management companies or other entities except for capitated payments under managed
care contracts. The liability for claims adjustment expenses on non-capitated payments under managed
care contracts shall be established in an amount necessary to adjust all unpaid claims irrespective of
payments made to third-party administrators, etc. The liability for claims adjustment expenses on
capitated payments under managed care contracts shall be established in an amount necessary to adjust all
unpaid claims irrespective of payments to third parties with the exception that the liability is established
net of capitated payments to providers.

Property/Casualty

6. The following are types of future costs relating to property and casualty contracts, as defined in
SSAP No. 50, which shall be considered in determining the liabilities for unpaid losses and loss
adjustment expenses:

a. Reported Losses: Expected payments for losses relating to insured events that have
occurred and have been reported to, but not paid by, the reporting entity as of the
statement date;
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b. Incurred But Not Reported Losses (IBNR): Expected payments for losses relating to
insured events that have occurred but have not been reported to the reporting entity as of
the statement date. As a practical matter, IBNR may include losses that have been
reported to the reporting entity but have not yet been entered to the claims system or bulk
provisions. Bulk provisions are reserves included with other IBNR reserves to reflect
deficiencies in known case reserves;

C. Loss Adjustment Expenses: Expected payments for costs to be incurred in connection
with the adjustment and recording of losses defined in paragraphs 6.a. and 6.b. Examples
of expenses incurred in these activities are estimating the amounts of losses, disbursing
loss payments, maintaining records, general clerical, secretarial, office maintenance,
occupancy costs, utilities, computer maintenance, supervisory and executive duties,
supplies, and postage. Loss adjustment expenses can be classified into two broad
categories: Defense and Cost Containment (DCC) and Adjusting and Other (AO):

1. DCC include defense', litigation, and medical cost containment expenses,
whether internal or external. DCC include, but are not limited to, the following
items:

(a) Surveillance expenses;

(b) Fixed amounts for medical cost containment expenses;

(©) Litigation management expenses;

(d) Loss adjustment expenses for participation in voluntary and involuntary

market pools if reported by accident year;

(e) Fees or salaries for appraisers, private investigators, hearing
representatives, reinspectors and fraud investigators, if working in
defense of a claim, and fees or salaries for rehabilitation nurses, if such
cost is not included in losses;

() Attorney fees incurred owing to a duty to defend, even when other
coverage does not exist; and

(2) The cost of engaging experts;

1i. AOQO are those expenses other than DCC as defined in (i) above assigned to the
expense group “Loss Adjustment Expense”. AO include, but are not limited to,
the following items:

(a) Fees and expenses of adjusters and settling agents;

(b) Loss adjustment expenses for participation in voluntary and involuntary
market pools if reported by calendar year;

(©) Attorney fees incurred in the determination of coverage, including
litigation between the reporting entity and the policyholder;

! Legal defense costs incurred under the definition of covered damages or losses as the only insured peril would be accounted for
as losses, while legal defense costs incurred under a duty to defend would be accounted for as Defense and Cost Containment
(DCC). For policies where legal costs are the only insured peril, the insurer would record the legal costs that reimburse the
policyholder as loss and, to the extent the insurer participated in the defense, would record its legal costs as DCC. This is not
intended to change the classifications of legal expenses for existing long tailed lines of liability coverage, such as medical
malpractice and workers’ compensation insurance.
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(d) Fees and salaries for appraisers, private investigators, hearing
representatives, reinspectors and fraud investigators, if working in the
capacity of an adjuster; and

(e) Adjustment expenses arising from claims related lawsuits such as extra
contractual obligations and bad faith lawsuits.

Life, Accident and Health

7. The following future costs relating to life and accident and health indemnity contracts, as defined
in SSAP No. 50, shall be considered in determining the liability for unpaid claims and claim adjustment
expenses:

a. Accident and Health Claim Reserves: Reserves for claims that involve a continuing loss.
This reserve is a measure of the future benefits or amounts not yet due as of the statement
date which are expected to arise under claims which have been incurred as of the
statement date. This shall include the amount of claim payments that are not yet due such
as those amounts commonly referred to as disabled life reserves for accident and health
claims. The methodology used to establish claim reserves is discussed in SSAP No. 54R.

b. Claim Liabilities for Life/Accident and Health Contracts:
1. Due and Unpaid Claims: Claims for which payments are due as of the statement
date;
il. Resisted Claims in Course of Settlement: Liability for claims that are in dispute

and are unresolved on the statement date. The liability either may be the full
amount of the submitted claim or a percentage of the claim based on the
reporting entity’s past experience with similar resisted claims;

1. Other Claims in the Course of Settlement: Liability for claims that have been
reported but the reporting entity has not received all of the required information
or processing has not otherwise been completed as of the statement date;

iv. Incurred But Not Reported Claims: Liability for which a covered event has
occurred (such as death, accident, or illness) but has not been reported to the
reporting entity as of the statement date.

C. Claim Adjustment Expenses for Accident and Health Reporting Entities are those costs
expected to be incurred in connection with the adjustment and recording of accident and
health claims defined in paragraphs 7.a. and 7.b. Certain claim adjustment expenses
reduce the number or cost of health services thereby resulting in lower premiums or
lower premium increases. These claim adjustment expenses shall be classified as cost
containment expenses.

d. Claim Adjustment Expenses for Life Reporting Entities: Costs expected to be incurred
(including legal and investigation) in connection with the adjustment and recording of life
claims defined in paragraph 7.b. This would include adjustment expenses arising from
claims-related lawsuits such as extra contractual obligations and bad-faith lawsuits.
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Managed Care

8. The following costs relating to managed care contracts as defined in SSAP No. 50 shall be
considered in determining the claims unpaid and claims adjustment expenses:
a. Claims unpaid for Managed Care Reporting Entities:
1. Unpaid amounts for costs incurred in providing care to a subscriber, member or

policyholder including inpatient claims, physician claims, referral claims, other
medical claims, resisted claims in the course of settlement and other claims in the
course of settlement;

ii. Incurred But Not Reported Claims: Liability for which a covered event has
occurred (such as an accident, illness or other service) but has not been reported
to the reporting entity as of the statement date;

iii. Additional unpaid medical costs resulting from failed contractors under
capitation contracts and provision for losses incurred by contractors deemed to be
related parties for which it is probable that the reporting entity will be required to
provide funding;

b. Claim Adjustment Expenses for Managed Care Reporting Entities are those costs
expected to be incurred in connection with the adjustment and recording of managed care
claims defined in paragraph 8.a. Certain claim adjustment expenses reduce the number or
cost of health services thereby resulting in lower premiums or lower premium increases.
These claim adjustment expenses shall be classified as cost containment expenses.

c. Liabilities for percentage withholds (“withholds”) from payments made to contracted
providers;
d. Liabilities for accrued medical incentives under contractual arrangements with providers

and other risk-sharing arrangements whereby the health entity agrees to share savings
with contracted providers.

Managed Care and Accident and Health

9. Claim adjustment expenses for accident and health contracts and managed care contracts
(identified in paragraphs 7.c. and 8.b.), including legal expenses, can be subdivided into cost containment
expenses and other claim adjustment expenses:

a. Cost containment expenses: Expenses that actually serve to reduce the number of health
services provided or the cost of such services. The following are examples of items that
shall be considered “cost containment expenses” only if they result in reduced levels of
costs or services:

1. Case management activities;

1. Utilization review;

iii. Detection and prevention of payment for fraudulent requests for reimbursement;
iv. Network access fees to Preferred Provider Organizations and other network-

based health plans (including prescription drug networks), and allocated internal
salaries and related costs associated with network development and/or provider
contracting;
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V. Consumer education solely relating to health improvement and relying on the
direct involvement of health personnel (this would include smoking cessation and
disease management programs, and other programs that involve hands on
medical education); and

Vi. Expenses for internal and external appeals processes.

b. Other claim adjustment expenses: Claim adjustment expenses as defined in paragraph
7.c. or 8.b. that are not cost containment expenses. Examples of other claim adjustment
expenses are:

1. Estimating the amounts of losses and disbursing loss payments;

11. Maintaining records, general clerical, and secretarial;

11i. Office maintenance, occupancy costs, utilities, and computer maintenance;

iv. Supervisory and executive duties; and

v. Supplies and postage.

Vi. This would include adjustment expenses arising from claims-related lawsuits

such as extra contractual obligations and bad-faith lawsuits.
General

10. The liability for claim reserves and claim liabilities, unpaid losses, and loss/claim adjustment
expenses shall be based upon the estimated ultimate cost of settling the claims (including the effects of
inflation and other societal and economic factors), using past experience adjusted for current trends, and
any other factors that would modify past experience. These liabilities shall not be discounted unless
authorized for specific types of claims by specific SSAPs, including SSAP No. 54R and SSAP No. 65—
Property and Casualty Contracts.

11. Various analytical techniques can be used to estimate the liability for IBNR claims, future
development on reported losses/claims, and loss/claim adjustment expenses. These techniques generally
consist of statistical analysis of historical experience and are commonly referred to as loss reserve
projections. The estimation process is generally performed by line of business, grouping contracts with
like characteristics and policy provisions. The decision to use a particular projection method and the
results obtained from that method shall be evaluated by considering the inherent assumptions underlying
the method and the appropriateness of those assumptions to the circumstances. No single projection
method is inherently better than any other in all circumstances. The results of more than one method
should be considered.

12. For each line of business and for all lines of business in the aggregate, management shall record
its best estimate of its liabilities for unpaid claims, unpaid losses, and loss/claim adjustment expenses.
Because the ultimate settlement of claims (including IBNR for death claims and accident and health
claims) is subject to future events, no single claim or loss and loss/claim adjustment expense reserve can
be considered accurate with certainty. Management’s analysis of the reasonableness of claim or loss and
loss/claim adjustment expense reserve estimates shall include an analysis of the amount of variability in
the estimate. If, for a particular line of business, management develops its estimate considering a range of
claim or loss and loss/claim adjustment expense reserve estimates bounded by a high and a low estimate,
management’s best estimate of the liability within that range shall be recorded. The high and low ends of
the range shall not correspond to an absolute best-and-worst case scenario of ultimate settlements because
such estimates may be the result of unlikely assumptions. Management’s range shall be realistic and,
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therefore, shall not include the set of all possible outcomes but only those outcomes that are considered
reasonable. Management shall also follow the concept of conservatism included in the Preamble when
determining estimates for claims reserves. However, there is not a specific requirement to include a
provision for adverse deviation in claims.

13. In the rare instances when, for a particular line of business, after considering the relative
probability of the points within management’s estimated range, it is determined that no point within
management’s estimate of the range is a better estimate than any other point, the midpoint within
management’s estimate of the range shall be accrued. It is anticipated that using the midpoint in a range
will be applicable only when there is a continuous range of possible values, and no amount within that
range is any more probable than any other. For purposes of this statement, it is assumed that management
can quantify the high end of the range. If management determines that the high end of the range cannot be
quantified, then a range does not exist, and management’s best estimate shall be accrued. This guidance is
not applicable when there are several point estimates which have been determined as equally possible
values, but those point estimates do not constitute a range. If there are several point estimates with equal
probabilities, management should determine its best estimate of the liability.

14. If a reporting entity chooses to anticipate salvage and subrogation recoverables (including
amounts recoverable from second injury funds, other governmental agencies, or quasi-governmental
agencies, where applicable), the recoverables shall be estimated in a manner consistent with
paragraphs 10-12 of this statement. Estimated salvage and subrogation recoveries (net of associated
expenses) and-shall be deducted from the liability for unpaid claims or losses. If a reporting entity chooses
to anticipate coordination of benefits (COB) recoverables of Individual and Group Accident and Health
Contracts, the recoverables shall be estimated in a manner consistent with paragraphs 10-12 of this
statement and shall be deducted from the liability for unpaid claims or losses. A separate receivable shall
not be established for these recoverables. In addition, all of these recoverables are also subject to the
impairment guidelines established in SSAP No. SR—Liabilities, Contingencies and Impairments of Assets
(SSAP No. 5R) and an entity shall not reduce its reserves for any recoverables deemed to be impaired.
Salvage and subrogation recoveries received (net of associated expenses) are reported as a reduction to
paid losses/claims. Coordination of benefits (COB) recoveries received of Individual and Group Accident
and Health Contracts (net of associated expenses) are reported as a reduction to paid claims.

15. Changes in estimates of the liabilities for unpaid claims or losses and loss/claim adjustment
expenses resulting from the continuous review process, including the consideration of differences
between estimated and actual payments, shall be considered a change in estimate and shall be recorded in
accordance with SSAP No. 3—Accounting Changes and Corrections of Errors (SSAP No. 3). SSAP No. 3
requires changes in estimates to be included in the statement of operations in the period the change
becomes known. This guidance also applies to the period subsequent to the March 1 filing deadline for
annual financial statements through the filing deadline of June 1 for audited annual financial statements.

Disclosures

16. The financial statements shall include the following disclosures for each year full financial
statements are presented. The disclosure requirement in paragraph 16.d. is also applicable to the interim
financial statements if there is a material change from the amounts reported in the annual filing. Life and
annuity contracts are not subject to this disclosure requirement.

a. The balance in the liabilities for unpaid claims and unpaid losses and loss/claim
adjustment expense reserves at the beginning and end of each year presented;

b. Incurred claims, losses, and loss/claim adjustment expenses with separate disclosures of
the provision for insured or covered events of the current year and increases or decreases
in the provision for insured or covered events of prior years;
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C. Payments of claims, losses, and loss/claim adjustment expenses with separate disclosures
of payments of losses and loss/claim adjustment expenses attributable to insured or
covered events of the current year and insured or covered events of prior years;

d. The reasons for the change in the provision for incurred claims, losses, and loss/claim
adjustment expenses attributable to insured or covered events of prior years. The
disclosure should indicate whether additional premiums or return premiums have been
accrued as a result of the prior-year effects. (For Title reporting entities, “provision”
refers to the known claims reserve included in Line 1 of the Liabilities page, and “prior
years” refers to prior report years);

e. A summary of management’s policies and methodologies for estimating the liabilities for
losses and loss/claim adjustment expenses, including discussion of claims for toxic waste
cleanup, asbestos-related illnesses, or other environmental remediation exposures;

f. Disclosure of the amount paid and reserved for losses and loss/claim adjustment expenses
for asbestos and/or environmental claims, on a direct, assumed and net of reinsurance
basis (the reserves required to be disclosed in this section shall exclude amounts relating
to policies specifically written to cover asbestos and environmental exposures). Each
company should report only its share of a group amount (after applying its respective
pooling percentage) if the company is a member of an intercompany pooling agreement;
and

g. Estimates of anticipated salvage and subrogation (including amounts recoverable from
second injury funds, other governmental agencies, or quasi-governmental agencies,
where applicable), deducted from the liability for unpaid claims or losses.

17. All reporting entity types are required to disclose the dollar amount of any claims/losses related to
extra contractual obligation lawsuits or bad faith lawsuits paid during the reporting period on a direct
basis. The number of such claims paid shall be disclosed in a note.

18. Refer to the Preamble for further discussion regarding disclosure requirements.
Relevant Literature

19. Although FASB Statement No. 60, Accounting and Reporting by Insurance Enterprises (FAS 60),
is rejected in SSAP No. 50, this statement is consistent with the guidance provided for the recognition of
claim costs in FAS 60 with the exception of the statutory requirement to accrue the midpoint of a range of
loss or loss adjustment expense reserve estimates when no point within management’s continuous range
of reasonably possible estimates is determined to be a better estimate than any other point.

20. This statement also rejects AICPA Statement of Position 92-4, Auditing Insurance Entities’ Loss
Reserves.

21. Guidance in paragraphs 7.c., 8.b. and 9 was incorporated from SSAP No. 85. SSAP No. 85 was
issued in 2002 to amend SSAP No. 55 and provide clarification regarding what costs should be classified
as claim adjustment expenses on accident and health contracts. In August 2011, SSAP No. 85 was
nullified and the guidance was incorporated into this SSAP. Issue Paper No. 116—Claim Adjustment
Expenses, Amendments to SSAP No. 55—Unpaid Claims, Losses and Loss Adjustment Expenses provides
historical reference on the original guidance included in SSAP No. 55 as well as the revisions originally
reflected in SSAP No. §5.
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Effective Date and Transition

22. This statement is effective for years beginning January 1, 2001. A change resulting from the
adoption of this statement shall be accounted for as a change in accounting principle in accordance with
SSAP No. 3. Guidance reflected in paragraphs 7.c., 8.b. and 9, incorporated from SSAP No. 85, is
effective for years ending on and after December 31, 2003. The guidance incorporated into paragraphs 1,
3, 6.c.ii., 7.d. and 9.b.vi. was originally included in INT 03-17: Classification of Liabilities from Extra
Contractual Obligation Lawsuits, and was initially effective March 10, 2004. The guidance in paragraph
5 was previously included in INT 02-21: Accounting for Prepaid Loss Adjustment Expenses and Claim
Adjustment Expenses effective for reporting periods ending on or after December 31, 2002, for all
contracts except for capitated managed care contracts and December 31, 2006, for capitated managed care
contracts. The guidance in paragraph 12 related to conservatism and adverse deviation was originally
contained in INT 01-28: Margin for Adverse Deviation in Claim Reserve and was effective October 16,
2001. The guidance in paragraph 14 related to coordination of benefits was originally contained within
INT 00-31: Application of SSAP No. 55 Paragraph 12 to Health Entities and was effective December 4,
2000. The guidance reflected in footnote 1, incorporated from INT 06-14: Reporting of Litigation Costs
Incurred for Lines of Business in which Legal Expenses Are the Only Insured Peril, was effective June 2,
2007.

REFERENCES
Relevant Issue Papers
. Issue Paper No. 55—Unpaid Claims, Losses and Loss Adjustment Expenses

. Issue Paper No. 116—Claim Adjustment Expenses, Amendments to SSAP No. 55—
Unpaid Claims, Losses and Loss Adjustment Expenses
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Title Insurance
SCOPE OF STATEMENT

1. Title insurance insures that the policyholder has title to the property on the subject real estate as
of the date of policy issuance, subject to exceptions and exclusions in the policy. When issued, a title
policy has a one-time premium and reserves are established by the title insurance company. Title
insurance differs from other lines of property and casualty insurance because its basic goal is risk
elimination.

2. This statement establishes statutory accounting principles for title insurance and addresses areas
where title insurance accounting differs from other lines of insurance. To the extent a topic is not covered
by this statement, title insurance accounting shall comply with statutory accounting guidance for other
lines of property and casualty insurance.

SUMMARY CONCLUSION
General

3. Title insurers perform many services in connection with the transfer of real estate; however, their
principal function involves insuring, guaranteeing, or indemnifying owners of real property or the holders
of liens or encumbrances thereon against loss or damage due to defective titles, liens, or encumbrances or,
in most states, the unmarketability of the title.

4. In addition to insuring against defective records or examination of those records, an insurer
insures against “non-record defects” such as:

a. Forgeries;
b. Fraud;
c. Confusion of name in change of title;
d. Incompetence (minors or persons of unsound mind);
e. Mistakes in public records;
f. Undisclosed or missing heirs;
g. Instruments executed under a fabricated or expired power of attorney;
h. Deeds delivered after death of grantor or grantee or without the consent of the grantor;
1. Deeds by persons supposedly single but actually married;
J- Wills not probated;
k. Liens against property (e.g., mechanics liens and tax liens);
1. Falsified records.
5. Before a title insurance policy is issued, the title insurer, or its agent, must search and examine

public records concerning the ownership, liens, and encumbrances on the subject real estate together with
information relating to persons having an interest in the real property as well as maps and other records to
determine that title to the property is insurable, or defects can be overcome.
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Premium Revenue and Loss Reserve Recognition

6. A variety of services are generally provided (either by the title insurance underwriter, its agent, or
others) in connection with the transfer of title to real estate. Title insurance premiums frequently are
determined in the rate-making process based on the bundle of services provided, including some or all of
title search and examination and closing or escrow fees. By statute or custom, certain states exclude a
combination of title search, examination and closing or escrow fees from the rate-making process for title
insurance premiums. Premiums shall be recorded at the date of policy issuance, on a gross premium basis,
consistent with the rate-making method used. The premium related to a title insurance policy is due upon
the effective date of the insurance and is not refundable. The term of a title insurance policy is indefinite
because the policyholder is insured for as long as he or his heirs or devisees have an interest in the property.

7. Amounts paid to or retained by agents shall be reported as an expense.

8. A liability shall be established for all known unpaid claims and loss adjustment expenses (known
claims reserve) with a corresponding charge to income. The known claim reserve is further detailed
in the Title Annual Statement Operations and Investment Exhibit on Unpaid Losses and Loss
Adjustment Expenses. The known claims reserve should be the estimated costs to settle reported claims
based upon the most current information available to the company as of the balance sheet date. This
amount cannot be less than the aggregate of the individual case reserves.

9. Premium revenue shall be deferred to the extent necessary to maintain a Statutory or Unearned
Premium Reserve (SPR or UPR) determined in accordance with the reserve section of Appendix A-628.

10. If the actuarially determined liability (the sum of the known claims reserve, IBNR claims reserve,
and loss adjustment expense reserve) exceeds the sum of the known claims reserve and SPR or UPR, a
supplemental reserve shall be established that is equal to the difference between these sums. This
calculation is explicitly detailed in the Title Annual Statement Operations and Investment Exhibit for
Unpaid Losses and Loss Adjustment Expenses.

11. The actuarially determined liability for the sum of known claims reserve required in paragraph 8
and the IBNR claims and loss adjustment expenses required in paragraph 10 of this statement shall be
determined consistently with the guidance detailed in SSAP No. 55—Unpaid Claims, Losses and Loss
Adjustment Expenses and consistent with paragraph 13 of this statement.

12. Assets acquired in settlement of claims (e.g., mortgages and real estate) shall be accounted for
consistent with the guidance related to the asset acquired. For example, an impaired loan shall be
accounted for in accordance with SSAP No. 37—Mortgage Loans, and real estate acquired in foreclosure
shall be accounted for in accordance with SSAP No. 40R—Real Estate Investments.

Salvage and Subrogation
13. Salvage and subrogation shall be reflected as follows:

a. Paid losses shall be reported net of realized, but not anticipated, salvage and subrogation.
Case basis loss and loss adjustment expense reserves shall not be reduced for anticipated
salvage and subrogation, nor shall an asset be established;

b. Paid salvage and subrogation is not realized until a salvage asset or an actual payment

pursuant to a subrogation right is in the direct control of the insurer and admissible as an
asset for statutory reporting purposes in its own right;
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C. Salvage assets and payments pursuant to a subrogation right shall be recorded at current
fair value. Current fair value of real estate shall be established through an appraisal
conducted by a qualified independent appraiser;

d. If a salvage asset is sold or revalued by the insurer within twelve months of realization
for an amount less than the value at which it was originally placed on the books of the
insurer, then the loss on disposition shall be treated as a decrease in paid salvage (same
effect as an addition to the paid loss) on the corresponding claim. After twelve months,
such salvage revaluation will be treated as a loss on disposition or change in value of an
asset, and shall not be deducted from the salvage on the corresponding claim;

e. If a salvage asset is sold or revalued by the insurer within twelve months of realization
for an amount greater than the value at which it was originally placed on the books of the
insurer, then the gain on disposition shall be treated as an increase in paid salvage (same
effect as a deduction to the paid loss) on the corresponding claim. After twelve months,
such salvage revaluation shall be treated as a gain on disposition or change in value of an
asset and shall not be added to the salvage on the corresponding claim;

f. In completing Schedule P and Part 3B, IBNR reserves may make an actuarially
determined provision for the expected value of future salvage and subrogation on open
claims and IBNR claims.

Reinsurance

14. Although by their nature, title claims relate to errors or omissions that occurred prior to the
inception of the reinsurance agreement, title reinsurance contracts shall be accounted for as prospective
reinsurance agreements if they meet all of the other criteria established in SSAP No. 62R—Property and
Casualty Reinsurance.

Allocation of Expenses

15. This statement establishes uniform allocation rules to classify title insurance expenses within
prescribed principal groupings. It is necessary to allocate those expenses which may contain
characteristics of more than one classification, which this statement will refer to as allocable expenses.

16. Allocable expenses for title insurance companies shall be classified into the following categories
on the expense section of the Operations and Investment Exhibit of the annual statement.

a. Title and Escrow Operating Expenses—Title and escrow operating expenses consist of
all expenses incurred in relation to engaging in the business of title insurance, including
costs associated with the following: (i) issuing or offering to issue a title insurance policy;
(i1) soliciting or negotiating the issuance of a title insurance policy; (iii) guaranteeing,
warranting or otherwise insuring the correctness of title searches affecting title to real
property; (iv) handling of escrows, settlements or closings; (v) executing title insurance
policies, effecting contracts of reinsurance, and abstracting, searching or examining titles.
Also included are specifically identifiable and allocated expenses relating to the
following activities; (i) supervision and training of employees and agents; (ii) operating
costs for branch offices or agencies; (iii) underwriting activities; (iv) receiving and
paying of premiums and commissions; (v) maintaining general and detailed records; (vi)
data processing, advertising, and publicity, clerical, secretarial, office maintenance,
supervisory, and executive duties; (vii) postage and delivery; and (viii) all other functions
reasonably associated with the business of title insurance. Title and escrow operating
expenses do not include losses, loss adjustment expenses (allocated or unallocated),
expense of other operations, or investment expenses. The expenses include only amounts
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incurred directly by the insurer and do not include expenses incurred by any agents
(regardless of ownership interest).

b. Title and Escrow Operating Expenses are further broken down in the annual statement by
the distribution network that gives rise to the expense incurrence. Accordingly, expenses
are specifically identified or allocated (in accordance with reasonable allocation
procedures consistently applied) to either Direct Operations, Non-affiliated Agency
Operations, or Affiliated Agency Operations.

C. Unallocated Loss Adjustment Expenses (ULAE)—ULAE are those indirect costs
incurred by a title insurer, typically internal to the company, which are necessary to
process claims or manage the claims settlement function and which are not incurred on a
claim-specific basis. ULAE shall include all costs of outside parties involved in claims
adjusting services, but shall not include any costs incurred by agents in settlement of title
or other claims.

d. Investment Expenses—Investment expenses are those expenses incurred in the investing
of funds and the pursuit of investment income, including specifically identifiable and
allocated expenses related to such activities as: (i) initiating or handling orders and
recommendations for investments; (ii) research, pricing, appraising, and valuing;
(iii) disbursing funds and collecting income; (iv) safekeeping of securities and valuable
papers; (v) maintaining general and detailed records; (vi) data processing; (vii) general
clerical, secretarial, office maintenance, supervisory, and executive duties; (viii) supplies,
postage, and the like; and (ix) all other functions reasonably attributable to the investment
of funds. Real estate expenses and real estate taxes are attributable to the Investment
Expenses group.

e. Other Operations—The amounts shown for this category represent the allocable expenses
incurred by the company in operations other than title and escrow, unallocated loss
adjustment, or investment activities.

17. Allocation to the above categories should be based on a method that yields the most accurate
results. Specific identification of an expense with an activity that is represented by one of the categories
above will generally be the most accurate method. Where specific identification is not feasible, allocation
of expenses should be based upon pertinent factors or ratios such as studies of employee activities, salary
ratios, or similar analyses.

18. Many companies operate within a group where personnel and facilities are shared. Shared
expenses, including expenses under the terms of a management contract, shall be apportioned to the
companies incurring the expense as if the expense had been paid solely by the incurring company. The
apportionment shall be completed based upon specific identification to the company incurring the
expense. Where specific identification is not feasible, apportionment shall be based upon pertinent factors
or ratios. Any basis adopted to apportion expenses shall be that which yields the most accurate results and
may result from special studies of employee activities, salary ratios, premium ratios or similar analyses.
Expenses that relate solely to the operations of an insurance company, such as personnel costs associated
with the adjusting and paying of claims, must be borne solely by the insurance company and are not to be
apportioned to other companies within a group. Pertinent factors in making this determination shall
include which entity has the ultimate obligation to pay the expense. Apportioned expenses are subject to
presentation and allocation as provided in paragraphs 16 and 17.

Title Plant

19. Title plants are an integrated and indexed collection of title records consisting of documents,
maps, surveys, or entries affecting title to real property or any interest in or encumbrance on the property,
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which have been filed or recorded in the jurisdiction for which the title plant is established or maintained.
They are tangible assets unique to the title insurance industry and are the principal productive asset used
to generate title insurance revenue and to mitigate the risk of claims. Title plant shall be reported as an
admitted asset, subject to the following valuation restrictions:

a. Costs incurred to construct a title plant, including the costs incurred to obtain, organize,
and summarize historical information in an efficient and useful manner, shall be
capitalized until the title plant can be used by the company to conduct title searches and
issue title insurance policies. The capitalized costs shall be directly related to, and
properly identified with, the activities necessary to construct the title plant;

b. Purchased title plants, including a purchased undivided interest in a title plant, shall be
recorded at cost at the date of acquisition. For a title plant acquired separately, cost shall
be measured by the fair value of the consideration given. For title plant acquired as part
of a group of assets, cost shall be measured by the fair value of the consideration given
and then cost shall be allocated to the title plant based on its fair value in relation to the
total fair value of the group of assets acquired. For title plants acquired as part of a
purchase of assets or in a business combination, cost shall be determined in accordance
with SSAP No. 68—Business Combinations and Goodwill,

c. A backplant, i.e., a title plant that antedates the period of time covered by the existing
title plant may be purchased or constructed. Costs to construct a backplant must be
properly identifiable to qualify for capitalization;

d. Costs incurred after a title plant is operational to (i) convert the information from one
storage and retrieval system to another, or (ii) modify or modernize the storage and
retrieval system shall not be capitalized;

e. Costs incurred to maintain a title plant shall be expensed as incurred;
f. Costs incurred to perform title searches shall be expensed as incurred,;
g. An investment in a title plant or plants in an amount equal to the actual cost shall be

allowed as an admitted asset for title insurers. The aggregate carrying value of an
investment in a title plant or plants shall not exceed the lesser of 20% of admitted assets
or forty percent (40%) of surplus to policyholders, both as required to be shown on the
statutory balance sheet of the insurer for its most recently filed statement with the
domiciliary state commissioner; if the amount of the investment exceeds the above limits,
the excess amount shall be recorded as a nonadmitted asset.

20. Certain circumstances may indicate that the value of the title plant may be impaired and, thus, the
carrying value of the asset may not be recoverable. If there is an indication of possible impairment of
value, the title plant shall be evaluated for impairment and recorded in accordance with SSAP No. SR—
Liabilities, Contingencies and Impairments of Assets. The following are examples of circumstances that
may indicate impairment:

a. Effects of obsolescence, demand, and other economic factors;

b. A significant change in legal requirements or statutory practices in the jurisdiction for
which the title plant is established and maintained;

C. A current period operating or cash flow loss combined with a history of such losses or
projections that indicate continued losses associated with the revenue produced by the
title plant;
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d. Failure to maintain the title plant on a current basis and/or lack of appropriate
maintenance to keep the title plant up to date; or,

e. Abandonment of a title plant.

21. A properly maintained title plant has an indeterminate life and does not diminish in value with the
passage of time, and accordingly, shall not be depreciated.

22. A title insurer may (a) sell its title plant and relinquish all rights to its future use, (b) sell an
undivided ownership interest in its title plant, or (c) sell a copy of its title plant or the right to use it.
Accounting and presentation for each type of sale noted shall be as follows:

a. When a title insurer sells its title plant and relinquishes all rights to its future use,
consideration received shall be presented as a separate component of revenue net of the
carrying value of the title plant sold;

b. When a title insurer sells an undivided ownership interest in its title plant, consideration
received shall be presented as a separate component of revenue net of the pro rata portion
of the carrying value of the title plant;

c. When a title insurer sells a copy of its title plant or the right to use it, consideration
received shall be presented as a separate component of revenue and the carrying value of
the title plant shall not be reduced.

Disclosures
23. The financial statements shall disclose the following for each period presented:
a. The amount of the known claims reserve, SPR/UPR, and the supplemental reserve;
b. Whether the insurer uses discounting in the calculation of its supplemental reserve, the
method and rate used to determine the discount, and the amount of such discount.
24, Any material individual component of the reported expense categories shall be presented either

on the face of the Summary of Operations or within the footnotes or related exhibits to the financial
statements.

25. Refer to the Preamble for further discussion regarding disclosure requirements.
Relevant Literature

26. This statement rejects FASB Statement No. 60, Accounting and Reporting by Insurance
Enterprises (FAS 60); however, it is considered appropriate to use the factors to be considered in the
determination of the ultimate cost of settling claims included in FAS 60 when establishing the reserves in
accordance with paragraphs 8 and 10 of this statement.

27. This statement adopts FASB Statement No. 61, Accounting for Title Plant, with modification for
carrying value restrictions. Restrictions on the total carrying value of an investment in a title plant or
plants are determined by paragraph 19.g.

Effective Date and Transition

28. This statement is effective for years beginning January 1, 2001. A change resulting from the
adoption of this statement shall be accounted for as a change in accounting principle in accordance with
SSAP No. 3—Accounting Changes and Corrections of Errors.
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29. Additions to the SPR or UPR as a result of the provisions of paragraph 17.b.v. of Appendix A-
628 shall be phased in pursuant to the provisions of paragraph 17.b.iv. of Appendix A-628.

REFERENCES
Relevant Issue Papers

. Issue Paper No. 57—Title Insurance
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Mortgage Guaranty Insurance
STATUS

Type of ISSUC .....eevveviieiiieiieeieee, Property and Casualty
ISSUC...eoeieieeeee e, Initial Draft

Effective Date.........cceeveveereeniennnne, January 1, 2001

ATTECES v, No other pronouncements
Affected DY c.veevvevieriieieeeeeeee, No other pronouncements
Interpreted bY .....ceoevveeiveiiiniiiiree No other pronouncements
Relevant Appendix A Guidance......... A-630
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SCOPE OF STATEMENT
SUMMARY CONCLUSION

GIETNICTAL ...ttt ettt bbbt a et et b e e bbbt e a et h e ekt b e bt bt a e et a e e bbbt et et et et st bt b eaee
INSUIEA RISK ...ttt ettt ettt et et e et e et e et emt e e s e e es e e beenseemseemseemeesseenseanseenseenseeneenneens
POOL INSUTAIICE ...ttt ettt ettt et e ettt e bt et e et s st e sa e e ae e st em et eneees e e st emseenseenseemaeemeeeneenseanseenseanseeneenneens
Premium Revenue RECOGNIION .......oouiiiiiiieiietiee ettt ettt ettt et et e et e s ete et e sseeseeeteeneeeneeeneesneens
Unpaid Losses and Loss Adjustment EXpense RECOZNITION........cc.ciuiiiiiiiiiiieieieeeee et
CONTNEEINCY RESEIVE ...ttt ettt sttt ettt e a e e b e e bt e bt et e e bt eatesatesbeenbeenbeenteentesbeesbeans
Premium DefiCIeNCY RESETVE ......coouiiiiiiieiieiiet ettt et ettt b e bttt et e s ate st e sbeesbe e bt enteenteebeesbeens
U.S. Mortgage Guaranty Tax and LoSS BONAS ........c.cccuiiiiiiiiiiiiicieiieeee ettt sttt aessaesaaesreese s
Contingency Reserve (for Tax Purposes, the Mortgage Guaranty ACCOUNE).........ccvevvieviereeriereerieeieeeesreesseeseesnenenens
DIHSCIOSUIES ...ttt b e bt b e h e e et e e s bt e bt e bt e bt eh e es e em b e bt sh e e bt sb e eb e em e em b e benb e e bt ebeeseemtenbenbesbeebeeneenes
Effective Date and TranSItOM . .....co.eiuiiuereeieietetenteet sttt ettt ettt et st b et eb et e b et bt e bt ebeeae et e benaesaeenes

REFERENCES

REIEVANTE ISSUE PAPEIS .....vieuiieiiieiieiiei ettt ettt et e st e st et e et e e aae e st e st enseenseansessaesseensesnsesnsesseenseanseenseansenssensaens

© 1999-2017 National Association of Insurance Commissioners 58-1



SSAP No. 58 Statement of Statutory Accounting Principles

This page intentionally left blank.

© 1999-2017 National Association of Insurance Commissioners 58-2



Mortgage Guaranty Insurance SSAP No. 58

Mortgage Guaranty Insurance
SCOPE OF STATEMENT

1. This statement establishes statutory accounting principles for mortgage guaranty insurance and
addresses areas where mortgage guaranty insurance accounting differs from other lines of insurance. To
the extent a topic is not covered by this statement and Appendix A-630, mortgage guaranty insurance
accounting shall comply with statutory accounting guidance for other lines of property and casualty
insurance.

2. Mortgage guaranty insurance protects a lender against loss of all or a portion of the principal
amount of a mortgage loan upon default of the mortgagor. Mortgage guaranty insurance differs from
other types of property and casualty insurance in that coverage is long-term, and in most cases premiums
are level and paid monthly. Most states require issuers of mortgage guaranty contracts to be monoline
insurers and impose limitations on the aggregate amount of risk insured based on geographic territories.
Additionally, states may require mortgage guaranty insurers to reinsure with only selected reinsurers.

SUMMARY CONCLUSION
General

3. Mortgage guaranty insurance is provided on residential loans (one to four family residences,
including condominiums and townhouses). Coverage can range from as little as 5% on pool insurance to
as much as 100% of the outstanding loan amount on individual policies. Most policies cover 10% to 30%
of the loan amount and are written on first mortgage loans where the loan amount is a high percentage
(generally 80% to 95%) of the value of the mortgaged property.

4. Lenders obtain mortgage guaranty insurance to facilitate sales of mortgage loans in secondary
markets. It also enables lenders to make a greater number of high ratio (above 80%) loans and allows
them to diversify their portfolio of loans.

5. Mortgage guaranty insurers market directly to mortgage lenders. Individual mortgage loans or
pools of mortgage loans are insured under individual insurance certificates or policies; each loan,
however, is separately underwritten.

6. Mortgage guaranty insurance companies generally offer the following premium payment plans:
(a) monthly premiums, (b) a single premium which provides coverage for periods ranging from three to
15 years, (c) nonlevel annual premiums, and (d) level annual premiums. All policies are renewable at the
discretion of the lender. The mortgage guaranty insurer does not have an option to cancel or nonrenew the
policy, except for fraud or nonpayment of the premium.

7. Premiums are based upon: (a) the percentage of insurance coverage provided, (b) the ratio of the
insured mortgage loan to the property value or sales price, and (c) the term and/or premium payment
method selected by the lender. Premiums are quoted as a percentage of the total mortgage loan insured
and increase as insurance coverage and loan-to-value ratio increases.

8. If a default occurs, the mortgage guaranty insurer generally requires the lender to foreclose and
tender merchantable title to the mortgaged property in order to make a claim. The insurer may then, at its
option: (a) purchase the property for the lender’s cost (generally the entire remaining principal loan
balance plus accumulated interest and allowable expenses), (b) pay the percentage of the lender’s cost
specified by the policy, or (c) arrange for the lender to sell the property and reimburse the lender for any
loss up to an agreed amount. Under settlement option (a), the insurer intends to resell the property with
the expectation of reducing the amount of loss which would have resulted if option (b) had been elected.
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Insured Risk

9. The nature of the insured risk is influenced by certain factors which set mortgage guaranty
insurance apart from other types of insurance. These factors are addressed in paragraphs 10-12.

Exposure Period

10. The exposure period is significantly longer for mortgage insurance than for most other property
and casualty insurance products. The exposure period can run for the term of the mortgage; however, the
average policy life is seven years. The policy is terminated when the mortgage obligation is satisfied or
the lender elects to cancel or not renew the policy. In contrast to mortgage guaranty insurance, most
property and casualty products need not be renewed by the insurer at the expiration of the policy.
Mortgage insurance is renewable at the option of the insured at the renewal rate quoted when the policy
commitment was issued.

Losses
11. Losses are affected by the following factors specific to mortgage guaranty insurance:

a. The insured peril—the default of a borrower arises from the credit risk associated with
mortgage loans. The frequency of loss is strongly influenced by economic conditions.
The likelihood of individual default is further increased if the property has deteriorated
since a borrower in financial difficulty will be less able to sell the property at a price
sufficient to discharge the mortgage;

b. Mortgage insurance losses can be divided into three categories:

1. Normal losses associated with regular business cycles, interruptions in the
borrower’s earning power, and errors made in evaluating the borrower’s
willingness or ability to meet mortgage obligations;

il. Defaults caused by adverse local economic conditions;
1. Widespread defaults caused by a severe depression in the U.S. economy.
Loss Incidence
12. Losses are incurred over the exposure period which runs for the term of the mortgage. However,

loss incidence peaks in the earlier years. When a loan has been delinquent two to four months, the policy
requires the lender to notify the insurer. The lender generally agrees to institute foreclosure proceedings
six to nine months from the date of delinquency. Foreclosure can require an additional 18 months which
means a considerable delay between the delinquency and the presentation of the claim. Without adverse
economic conditions, most delinquencies do not result in a loss payment. Once a claim is presented,
payment normally is made within one or two months and ultimate loss costs can be known relatively
quickly.

Pool Insurance

13. Mortgage guaranty insurance may be provided on pools of mortgage loans. Typically, pool
insurance supports mortgage-backed securities or group sales. Unlike other pool or group products, each
loan is individually underwritten.

14. Pool insurance may be provided on loans that are already insured by primary insurance, in which
case the pool insurance provides an additional level of coverage, or it may be provided on loans without
primary insurance (usually loans with loan-to-value ratios below 80%). Generally, pool insurance
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provides 100% coverage and includes a stop-loss limit of liability which may range from 5% to 20% of
the initial aggregate principal balance. Because of regulatory requirements in some states, pool insurance
usually uses participating reinsurance arrangements to limit the exposure of any one mortgage insurer of a
pool of loans to 25% of each mortgage insured.

15. Pool insurance policies are not cancelable by the insurer except for nonpayment of premium.
These policies may be written on mortgage pools having terms of up to 30 years. However, the average
policy life is 8 to 12 years.

16. Upon default, the insurer has the same options as with individual insured mortgage loans.
However, pool insurance loss payments are reduced by settlements under primary insurance and subject
to the stop-loss limit.

17. Three kinds of mortgage-backed securities which use pool insurance are:

a. Mortgage-backed bonds—Issued by banks, savings and loan associations and other
mortgage lenders as a general obligation of the issuing institution. These bonds are
collateralized by a pool of mortgages and have a stated rate of return and maturity date;

b. Mortgage revenue bonds—Issued by state and local housing authorities to support
housing affordability for targeted income groups;

c. Mortgage pass-through certificates—Issued by banks, savings and loan associations,
mortgage bankers, and others providing an undivided interest in a pool of mortgages with
principal and interest payment passed to the certificate holder as received.

Premium Revenue Recognition

18. Written premium shall be recorded in accordance with SSAP No. 53—Property Casualty
Contracts—Premiums. Premium revenue shall be earned as follows:

a. For monthly premium plans, revenues shall be earned in the month to which they relate;

b. For annual premium plans, revenues shall be earned on a pro rata basis over the
applicable year;

c. For single premium plans, revenues shall be earned over the policy life in relation to the

expiration of risk;

d. Additional first year premiums or initial renewal premiums on nonlevel policies shall be
deferred and amortized to income over the anticipated premium paying period of the
policy in relation to the expiration of risk.

Unpaid Losses and Loss Adjustment Expense Recognition

19. Unpaid losses and loss adjustment expenses shall be recognized in accordance with SSAP
No. 55—Unpaid Claims, Losses and Loss Adjustment Expenses (SSAP No. 55). For mortgage guaranty
insurance contracts, the default shall be considered the incident that gives rise to a claim as discussed in
SSAP No. 55. If a claim is ultimately presented, the date of default shall be considered the loss incurred
date.

20. The process for estimating the liability shall include projections for losses that have been reported
as well as those that have been incurred but not reported. The estimates shall be made based on historical
data, trends, economic factors, and other statistical information including paid claims, reported losses,
insurance in force statistics, and risk statistics.
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21. Real estate and mortgages are acquired by mortgage guaranty insurers to mitigate losses. These
assets shall be shown on the balance sheet at the lower of cost or net realizable value, net of
encumbrances. Gains or losses from the holding or disposition of these assets shall be recorded as a
component of losses incurred. Rental income or holding expenses shall be included in loss adjustment
expenses.

Contingency Reserve

22. In addition to the unearned premium reserve, mortgage guaranty insurers shall maintain a liability
referred to as a statutory contingency reserve. The purpose of this reserve is to protect policyholders
against loss during periods of extreme economic contraction. The annual addition to the liability shall
equal 50% of the earned premium from mortgage guaranty insurance contracts and shall be maintained
for ten years regardless of the coverage period for which premiums were paid. With commissioner
approval, when required by statute, the contingency reserve may be released in any year in which actual
incurred losses exceed 35% of the corresponding earned premiums. Any such reductions shall be made on
a first-in, first-out basis. Changes in the reserve shall be recorded directly to unassigned funds (surplus).

Premium Deficiency Reserve

23. When the anticipated losses, loss adjustment expenses, commissions and other acquisition costs,
and maintenance costs exceed the recorded unearned premium reserve, contingency reserve, and the
estimated future renewal premium on existing policies, a premium deficiency reserve shall be recognized
by recording an additional liability for the deficiency with a corresponding charge to operations.
Commissions and other acquisition costs need not be considered in the premium deficiency analysis to the
extent they have been expensed. If an insurer utilizes anticipated investment income as a factor in the
premium deficiency calculation, disclosure of such shall be made in the financial statements.

U.S. Mortgage Guaranty Tax and Loss Bonds

24. To obtain a current federal income tax benefit derived from annual additions to the statutory
contingency reserve (for tax purposes, the mortgage guaranty account), mortgage guaranty insurers must
purchase tax and loss bonds to the extent of the tax benefits. These bonds are noninterest bearing
obligations of the U.S. Treasury and mature 10 years after issue. The usual purpose of tax and loss bonds
is to satisfy taxes that will be due in 10 years when the tax benefit is reversed; however, the bonds may be
redeemed earlier in the event of excess underwriting losses. These bonds are reported as admitted assets
allowing mortgage insurers to conserve capital. In accordance with SSAP No. 101—Income Taxes,
temporary differences (as defined in that statement) do not include amounts attributable to the statutory
contingency reserve to the extent that “tax and loss” bonds have been purchased.

Contingency Reserve (for Tax Purposes, the Mortgage Guaranty Account)

25. Under IRS Code Section 832(e), mortgage guaranty insurers are permitted to deduct the annual
addition to the contingency reserve from gross income. The tax deduction is generally an amount equal to
(a) 50% of earned premium, or (b) taxable income as computed prior to this special deduction if less than
50% of earned premium. Annual deductions not utilized for tax purposes during the current period may
be carried forward for eight years on a basis similar to net operating losses. The amount deducted must be
restored to gross income after ten years; however, it may be restored to gross income at an earlier date in
the event of a taxable net operating loss.

26. The tax deduction is permitted only if special U.S. Mortgage Guaranty Tax and Loss Bonds are
purchased in an amount equal to the tax benefit derived from the deduction. Upon redemption the tax and
loss bonds can be used to satisfy the additional tax liability that arises when the deduction is restored to
income.
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Disclosures

27. Mortgage guaranty insurers shall make all disclosures required by other statements within the
Accounting Practices and Procedures Manual, including but not limited to the requirements of SSAP
No. 55, and SSAP No. I—Accounting Policies, Risks & Uncertainties, and Other Disclosures.

28. Refer to the Preamble for further discussion regarding disclosure requirements.
Effective Date and Transition

29. This statement is effective for years beginning January 1,2001. A change resulting from the
adoption of this statement shall be accounted for as a change in accounting principle in accordance with
SSAP No. 3—Accounting Changes and Corrections of Errors.

REFERENCES

Relevant Issue Papers

. Issue Paper No. 88—Mortgage Guaranty Insurance
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Property and Casualty Reinsurance

STATUS
Type of ISSU€ ...cevevvviieieeeeeeeee Common Area
ISSUEd...eveeeiiieeeieeeee e Finalized March 13, 2000; Substantively revised December 5,
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Property and Casualty Reinsurance
SCOPE OF STATEMENT

1. This statement establishes statutory accounting principles for property and casualty reinsurance.
A wide range of methods for structuring reinsurance arrangements can be employed depending on the
requirements of individual companies. This statement deals with the more commonly employed methods.

SUMMARY CONCLUSION

General

2. Reinsurance is the assumption by an insurer of all or part of a risk undertaken originally by
another insurer. The transaction whereby a reinsurer cedes all or part of the reinsurance it has assumed to
another reinsurer is known as a retrocession.

3. Reinsurance has many beneficial purposes. Among them are that it enables an insurance entity to
(a) expand its capacity, (b) share large risks with other insurers, (c¢) spread the risk of potential
catastrophes and stabilize its underwriting results, (d) finance expanding volume by sharing the financial
burden of reserves, (¢) withdraw from a line or class of business, and (f) reduce its net liability to amounts
appropriate to its financial resources.

4. Reinsurance agreements are generally classified as treaty or facultative. Treaty reinsurance refers
to an arrangement involving a class or type of business written, while facultative reinsurance involves
individual risks offered and accepted.

5. Reinsurance coverage can be pro rata (i.e., proportional reinsurance) where the reinsurer shares a
pro rata portion of the losses and premium of the ceding entity or excess of loss (i.e., non-proportional)
where the reinsurer, subject to a specified limit, indemnifies the ceding entity against the amount of loss
in excess of a specified retention. Most reinsurance agreements fall into one of the following categories:

L Treaty Reinsurance Contracts—Pro Rata:

A. Quota Share Reinsurance—The ceding entity is indemnified against a fixed
percentage of loss on each risk covered in the agreement;

B. Surplus Share Reinsurance—The ceding entity establishes a retention or “line”
on the risks to be covered and cedes a fraction or a multiple of that line on each
policy subject to a specified maximum cession;

IL. Treaty Reinsurance Contracts—Excess of Loss:

A. Excess Per Risk Reinsurance—The ceding entity is indemnified, subject to a
specified limit, against the amount of loss in excess of a specified retention with
respect to each risk covered by a treaty;

B. Aggregate Excess of Loss Reinsurance—The ceding entity is indemnified against
the amount by which the ceding entity’s net retained losses incurred during a
specific period exceed either a predetermined dollar amount or a percentage of
the entity’s subject premiums for the specific period subject to a specified limit;

III. Treaty Reinsurance Contracts—Catastrophe: The ceding entity is indemnified, subject to
a specified limit, against the amount of loss in excess of a specified retention with respect
to an accumulation of losses resulting from a catastrophic event or series of events;
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Facultative Reinsurance Contracts—Pro Rata: The ceding entity is indemnified for a
specified percentage of losses and loss expenses arising under a specific insurance policy
in exchange for that percentage of the policy’s premium;

Facultative Reinsurance Contracts—Excess of Loss: The ceding entity is indemnified,
subject to a specified limit, for losses in excess of its retention with respect to a particular
risk.

Characteristics of Reinsurance Agreements

6. Common contract provisions that may affect accounting practices include:

a.

Reporting responsibility of the ceding entity—Details required and time schedules shall
be established;

Payment terms—Time schedules, currencies intended, and the rights of the parties to
withhold funds shall be established;

Payment of premium taxes—Customarily the responsibility of the ceding entity, a recital
of nonliability of the reinsurer may be found;

Termination—May be on a cut-off or run-off basis. A cut-off provision stipulates that the
reinsurer shall not be liable for loss as a result of occurrences taking place after the date
of termination. A run-off provision stipulates that the reinsurer shall remain liable for loss
under reinsured policies in force at the date of termination as a result of occurrences
taking place after the date of termination until such time as the policies expire or are
canceled; and

Insolvency clause—Provides for the survival of the reinsurer’s obligations in the event of
insolvency of the ceding entity, without diminution because of the insolvency.

7. Reinsurance contracts shall not permit entry of an order of rehabilitation or liquidation to
constitute an anticipatory breach by the reporting entity, nor grounds for retroactive revocation or
retroactive cancellation of any contracts of the reporting entity.

Required Terms for Reinsurance Agreements

8. In addition to credit for reinsurance requirements applicable to reinsurance transactions generally,
no credit or deduction from liabilities shall be allowed by the ceding entity for reinsurance recoverable
where the agreement was entered into after the effective date of these requirements (see paragraphs 108
and 109) unless each of the following conditions is satisfied:

a.

b.

The agreement must contain an acceptable insolvency clause;

Recoveries due the ceding entity must be available without delay for payment of losses
and claim obligations incurred under the agreement, in a manner consistent with orderly
payment of incurred policy obligations by the ceding entity;

The agreement shall constitute the entire contract between the parties and must provide
no guarantee of profit, directly or indirectly, from the reinsurer to the ceding entity or
from the ceding entity to the reinsurer;

The agreement must provide for reports of premiums and losses, and payment of losses,
no less frequently than on a quarterly basis, unless there is no activity during the period.
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The report of premiums and losses shall set forth the ceding entity’s total loss and loss
expense reserves on the policy obligations subject to the agreement, so that the respective
obligations of the ceding entity and reinsurer will be recorded and reported on a basis
consistent with this statement;

e. The agreement must include a proper reinsurance intermediary clause, if applicable,
which stipulates that the credit risk for the intermediary is carried by the assuming
insurance entity;

f. With respect to reinsurance contracts involving a certified reinsurer, the agreement must
include a proper funding clause, which requires the certified reinsurer to provide and
maintain security in an amount sufficient to avoid the imposition of any financial
statement penalty on the ceding insurance entity for reinsurance ceded to the certified
reinsurer. However, this does not preclude negotiation for higher contractual collateral
amounts; and

g. With respect to retroactive reinsurance agreements, the following additional conditions
apply:
1. The consideration to be paid by the ceding entity for the retroactive reinsurance

must be a sum certain stated in the agreement;
il. Direct or indirect compensation to the ceding entity or reinsurer is prohibited;

iii. Any provision for subsequent adjustment on the basis of actual experience in
regard to policy obligations transferred, or on the basis of any other formula, is
prohibited in connection with a retroactive reinsurance transaction, except that
provision may be made for the ceding entity’s participation in the reinsurer’s
ultimate profit, if any, under the agreement;

iv. A retroactive reinsurance agreement shall not be canceled or rescinded without
the approval of the commissioner of the domiciliary state of the ceding entity.

Reinsurance Agreements with Multiple Cedents

9. Reinsurance agreements with multiple cedents require allocation agreements. The allocation
agreement can be part of the reinsurance agreement or a separate agreement. If the agreement has
multiple cedents:

a. The allocation must be in writing and

b. The terms of the allocation agreement must be fair and equitable.

Reinsurance Contracts Must Include Transfer of Risk

10. The essential ingredient of a reinsurance contract is the transfer of risk. The essential element of
every true reinsurance agreement is the undertaking by the reinsurer to indemnify the ceding entity, i.e.,
reinsured entity, not only in form but in fact, against loss or liability by reason of the original insurance.
Unless the agreement contains this essential element of risk transfer, no credit shall be recorded.™" %2

11. Insurance risk involves uncertainties about both (a) the ultimate amount of net cash flows from
premiums, commissions, claims, and claims settlement expenses (underwriting risk) and (b) the timing of
the receipt and payment of those cash flows (timing risk). Actual or imputed investment returns are not an
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element of insurance risk. Insurance risk is fortuitous—the possibility of adverse events occurring is
outside the control of the insured.

12. Determining whether an agreement with a reinsurer provides indemnification against loss or
liability (transfer of risk) 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 (a) limit the amount of insurance risk to which the
reinsurer is subject (e.g., experience refunds, cancellation provisions, adjustable features, or additions of
profitable lines of business to the reinsurance contract) or (b) delay the timely reimbursement of claims by
the reinsurer (e.g., payment schedules or accumulating retentions from multiple years).

13. Indemnification of the ceding entity against loss or liability relating to insurance risk in
reinsurance requires both of the following:

a. The reinsurer assumes significant insurance risk under the reinsured portions of the
underlying insurance agreements; and

b. It is reasonably possible that the reinsurer may realize a significant loss from the
transaction.
14. A reinsurer shall not have assumed significant insurance risk under the reinsured contracts if the

probability of a significant variation in either the amount or timing of payments by the reinsurer is remote.
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 by the ceding entity.
Contractual provisions that delay timely reimbursement to the ceding entity prevent this condition from
being met.

15. 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 companies under reasonably possible outcomes, without regard to how the
individual cash flows are described or characterized. An outcome is reasonably possible if its probability
is more than remote. The same interest rate shall be used to compute the present value of cash flows for
each reasonably possible outcome tested. A constant interest rate shall be used in determining those
present values because the possibility of investment income varying from expectations is not an element
of insurance risk. Judgment is required to identify a reasonable and appropriate interest rate.

16. Significance of loss shall be evaluated by comparing the present value of all cash flows,
determined as described in paragraph 15, with the present value of the amounts paid or deemed to have
been paid to the reinsurer. If, based on this comparison, 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 agreements has been assumed by the reinsurer. In this narrow circumstance, the
reinsurer’s economic position is virtually equivalent to having written the insurance contract directly. This
condition is met only if insignificant insurance risk is retained by the ceding entity on the retained
portions of the underlying insurance contracts, so that the reinsurer’s exposure to loss is essentially the
same as the reporting entity’s.

17. Payment schedules and accumulating retentions from multiple years are contractual features
inherently designed to delay the timing of reimbursement to the ceding entity. Regardless of what a
particular feature might be called, any feature that can delay timely reimbursement violates the conditions
for reinsurance accounting. Transfer of insurance risk requires that the reinsurer’s payment to the ceding
entity depend on and directly vary with the amount and timing of claims settled under the reinsured
contracts. Contractual features that can delay timely reimbursement prevent this condition from being
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met. Therefore, any feature that may affect the timing of the reinsurer’s reimbursement to the ceding
entity shall be closely scrutinized.

Accounting for Reinsurance

18. Reinsurance recoverables shall be recognized in a manner consistent with the liabilities (including
estimated amounts for claims incurred but not reported) relating to the underlying reinsured contracts.
Assumptions used in estimating reinsurance recoverables shall be consistent with those used in estimating
the related liabilities. Certain assets and liabilities are created by entities when they engage in reinsurance
contracts. Reinsurance assets meet the definition of assets as defined by SSAP No. 4—Assets and
Nonadmitted Assets and are admitted to the extent they conform to the requirements of this statement.

19. Accounting for members of a reinsurance pool shall follow the accounting for the pool member
which issued the underlying policy.™" % Specific accounting rules for underwriting pools and
associations are addressed in SSAP No. 63—Underwriting Pools (SSAP No. 63).

20. Reinsurance recoverable on loss payments is an admitted asset. Notwithstanding the fact that
reinsurance recoverables on paid losses may meet the criteria for offsetting under the provisions of
SSAP No. 64—Offsetting and Netting of Assets and Liabilities (SSAP No. 64), reinsurance recoverables
on paid losses shall be reported as an asset without any available offset. Unauthorized reinsurance and
reinsurance ceded to certified reinsurers is included in this asset and reflected separately as a liability to
the extent required. Penalty for overdue authorized reinsurance shall be reflected as a liability.

21. Funds held or deposited with reinsured companies, whether premiums withheld as security for
unearned premium and outstanding loss reserves or advances for loss payments, are admitted assets
provided they do not exceed the liabilities they secure and provided the reinsured is solvent. Those funds
which are in excess of the liabilities, and any funds held by an insolvent reinsured shall be nonadmitted.

22. Prospective reinsurance is defined as reinsurance in which a reinsurer 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. Retroactive reinsurance is defined as reinsurance in which a reinsurer 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 agreement may include both prospective and
retroactive reinsurance provisions.

23. The distinction between prospective and retroactive reinsurance agreements is based on whether
the agreement reinsures future or past insured events covered by the underlying insurance policies. 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 agreement. A claims-made
reinsurance contract that reinsures claims asserted to the reinsurer in a future period as a result of insured
events that occurred prior to entering into the reinsurance agreement is a retroactive agreement.
(However, a reinsurance agreement that reinsures claims reported to an insurer that are covered under
currently effective claims-made insurance policies is a prospective reinsurance agreement.)

24, 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 agreement is substantively prospective shall be
determined based on the facts and circumstances. However, except as respects business assumed by a
U.S. reinsurer from ceding companies domiciled outside the U.S. and not affiliated with such reinsurer, or
business assumed by a U.S. reinsurer where either the lead reinsurer or a majority of the capacity on the
agreement is domiciled outside the U.S. and is not affiliated with such reinsurer, if an agreement entered
into, renewed or amended on or after January 1, 1994 has not been finalized, reduced to a written form
and signed by the parties within nine months after the commencement of the policy period covered by the
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reinsurance arrangement, then the arrangement is presumed to be retroactive and shall be accounted for as
a retroactive reinsurance agreement. This presumption shall not apply to: (a) facultative reinsurance
contracts, nor to (b) reinsurance agreements with more than one reinsurer which are signed by the lead
reinsurer (i.e., the reinsurer setting the terms of the agreement for the reinsurers) within nine months after
the commencement of the policy period covered by the reinsurance agreement, nor to (c) reinsurance
agreements with more than one reinsurer (whether signed by the lead reinsurer or not) which were entered
into, renewed or amended on or before December 31, 1996, (and which were not renewed or amended
after that date) if reinsurers representing more than 50% of the capacity on the agreement have signed
cover notes, placement slips or similar documents describing the essential terms of coverage and
exclusions within nine months after the commencement of the policy period covered by the reinsurance
arrangement. Also exempt from this presumption are reinsurance agreements where one of the parties is
in conservation, rehabilitation, receivership or liquidation proceedings.

25. Prospective and retroactive provisions included within a single agreement shall be accounted for
separately. If separate accounting for prospective and retroactive provisions included within a single
agreement is impracticable, the agreement shall be accounted for as a retroactive agreement provided the
conditions for reinsurance accounting are met.

Accounting for Prospective Reinsurance Agreements

26. Amounts paid for prospective reinsurance that meet the conditions for reinsurance accounting
shall be reported as a reduction of written and earned premiums by the ceding entity and shall be earned
over the remaining contract period in proportion to the amount of reinsurance protection provided or, if
applicable, until the reinsurer’s maximum liability under the agreement has been exhausted. 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. Reinstatement premium, if any, shall be earned over the
period from the reinstatement of the limit to the expiration of the agreement.

217. Changes in amounts of estimated reinsurance recoverables shall be recognized as a reduction of
gross losses and loss expenses incurred in the current period statement of income. Reinsurance
recoverables on paid losses shall be reported as an asset, reinsurance recoverables on loss and loss
adjustment expense payments, in the balance sheet. Reinsurance recoverables on unpaid case-basis and
incurred but not reported losses and loss adjustment expenses shall be netted against the liability for gross
losses and loss adjustment expenses.

Accounting for Retroactive Reinsurance Agreements

28. Certain reinsurance agreements which transfer both components of insurance risk cover liabilities
which occurred prior to the effective date of the agreement. Due to potential abuses involving the creation
of surplus to policyholders and the distortion of underwriting results, special accounting treatment for
these agreements is warranted.

29. All retroactive reinsurance agreements entered into, renewed or amended on or after
January 1, 1994 (including subsequent development of such transactions) shall be accounted for and
reported in the following manner:

a. The ceding entity shall record, without recognition of the retroactive reinsurance, loss and
loss expense reserves on a gross basis on the balance sheet and in all schedules and
exhibits;

b. The assuming entity shall exclude the retroactive reinsurance from loss and loss expense

reserves and from all schedules and exhibits;
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C. The ceding entity and the assuming entity shall report by write-in item on the balance
sheet, the total amount of all retroactive reinsurance, identified as retroactive reinsurance
reserve ceded or assumed, recorded as a contra-liability by the ceding entity and as a
liability by the assuming entity;

d. The ceding entity shall, by write-in item on the balance sheet, restrict surplus resulting
from any retroactive reinsurance as a special surplus fund, designated as special surplus
from retroactive reinsurance account;

e. The surplus gain from any retroactive reinsurance shall not be classified as unassigned
funds (surplus) until the actual retroactive reinsurance recovered exceeds the
consideration paid;

f. The special surplus from retroactive reinsurance account for each respective retroactive

reinsurance agreement shall be reduced at the time the ceding entity begins to recover
funds from the assuming entity in amounts exceeding the consideration paid by the
ceding entity under such agreement, or adjusted as provided in paragraph 29.j.;

g. For each agreement, the reduction in the special surplus from retroactive reinsurance
account shall be limited to the lesser of (i) the actual amount recovered in excess of
consideration paid or (ii) the initial surplus gain resulting from the respective retroactive
reinsurance agreement. Any remaining balance in the special surplus from retroactive
reinsurance account derived from any such agreement shall be returned to unassigned
funds (surplus) upon elimination of all policy obligations subject to the retroactive
reinsurance agreement;

h. The ceding entity shall report the initial gain arising from a retroactive reinsurance
transaction (i.e., the difference between the consideration paid to the reinsurer and the
total reserves ceded to the reinsurer) as a write-in item on the statement of income, to be
identified as Retroactive Reinsurance Gain and included under Other Income;

1. The assuming entity shall report the initial loss arising from a retroactive reinsurance
transaction, as defined in the preceding paragraph 29.g., as a write-in item on the
statement of income, to be identified as Retroactive Reinsurance Loss and included under
Other Income;

J. Any subsequent increase or reduction in the total reserves ceded under a retroactive
reinsurance agreement shall be reported in the manner described in the preceding
paragraphs 29.h. and 29.i., in order to recognize the gain or loss arising from such
increase or reduction in reserves ceded. The Special Surplus from Retroactive
Reinsurance Account write-in entry on the balance sheet shall be adjusted, upward or
downward, to reflect such increase or reduction in reserves ceded. The Special Surplus
from Retroactive Reinsurance Account write-in entry shall be equal to or less than the
total ceded reserves under all retroactive reinsurance agreements in-force as of the date of
the financial statement. Special surplus arising from a retroactive reinsurance transaction
shall be considered to be earned surplus (i.e., transferred to unassigned funds (surplus))
only when cash recoveries from the assuming entity exceed the consideration paid by the
ceding entity as respects such retroactive reinsurance transaction; and

k. The consideration paid for a retroactive reinsurance agreement shall be reported as a
decrease in ledger assets by the ceding entity and as an increase in ledger assets by the
assuming entity.

(For an illustration of ceding entity accounting entries see Question 33 in Exhibit A.)
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30. Portfolio reinsurance is the transfer of an insurer’s entire liability for in force policies or
outstanding losses, or both, of a segment of the insurer’s business. Loss portfolio transactions are to be
accounted for as retroactive reinsurance.

31. The accounting principles for retroactive reinsurance agreements in paragraph 29 shall not apply
to the following types of agreements (which shall be accounted for as prospective reinsurance agreements
unless otherwise provided in this statement):

a. Structured settlement annuities for individual claims purchased to implement settlements
of policy obligations;
b. Novations, (i.e., (i) transactions in which the original direct insurer’s obligations are

completely extinguished, resulting in no further exposure to loss arising on the business
novated or (ii) transactions in which the original assuming entity’s obligations are
completely extinguished) resulting in no further exposure to loss arising on the business
novated, provided that (1) the parties to the transaction are not affiliates (or if affiliates,
that the transaction has the prior approval of the domiciliary regulators of the parties) and
(2) the accounting for the original reinsurance agreement will not be altered from
retroactive to prospective;

c. The termination of, or reduction in participation in, reinsurance treaties entered into in the
ordinary course of business;

d. Intercompany reinsurance agreements, and any amendments thereto, among companies
100% owned by a common parent or ultimate controlling person provided there is no
gain in surplus as a result of the transaction; or

e. Reinsurance/retrocession agreements that meet the criteria of property/casualty run-off
agreements described in paragraphs 81-84.

32. Retroactive reinsurance agreements resulting in surplus gain to the ceding entity (with or without
risk transfer) entered into between affiliates or between insurers under common control (as those terms
are defined in Appendix A-440) shall be reported as follows:

a. The consideration paid by the ceding entity shall be recorded as a deposit and reported as
a nonadmitted asset; and

b. No deduction shall be made from loss and loss adjustment expense reserves on the ceding
entity’s balance sheet, schedules, and exhibits.

33. The accounting and reporting provisions applicable to retroactive reinsurance apply to all
transactions transferring liabilities in connection with a court-ordered rehabilitation, liquidation, or
receivership. The requirement to include stipulated contract provisions in the reinsurance agreements
shall not apply to these transactions, with written approval of the ceding entity’s domiciliary
commissioner.

34. Novations meeting the requirements of paragraph 31.b. shall be accounted for as prospective
reinsurance agreements. The original direct insurer, or the original assuming insurer, shall report amounts
paid as a reduction of written and earned premiums, and unearned premiums to the extent that premiums
have not been earned. Novated balances (e.g., loss and loss adjustment expense reserves) shall be written
off through the accounts, exhibits, and schedules in which they were originally recorded. The assuming
insurer shall report amounts received as written and earned premiums, and obligations assumed as
incurred losses in the statement of income.
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Deposit Accounting

35. To the extent that a reinsurance agreement does not, despite its form, transfer both components of
insurance risk, all or part of the agreement shall be accounted for and reported as deposits in the following
manner:

a. At the outset of the reinsurance agreement, the net consideration paid by the ceding entity
(premiums less commissions or other allowances) shall be recorded as a deposit by the
ceding company and as a liability by the assuming entity. The deposit shall be reported as
an admitted asset by the ceding company if (i) the assuming company is licensed,
accredited or otherwise qualified in the ceding company’s state of domicile as described
in Appendix A-785 or (ii) there are funds held by or on behalf of the ceding company
which meet the requirements of paragraph 18 of Appendix A-785;

b. At subsequent reporting dates, the amount of the deposit/liability shall be adjusted by
calculating the effective yield on the deposit agreement to reflect actual payments to date
(receipts and disbursements shall be recorded through the deposit/liability accounts) and
expected future payments (as discussed below), with a corresponding credit or charge to
interest income or interest expense;

C. The calculation of the effective yield shall use the estimated amount and timing of cash
flows. If a change in the actual or estimated timing or amount of cash flows occurs, the
effective yield shall be recalculated to reflect the revised actual or estimated cash flows.
The deposit shall be adjusted to the amount that would have existed at the reporting date
had the new effective yield been applied since the inception of the reinsurance agreement.
Changes in the carrying amount of the deposit asset/liability resulting from changes in the
effective yield shall be recorded as interest income or interest expense;

d. It shall be assumed that any cash transactions for the settlement of losses will reduce the
asset/liability accounts by the amount of the cash transferred. When the remaining losses
are revalued upward, an increase in the deposit liability shall be recorded as interest
expense — by the assuming company. Conversely, the ceding company shall increase its
deposit (asset) with an offsetting credit to interest income; and increase its outstanding
loss liability with an offsetting charge to incurred losses;

e. No deduction shall be made from the loss and loss adjustment expense reserves on the
ceding company’s Statement of Financial Position, schedules, and exhibits;

f. The assuming company shall record net consideration to be returned to the ceding
company as a liability.

(For an illustration of the provisions of paragraph 35, see Exhibit C)

Assumed Reinsurance

36. Reinsurance premiums receivable at the end of the accounting period are combined with direct
business receivables and reported as agents’ balances or uncollected premiums. Where the ceding entity
withholds premium funds pursuant to the terms of the reinsurance agreement, such assets shall be shown
by the assuming entity as funds held by or deposited with reinsured companies. Reporting entities shall
record any interest earned or receivable on the funds withheld as a component of aggregate write-ins for
miscellaneous income.
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37. If the assuming entity receives reinsurance premium prior to the effective date of the reinsurance
contract, consistent with SSAP No. 53—Property Casualty Contracts-Premiums, paragraph 15, advance
premiums shall be reported as a liability in the statutory financial statement and not considered income
until the effective date of the coverage. Such amounts are not included in written premium or the
unearned premium reserve. If the assuming entity receives reinsurance premium after the effective date of
the reinsurance contract but prior to the due date, the amount received shall be reported as a reduction of
the asset for deferred but not yet due (earned but unbilled premiums).

38. Reinsurance premiums more than 90 days overdue shall be nonadmitted except (a) to the extent
the assuming entity maintains unearned premium and loss reserves as to the ceding entity, under
principles of offset accounting as discussed in SSAP No. 64, or (b) where the ceding entity is licensed and
in good standing in assuming entity’s state of domicile. Reinsurance premiums are due pursuant to the
original contract terms (as the agreement stood on the date of execution). In the absence of a specific
contract date, reinsurance premiums will be deemed due thirty (30) days after the date on which (i) notice
or demand of premium due is provided to the ceding entity or (ii) the assuming entity books the premium
(see SSAP No. 6—Uncollected Premium Balances, Bills Receivable for Premiums, and Amounts Due
From Agents and Brokers).

39. A lag will develop between the time of the entry of the underlying policy transaction on the books
of the ceding entity and the transmittal of information and entry on the books of the assuming entity.
Assuming companies shall estimate unreported premiums and related costs to the extent necessary to
prevent material distortions in the loss development contained in the assuming entity’s annual statement
schedules where calendar year premiums are compared to accident year losses.

40. Proportional reinsurance (i.e., first dollar pro rata reinsurance) premiums shall be allocated to the
appropriate annual statement lines of business in the Underwriting and Investment exhibits. Non-
proportional assumed reinsurance premiums shall be classified as reinsurance under the appropriate
subcategories.

41. Assumed retroactive reinsurance premiums shall be excluded from all schedules and exhibits as
addressed in paragraph 29.

42. Amounts payable by reinsurers on losses shall be classified as unpaid losses. Assumed
reinsurance payable on paid losses shall be classified as a separate liability item on the balance sheet.
IBNR losses on assumed reinsurance business shall be netted with ceded losses on the balance sheet and
listed separately by annual statement line of business in the Underwriting and Investment exhibits.

Ceded Reinsurance

43. Ceded reinsurance premiums payable (net of ceding commission) shall be classified as a liability.
Consistent with SSAP No. 64, ceded reinsurance premiums payable may be deducted from amounts due
from the reinsurer, such as amounts due on assumed reinsurance, when a legal right of offset exists.

44. With regard to reinsurance premium paid prior to the effective date of the contract, the ceding
entity shall reflect the prepaid item as a write-in admitted asset and it should not be recognized in the
income statement until the effective date of the coverage. Such amounts are not included in ceded written
premiums or ceded unearned premium but should be subject to impairment analysis. With regard to
reinsurance premium paid by ceding entity after the reinsurance contract is in effect but prior to the due
date, the ceding entity shall treat this item as a reduction to the liability for ceded reinsurance premiums
payable. That liability reflects not only premiums unpaid but also amounts booked but deferred and not
yet due.

45, Amounts withheld by the ceding entity that would otherwise be payable under the reinsurance
agreement shall be reported as funds held by entity under reinsurance treaties. Reporting entities shall
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record any interest due or payable on the amounts withheld as a component of aggregate write-ins for
miscellaneous income.

46. Ceded reinsurance transactions shall be classified in the annual statement line of business which
relates to the direct or assumed transactions creating the cession or retrocession.

47. Ceded retroactive reinsurance premiums shall be excluded from all schedules and exhibits as
addressed in paragraph 29.

48. Reinsurance accounting shall not be allowed for modeled trigger securitizations. Modeled trigger
securitization transactions do not result in the kind of indemnification (in form and in fact) required by
this SSAP, and are therefore not eligible for reinsurance accounting. Modeled trigger transactions should
be evaluated as securitization transactions rather than as reinsurance transactions and should receive the
accounting treatment recommended for securitization transactions.

Adjustable Features/Retrospective Rating

49. Reinsurance treaties may provide for adjustment of commission, premium, or amount of
coverage, based on loss experience. The accounting for common examples is outlined in the following
paragraphs:

Commission Adjustments

50. An accrual shall be maintained for the following adjustable features based upon the experience
recorded for the accounting period:

a. Contingent or Straight Profit—The reinsurer returns to the ceding entity a stipulated
percentage of the profit produced by the business assumed from the ceding entity. Profit
may be calculated for any specified period of time, but the calculation is often based on
an average over a period of years; and

b. Sliding Scale—A provisional rate of commission is paid over the course of the
agreement, with a final adjustment based on the experience of the business ceded under
the agreement.

Premium Adjustments

51. If the reinsurance agreement incorporates an obligation on the part of the ceding entity to pay
additional premium to the assuming entity based upon loss experience under the agreement, a liability in
the amount of such additional premium shall be recognized by the ceding entity during the accounting
period in which the loss event(s) giving rise to the obligation to pay such additional premium occur(s).
The assuming entity shall recognize an asset in a consistent manner. If the reinsurance agreement
incorporates an obligation on the part of the assuming entity to refund to the ceding entity any portion of
the consideration received by the assuming entity based upon loss experience under the agreement, an
asset in the amount of any such refund shall be recognized by the ceding entity during the accounting
period in which the loss event(s) giving rise to the obligation to make such refund occur(s). The initial
provisional or deposit premium is recalculated retrospectively, based on loss experience under the
agreement during a specified period of time; the calculation is often based on an average over a period of
years. The assuming entity shall recognize a liability in a consistent manner.

Adjustments in the Amount of Coverage

52. The amount of coverage available for future periods is adjusted, upward or downward, based on
loss experience under the agreement during a specified period of time. If the reinsurance agreement
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incorporates a provision under which the reinsurance coverage afforded to the ceding entity may be
increased or reduced based upon loss experience under the agreement, an asset or a liability shall be
recognized by the ceding entity in an amount equal to that percentage of the consideration received by the
assuming entity which the increase or reduction in coverage represents of the amount of coverage
originally afforded. The asset or liability shall be recognized during the accounting period in which the
loss event(s) (or absence thereof) giving rise to the increase or decrease in reinsurance coverage occur(s),
and shall be amortized over all accounting periods for which the increased or reduced coverage is
applicable. The term “consideration” shall mean, for this purpose, the annualized deposit premium for the
period used as the basis for calculating the adjustment in the amount of coverage to be afforded thereafter
under the agreement.

Impairment

53. Include as a nonadmitted asset, amounts accrued for premium adjustments on retrospectively
rated reinsurance agreements with respect to which all uncollected balances due from the ceding company
have been classified as nonadmitted.

Commissions

54, Commissions payable on reinsurance assumed business shall be included as an offset to Agents’
Balances or Uncollected Premiums. Commissions receivable on reinsurance ceded business shall be
included as an offset to Ceded Reinsurance Balances Payable.

55. If the ceding commission paid under a reinsurance agreement exceeds the anticipated acquisition
cost of the business ceded, the ceding entity shall establish a liability, equal to the difference between the
anticipated acquisition cost and the reinsurance commissions received, to be amortized pro rata over the
effective period of the reinsurance agreement in proportion to the amount of coverage provided under the
reinsurance contract.

Unauthorized Reinsurance

56. If the assuming reinsurer is not authorized, otherwise approved or certified to do business in the
ceding entity’s domiciliary state, the assumed reinsurance is considered to be unauthorized. A provision is
established to offset credit taken in various balance sheet accounts for reinsurance ceded to unauthorized
reinsurers. Credit for reinsurance with unauthorized reinsurers shall be permitted to the extent the ceding
entity holds collateral in accordance with Appendix A-785. If the assuming reinsurer is not licensed or is
not an authorized reinsurer in the domiciliary state of the ceding entity or if the reinsurance does not meet
required standards, the ceding entity must set up a provision for reinsurance liability in accordance with
the NAIC Annual Statement Instructions for Property and Casualty Insurance Companies Schedule F.

57. The provision defined in paragraph 56 shall never be less than zero for any particular reinsurer.
The change in liability for unauthorized reinsurance is a direct charge or credit to surplus.

Reinsurance Ceded to a Certified Reinsurer
58. The term certified reinsurer shall have the same meaning as set forth in the Appendix A-785.

59. Credit for reinsurance ceded to a certified reinsurer is permitted if security is held by or on behalf
of the ceding entity in accordance with the certified reinsurer’s rating assigned by the domestic state of
the ceding insurance entity, and in accordance with Appendix A-785 of this manual. However, nothing in
this guidance would prohibit the parties to a reinsurance agreement from agreeing to provisions
establishing security requirements that exceed the minimum security requirements established for
certified reinsurers.
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60. An upgrade in a certified reinsurer’s assigned rating applies on a prospective basis, i.e., the
revised collateral requirement applies only to contracts entered into or renewed on or after the effective
date of the new rating (see A-785). A downgrade in a certified reinsurer’s rating applies on a retroactive
basis, i.e., the revised collateral requirement applies to all reinsurance obligations incurred by the
assuming insurer under its certified reinsurer status. Notwithstanding a change in a certified reinsurer’s
rating or revocation of its certification, a reporting entity that has ceded reinsurance to such certified
reinsurer is allowed a three (3)-month grace period before recording a provision for reinsurance due to
collateral deficiency associated with such rating downgrade and increased collateral requirement for all
reinsurance ceded to such assuming insurer under its certified reinsurer status, unless the reinsurance is
found by the commissioner of the reporting entity’s domestic state to be at high risk of uncollectibility.

61. A provision is established by the ceding entity to offset credit taken in various balance sheet
accounts for reinsurance ceded to a certified reinsurer in an amount proportionate to any deficiency in the
amount of acceptable security that is provided by the certified reinsurer as compared to the amount of
security that is required to be provided in accordance with the certified reinsurer’s rating. The calculation
of the provision for a collateral shortfall is separate from the calculation of the provision for overdue
reinsurance ceded to certified reinsurers and shall be calculated in accordance with the NAIC Annual
Statement Instructions for Property and Casualty Insurance Companies.

62. The provision defined in paragraph 61 shall never be less than zero for any particular certified
reinsurer. The change in liability for reinsurance with certified reinsurers is a direct charge or credit to
surplus.

Funds Held Under Reinsurance Treaties

63. This liability is established for funds deposited by or contractually withheld from reinsurers or
reinsurers.

Provision for Reinsurance

64. The NAIC Annual Statement Instructions for Property and Casualty Companies for
Schedule F—Provision for Overdue Reinsurance, provide for a minimum reserve for uncollectible
reinsurance with an additional reserve required if an entity’s experience indicates that a higher amount
should be provided. The minimum reserve Provision for Reinsurance is recorded as a liability and the
change between years is recorded as a gain or loss directly to unassigned funds (surplus). Any reserve
over the minimum amount shall be recorded on the statement of income by reversing the accounts
previously utilized to establish the reinsurance recoverable.

65. The provision for reinsurance is calculated separately for unauthorized, authorized and certified
reinsurers. An authorized reinsurer is licensed, accredited or approved by the ceding entity’s state of
domicile; a certified reinsurer is certified by the ceding entity’s state of domicile; an unauthorized
reinsurer is not so licensed, accredited, approved or certified.

Asbestos and Pollution Contracts — Counterparty Reporting Exception

66. Upon approval by the domiciliary regulator(s) of the ceding entity (either the original direct
insurer in the case of a reinsurance agreement or the original assuming reinsurer in the case of a
retrocession agreement), an exception may be allowed with respect to a retroactive reinsurance agreement
providing substantially duplicate coverage as prior reinsurance agreements on asbestos and/or pollution
exposures, including reinsurance provided through an affiliated reinsurer that retrocedes to the retroactive
reinsurance counterparty. Under this exception, a reporting entity may aggregate reinsurers into one line
item in Schedule F reflecting the counterparty under the retroactive agreement for the purposes of
determining the Provision for Reinsurance regarding overdue amounts paid by the retroactive
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counterparty (both authorized and unauthorized). This exception would allow the Provision for
Reinsurance to be reduced by reflecting that amounts have been recovered by the reporting entity under
the duplicate coverage provided by the retroactive contract, and that inuring balances from the original
contract(s) are payable to the retroactive counterparty. In addition, such approval would also permit the
substitution of the retroactive counterparty for authorized original reinsurers without overdue balances for
purposes of reporting on the primary section of the annual statement Schedule F. An agreement must
meet all of the requirements in paragraphs 66.a. through 66.¢. in order to be considered for this exception.

a. The underlying agreement clearly indicates the credit risk associated with the collection
of the reporting entity’s inuring reinsurance recoverables and losses related to the credit
risk will be covered by the retroactive reinsurance counterparty.

b. The retroactive reinsurance agreement must transfer significant risk of loss.

c. The assuming retroactive reinsurance counterparty must have a financial strength rating
from at least two nationally recognized statistical rating organizations (NRSRO), the
lowest of which is higher than or equal to the NRSRO ratings of the underlying third-
party reinsurers.

d. The transaction is limited to reinsurance recoverables attributable to asbestos, and/or
pollution.
e. The recoverables from the inuring reinsurers remain subject to credit analysis and

contingent liability analysis.

67. With the approval of the reporting entity’s domestic state commissioner pursuant to the
applicable state credit for reinsurance law regarding the use of other forms of collateral acceptable to the
commissioner, the reporting entity shall present the amount of other approved security related to the
retroactive reinsurance agreement as an “Other Allowed Offset Item” with respect to the uncollateralized
amounts recoverable from unauthorized reinsurers for paid and unpaid losses and loss adjustment
expenses under the original reinsurance contracts. Amounts approved as “Other Allowed Offset Items”
shall be reflected as amounts recoverable from the retroactive counterparty and aggregated reporting
described in paragraph 66 shall also be applied for unpaid losses and loss adjustment expenses under the
original reinsurance contracts. The security applied as an “Other Allowed Offset Item™ shall also be
reflected in the designated sub-schedule and disclosed as a prescribed or permitted practice. (See
Appendix D illustration in this statement.)

68. The reporting entity will continue to detail the reporting of original reinsurers that were
aggregated for one line reporting per paragraph 66 as provided in the annual statement instructions. The
aggregation reporting in schedule F applies only to the extent that inuring balances currently receivable
under original reinsurance contracts are also payable to the retroactive reinsurance counterparty, and
additionally to reinsurance recoverable on unpaid losses if the domestic state commissioner has approved
amounts related to the retroactive reinsurance contract as any other form of security acceptable under the
applicable provisions of the state’s credit for reinsurance law. This guidance is not intended to otherwise
change the application of retroactive accounting guidance for the retroactive portions of the contract that
are not duplicative of the original reinsurance. Other than measurement of the provision for reinsurance
and presentation in Schedule F, the retroactive contracts should continue to follow guidance applicable to
retroactive accounting and reporting.

Syndicated Letters of Credit

69. With a Syndicated Letter of Credit (Syndicated LC), the reinsurer enters into an agreement with a
group of banks (the “Issuing Banks”) and an agent bank (the “Agent”). Each Issuing Bank and the Agent
is an NAIC-approved bank and a “qualified bank”. This agreement requires the Agent to issue, on behalf

© 1999-2017 National Association of Insurance Commissioners 62R-16



Property and Casualty Reinsurance SSAP No. 62R

of the each of the Issuing Banks, letters of credit in favor of the ceding insurer. The credit is issued (as an
administrative matter) only through the Agent’s letter of credit department. Each issuing bank signs the
Syndicated LC through the Agent, as its attorney-in-fact. Syndicated LCs are consistent with A-785, in
that the Syndicated LC is the legal equivalent of multiple letters of credit separately issued by each of the
issuing banks. Reporting entities shall take a reduction in the liability on account of reinsurance
recoverables secured by the Syndicated LC if all of the following conditions are met:

a. All listed banks on the letter of credit are qualified and meet the criteria of the NAIC
SVO approved bank listing;

b. Banks are severally and not jointly liable; and
C. Specific percentages for each assuming bank are listed in the letter of credit.
Disputed Items
70. Occasionally a reinsurer will question whether an individual claim is covered under a reinsurance

agreement or may even attempt to nullify an entire agreement. A ceding entity, depending upon the
individual facts, may or may not choose to continue to take credit for such disputed balances. A ceding
entity shall take no credit whatsoever for reinsurance recoverables in dispute with an affiliate.

71. Items in dispute are those claims with respect to which the ceding entity has received formal
written communication from the reinsurer denying the validity of coverage.

Uncollectible Reinsurance

72. Uncollectible reinsurance balances shall be written off through the accounts, exhibits, and
schedules in which they were originally recorded.

Commutations

73. A commutation of a reinsurance agreement, or any portion thereof, is a transaction which results
in the complete and final settlement and discharge of all, or the commuted portion thereof, present and
future obligations between the parties arising out of the reinsurance agreement.

74. In commutation agreements, an agreed upon amount determined by the parties is paid by the
reinsurer to the ceding entity. The ceding entity immediately eliminates the reinsurance recoverable
recorded against the ultimate loss reserve and records the cash received as a negative paid loss. Any net
gain or loss shall be reported in underwriting income in the statement of income.

75. The reinsurer eliminates a loss reserve carried at ultimate cost for a cash payout calculated at
present value. Any net gain or loss shall be reported in underwriting income in the statement of income.

76. Commuted balances shall be written off through the accounts, exhibits, and schedules in which
they were originally recorded.

National Flood Insurance Program

77. The National Flood Insurance Program was created by the Federal Emergency Management
Agency (FEMA) and is designed to involve private insurers in a write-your-own (WYO) flood insurance
program financially backed by FEMA at no risk to the insurer. To become a participating WYO entity,
the entity signs a document with the Federal Insurance Administration (FIA) of the Federal Emergency
Management Agency known as the Financial Assistance/Subsidy Arrangement.
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78. Premium rates are set by FEMA. The WYO participating companies write the flood insurance
coverage qualifying for the program on their own policies, perform their own underwriting, premium
collections, claim payments, administration, and premium tax payments for policies written under the
program.

79. Monthly accountings are made to FIA and participants draw upon FEMA letters of credit for
deficiencies of losses, loss expenses, and administrative expenses in excess of premiums, subject to
certain percentage limitations on expenses.

80. Policies written by the reporting entity under the National Flood Insurance Program are
considered insurance policies issued by the reporting entity, with reinsurance ceded to FEMA. (Such
policies are not considered uninsured plans under SSAP No. 47—Uninsured Plans (SSAP No. 47.)
Balances due from or to FEMA shall be reported as ceded reinsurance balances receivable or payable.
The commission and fee allowances received from FEMA shall be reported consistent with reinsurance
ceding commission.

Accounting for the Transfer of Property and Casualty Run-Off Agreements

81. Property and casualty run-off agreements are reinsurance or retrocession agreements that are
intended to transfer essentially all of the risks and benefits of a specific line of business or market
segment that is no longer actively marketed by the transferring insurer or reinsurer. A property and
casualty run-off agreement is not a novation as the transferring insurer or reinsurer remains primarily
liable to the policyholder or ceding entity under the original contracts of insurance or reinsurance.
Reinsurance agreements between affiliates or between insurers under common control (as those terms are
defined in Appendix A-440) are not eligible for the exception for property and casualty run-off
agreements in paragraph 31.e.

Criteria

82. The accounting treatment for property and casualty run-off agreements must be approved by the
domiciliary regulators of the transferring entity (either the original direct insurer in the case of a
reinsurance agreement or the original assuming reinsurer in the case of a retrocession agreement) and the
assuming entity. If the transferring entity and assuming entity are domiciled in the same state, then the
regulator of the state where the majority of the transferred liabilities is located shall be asked to approve
the accounting treatment. In determining whether to approve an agreement for this accounting treatment,
the regulators shall require the following:

a. Assuming Entity Properly Licensed — The entity assuming the run-off agreement must
have the appropriate authority or license to write the business being assumed.

b. Limits and Coverages — The reinsurance or retrocession agreement shall provide the same
limits and coverages that were afforded in the original insurance or reinsurance
agreement.

c. Non-recourse — The reinsurance or retrocession agreement shall not contain any

adjustable features or profit share or retrospective rating, and there shall be no recourse
(other than normal representations and warranties that would be associated with a
purchase and sale agreement) directly or indirectly against the transferring entity.

d. Risk Transfer — The reinsurance or retrocession agreement must meet the requirements of
risk transfer as described in this statement.

e. Financial Strength of Reinsurer — The assuming reinsurer shall have a financial strength
rating from at least two independent rating agencies (from NAIC credit rating providers

© 1999-2017 National Association of Insurance Commissioners 62R-18



Property and Casualty Reinsurance SSAP No. 62R

(CRP)) which is equal to or greater than the current ratings of the transferring entity. The
lowest financial strength rating received from an NAIC acceptable rating organization
rating agency will be used to compare the financial strength ratings of the transferring
and assuming entities.

f. Assessments — The assuming reinsurer or retrocessionaire (if required in the original
reinsurance contract) shall be financially responsible for any and all assessments,
including guaranty fund assessments, that are assessed against the transferring entity
related to the insurance business being assumed.

g. Applicable Only to “Run-off” Business — The reinsurance or retrocession agreement shall
only cover liabilities relating to a line(s) of business or specific market segments no
longer actively marketed by the transferring entity.

h. Non-cancelable Reinsurance — The reinsurance or retrocession agreement shall provide
that the reinsurance or retrocessional coverage provided by the proposed agreement
cannot be cancelable by either party for any reason. (However, this provision will not
override standard contracts law and principles and will not prevent any remedies,
including rescission or termination that might be available for breach, misrepresentation,
etc.)

Statutory Schedules and Exhibits

83. At the inception of the transaction, the transferring entity shall record the consideration paid to
the assuming entity as a paid loss. If the consideration paid by the transferring entity is less than the loss
reserves transferred, the difference shall be recorded by the ceding entity as a decrease in losses incurred.
The assuming entity shall record the consideration received as a negative paid loss. In addition, the
transferring entity shall record an increase to ceded reinsurance recoverable for the amount of the
transferred reserve. Journal entries illustrating these transactions, including situations in which the
transaction includes an unearned premium reserve, are included in Exhibit B of this Statement.

84. The assuming entity will report the business in the same line of business as reported by the
original insurer or reinsurer. The assuming entity will report the business at the same level of detail using
the appropriate statutory schedules and exhibits.

Disclosures
85. Unsecured Reinsurance Recoverables:

a. If the entity has with any individual reinsurers, authorized, unauthorized, or certified an
unsecured aggregate recoverable for losses, paid and unpaid including IBNR, loss
adjustment expenses, and unearned premium, that exceeds 3% of the entity’s
policyholder surplus, list each individual reinsurer and the unsecured aggregate
recoverable pertaining to that reinsurer; and

b. If the individual reinsurer is part of a group, list the individual reinsurers, each of its
related group members having reinsurance with the reporting entity, and the total
unsecured aggregate recoverables for the entire group.

86. Reinsurance Recoverables in Dispute—Reinsurance recoverable on paid and unpaid (including

IBNR) losses in dispute by reason of notification, arbitration or litigation shall be identified if the
amounts in dispute from any entity (and/or affiliate) exceed 5% of the ceding entity’s policyholders
surplus or if the aggregate of all disputed items exceeds 10% of the ceding entity’s policyholders surplus.
Notification means a formal written communication from a reinsurer denying the validity of coverage.
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87. Uncollectible Reinsurance—Describe uncollectible reinsurance written off during the year
reported in the following annual statement classifications, including the name(s) of the reinsurer(s):

a. Losses incurred;
b. Loss adjustment expenses incurred;
C. Premiums earned; and
d. Other.
88. Commutation of Ceded Reinsurance—Describe commutation of ceded reinsurance during the

year reported in the following annual statement classifications, including the name(s) of the reinsurer(s):

a. Losses incurred;
b. Loss adjustment expenses incurred;
c. Premiums earned; and
d. Other.
89. Retroactive Reinsurance—The table illustrated in the NAIC Annual Statement Instructions for

Property and Casualty Companies under Retroactive Reinsurance in the Notes to Financial Statements
section shall be completed for all retroactive reinsurance agreements that transfer liabilities for losses that
have already occurred and that will generate special surplus transactions. The insurer (assuming or
ceding) shall assign a unique number to each retroactive reinsurance agreement and shall utilize this
number for as long as the agreement exists. Transactions utilizing deposit accounting shall not be reported
in this note.

90. Reinsurance Assumed and Ceded—The tables illustrated in the NAIC Annual Statement
Instructions for Property and Casualty Companies under “Reinsurance Assumed and Ceded in the Notes
to Financial Statements” section shall be completed as follows:

a. The financial statements shall disclose the maximum amount of return commission which
would have been due reinsurers if all reinsurance were canceled with the return of the
unearned premium reserve; and

b. The financial statements shall disclose the accrual of additional or return commission,
predicated on loss experience or on any other form of profit sharing arrangements as a
result of existing contractual arrangements.

91. A specific interrogatory requires information on reinsurance of risk accompanied by an
agreement to release the reinsurer from liability, in whole or in part, from any loss that may occur on the
risk or portion thereof.

92. Disclosures for paragraphs 93-98 represent annual statement interrogatories, which are required
to be included with the annual audit report beginning with audit reports on financial statements as of and
for the period ended December 31, 2006. The disclosures required within paragraphs 93-98 shall be
included in accompanying supplemental schedules of the annual audit report beginning in year-end 2006.
These disclosures shall be limited to reinsurance contracts entered into, renewed or amended on or after
January 1, 1994. This limitation applies to the annual audit report only and does not apply to the statutory
annual statement interrogatories and the reinsurance summary supplemental filing.
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93. Disclose if any risks are reinsured under a quota share reinsurance contract with any other entity
that includes a provision that would limit the reinsurer’s losses below the stated quota share percentage
(e.g. a deductible, a loss ratio corridor, a loss cap, an aggregate limit or any similar provisions)? If yes,
indicate the number of reinsurance contracts containing such provisions and if the amount of reinsurance
credit taken reflects the reduction in quota share coverage caused by any applicable limiting provision(s).

94, Disclose if the reporting entity ceded any risk under any reinsurance contract (or under multiple
contracts with the same reinsurer or its affiliates) for which during the period covered by the statement: (i)
it recorded a positive or negative underwriting result greater than 5% of prior year-end surplus as regards
policyholders or it reported calendar year written premium ceded or year-end loss and loss expense
reserves ceded greater than 5% of prior year-end surplus as regards policyholders; (ii) it accounted for
that contract as reinsurance and not as a deposit; and (iii) the contract(s) contain one or more of the
following features or other features that would have similar results:

a. A contract term longer than two years and the contract is noncancellable by the reporting
entity during the contract term;

b. A limited or conditional cancellation provision under which cancellation triggers an
obligation by the reporting entity, or an affiliate of the reporting entity, to enter into a
new reinsurance contract with the reinsurer, or an affiliate of the reinsurer;

c. Aggregate stop loss reinsurance coverage;

d. A unilateral right by either party (or both parties) to commute the reinsurance contract,
whether conditional or not, except for such provisions which are only triggered by a
decline in the credit status of the other party;

e. A provision permitting reporting of losses, or payment of losses, less frequently than on a
quarterly basis (unless there is no activity during the period); or

f. Payment schedule, accumulating retentions from multiple years or any features inherently
designed to delay timing of the reimbursement to the ceding entity.

95. Disclose if the reporting entity during the period covered by the statement ceded any risk under
any reinsurance contract (or under multiple contracts with the same reinsurer or its affiliates) for which
during the period covered by the statement it recorded a positive or negative underwriting result greater
than 5% of prior year-end surplus as regards policyholders or it reported calendar year written premium
ceded or year-end loss and loss expense reserves ceded greater than 5% of prior year-end surplus as
regards policyholders; excluding cessions to approved pooling arrangements or to captive insurance
companies that are directly or indirectly controlling, controlled by, or under common control with (i) one
or more unaffiliated policyholders of the reporting entity, or (ii) an association of which one or more
unaffiliated policyholders of the reporting entity is a member, where:

a. The written premium ceded to the reinsurer by the reporting entity or its affiliates
represents fifty percent (50%) or more of the entire direct and assumed premium written
by the reinsurer based on its most recently available financial statement; or

b. Twenty—five percent (25%) or more of the written premium ceded to the reinsurer has
been retroceded back to the reporting entity or its affiliates in separate reinsurance
contract.
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96. If affirmative disclosure is required for paragraph 94 or 95, provide the following information:

a. A summary of the reinsurance contract terms and indicate whether it applies to the
contracts meeting paragraph 94 or 95;

b. A brief discussion of management's principal objectives in entering into the reinsurance
contract including the economic purpose to be achieved; and

C. The aggregate financial statement impact gross of all such ceded reinsurance contracts on
the balance sheet and statement of income.

97. Except for transactions meeting the requirements of paragraph 31, disclose if the reporting entity
ceded any risk under any reinsurance contract (or multiple contracts with the same reinsurer or its
affiliates) during the period covered by the financial statement, and either:

a. Accounted for that contract as reinsurance (either prospective or retroactive) under
statutory accounting principles (SAP) and as a deposit under generally accepted
accounting principles (GAAP); or

b. Accounted for that contract as reinsurance under GAAP and as a deposit under SAP.

98. If affirmative disclosure is required for paragraph 97, explain in a supplemental filing why the
contract(s) is treated differently for GAAP and SAP.

99. Disclosures for the Transfer of Property and Casualty Run-off Agreements

a. Disclose if the reporting entity has entered into any agreements which have been
approved by their domiciliary regulator and have qualified pursuant to paragraph 31.e.
(also see paragraphs 81-84).

b. If affirmative, provide a description of the agreement and the amount of consideration
paid and liabilities transferred.

100.  The financial statements shall disclose the following with respect to reinsurance agreements
which qualify for reinsurer aggregation in accordance with paragraphs 66-68:

a. A description of the significant terms of the reinsurance agreement, including
established limits and collateral, and

b. The amount of unexhausted limit as of the reporting date.

c. To the extent that the domestic state insurance department approves the use of
the retroactive contract as an acceptable form of security related to the original
reinsurers under the applicable provisions of the state’s credit for reinsurance
law, the use of such discretion shall be disclosed in the annual statement Note 1
as a prescribed or permitted practice. In addition, Note 1 shall disclose as part of
the total impact on the provision for reinsurance the impact on the overdue
aspects of the calculation if the reporting entity also receives commissioner
approval pursuant to paragraph 66 related to overdue paid amounts (both
authorized and unauthorized).

© 1999-2017 National Association of Insurance Commissioners 62R-22



Property and Casualty Reinsurance SSAP No. 62R

101.  The financial statements shall disclose the following with respect to reinsurance agreements that
have been accounted for as deposits:

a. A description of the reinsurance agreements.

b. Any adjustment of the amounts initially recognized for expected recoveries. The
individual components of the adjustment (e.g., interest accrual, change due to a change in
estimated or actual cash flow) shall be disclosed separately.

102.  The financial statements shall disclose the impact on any reporting period in which a certified
reinsurer’s rating has been downgraded or its certified reinsurer status is subject to revocation and
additional collateral has not been received as of the filing date. The disclosure should include the

following:
a. Name of certified reinsurer downgraded or subject to revocation of certified reinsurer
status and relationship to the reporting entity;
b. Date of downgrade or revocation and jurisdiction of action;
c. Collateral percentage requirements pre and post downgrade or revocation;
d. Net ceded recoverable subject to collateral;
e. As of the end of the current quarter, the estimated impact of the collateral deficiency to

the reporting entity as a result of the assuming entity’s downgrade or revocation of
certified reinsurer status. (At year-end the actual impact of the collateral deficiency on the
provision for reinsurance shall be disclosed.)

103.  U.S. domiciled reinsurers are eligible for certified reinsurer status. If the reporting entity is a
certified reinsurer, the financial statements shall disclose the impact on any reporting period in which its
certified reinsurer rating is downgraded or status as a certified reinsurer is subject to revocation. Such
disclosure shall include information similar to paragraphs 102.b., 102.c. and 102.d. and the expectation of
its certified reinsurer’s ability to meet the increased requirements.

104.  Refer to the Preamble for further discussion regarding disclosure requirements.
Relevant Literature

105.  This statement adopts with modification FASB Statement No. 113, Accounting and Reporting for
Reinsurance of Short-Duration and Long-Duration Contracts (FAS 113) and FASB Emerging Issues
Task Force No. 93-6, Accounting for Multiple-Year Retrospectively Rated Contracts by Ceding and
Assuming Enterprises for the following:

a. Reinsurance recoverables on unpaid case-basis and incurred but not reported losses and
loss adjustment expenses shall be reported as a contra-liability netted against the liability
for gross losses and loss adjustment expenses;

b. Amounts paid for prospective reinsurance that meet the conditions for reinsurance
accounting shall be reported as a reduction of unearned premiums;

c. The gain created by a retroactive reinsurance agreement because the amount paid to the
reinsurer is less than the gross liabilities for losses and loss adjustment expenses ceded to
the reinsurer is reported in the statement of income as a write-in gain in other income by
the ceding entity and a write-in loss by the assuming entity. The gain created by a
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retroactive reinsurance agreement is restricted as a special surplus account until the actual
retroactive reinsurance recovered is in excess of the consideration paid;

d. This statement requires that a liability (provision for reinsurance) be established through
a provision reducing unassigned funds (surplus) for unsecured reinsurance recoverables
from unauthorized or certified reinsurers and for certain overdue balances due from
authorized reinsurers;

e. Some reinsurance agreements contain adjustable features that provide for adjustment of
commission, premium or amount of coverage, based on loss experience. This statement
requires that the asset or liability arising from the adjustable feature be computed based
on experience to date under the agreement, and the impact of early termination may only
be considered at the time the agreement has actually been terminated;

f. Structured settlements are addressed in SSAP No. 65—Property and Casualty Contracts.
Statutory accounting and FAS 113 are consistent in accounting for structured settlement
annuities where the reporting entity is the owner and payee and where the claimant is the
payee and the reporting entity has been released from its obligation. FAS 113
distinguishes structured settlement annuities where the claimant is the payee and a legally
enforceable release from the reporting entity’s liability is obtained from those where the
claimant is the payee but the reporting entity has not been released from its obligation.
GAAP requires the deferral of any gain resulting from the purchase of a structured
settlement annuity where the reporting entity has not been released from its obligation;
and

g. This statement requires that reinsurance recoverables on unpaid losses and loss
adjustment expenses be presented as a contra-liability. Requirements for offsetting and
netting are addressed in SSAP No. 64.

106.  This statement adopts American Institute of Certified Public Accountants (AICPA) Statement of
Position 98-7, Deposit Accounting: Accounting for Insurance and Reinsurance Contracts That Do Not
Transfer Insurance Risk (SOP 98-7) paragraphs 10-12 and 19 (subsection b only). This statement rejects
AICPA SOP 98-7 paragraphs 13-17 and 19 (subsections a and c).

107.  This statement rejects AICPA Statement of Position No. 92-5, Accounting for Foreign Property
and Liability Reinsurance. This statement incorporates Appendix A-785 as applicable.

Effective Date and Transition
108.  This statement shall apply to:

a. Reinsurance agreements entered into, renewed, or amended on or after January 1, 1994.
An amendment is any revision or adjustment of contractual terms. The payment of
premiums or reimbursement of losses recoverable under the agreement shall not
constitute an amendment; and

b. Reinsurance agreements in force on January 1, 1995, which cover losses occurring or
claims made on or after that date on policies reinsured under such agreements.

109.  The guidance shall not apply to:

a. Reinsurance agreements which cover only losses occurring or claims made before
January 1, 1994, and which were entered into before January 1, 1994, and were not
subsequently renewed or amended; and
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b. Reinsurance agreements that expired before and were not renewed or amended after
January 1, 1995.

110.  The guidance in paragraphs 49-53 shall be effective for all accounting periods beginning on or
after January 1, 1996, and shall apply to reinsurance agreements entered into, renewed or amended on or
after January 1, 1994.

111.  This statement, including the guidance in paragraph 35 incorporated from SSAP No. 75, is
effective for years beginning January 1, 2001. Changes resulting from the adoption of this statement shall
be accounted for as a change in accounting principle in accordance with SSAP No. 3—Accounting
Changes and Corrections of Errors.

a. Revisions to paragraph 31.e., related to paragraphs 81-84, and disclosures in paragraph
99 documented in Issue Paper No. 137—Transfer of Property and Casualty Reinsurance
Run-off Agreements are effective for contracts entered on or after January 1, 2010.

b. The guidance in paragraphs 35, 101 and 106 was previously included within SSAP No.
75—Reinsurance Deposit Accounting—An Amendment to SSAP No. 62R, Property and
Casualty Reinsurance (SSAP No. 75) and was also effective for years beginning January.
1, 2001. In 2011, the guidance from SSAP No. 75 was incorporated within this statement,
with SSAP No. 75 nullified. The original guidance included in this statement for deposit
accounting, as well as the original guidance adopted in SSAP No. 75, are retained for
historical purposes in Issue Paper No. 104. The guidance in paragraph 48 was originally
contained within INT 02-06: Indemnification in Modeled Trigger Transactions and was
effective June 9, 2002. The guidance in paragraph 69 was originally contained within INT
02-09: A-785 and Syndicated Letters of Credit and was effective September 12, 2004.

c. The guidance related to certified reinsurers is applicable only to cedants domiciled in
states that have enacted/promulgated the new collateral framework and only for their
cessions to reinsurers certified under that domestic law/rule. The requirements applicable
to contracts with certified reinsurers shall be effective for all reporting periods beginning
on or after December 31, 2012.

112.  The guidance in paragraphs 66-68 and 100 which allowed retroactive reinsurance exceptions for
asbestos and pollution contracts was effective for all accounting periods beginning on or after January 1,
2014, for paid losses. This guidance was revised to also allow for unpaid losses effective for reporting
periods ending on and after December 31, 2015.

REFERENCES

Relevant Issue Papers

. Issue Paper No. 75—Property and Casualty Reinsurance

. Issue Paper No. 104—Reinsurance Deposit Accounting — An Amendment to SSAP No.
62R—Property and Casualty Reinsurance

. Issue Paper No. 137—Transfer of Property and Casualty Reinsurance Run-off
Agreements

. Issue Paper No. 153— Counterparty Reporting Exception for Asbestos and Pollution
Contracts
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CLASSIFYING REINSURANCE CONTRACTS

Was the contract entered into, renewed,
amended, or does the contract have an
anniversary date (i.e., multi-year
contract) during or after 1994?

Yes

\ 4

Has the reinsurer assumed significant
insurance risk, both as to timing of risk
(including timely reimbursement) and

amount of insurance loss under the
reinsured portions of the underlying
contracts?

\ 4

The contract would be “grandfathered” and
accounted for in accordance with Chapter
22 of the NAIC Accounting Practices and
Procedures Manual for Property/Casualty

Insurance Companies dated January 1992.

Yes

v

Is it reasonably possible that the

Has the reinsurer assumed substantially all
of the risk relating to the reinsured portion
of the underlying contract (i.e., the

reinsurer may realize a significant loss
from the transaction?

Yes

\ 4

The contract has transferred risk and
should be accounted for as reinsurance in

\ 4

reinsurer is in the same economic position

accordance with SSAP No. 62R.

\ 4

Does the contract only reinsure losses
from insured events that may occur after
the date the contract is entered into?

Yes

Yes

as the reinsured)?

No

Y

The contract has not transferred risk and
should be accounted for as a deposit. Any
previously recognized gains and losses
should not be restated, and existing
balances should be reclassified as
deposits.

>

No

\ 4

Does the contract only reinsure losses
from insured events that occurred prior
to the date the contract is entered into?

Yes

A 4

Account for the contract as a prospective

reinsurance.

No

\ 4

Is it practicable to identify and account
separately for the prospective and

are met, then account for either prospective

Account for the contract as a retroactive
unless one of the paragraph 31 exceptions

reinsurance or as indicated.

A

retroactive portions of a blended
contract?
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Account for the prospective and retroactive
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EXHIBIT A - IMPLEMENTATION QUESTIONS AND ANSWERS

Applicability

I. Q:

The accounting practices in SSAP No. 62R specify the accounting and reporting for reinsurance
contracts. What contracts are considered reinsurance contracts for purposes of applying these
accounting practices?

Any transaction that indemnifies an insurer against loss or liability relating to insurance risk shall
be accounted for in accordance with the accounting practices included in SSAP No. 62R.
Therefore, all contracts, including contracts that may not be structured or described as
reinsurance, shall be accounted for as reinsurance when those conditions are met.

The provisions of this statement will apply to (a) reinsurance contracts entered into, renewed or
amended on or after January 1, 1994, and (b) any other reinsurance contracts that are in force on
January 1, 1995 and cover insurable events on the underlying insurance policies that occur on or
after that date. What contracts would be exempt from the new accounting rules included in SSAP
No. 62R?

The only exempt contracts are:

1) Purely retroactive reinsurance contracts that cover only insured events occurring before
January 1, 1994, provided those contracts were entered into before that date and are not
subsequently amended and

2) Contracts that expired before January 1, 1995 and are not amended after that date.

This statement is to be applied to contracts which are amended on or after January 1, 1994. What
if the change in terms is not significant, or the terms changed have no financial effect on the
contract?

In general, the term amendment should be viewed broadly to include all but the most trivial
changes. Examples of amendments include, but are not limited to, replacing one assuming entity
with another (including an affiliated entity), or modifying the contract’s limit, coverage,
premiums, commissions, or experience-related adjustable features. No distinction is made
between financial and non-financial terms.

Must the accounting provisions of SSAP No. 62R be applied to an otherwise exempt contract if
the ceding entity pays additional premiums under the contract on or after January 1, 1994?

The answer depends on why the additional premiums are paid. If the additional premiums are the
result of a renegotiation, adjustment, or extension of terms, the contract is subject to the
accounting provisions of SSAP No. 62R. However, additional premiums paid without
renegotiation, adjustment, or extension of terms would not make an otherwise exempt contract
subject to those provisions.

Prospective and retroactive portions of a reinsurance contract are allowed to be accounted for
separately, if practicable. Can the retroactive portion of an existing contract be segregated and,
therefore, exempted with other retroactive contracts covering insured events occurring prior to
January 1, 1994?

No. The transition provisions apply to an entire contract, which is either subject to or exempt
from the revised provisions of SSAP No. 62R. A ceding entity may bifurcate a contract already
subject to the new accounting rules in SSAP No. 62R and then account for both the prospective
and retroactive portions in accordance with the new accounting standard.
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Risk Transfer

6. Q: Do the new risk transfer provisions apply to existing contracts?

A: Yes, the new risk transfer provisions apply to some existing contracts. SSAP No. 62R applies in
its entirety only to existing contracts which were renewed or amended on or after January 1,
1994, or which cover losses occurring or claims made after that date. Therefore, those contracts
must be evaluated to determine whether they transfer risk and qualify for reinsurance accounting.
For accounting periods commencing on or after January 1, 1995, balances relating to such
contracts which do not transfer insurance risk shall be reclassified as deposits and shall be
accounted for and reported in the manner described under the caption Reinsurance Contracts
Must Include Transfer of Risk.

SSAP No. 62R does not apply to existing contracts which were entered into before, and were not
renewed or amended on or after, January 1, 1994, and which cover only losses occurring or
claims made before that date, nor to contracts which expired before, and were not renewed or
amended on or after, January 1, 1995. Those contracts will continue to be accounted for in the
manner provided by SSAP No. 62R before these revisions.

7. Q: How does the effective date affect the assessment of whether a significant loss to the reinsurer
was reasonably possible?

A: The risk transfer assessment is made at contract inception, based on facts and circumstances
known at the time. Because that point in time has passed for existing contracts, some have
suggested that the risk transfer provisions be applied as of the effective date. However, that
approach to the risk transfer assessment would violate the requirement to consider all cash flows
from the contract. Therefore, the test must be applied from contract inception, considering the
effect of any subsequent contract amendments. Careful evaluation and considered judgment will
be required to determine whether a significant loss to the reinsurer was reasonably possible at
inception.

8. Q: Should risk transfer be reassessed if contractual terms are subsequently amended?

A: Yes. When contractual terms are amended, risk transfer should be reassessed. For example, a
contract that upon inception met the conditions for reinsurance accounting could later be
amended so that it no longer meets those conditions. The contract should then be reclassified and
accounted for as a deposit.

9. Q: How should the risk transfer assessment be made when a contract has been amended?

A: No particular method is prescribed for assessing risk transfer in light of a contract amendment.
Whether an amended contract in substance transfers risk must be determined considering all of
the facts and circumstances in light of the risk transfer requirements. Judgment also will be
required to determine whether an amendment in effect creates a new contract.

10. Q: For purposes of evaluating whether a contract with a reinsurer transfers risk, what constitutes a
contract?

A: A contract is not defined, but is essentially a question of substance. It may be difficult in some
circumstances to determine the boundaries of a contract. For example, the profit-sharing
provisions of one contract may refer to experience on other contracts and, therefore, raise the
question of whether, in substance, one contract rather than several contracts exist.

The inconsistency that could result from varying interpretations of the term contract is limited by
requiring that features of the contract or other contracts or agreements that directly or indirectly
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compensate the reinsurer or related reinsurers for losses be considered in evaluating whether a
particular contract transfers risk. Therefore, if agreements with the reinsurer or related reinsurers,
in the aggregate, do not transfer risk, the individual contracts that make up those agreements also
would not be considered to transfer risk, regardless of how they are structured.

11. Q: If the assessment of risk transfer changes after the initial assessment at contract inception, how
should the ceding entity account for the change?

A: The status of a contract should be determinable at inception and, absent amendment, subsequent
changes should be very rare. If the risk of significant loss was not deemed reasonably possible at
inception, and a significant loss subsequently occurred, the initial assessment was not necessarily
wrong, because remote events do occur. Likewise, once a reasonable possibility of significant
loss has been established, such loss need not occur in order to maintain the contract’s status as
reinsurance.

12. Q: SSAP No. 62R requires that reasonably possible outcomes be evaluated to determine the
reinsurer’s exposure to significant loss. What factors should be considered in determining
whether a scenario being evaluated is reasonably possible?

A: The term reasonably possible means that the probability is more than remote. The test 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.

13. Q: In determining the amount of the reinsurer’s loss under reasonably possible outcomes, may cash
flows directly related to the contract other than those between the ceding and assuming
companies, such as taxes and operating expenses of the reinsurer, be considered in the
calculation?

A: No. The evaluation is based on the present value of all cash flows between the ceding and
assuming enterprises under reasonably possible outcomes and, therefore, precludes considering
other expenses of the reinsurer in the calculation.

14. Q: In evaluating the significance of a reasonably possible loss, should the reasonably possible loss be
compared to gross or net premiums?

A: Gross premiums should be used.

15. Q: How does a commutation clause affect the period of time over which cash flows are evaluated for
reasonable possibility of significant loss to the reinsurer?

A: All cash flows are to be assessed under reasonably possible outcomes. Therefore, unless
commutation is expected in the scenario being evaluated, it should not be assumed in the
calculation. Further, the assumptions used in a scenario must be internally consistent and
economically rational in order for that scenario’s outcome to be considered reasonably possible.

16. Q: What interest rate should be used in each evaluated scenario to make the present value
calculation?

A: A reasonable and appropriate rate is required, which generally would reflect the expected timing
of payments to the reinsurer and the duration over which those cash flows are expected to be
invested by the reinsurer.
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17. Q:

18. Q:

19. Q:

20. Q:

SSAP No. 62R refers to payment schedules and accumulating retentions from multiple years as
features that delay timely reimbursement of claims. Does the presence of those features generally
prevent a contract from meeting the conditions for reinsurance accounting?

Yes. Payment schedules and accumulating retentions from multiple years are contractual features
inherently designed to delay the timing of reimbursement to the ceding entity. Regardless of what
a particular feature might be called, any feature that can delay timely reimbursement violates the
conditions for reinsurance accounting. Transfer of insurance risk requires that the reinsurer’s
payments to the ceding entity depend on and directly vary with the amount and timing of claims
settled under the reinsured contracts. Contractual features that can delay timely reimbursement
prevent this condition from being met. Therefore, any feature that may affect the timing of the
reinsurer’s reimbursement to the ceding entity should be closely scrutinized.

What if a contract contains a feature such as a payment schedule or accumulating retention but
could still result in the reasonable possibility of significant loss to the reinsurer?

Both of the following conditions are required for reinsurance accounting:

a. Transfer of significant risk arising from uncertainties about both (i) the ultimate amount
of net cash flows from premiums, commission, claims, and claim settlement expenses
paid under a contract (underwriting risk) and (ii) the timing of the receipt and payment of
those cash flows (timing risk); and

b. Reasonable possibility of significant loss to the reinsurer.

Because both condition (a) and condition (b) must be met, failure to transfer significant timing
and underwriting risk is not overcome by the possibility of significant loss to the reinsurer.

Is it permissible to evaluate timely reimbursement on a present value basis?

No. The word timely is used 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 (condition a. above), not the
reasonable possibility of significant loss (condition b. above). Accordingly, timely reimbursement
should be evaluated based solely on the length of time between payment of the underlying
reinsured losses and reimbursement by the reinsurer.

Are there any circumstances under which the conditions for risk transfer need not be met?

Yes. An extremely narrow and limited exemption is provided for contracts that reinsure either an
individual risk or an underlying book of business that is inherently profitable. When substantially
all of the insurance risk relating to the reinsured portions of the underlying insurance contracts
has been assumed by the reinsurer, the contract meets the conditions for reinsurance accounting.
To qualify under this 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 must be virtually equivalent to having written the relevant portions of the reinsured
contracts directly.

: In determining whether a reinsurance contract qualifies under the exception referred to in the

preceding question, how should the economic position of the reinsurer be assessed in relation to
that of the ceding entity?
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A: The assessment should be made by comparing the net cash flows of the reinsurer under the
reinsurance contract with the net cash flows of ceding entity on the reinsured portions of the
underlying insurance contracts. This may be relatively easy for reinsurance of individual risks or
for unlimited-risk quota-share reinsurance, because the premiums and losses on these types of
reinsurance generally are the same as the premiums and losses on the reinsured portions of the
underlying insurance policies.

In other types of reinsurance, determining the reinsurer’s net cash flows relative to the insurer is
likely to be substantially more difficult. For example, it generally would be difficult to
demonstrate that the ceding entity’s premiums and losses for a particular layer of insurance are
the same as the reinsurer’s premiums and losses related to that layer. If the economic position of
the reinsurer relative to the insurer cannot be determined, the contract would not qualify under the
exception.

Accounting Provisions

22. Q: An existing contract that was accounted for as reinsurance no longer qualifies for reinsurance
accounting under the new accounting rules included in SSAP No. 62R. How should the ceding
and assuming companies account for the contract in future periods?

A: Because the statement of income cannot be restated, previously recognized gains and losses are
not revised. If the contract was entered into before, and not renewed or amended on or after,
January 1, 1994 and covers only losses occurring or claims made before that date, or the contract
expired before January 1, 1995 and was not renewed or amended on or after that date, it would
continue to be accounted for in the manner provided before these revisions.

For accounting periods commencing on or after January 1, 1995, existing balances relating to
contracts which do not transfer insurance risk and which were entered into on or after
January 1, 1994 (covering losses occurring or claims made after that date) would be reclassified
as deposits.

Premium payments to a reinsurer would be recorded as deposits. Likewise, losses recoverable
from a reinsurer would not be recognized as receivables. Rather, any reimbursement for losses
would be accounted for upon receipt as a refund of a deposit.

23. Q: What is the definition of past insurable events that governs whether reinsurance coverage is
prospective or retroactive? For example, could a reinsurance contract that covers losses from
asbestos and pollution claims on occurrence-based insurance policies effective during previous
periods be considered prospective if the reinsurance coverage is triggered by a court
interpretation that a loss is covered within the terms of the underlying insurance policies?

A: The distinction between prospective and retroactive reinsurance is based on whether a contract
reinsures future or past insured events covered by the underlying reinsurance contracts. In the
example above, the insured event is the occurrence of loss within the coverage of the underlying
insurance contracts, not the finding of a court. Therefore, the fact that the asbestos exposure or
pollution is covered under insurance policies effective during prior periods makes the reinsurance
coverage in this example retroactive.

24. Q: Would the answer to the above question change if the reinsurance were written on a claims-made
basis?

A: No. The form of the reinsurance—whether claims-made or occurrence-based—does not
determine whether the reinsurance is prospective or retroactive. A claims-made reinsurance
contract that reinsures claims asserted to the reinsurer in a future period as a result of insured
events that occurred prior to entering into the reinsurance contract is a retroactive contract.

© 1999-2017 National Association of Insurance Commissioners 62R-31



SSAP No. 62R Statement of Statutory Accounting Principles

25. Q:

A:

26. Q:

27. Q:

28. Q:

What is the effect of adjustments to future premiums or coverage in determining whether
reinsurance is prospective or retroactive?

Adjustments to future premiums or coverage may affect the accounting for a reinsurance contract.
Whenever an adjustment results in a reinsurer providing new or additional coverage for past
insurable events, that coverage is retroactive. For example, if subsequent years’ premiums under a
multiple accident year contract create additional coverage for previous accident years, the
additional coverage is retroactive, even if the original coverage provided in the contract for those
accident years was prospective. Likewise, if current losses under a multiple-year contract
eliminate coverage in future periods, some or all of the premiums to be paid in those future
periods should be charged to the current period.

A reinsurance contract is entered into after the contract’s effective date. Is the coverage between
the contract’s effective date and the date the contract was entered into prospective or retroactive?

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 prior to entering into the reinsurance contract.

How is the date the reinsurance contract was entered into determined?

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 must be determined based on the facts and circumstances. For example, 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 contact, 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 covered insurable events prior to that date, that coverage is
retroactive.

In any event, SSAP No. 62R provides that if a contract (except facultative contracts and contracts
signed by the lead reinsurer and certain cover notes or similar documents signed by reinsurers
representing more than 50% of the capacity on the contract) has not been finalized, reduced to
written form and signed by the parties within 9 months after its effective date, it is presumed to be
retroactive.

Are contracts to reinsure calendar-year incurred losses considered blended contracts that have
both prospective and retroactive elements?

Yes. Most reinsurance contracts covering calendar-year incurred losses combine coverage for
insured events that occurred prior to entering into the reinsurance contract with coverage for
future insured events and, therefore, include both prospective and retroactive elements.

In any event, SSAP No. 62R provides that if a contract (except facultative contracts, contracts
signed by the lead reinsurer and certain cover notes or similar documents signed by reinsurers
representing more than 50% of the capacity on the contract) has not been finalized, reduced to
written form and signed by the parties within 9 months after its effective date it is presumed
retroactive.
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29. Q: When the prospective and retroactive portions of a contract are being accounted for separately,
how should premiums be allocated to each portion of the contract?

A: No specific method for allocating the reinsurance premiums to the risks covered by the
prospective and retroactive portions of a contract is required. 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 a reasonable basis for
allocating the premiums between the prospective and retroactive coverage does not exist, the
entire contract must be accounted for as a retroactive contract.

30. Q: A retroactive reinsurance contract contains a cut-through provision that provides the ceding
entity’s policyholders and claimants with the right to recover their claims directly from the
reinsurer. May the ceding entity immediately recognize earned surplus associated with this type
of contract?

A: No. SSAP No. 62R states that earned surplus may not be recognized “until the actual retroactive
reinsurance recovered exceeds the consideration paid.”

31. Q: A ceding entity enters into a retroactive reinsurance agreement that gives rise to segregated
surplus. If the reinsurer prepays its obligation under the contract, may the ceding entity recognize
earned surplus at the time the prepayment is received?

A: Segregated surplus arising from retroactive reinsurance transactions is earned as actual liabilities
that have been transferred are recovered or terminated. Therefore, earned surplus is based on
when the reinsurer settles its obligations to the ceding entity, and it may be appropriate to
recognize earned surplus at the time the prepayment is received.

However, all of the facts and circumstances must be considered to determine whether the ceding
entity has substantively recovered the liabilities transferred to the reinsurer. For example, if the
ceding entity agrees to compensate the reinsurer for the prepayment, such as by crediting the
reinsurer with investment income on prepaid amounts or balances held, the ceding entity has not,
in substance, recovered its transferred liabilities but rather has received a deposit from the
reinsurer that should be accounted for accordingly.

32. Q: If the ceding entity does not expect to receive any recoveries because the reinsurer has agreed to
reimburse claimants under the reinsured contracts directly, would the ceding entity be considered
to have recovered or terminated its transferred liabilities?

A: No. In the example given, the reinsurer is substantively acting as disbursing agent for the ceding
entity. Therefore, the ceding entity cannot be said to have recovered amounts due from the
reinsurer before payment is made to the claimant.

33. Q: What accounting entries would a ceding entity make to report a retroactive reinsurance contract?

A: Accounting Entries for a Ceding Entity to Report a Retroactive Reinsurance Contract:

Entry 1
Retroactive Reinsurance Reserves
Ceded or Assumed (B/S) 10,000
Retroactive Reinsurance Gain (I/S) 2,000
Cash 8,000
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To record initial portfolio transfer see items #3 and #8. The ceding entity must establish the
segregated surplus per item #4.

Entry 1A
Retro. Reins. Gain 2,000

Profit/Loss Account 2,000
To close gain from retroactive transaction.

Entry 1B
Profit/Loss Account 2,000

Special Surplus from Retro. Reins. 2,000
To close profit from retroactive reinsurance to special surplus.

Entry 2
Cash 2,000

Retroactive Reinsurance Reserves 2,000
Ceded or Assumed (B/S)

To record recovery of paid losses from the reinsurer. Outstanding ceded reserves after this
recovery equals $8,000, and special surplus from retroactive reinsurance account equals $2,000;
therefore, segregated surplus account is not changed per item #10.

Entry 3
Retroactive Reinsurance Reserves

Ceded or Assumed (B/S) 3,000
Retroactive Reinsurance Gain (I/S) 3,000

To record subsequent revision of the initial reserves ceded per item #10. The segregated surplus
account is increased to $5,000 as a result of this upward development.

Entry 3A
Retro. Reinsurance Gain 3,000

Profit/Loss Account 3,000
To close profit from retroactive reinsurance.

Entry 3B
Profit/Loss (I/S) 3,000

Special Surplus from Retro. Reins. 3,000

To close profit and loss account to special surplus. (Retroactive reinsurance reserves ceded or
assumed account balance equals $11,000. Special Surplus from retroactive reinsurance balance
equals $5,000.)

Entry 4
Cash 4,000

Retroactive Reinsurance Reserves
Ceded or Assumed (B/S) 4,000

To record recovery of paid losses from the reinsurer. Outstanding ceded reserves after this
recovery equals $7,000, therefore segregated surplus account is not changed per item #10.
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Entry 5
Cash 3,000

Retroactive Reinsurance Reserves
Ceded or Assumed (B/S) 3,000

To record recovery of paid losses from reinsurer. Outstanding ceded reserves after recovery
equals $4,000, therefore the following entry is needed per items #6 and #10.

Entry 5A
Special Surplus—Retro. Reins. 1,000

Unassigned Funds 1,000
Retroactive Reinsurance reserves ceded or assumed after this entry equals $4,000.

Entry 6
Retroactive Reinsurance Loss (I/S) 1,000

Retroactive Reinsurance Reserves
Ceded or Assumed (B/S) 1,000

To record subsequent revision of the initial reserves ceded per item #10. The segregated surplus
account is decreased as a result of this downward development to $3,000. The following entry is
needed per items #6 and #10.

Entry 6A
Profit/Loss Account 1,000

Retro. Reins. Loss 1,000
To close loss to profit and loss account.

Entry 6B
Special Surplus from Retro. Reins. 1,000

Profit/Loss Account 1,000

To close profit and loss account to special surplus. (Remaining balance of retroactive reinsurance
reserve ceded or assumed account equals $3,000.) (Special surplus from retro. reins. account
balance equals $3,000.)

Entry 7
Cash 2,500

Retroactive Reinsurance Gain (I/S) 500
Retroactive Reinsurance Reserves
Ceded or Assumed (B/S) 3,000

Entry 7A
Profit and Loss Account 500

Retro. Reins. Gain 500
To close other income to profit and loss account.

Entry 7B
Special Surplus from Retro. Reins. 500

Profit/Loss Account 500
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34. Q:

To close profit and loss account to special surplus. (Remaining balance of special surplus from
retro. reins. account equals $2,500.) (Remaining balance of retroactive reinsurance reserve ceded
or assumed account -0-.)

Entry 7C
Special Surplus from Retro. Reins. 2,500

Unassigned Funds 2,500

To close remaining special surplus account to unassigned surplus.

How should the parties account for an adverse loss development reinsurance contract where, as of
the statement date, the attachment level of the contract exceeds the ceding company’s current
case and IBNR reserves for the covered accident years (i.e. no surplus gain and no reinsurance
recoverable as of the statement date), and the ceding company transferred cash to the reinsurer at
the inception of the contract?

A: An adverse loss development reinsurance contract covering prior accident years meets the

definition of “retroactive reinsurance” set forth in paragraph 22 of SSAP No. 62R:

....reinsurance in which a reinsurer agrees to reimburse a ceding entity for liabilities
incurred as a result of past insurable events covered under contracts subject to the
reinsurance....

Paragraph 29.k. of SSAP No. 62R specifically provides that the consideration paid for a
retroactive reinsurance contract is to be recorded as a decrease in ledger assets by the ceding
entity and an increase in ledger assets by the assuming entity.

Question 33 illustrates the accounting entries for retroactive reinsurance contracts.

If the retroactive reinsurance contract transfers both components of insurance risk then, pursuant
to paragraph 29 of SSAP No. 62R, the ceding company would record the consideration paid as a
decrease in ledger assets, recognize an expense for the reinsurance ceded through Other Income
or Loss accounts as a write-in item identified as “Retroactive Reinsurance Ceded”, and record the
recoverable from the reinsurer as a contra liability.

No contra liability is established until and unless (and then only to the extent that) the ceding
company establishes reserves which exceed the attachment point.

For the contract described, at inception no contra liability is recorded to offset current liability for
the business ceded, since the ceded retroactive reinsurance premium relates to coverage in excess
of the current liabilities recorded by the ceding company.

Once the ceding company’s recorded liabilities exceed the attachment point of the adverse loss
development reinsurance contract and triggers reinsurance recoverable from the reinsurer, a
contra liability is established by the ceding company for the amount of the reinsurance
recoverable. Any surplus resulting from the retroactive reinsurance is carried as a write-in item on
the balance sheet designated as “Special Surplus from Retroactive Reinsurance Account.” The
surplus gain may not be classified as unassigned funds (surplus) until the actual retroactive
reinsurance recovered exceeds the consideration paid.

If any portion of a retroactive reinsurance contract does not transfer insurance risk, then the
portion which does not transfer risk is accounted for as a deposit pursuant to paragraph 35. The
deposit is reported as an admitted asset of the ceding company if the reinsurer is licensed,
accredited, certified or otherwise qualified in the ceding company’s state of domicile as described
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in Appendix A-785, or if there are funds held by or on behalf of the ceding company as described
in that appendix. Receipts and disbursements under the contract are recorded through the
deposit/liability accounts. Amounts received in excess of the deposit made are recognized as a
gain in the Other Income or Loss account.

Accounting entries for a ceding entity to report a retroactive reinsurance contract at the inception
of which the cedent’s reserves are lower than the attachment point of the reinsurance coverage:

Assume the company pays $16m to purchase adverse development coverage of $50m, above an
attachment point.

Entry 1:  Payment of Retrospective Reinsurance Premium
Retrospective Reinsurance Expense* $16m
Cash $16m

The company pays $16m premium for the retrospective reinsurance contract.
*This is an Other Expense item, it does not flow through Schedule F or Schedule P.

Entry 2:  Adverse Development Reaches the Attachment Point

Losses Incurred $25m

Gross Loss Reserve $25m
Recoverable on Retro Reinsurance Contract** $25m

Other Income* $9m

Contra — Retro Reinsurance Expense* $16m
Surplus*** $9m

Segregated Surplus®** $9m

The company incurs $25m development on reserves related to the contract.

*These are Other Income/Expense items do not flow through Schedule F or Schedule P.
**A contra-liability write-in item, not netted against loss reserves.

***Surplus is segregated in the amount of [$25m - $16m = $9m] recoverables less
consideration paid.

Entry 3:  Cash is Recovered on Paid Losses

Cash $20m

Recoverable on Retrospective Reinsurance Contract $20m
Segregated Surplus $4m

Surplus $4m

The company recovers $20m cash from reinsurer on this retro contract. Segregated
Surplus decreases in the amount of [$20m - $16m = $4m] (decreases for amount
recovered in excess of consideration paid).

35.Q: How should a ceding company account for payment of the premium for a retroactive reinsurance
contract by the ceding company’s parent company or some other person not a party to the
reinsurance contract (for example, adverse loss development reinsurance contracts purchased by
the parent company in the context of the purchase or sale of the ceding company)?

© 1999-2017 National Association of Insurance Commissioners 62R-37



SSAP No. 62R Statement of Statutory Accounting Principles

A: If the reinsurance premium is not paid directly by the ceding company but is instead paid on
behalf of the ceding company by the ceding company’s parent company or some other entity not
a party to the reinsurance contract, then the ceding company should (1) record an increase in
gross paid in and contributed surplus in the amount of the reinsurance premium to reflect the
contribution to surplus by the parent or third party payor, and (2) record an expense in the amount
of the reinsurance premium and account for the contract as provided in Questions 33 and 34.
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EXHIBIT B — P&C RUNOFF REINSURANCE TRANSACTIONS
The following provides illustrative journal entries for P&C Runoff Reinsurance Transactions.

Example 1: Transfer of existing block of runoff business with no residual UPR on books of Transferor

Cedent/Transferor DR CR

Day 1 — Cedent transfers 50,000 in reserves for 50,000

Ceded Reinsurance Recoverable (U&I Part 2A & Sch. F) Contra Liab T 50,000

Cash Asset | 50,000
Losses Paid (U/W Part 2 & Sch. P) I/S | 50,000

Change in Reserves - Incurred Losses (U&I Part 2) I/S1t 50,000

Unlike novation, gross reserves stay on books of transferor

Day 360 — Negative Development on Transferred Business -

3,000
Reinsurance Recoverable on Unpaid Losses (Sch. F) Contra Liab T 3,000
Reserves for Unpaid Losses (U&I Part 2A & Sch. P) Liab 1 3,000
Day 540 — Reinsurer Pays the Loss @ Reported Reserve
Reserves for Unpaid Losses (U&I Part 2A & Sch. P) Liab | 53,000
Ceded Reinsurance Recoverable (U&I Part 2A & Sch. F) Contra Liab | 53,000

Reinsurer/ Transferee
Day 1 — Cedent transfers 50,000 in reserves for 50,000

Cash Asset 1 50,000
Reported Losses on Reins. Assumed (U&I Part 2A & Liab 1 50,000
Sch. P)
Change In Reserves — Incurred Losses (U&I Part 2) I/S | 50,000
Losses Paid or Incurred (negative) (U&I Part 2 & Sch. P) /St 50,000
Day 360 — Negative Development on Transferred Business -
3,000:
Change in Reserves — Incurred Losses (U&I Part 2) I/S| 3,000
Reserves for Unpaid Losses (U&I Part 2A & Sch. P) Liab 1 3,000
Day 540 — Reinsurer Pays the Loss
Reserves for Unpaid Losses (U&I Part 2A & Sch. P) Liab | 53,000
Cash Asset | 53,000
Comments:

Since the Transferor is ceding incurred losses neither party should have premium impacted. To do that
would distort many financial ratios.
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Example 2: Transfer of existing block of runoff business with some residual UPR of 10,000 on books of
Transferor (this should be less common).

Cedent/Transferor DR CR

Day 1 — Cedent transfers 50k in reserves & 10k UPR for

60,000
Ceded Reinsurance Recoverable (U&I Part 2A & Sch. Contra Liab T 50,000
F)
Unearned Premium Reserve (U&I Part 1 & 1A) Liab | 10,000
Cash Asset | 60,000
Ceded Premium Written (U&I Part 1B) /S| 10,000
Losses Paid (U&I Part 2 & Sch. P) /S| 50,000
Change in Reserves - Incurred Losses (U&I Part 2) /S 50,000
Change in UPR (U&lI Part 1 & 1A) /S 10,000
Unlike novation, gross reserves stay on books of
transferor

Day 180 — Premium is Fully Earned (Assumes 80% Loss

Ratio)
Ceded Reinsurance Recoverable (U&I Part 2A & Sch. Contra Liab T 8,000
F)
Reserves for Unpaid Losses (U&I Part 2A & Sch. P) Liab 1 8,000

To mirror the increase in unpaid losses by the transferee

Day 360 — Negative Development on Transferred Business

- 3,000:
Reinsurance Recoverable on Unpaid Losses (Sch. F) Contra Liab 7 3,000
Reserves for Unpaid Losses (U&I Part 2A & Sch. P) Liab 1 3,000
Day 540 — Reinsurer Pays the Loss @ Reported Reserves
(50+8+3)
Reserves for Unpaid Losses (U&I Part 2A & Sch. P) Liab | 61,000
Ceded Reinsurance Recoverable (U&I Part 2A & Sch. Contra Liab | 61,000
F)
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Reinsurer/Transferee
Day 1 — Cedent transfers 50k in reserves & 10k UPR for
60,000
Cash Asset 1 60,000
Reported Losses on Reins. Assumed (U&I Part 2A & Liab 1 50,000
Sch. P)
Unearned Premium Reserve (U&I Part 1 & 1A) Liab 1 10,000
Assumed Premium Written (U&I Part 1B) I/S1 10,000
Change In Reserves — Incurred Losses (U&I Part 2) I/S | 50,000
Change in UPR (U&I Part 1 & 1A) I/S | 10,000
Losses Paid or Incurred (negative) (U&I Part 2 & /St 50,000
Sch. P)
Day 180 — Premium is Fully Earned (Assumes 80% Loss
Ratio)
Unearned Premium Reserve (U&I Part 1 & 1A) Liab | 10,000
Reserves for Unpaid Losses (U&I Part 2A & Sch. P) Liab 1 8,000
Change In Reserves — Incurred Losses (U&I Part 2) I/S| 8,000
Change in UPR (U&I Part 1 & 1A) I/S1 10,000

To record the increase in unpaid losses by the transferee

Day 360 — Negative Development on Transferred Business

-3,000:
Change In Reserves — Incurred Losses (U&I Part 2) 1/S| 3,000
Reserves for Unpaid Losses (U&I Part 2A & Sch. P) Liab 1 3,000
Day 540 — Reinsurer Pays the Loss @ Reported Reserves
(50+8+3)
Reserves for Unpaid Losses (U&I Part 2A & Sch. P) Liab | 61,000
Cash Asset | 61,000
Comments:

In this second example, the portion of the runoff business that has an UPR associated with it is essentially
booked as prospective reinsurance. Other elements of the example are the same except that we assumed
an 80% loss ratio on the unearned portion of the business.
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EXHIBIT C - ILLUSTRATION OF A REINSURANCE CONTRACT THAT IS ACCOUNTED
FOR AS A DEPOSIT USING THE INTEREST METHOD

Assumptions:

Premium = $1,000 (assumes no commissions or allowances)

Coverage Period = 1 year

Initial expected recoveries = $225 per year (at end of year) for five years
Initial Implicit rate = 4 percent™

*present value of $225 per year for five years at 4 percent = $1,000
At the end of Year 2, the timing of anticipated recoveries under the reinsurance contract changes.

A reevaluation of the implicit interest rate produces a rate of 3.63 percent and an asset of $640 at
the end of the year.

Description Interest Income Cash Recoveries Deposit Balance
Initial payment $1,000
Year 1 (4%) $ 40 $1,040
End of Year 1 $ (225) $ 815
Year 2 (4%) $33 $ 848
End of Year 2 $ (200) $ 648
Yield Adjustment $(8) $ 640
Year 3 (3.63%) $23 $ 663
End of Year 3 $(175) $ 488
Year 4 (3.63%) $18 $ 506
End of Year 4 $ (175) $ 331
Year 5 (3.63%) $ 12 $ 343
End of Year 5 $ (175) $ 168
Year 6 (3.63%) $7 $ 175
End of Year 6 $ (175) § 0

At the inception of the contract, the ceding insurer records a deposit asset of $§ 1,000 and the
assuming company, a $1,000 deposit liability. The asset is admitted providing the conditions for
credit for reinsurance are met.

At subsequent reporting dates, the deposit asset is adjusted by calculating the effective yield on
the reinsurance agreement to reflect actual payments to date and expected future payments with a
corresponding credit to interest income by the ceding company and interest expense by the
assuming company.

At the end of year two, it is determined that the expected cash flows will differ from previous
estimates, resulting in a lower effective yield on the deposit asset. The deposit asset is adjusted to
the amount that would have existed at the reporting date had the new effective yield been applied
from the inception of the reinsurance agreement. The adjustment is charged to interest income,
i.e., as a reduction of interest income. Interest income during the remaining term of the agreement
is reduced accordingly (i.e., the yield is reduced from 4.0% to 3.63%).
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Underwriting Pools

SCOPE OF STATEMENT

1. This statement establishes statutory accounting principles for underwriting pools and
associations.

SUMMARY CONCLUSION

2. Underwriting pools and associations can be categorized as follows: (a) involuntary, (b) voluntary,

and (c) intercompany.

3. Involuntary pools represent a mechanism employed by states to provide insurance coverage to
those with higher than average probability of loss who otherwise would be excluded from obtaining
coverage. Reporting entities are generally required to participate in the underwriting results, including
premiums, losses, expenses, and other operations of involuntary pools, based on their proportionate share
of similar business written in the state. Involuntary plans are also referred to as residual market plans,
involuntary risk pools, and mandatory pools.

4. Voluntary pools are similar to involuntary pools except they are not state mandated and a
reporting entity participates in the pool voluntarily. In addition, voluntary pools are not limited to the
provision of insurance coverage to those with higher than average probability of loss, but often are used to
provide greater capacity for risks with exceptionally high levels of insurable values (e.g., aircraft, nuclear
power plants, refineries, and offshore drilling platforms).

5. Intercompany pooling relates to business which is pooled among affiliated entities who are party
to a pooling arrangement."™" %02

6. Participation in a pool may be on a joint and several basis, i.e., in addition to a proportional share
of losses and expenses incurred by the pool, participants will be responsible for their share of any
otherwise unrecoverable obligations of other pool participants. In certain instances, one or more entities
may be designated as servicing carriers for purposes of policy issuance, claims handling, and general
administration of the pooled business, while in other cases a pool manager or administrator performs all
of these functions and simply bills pool participants for their respective shares of all losses and expenses
incurred by the pool. In either case, liabilities arising from pooled business are generally incurred on a
basis similar to those associated with non-pooled business, and should therefore be treated in a manner
consistent with the guidelines set forth in SSAP No. SR—Liabilities, Contingencies and Impairments of
Assets (SSAP No. 5R).

7. Intercompany pooling arrangements involve establishment of a conventional quota share
reinsurance agreement under which all of the pooled business is ceded to the lead entity and then
retroceded back to the pool participants in accordance with their stipulated shares. Arrangements whereby
there is one lead company that retains 100% of the pooled business and all or some of the affiliated
companies have a 0% net share of the pool may qualify as intercompany pooling. In these arrangements,
only the policy issuing entity has direct liability to its policyholders or claimants; other pool participants
are liable as reinsurers for their share of the issuing entity’s obligations. Although participants may use
different assumptions (e.g., discount rates) in recording transactions, the timing of recording transactions
shall be consistently applied by all participants.

8. Underwriting results relating to voluntary and involuntary pools shall be accounted for on a gross
basis whereby the participant’s portion of premiums, losses, expenses, and other operations of the pools
are recorded separately in the financial statements rather than netted against each other. Premiums and
losses shall be recorded as direct, assumed, and/or ceded as applicable. If the reporting entity is a direct
writer of the business, premiums shall be recorded as directly written and accounted for in the same
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manner as other business which is directly written by the entity. To the extent that premium is ceded to a
pool, premiums and losses shall be recorded in the same manner as any other reinsurance arrangement. A
reporting entity who is a member of a pool shall record its participation in the pool as assumed business
as in any other reinsurance arrangement.

9. Underwriting results relating to intercompany pools shall be accounted for and reported as
described in paragraph 8. While it is acceptable that intercompany pooling transactions be settled through
intercompany arrangements and accounts, intercompany pooling transactions shall be reported on a gross
basis in the appropriate reinsurance accounts consistent with other direct, assumed and ceded business.

10. Equity interests in, or deposits receivable from, a pool represent cash advances to provide funding
for operations of the pool. These are admitted assets and shall be recorded separately from receivables
and payables related to a pool’s underwriting results. Receivables and payables related to underwriting
results shall be accounted for in accordance with the guidance in paragraphs 6-8. If it is probable that
these receivables are uncollectible, any uncollectible amounts shall be written off against operations in the
period such determination is made. If it is reasonably possible a portion of the balance is uncollectible but
is not written off, disclosure requirements outlined in SSAP No. 5R shall be followed.

Disclosures

11. If a reporting entity is part of a group of affiliated entities which utilizes a pooling arrangement
under which the pool participants cede substantially all of their direct and assumed business to the pool,
the financial statements shall include:

a. A description of the basic terms of the arrangement and the related accounting;

b. Identification of the lead entity and of all affiliated entities participating in the
intercompany pool (include NAIC Company Codes) and indication of their respective
percentage shares of the pooled business;

c. Description of the lines and types of business subject to the pooling agreement;

d. Description of cessions to non-affiliated reinsurers of business subject to the pooling
agreement, and indication of whether such cessions were prior to or subsequent to the
cession of pooled business from the affiliated pool members to the lead entity;

e. Identification of all pool members which are parties to reinsurance agreements with non-
affiliated reinsurers covering business subject to the pooling agreement and which have a
contractual right of direct recovery from the non-affiliated reinsurer per the terms of such
reinsurance agreements;

f. Explanation of any discrepancies between entries regarding pooled business on the
assumed and ceded reinsurance schedules of the lead entity and corresponding entries on
the assumed and ceded reinsurance schedules of other pool participants;

g. Description of intercompany sharing, if other than in accordance with the pool
participation percentage, of the Provision for Overdue Reinsurance (Schedule F, Part 8)
and the write—off of uncollectible reinsurance;

h. Amounts due to/from the lead entity and all affiliated entities participating in the
intercompany pool as of the balance sheet date.

12. Refer to the Preamble for further discussion regarding disclosure requirements.
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Effective Date and Transition

13. This statement is effective for years beginning January 1,2001. A change resulting from the
adoption of this statement shall be accounted for as a change in accounting principle in accordance with
SSAP No. 3—Accounting Changes and Corrections of Errors.

REFERENCES

Relevant Issue Papers

. Issue Paper No. 97—Underwriting Pools and Associations Including Intercompany Pools
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Property and Casualty Contracts
SCOPE OF STATEMENT

1. This statement establishes statutory accounting principles for property and casualty insurance
contracts. Topics not covered by this statement shall comply with the more general statutory accounting
guidance.

2. Topics specific to title insurance, mortgage guaranty insurance, and financial guaranty insurance
are not within the scope of this statement. These topics are addressed in SSAP No. 57—Title Insurance,
SSAP No. 58—Mortgage Guaranty Insurance, and SSAP No. 60—Financial Guaranty Insurance.

SUMMARY CONCLUSION

3. Property and casualty insurance contracts can be written to cover insured events on the following
reporting bases:

a. Occurrence—These policies cover insured events that occur within the effective dates of
the policy regardless of when they are reported to the reporting entity. Liabilities for
losses on these policies shall be recorded when the insured event occurs;

b. Claims-made—These policies cover insured events that are reported (as defined in the
policy) within the effective dates of the policy, subject to retroactive dates when
applicable. Liabilities for losses on these policies shall be recorded when the event is
reported to the reporting entity; and

c. Extended reporting—Endorsements to claims-made policies covering insured events
reported after the termination of a claims-made contract but subject to the same
retroactive dates where applicable. See paragraphs 7 and 8 for guidance for when
premium shall be earned and losses shall be recorded.

Claims-Made Policies

4. Normally, when claims-made coverage is obtained, existing coverage is being replaced. The
existing coverage may have been a claims-made policy or an occurrence policy. In either case, in an effort
to reduce premium costs, the insured may request that the claims-made coverage cover only claims
reported within the effective dates of the policy that occur after a specified date. This specified date is
referred to as the retroactive date of the claims-made policy and eliminates duplicate coverage when
converting from occurrence coverage to claims-made coverage.

5. The liability for an insured event shall be determined in accordance with SSAP No. 55—Unpaid
Claims, Losses and Loss Adjustment Expenses (SSAP No. 55).

6. Extended reporting endorsements, commonly referred to as tail coverage, allow extended
reporting of insured events after the termination of a claims-made contract. Extended reporting
endorsements modify the exposure period of the underlying contract and can be for a defined period (e.g.,
six months, one year, five years) or can be for an indefinite period.

7. When a reporting entity issues an extended reporting endorsement or contract and the preceding
claims-made policy terminates, the reporting entity assumes liability for unreported claims and expense.
This extended reporting coverage can be issued for an indefinite period or a fixed period. For indefinite
reporting periods, premium shall be fully earned and loss and expense liability associated with unreported
claims shall be recognized immediately. For coverage for a fixed period, premium shall be earned over
the term of the fixed period, the reporting entity shall establish an unearned premium reserve for the
unexpired portion of the premium and shall record losses as reported.
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8. Some claims-made policies provide extended reporting coverage at no additional charge in the
event of death, disability, or retirement of a natural person insured. In such instance, a policy reserve is
required to assure that premiums are not earned prematurely. The amount of the reserve should be
adequate to pay for all future claims arising from these coverage features, after recognition of future
premiums to be paid by current insureds for these benefits. The reserve, entitled “extended reporting
endorsement policy reserve” shall be classified as a component part of the unearned premium reserve
considered to run more than one year from the date of the policy.

9. When the anticipated losses, loss adjustment expenses, and maintenance costs anticipated to be
reported during the extended reporting period exceed the recorded unearned premium reserve for a
claims-made policy, a premium deficiency reserve shall be recognized in accordance with SSAP No. 53—
Property Casualty Contracts—Premiums.

Discounting

10. With the exception of fixed and reasonably determinable payments such as those emanating from
workers’ compensation tabular indemnity reserves and long-term disability claims, property and casualty
loss reserves shall not be discounted. No loss adjustment expense reserves shall be discounted.

11. Tabular reserves are indemnity reserves that are calculated using discounts determined with
reference to actuarial tables which incorporate interest and contingencies such as mortality, remarriage,
inflation, or recovery from disability applied to a reasonably determinable payment stream. Tabular
reserves shall not include medical loss reserves or loss adjustment expense reserves.

12. Due to several instances in which states have prescribed or permitted practices to allow
discounting on a non-tabular basis, recommended guidelines for discounting non-tabular unpaid loss and
LAE are provided within Exhibit A. If a state has a prescribed or permitted practice allowing the use of
discounts, or if discounting is utilized in accordance with this SSAP, financial statement disclosures are
required in accordance with paragraphs 13-16.

13. In accordance with SSAP No. 3—Accounting Changes and Corrections of Errors (SSAP No. 3), a
change in the discount rate used in discounting loss reserves shall be accounted for as a change in
estimate. SSAP No. 3 requires changes in estimates to be included in the statement of income in the
period the change becomes known.

14. The financial statements shall disclose whether or not any of the liabilities for unpaid losses or
unpaid loss adjustment expenses are discounted, including liabilities for workers’ compensation. The
following disclosures, for each line of business, shall be made separately:

a. Table(s) used;

b. Rate(s) used;

c. The amount of discounted liability reported in the financial statement; and

d. The amount of tabular discount, by the line of business and reserve category (i.e., case

and Incurred But Not Reported (IBNR)).

15. If the rate(s) used to discount prior accident years’ liabilities have changed from the previous
financial statement or if there have been changes in other key discount assumptions such as payout
patterns, the financial statements shall disclose:

a. Amount of discounted current liabilities at current rate(s) and assumption(s) (exclude the
current accident year);

© 1999-2017 National Association of Insurance Commissioners 654



Property and Casualty Contracts SSAP No. 65

b. Amount of discounted current liabilities at previous rate(s) and assumption(s) (exclude
the current accident year);

C. Change in discounted liability due to change in interest rate(s) and assumption(s); and

d. Amount of non-tabular discount, by line of business and reserve category (i.e., case,
defense and cost containment, adjusting and other).

16. Refer to the Preamble for further discussion regarding disclosure requirements.
Structured Settlements

17. Structured settlements are periodic fixed payments to a claimant for a determinable period, or for
life, for the settlement of a claim. Frequently a reporting entity will purchase an annuity to fund the future
payments. Reporting entities may purchase an annuity in which the entity is the owner and payee, or an
annuity in which the claimant is the payee. When annuities are purchased to fund periodic fixed
payments, they shall be accounted for as follows:

a. When the reporting entity is the owner and payee, no reduction shall be made to loss
reserves. The annuity shall be recorded at its present value and reported as an other-than-
invested asset. Income from the annuities shall be recorded as miscellaneous income. The
present value of the annuity and the related amortization schedule shall be obtained from
the issuing life insurance company at the time the annuity is purchased; and

b. When the claimant is the payee, loss reserves shall be reduced to the extent that the
annuity provides for funding of future payments. The cost of the annuities shall be
recorded as paid losses.

18. Statutory accounting and Generally Accepted Accounting Principles (GAAP) are consistent for
the accounting of structured settlement annuities where the reporting entity is the owner and payee, and
where the claimant is the owner and payee and the reporting entity has been released from its obligation.
GAAP distinguishes structured settlement annuities where the owner is the claimant and a legally
enforceable release from the reporting entity’s liability is obtained from those where the claimant is the
owner and payee but the reporting entity has not been released from its obligation. GAAP requires the
deferral of any gain resulting from the purchase of a structured settlement annuity where the claimant is
the owner and payee yet the reporting entity has not been released from its obligation. Statutory
accounting treats these settlements as completed transactions and considers the earnings process
complete, thereby allowing for immediate gain recognition.

19. The following information regarding structured settlements shall be disclosed in the financial
statements:
a. The amount of reserves no longer carried by the reporting entity because it has purchased

annuities with the claimant as payee, and the extent to which the reporting entity is
contingently liable for such amounts should the issuers of the annuities fail to perform
under the terms of the annuities; and

b. The name, location, and aggregate statement value of annuities due from any life insurer
to the extent that the aggregate value of those annuities equal or exceed 1% of
policyholders’ surplus. This disclosure shall only include those annuities for which the
reporting entity has not obtained a release of liability from the claimant as a result of the
purchase of an annuity. The reporting entity shall also disclose whether the life insurers
are licensed in the reporting entity’s state of domicile.
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20. Refer to the Preamble for further discussion regarding disclosure requirements.
Policies with Coverage Periods Equal to or in Excess of Thirteen Months

21. Some property and casualty insurance contracts are written for coverage periods that equal or
exceed thirteen months. These contracts may be single premium or fixed premium policies, and generally
are not subject to cancellation or premium modification by the reporting entity. The most common
policies with such coverage periods are home warranty and mechanical breakdown policies. Accordingly,
this guidance is primarily focused on home warranty and mechanical breakdown policies and does not
apply to multiple-year contracts comprised of single-year policies, each of which have separate premiums
and annual aggregate deductibles.

22. Revenues are generally not received in proportion to the level of exposure or period of exposure.
In order to recognize the economic results of the contract over the contract period, a liability shall be
established for the estimated future policy benefits while taking into account estimated future premiums
to be received. Unearned premiums shall be recorded in accordance with paragraphs 23-33 of this
statement.

23. Paragraphs 24-33 shall apply to all direct and assumed contracts or policies (“contracts”),
excluding financial guaranty contracts, mortgage guaranty contracts, and surety contracts, that fulfill both
of the following conditions:

a. The policy or contract term is greater than or equal to 13 months; and

b. The reporting entity can neither cancel the contract, nor increase the premium during the
policy or contract term.

24. At any reporting date prior to the expiration of the contracts, the reporting entity is required to
establish an adequate unearned premium reserve, to be reported as the unearned premium reserve. For
each of the three most recent policy years, the gross (i.e., direct plus assumed) unearned premium reserve
shall be no less than the largest result of the three tests described in paragraphs 27-29. For years prior to
the three most recent policy years, the gross unearned premium reserve shall be no less than the larger of
the aggregate result of Test 1 or the aggregate result of Test 2 or the aggregate result of Test 3 taken over
all of those policy years.

25. Any reserve credit applicable for reinsurance ceded shall be appropriately reflected in the
financial statements with the resulting net unearned premium reserve being established by the reporting
entity.

26. The projected losses and expenses may be reduced for expected salvage and subrogation
recoveries, but may not be reduced for anticipated deductible recoveries, unless the deductibles are
secured by a letter of credit (LOC) or like security. Projected salvage and subrogation recoveries (net of
associated expenses) shall be established based on reporting entity experience, if credible; otherwise,
based on industry experience.

27. Test 1 is management’s best estimate of the amounts refundable to the contractholders at the
reporting date.

28. Test 2 is the gross premium multiplied by the ratio of paragraph 28.a. to paragraph 28.b.:

a. Projected future gross losses and expenses to be incurred during the unexpired term of the
contracts; and

b. Projected total gross losses and expenses under the contracts.
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29. Test 3 is the projected future gross losses and expenses to be incurred during the unexpired term
of the contracts as adjusted below, reduced by the present value of the future guaranteed gross premiums,
if any.

a. A provision for investment income is permitted in the unearned premium reserve only

with respect to the projected future losses and expenses used to determine the unearned
premium reserve, and not with respect to incurred but unpaid losses and expenses;

b. A provision for investment income on projected future losses and expenses may be
calculated to the expected date the loss or expense is incurred, not from the expected date
of payment;

c. The rate of interest used to calculate the provision for investment income shall be

reviewed and changed as necessary at each reporting date and shall not exceed the lesser
of the following two standards:

1. The reporting entity’s future net yield to maturity on statutory invested assets as
shown in Schedule D, less a 1.5% actuarial provision for adverse deviations; or

1i. The current yield to maturity on a United States Treasury debt instrument
maturing in five (5) years as of the reporting date.

d. The reporting entity’s statutory invested assets shall be reduced by the loss and loss
adjustment expense reserves on unpaid losses and expenses to calculate “available
invested assets.” If the available invested assets are less than the result of Test 3, as
calculated above, an “invested asset shortfall” exists. In this event, the Test 3 reserve
shall be recalculated with the provision for investment income based on the restricted
amount of available invested assets.

30. For the purposes of Tests 2 and 3 above, “expenses” shall include all incurred and anticipated
expenses related to the issuance and maintenance of the policy, including loss adjustment expenses,
policy issuance and maintenance expenses, commissions, and premium taxes.

31. The projected future losses and expenses are to be re-estimated for each reporting date, and the
most recent estimate of these projected losses and expenses is to be used in these Tests. If a range is
selected and no single point in the range is identified as being the most likely, then the midpoint of
management’s estimate of the range shall be used. For purposes of this statement, it is assumed that
management can quantify the high end of the range. If management determines that the high end of the
range cannot be quantified, then a range does not exist, and management’s best estimate shall be accrued.

32. The reporting entity shall provide an Actuarial Opinion and Report in conformity with the NAIC
Annual Statement Instructions for Property and Casualty Insurers. Exhibit A of the actuarial opinion
shall include the following three items:the Reserve for Direct and Assumed Unearned Premiums, the
Reserve for Net Unearned Premiums (as reported on Page 3), and any other premium reserve items on
which an opinion is being expressed. If any of these three items are material, the material item(s) must
also be covered in the opinion and relevant comments paragraphs of the actuarial opinion.

33. The actuarial report shall include a description of the manner in which the adequacy of the
amount of security for deductibles and self-insured retentions is determined. The actuarial report need not
assess the credit-worthiness of the specific securities (e.g. LOC’s), but the actuarial opinion must report
collectibility problems if known to the actuary.
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High Deductible Policies

34, Certain policies, particularly workers” compensation coverage, are available under high
deductible plans. High deductible plans differ from self insurance coupled with an excess of loss policy
because state laws generally require the reporting entity to fund the deductible and to periodically review
the financial viability of the insured and make an assessment of the suitability of the deductible plan to the
insured.

35. The liability for loss reserves shall be determined in accordance with SSAP No. 55. Because the
risk of loss is present from the inception date, the reporting entity shall reserve losses throughout the
policy period, not over the period after the deductible has been reached. Reserves for claims arising under
high deductible plans shall be established net of the deductible, however, no reserve credit shall be
permitted for any claim where any amount due from the insured has been determined to be uncollectible.

36. If the policy form requires the reporting entity to fund all claims including those under the
deductible limit, the reporting entity is subject to credit risk, not underwriting risk. Reimbursement of the
deductible shall be accrued and recorded as a reduction of paid losses simultaneously with the recording
of the paid loss by the reporting entity.

37. If the reporting entity does not hold specific collateral for the policy, amounts accrued for
reimbursement of the deductible shall be billed in accordance with the provisions of the policy or the
contractual agreement and shall be aged according to the contractual due date. In the absence of a
contractual due date, billing date shall be utilized for the aging requirement. Deductible recoverables that
are greater than ninety days old shall be nonadmitted. However, if the reporting entity holds specific
collateral for the high deductible policy, ten percent of deductible recoverable in excess of collateral
specifically held and identifiable on a per policy basis, shall be reported as a nonadmitted asset in lieu of
applying the aging requirement; however, to the extent that amounts in excess of the 10% are not
anticipated to be collected they shall also be nonadmitted. The collateral requirements of this paragraph
may be satisfied when an insured provides one collateral instrument to secure amounts owed under
multiple policies, provided that the reporting entity has the contractual right to apply the collateral to the
high deductible policy. Collateral obtained at a group level that is not supported by an existing pooling
agreement requires a written allocation agreement among all collateral beneficiaries. The terms of such
agreement must be fair and equitable. Documentation supporting any allocation of collateral among
reporting entities must be maintained to allow proper calculation of the nonadmitted amounts and prohibit
double counting of collateral.

38. The financial statements shall disclose the amount of reserve credit that has been recorded for
high deductibles on unpaid claims and the amounts that have been billed and are recoverable on paid
claims.

39. Unsecured High Deductible Recoverables: If the individual obligor is part of a group under the
same management or control, such as a professional employer organization (PEO), list the individual
obligors, each of its related group members, and the total unsecured aggregate recoverables on high
deductible policies for the entire group.

40. Refer to the Preamble for further discussion regarding disclosure requirements.
Asbestos and Environmental Exposures

41. Asbestos exposures are defined as any loss or potential loss (including both first party and third
party claims) related directly or indirectly to the manufacture, distribution, installation, use, and
abatement of asbestos-containing material, excluding policies specifically written to cover these
exposures. Environmental exposures are defined as any loss or potential loss, including third party claims,
related directly or indirectly to the remediation of a site arising from past operations or waste disposal.
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Examples of environmental exposures include but are not limited to chemical waste, hazardous waste
treatment, storage and disposal facilities, industrial waste disposal facilities, landfills, superfund sites,
toxic waste pits, and underground storage tanks.

42. Reporting entities that are potentially exposed to asbestos and/or environmental claims shall
record reserves consistently with SSAP No. 55.

43. The financial statements shall disclose the following if the reporting entity is potentially exposed
to asbestos and/or environmental claims:

a. The reserving methodology for both case and IBNR reserves;

b. The amount paid and reserved for losses and loss adjustment expenses for asbestos and/or
environmental claims, on a direct, assumed and net of reinsurance basis. Each company
should report only its share of a group amount (after applying its respective pooling
percentage) if the company is a member of an intercompany pooling agreement;

C. Description of the lines of business written for which there is potential exposure of a
liability due to asbestos and/or environmental claims, and the nature of the exposure(s);

d. The following for each of the five most current calendar years' on both a gross and net of
reinsurance basis, separately for asbestos and environmental losses (including coverage
dispute costs):

Beginning reserves $
Incurred losses and loss adjustment expenses
Calendar year payments for losses and loss adjustment expenses
Ending reserves $
44, Refer to the Preamble for further discussion regarding disclosure requirements.
Excess Statutory Reserve

45. This statement eliminates the requirement to record excess statutory reserves. Excess statutory
reserves do not meet the definition of a liability established in SSAP No. SR—Liabilities, Contingencies
and Impairments of Assets.

Policyholder Dividends

46. Dividends to policyholders immediately become liabilities of the reporting entity when they are
declared by the board of directors and shall be recorded as a liability. Incurred policyholder dividends are
reported in the statement of income.

47. The financial statements shall disclose the terms of dividend restrictions, if any. Refer to the
Preamble for further discussion regarding disclosure requirements.

" The requirement for five years of data is only applicable to the annual statement blank. The audited statutory financial report is
only required to report two years. Additionally, the audited statutory financial statement shall include items not included in the
notes to the annual statement blank where the blank’s schedules and exhibits satisfy disclosure requirements that are not included
in the audited statutory financial statement (i.e., Since the audited financial statements do not include Schedule P, all of the SSAP
No. 55 disclosures shall be included in the audited notes to financial statements).
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Relevant Literature

48. Structured settlements are addressed in FASB Statement No. 113, Accounting and Reporting for
Reinsurance of Short-Duration and Long-Duration Contracts (FAS 113). FAS 113 is addressed in SSAP
No. 62R—Property and Casualty Reinsurance. This statement rejects the AICPA Audit and Accounting
Guide—Audits of Property and Liability Insurance Companies.

Effective Date and Transition

49. This statement is effective for years beginning January 1, 2001. To the extent that the
requirements of paragraphs 23-33 produce a higher reserve than the reporting entity would have
established through the use of their previous methodology, the reporting entity may phase in the
additional reserve over a period not to exceed three years. Such a phase in period shall only be permitted
if the reporting entity is able to demonstrate that it would not be operating in a hazardous financial
condition and that there is not adverse risk to its insureds. The phase in shall be at least 60% of the
difference between the reserve required by this statement and the reserve determined by the previous
methodology during the first year, 80% in the second year, and 100% in the third year. A change resulting
from the adoption of this statement shall be accounted for as a change in accounting principle in
accordance with SSAP No. 3. The guidance in the footnote of paragraph 43.d. was originally contained
within INT 02-10: Statutory Audit Report Notes and the Reporting Requirements Related to Discosures
Containing Multiple Year Information and was effective June 9, 2002.

REFERENCES

Other

. Actuarial Standard of Practice No. 20, Discounting of Property and Casualty Loss and
Loss Adjustment Expense

. NAIC Annual Statement Instructions for Property and Casualty Insurers
Relevant Issue Papers

. Issue Paper No. 65—Property and Casualty Contracts
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EXHIBIT A — GUIDELINES FOR STATES WHO PRESCRIBE OR PERMIT DISCOUNTING
ON A NON-TABULAR BASIS

As discussed in paragraph 10 of this statement, with the exception of fixed and reasonably determinable
payments such as those emanating from workers’ compensation tabular indemnity reserves and long-term
disability claims, property and casualty loss reserves shall not be discounted. However, one of the most
common prescribed or permitted state practices is to allow discounting of unpaid losses and unpaid loss
adjustment expenses on a non-tabular basis. The recommendations in this exhibit are not requirements
and therefore should only be viewed as a recommendation to those states that prescribe or permit non-
tabular discounting.

Recommended Prescribed or Permitted Practice Guidelines

The state of XYZ office will permit [insert domestic companies if prescribed or insert insurance company
name if prescribed] to discount its December 20XX unpaid loss (i.e., reported losses and incurred but not
reported losses) and unpaid loss adjustment expense (LAE) reserves on an non-tabular basis subject to the
following conditions:

1. The unpaid loss and LAE reserves shall be determined in accordance with Actuarial Standard of
Practice No. 20, Discounting of Property and Casualty Loss and Loss Adjustment Expense (and as agreed
to by an actuary) but in no event shall the rate used exceed the lesser of the following two standards:

a. If the reporting entity’s statutory invested assets are at least equal to the total of all
policyholder reserves, the reporting entity’s net rate of return on statutory invested assets,
less 1.5%, otherwise, the reporting entity’s average net portfolio yield rate less 1.5% as
indicated by dividing the net investment income earned by the average of the reporting
entity’s current and prior year total assets; or

b. The current yield to maturity on a United States Treasury debt instrument with maturities
consistent with the expected payout of the liabilities.

2. Disclosure of the [insert either prescribed or permitted practice] in compliance with the
requirements of the NAIC Accounting Practices and Procedures Manual and the NAIC Annual Statement
Instructions — Property and Casualty, including but not limited to:

Note 1 — Summary of Significant Accounting Policies
A. Disclosure of permitted practice

a. Disclose that the reporting entity employs a prescribed or permitted accounting
practice that departs from the NAIC Accounting Practices and Procedures; and

b. Disclose the monetary effect on net income and statutory surplus of using the
practice of discounting on a non-tabular basis rather than the NAIC statutory
accounting practice of discounting fixed and reasonably determinable payments
such as those emanating from workers’ compensation tabular indemnity reserves
and long-term disability claims.

Note 32 — Discounting of Liabilities for Unpaid Losses or Unpaid Loss Adjustment Expenses
XX.  Non-tabular discounting

a. Disclosure of whether the reporting entity is applying non-tabular discounting
based upon a state prescribed or permitted practice. If permitted, provide further
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disclosure as to the date domiciliary state issued permitted practice and the
expiration date of such practice;

b. Rate(s) used and the basis for the rate(s) used;

c. Amount of non-tabular discount disclosed by line of business and reserve
category (i.e., unpaid loss, incurred but not reported, defense and cost
containment expense, and adjusting and other expense); and

d. The amount of non-tabular discount reported in the statement.

Non-tabular discounting illustration:

Liability

M1 @ 3) “
Defense
& Cost Adjusting
Containment | & Other
Case | IBNR | Expense Expense
1. Homeowners/Farmowners
2. Private Passenger Auto Liability/Medical
3. Commercial Auto/Truck Liability/Medical
4. Workers” Compensation
5. Commercial Multiple Peril
6. Medical Malpractice — Occurrence
7. Medical Malpractice — Claims-Made
8. Special Liability
9. Other Liability — Occurrence
10. Other Liability — Claims-Made
11. Special Property
12.  Auto Physical Damage
13. Fidelity, Surety
14. Other (including Credit, Accident & Health)
15. International
16. Reinsurance Nonproportional Assumed Property
17. Reinsurance Nonproportional Assumed

Financial Lines

18. Reinsurance Nonproportional Assumed

19. Products Liability — Occurrence

20. Products Liability — Claims-Made

21. Financial Guaranty/Mortgage Guaranty

22. Total

The rates used to discount Medical Malpractice unpaid losses at December 31, 20X2 have
changed from the rates used at December 31, 20X1. At December 31, 20X2, the amount of
discounted Medical Malpractice unpaid losses, excluding the current accident year, is
$ . Had these unpaid losses been discounted at the rates used at December 31,
. The reduction in the

20X1 the amount of discounted liabilities would be $
discounted liability due to the change in rates is $

This illustration neither regulates, permits, nor prohibits the practice of discounting liabilities for
unpaid losses or unpaid loss adjustment expenses.
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Retrospectively Rated Contracts
SCOPE OF STATEMENT

1. This statement establishes statutory accounting principles for retrospectively rated contracts. This
statement applies to property and casualty contracts, life insurance contracts, and accident and health
contracts.

2. Retrospective reinsurance contracts are not within the scope of this statement. They are addressed
in SSAP No. 62R—Property and Casualty Reinsurance (SSAP No. 62R).

SUMMARY CONCLUSION

3. A retrospectively rated contract is one which has the final policy premium calculated based on the
loss experience of the insured during the term of the policy (including loss development after the term of
the policy) and the stipulated formula set forth in the policy or a formula required by law. The periodic
adjustments may involve either the payment of return premium to the insured or payment of an additional
premium by the insured, or both, depending on experience. Retrospective rating features are common in
certain property and casualty contracts, group life, and group accident and health contracts. Some
contracts have retrospective features required by law. Contracts with retrospective rating features are
referred to as loss sensitive contracts.

4. Amounts due from insureds and amounts due to insureds under retrospectively rated contracts
meet the definitions of assets and liabilities as set forth in SSAP No. 4—Assets and Nonadmitted Assets
and SSAP No. 5R—Liabilities, Contingencies and Impairment of Assets (SSAP No. 5R), respectively.
Amounts due from insureds and amounts due to insureds under retrospectively rated contracts are
admitted assets to the extent they conform to the requirements of this statement.

5. Initial premiums shall be recognized in accordance with SSAP No. 51R—Life Contracts, SSAP
No. 53—Property Casualty Contracts—Premiums, and SSAP No. 54R—Individual and Group Accident
and Health Contracts.

6. Specific funds received by the prescription drug plan sponsor from either the Medicare Part D
enrollee or the government as payment for standard coverage that will be subject to retrospective
premium adjustments should be accounted for under this statement. These funds include ‘Direct Subsidy’,
‘Low Income Subsidy (premium portion)’, ‘Beneficiary Premium (standard coverage portion)’, ‘Part D
Payment Demonstration” and ‘Risk Corridor Payment Adjustment’. The funds noted above have a final
policy amount that is calculated based on the loss experience of the insured during the term of the policy,
therefore should be treated as such. Refer to INT 05-05: Accounting for Revenues Under Medicare Part D
Coverage for additional information and definitions of terms specifically related to Medicare Part D
business.

7. Because policy periods do not always correspond to reporting periods and because an insured’s
loss experience may not be known with certainty until sometime after the policy period expires,
retrospective premium adjustments shall be estimated based on the experience to date using one of the
following methods:

a. Property and Casualty Contracts:

1. Use of actuarially accepted methods in accordance with filed and approved
retrospective rating plans. This includes but is not limited to the application of
historical ratios of retrospective rated developments to earned standard premium
to develop a ratio which is then applied to those policies for which no
retrospective calculation has been recorded or for which no modification to the
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recorded calculation is needed. This method results in the calculation of one
amount which is either a net asset or a net liability;

Reviewing each individual retrospectively rated risk, comparing known loss
development (including IBNR) with that anticipated in the policy contract to
arrive at the best estimate of return or additional premium earned at that point in
time. This method results in the calculation of an asset or a liability for each risk.
The total of all receivables shall be recorded as an asset and the total of all return
premiums shall be recorded as a liability.

b. Life and Accident & Health Contracts: Reporting entities offering group coverage have
extensive underwriting procedures and complex individually negotiated benefits and
contracts. Due to cost and reporting deadlines, these factors make it difficult to establish
an exact valuation of retrospective premium adjustments. The method used to estimate
the liability shall be reasonable based on the reporting entity’s procedures and consistent
among reporting periods. Common methods include a mathematical approach using a
complex algorithm of the reporting entity’s underwriting rules and experience rating
practices, and an aggregate or group approach.

8. Assumptions used in estimating retrospective premium adjustments shall be consistent with the
assumptions made in recording other assets and liabilities necessary to reflect the underwriting results of
the reporting entity such as claim and loss reserves (including IBNR) and contingent commissions.
Contingent commissions and other related expenses shall be adjusted in the same period the additional or
return retrospective premiums are recorded.

9. Retrospective premium adjustments are estimated for the portion of the policy period that has
expired and shall be considered an immediate adjustment to premium. Additional retrospective premiums
and return retrospective premiums shall be recorded as follows:

a. Property and Casualty Reporting Entities:

1.

ii.

iii.

Accrued additional retrospective premiums shall be recorded as a receivable with
a corresponding entry made either to written premiums or as an adjustment to
earned premiums. Premiums not recorded through written premium when
accrued shall be recorded through written premium when billed;

Accrued return retrospective premiums shall be recorded as part of the change in
unearned premium (detailed in the underwriting and investment exhibit) liability
with a corresponding entry made either to written premiums or as an adjustment
to earned premiums. Premiums not recorded through written premium when
accrued shall be recorded through written premium when billed;

Ceded retrospective premium balances payable shall be recorded as liabilities,
consistent with SSAP No. 62R. Ceded retrospective premiums recoverable shall
be recorded as an asset. Consistent with SSAP No. 64—Offsetting and Netting of
Assets and Liabilities (SSAP No. 64), ceded retrospective premium balances
payable may be deducted from ceded retrospective premiums recoverable when a
legal right of setoff exists.

b. Life and Accident and Health Reporting Entities:

1.

Accrued additional retrospective premiums shall be recorded as an asset, accrued
retrospective premiums, with a corresponding entry to premiums;
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ii. Accrued return retrospective premiums shall be recorded as a liability, provision
for experience rating refunds, with a corresponding entry to premiums.

c. Managed Care/Accident and Health Reporting Entities

1. Accrued additional retrospective premiums shall be recorded as an asset, accrued
retrospective premiums with a corresponding entry to premiums;

ii. Accrued return retrospective premiums shall be recorded as a liability, as part of
Accident and Health Reserves (reserve for rate credits or experience rating
refunds), with a corresponding entry to premiums.

10. The amount of accrued estimated retrospective premiums to be recorded as a nonadmitted asset
for property and casualty insurers shall be determined as follows:

a. 100% of the amount recoverable from any person for whom any agents’ balances or
uncollected premiums are classified as nonadmitted, and item (b), plus item (c) or (d)
below. Once an insurer has elected either (c¢) or (d) below, a change from one to the other
requires approval from the insurer’s domiciliary state and such change must be disclosed
in the financial statements.

b. Retrospective premium adjustments shall be determined and billed or refunded in
accordance with the policy provisions or contract provisions. If accrued additional
retrospective premiums are not billed in accordance with the policy provisions or contract
provisions, the accrual shall be nonadmitted.

c. 10% of any accrued retrospective premiums not offset by retrospective return premiums,
other liabilities to the same party (other than loss and loss adjustment expense reserves),
or collateral, not otherwise used. Collateral shall be of the same types and quality
permitted for use in connection with reinsurance (types of acceptable collateral vary from
state to state) or by financial guaranty coverage issued by an insurer having an “A” or
better rating from a nationally recognized rating agency. The financial guaranty coverage
must allow the insured under the financial guaranty policy the same degree of access to
payments under that policy as a beneficiary has under a qualified letter of credit as
described in Appendix A-785. Accrued retrospectively rated premiums relating to bulk
IBNR must be allocated to individual policyholder accounts prior to applying collateral
by account. If the insurer is unable to allocate amounts by account, no credit may be
taken for collateral.

d. An amount calculated using the factors below for accrued retrospective premiums not
offset by retrospective return premiums, other liabilities to the same party (other than loss
and loss expense reserves), or collateral, not otherwise used. Collateral shall be of the
same types and quality permitted for use in connection with reinsurance (types of
acceptable collateral vary from state to state) or by financial guaranty coverage issued by
an insurer having an “A” or better rating from a nationally recognized rating agency. The
financial guaranty coverage must allow the insured under the financial guaranty policy
the same degree of access to payments under that policy as a beneficiary has under a
qualified letter of credit as described in Appendix A-785.

Accrued retrospectively rated premiums relating to bulk IBNR must be allocated to
individual policyholder accounts prior to categorizing by Quality Rating.
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Insured’s Insured’s Corporate Debt Percentage of Retro
Current Quality Equivalent to (S&P/Moody’s)** Premium to be

Rating* Nonadmitted***

1 AAA, AA, A/Aaa, Aa, A 1%

2 BBB/Baa 2%

3 BB/Ba 5%

4 B/B 10%

5 CCC, CC, C/Caa, Ca 20%

6 CI, D/C, or insured in default on debt 100%

service payments, or insured’s debt
service payments are jeopardized
upon filing of a bankruptcy petition

® The Percentage of Retro Premium to be Nonadmitted is based
upon the Insured’s Current Quality Rating (i.e., if an insured’s
quality rating drops, the percentage relating to the lower quality
rating is used in calculating the amount to be nonadmitted and vice
versa).

ok Insureds that do not have a debt rating issued by a publicly
recognized rating agency are required to be rated by the NAIC’s
Securities Valuation Office (SVO).

ke In the event the insured has no debt rating (either from a publicly
recognized rating agency or from the SVO) the insured’s quality
rating will be considered category 5 for purposes of this
calculation (i.e., a factor of 20% shall be applied), unless the
insurer is aware of conditions of the insured that would warrant a
category 6 classification (i.e., a factor of 100%).

11. Once accrued retrospective premium is billed, the due date is governed by SSAP No. 6—
Uncollected Premium Balances, Bills Receivable for Premiums, and Amounts Due From Agents and
Brokers. Life and accident and health reporting entities shall nonadmit any accrued retrospective premium
that is more than 90 days due. If a reporting entity has issued more than one policy to the same insured,
retrospective balances shall be netted in accordance with SSAP No. 64.

12. If, in accordance with SSAP No. 5R, it is probable that the additional retrospective premium is
uncollectible, any uncollectible additional retrospective premium shall be written off against operations in
the period the determination is made. If it is reasonably possible a portion of the balance in excess of the
nonadmitted portion determined in accordance with paragraph 10 is not anticipated to be collected, the
disclosure requirements outlined in SSAP No. 5R shall be made.

Disclosures

13. The financial statements shall disclose the method used by the reporting entity to estimate
retrospective premium adjustments. The amount of net premiums written that are subject to retrospective
rating features, as well as the corresponding percentage to total net premiums written, shall be disclosed.
In addition, disclose whether accrued retrospective premiums are recorded through written premium or as
an adjustment to earned premium.

14. The financial statements shall disclose the calculation of nonadmitted retrospective premium. If a
reporting entity chooses treatment described in paragraph 10.c. or 10.d., the appropriate exhibit must be
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included in the notes to financial statements in the Annual Statement. Once a reporting entity has elected
either 10.c. or 10.d., a change from one to the other requires approval from the reporting entity’s
domiciliary state and such change must be disclosed in the financial statements.

15. The financial statements shall disclose the following amounts for medical loss ratio rebates
required pursuant to the Public Health Service Act for the current reporting period year-to-date and prior
reporting period year: incurred rebates, amounts paid and unpaid liabilities segregated into the following
categories: individual, small group employer, large group employer and other. In addition, the impact of
reinsurance assumed, ceded and net on the total medical loss ratio rebate shall be disclosed.

16. Refer to the Preamble for further discussion of the disclosure requirements.
Relevant Literature

17. This statement rejects FASB Emerging Issues Task Force No. 93-14, Accounting for Multiple
Year Retrospectively Rated Insurance Contracts (EITF 93-14) since it applies only to multiple-year
retrospectively rated contracts. The statutory principles outlined in the conclusion above are consistent
with the guidance provided for accounting and retrospectively rated contracts in FASB Statement No. 60,
Accounting and Reporting by Insurance Companies (FAS 60) and EITF 93-14, with the exception of the
requirement to record certain amounts as nonadmitted. Although FAS 60 is rejected in SSAP No. 50—
Classifications of Insurance or Managed Care Contracts and EITF 93-14 is rejected in this statement, it
is considered appropriate that the accounting for retrospectively rated contracts be consistent with those
provisions of both FAS 60 and EITF 93-14 as they are consistent with the Statement of Concepts.

Effective Date and Transition

18. This statement is effective for years beginning January 1, 2001. A change resulting from the
adoption of this statement shall be accounted for as a change in accounting principle in accordance with
SSAP No. 3—Accounting Changes and Corrections of Errors.

REFERENCES
Other

. NAIC Annual Statement Instructions for Property and Casualty Insurance Companies
Relevant Issue Papers

. Issue Paper No. 66—Accounting for Retrospectively Rated Contracts
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