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Are you losing sleep, worrying about how you can protect your life insurance company clients against the
possibility that one of their reinsurers may go down the drain? If so, experts say you're not alone. Bruce Winterhof,
of Milliman USA, says that “fear of reinsurer insolvency is aleading cause of anxiety among life insurance company
executives.” Tim Hart of Navigant Consulting agrees. “Everyone’s eager to find a solution, but many companies
aren’t sure whereto begin. It'sareal challenge.”

While there may not be a perfect solution, your friends at Baker & Daniels are here to help. Not with scholarly
language and heavy endnotes, but with practical advice and afew tricks of the trade that could save your career.

Be Afraid. Be Very Afraid.

When a reinsurer hits the rocks, things typically don’t go very well for companies that have ceded risk to the
reinsurer on an indemnity basis. If you want details, read on. Otherwise, feel free to jump to the next section.

Insurance company insolvencies are not governed by the federal bankruptcy code. Instead, when an insurance
company becomes insolvent, the Insurance Commissioner in the state of domicile is appointed liquidator, and the
company is liquidated pursuant to the domiciliary state’s law under the supervision of astate court. Each state hasa
liquidation statute that establishes the relative priority of claims against the insolvent insurer. Generally speaking,
the insolvent insurer’s unencumbered assets are used first to pay the administrative expenses of the liquidator and
guaranty associations; claims under policies and claims of guaranty associations are paid second; claims of the
federal government are paid third; and claims of general creditors and others occupy lower rungs on the statutory
priority ladder. Claimants having secured claims are paid out of their collateral and do not need to worry about which
rung they would otherwise occupy (unless the collateral is not sufficient to pay the claim in full). Since insolvent
insurers, by definition, do not have enough money to pay all claims, there’s area benefit to having a claim near the
top of the priority ladder or one that isfully secured.

If you want to find out how your company would fare in a hypothetical reinsurer insolvency, the placeto start isthe
liquidation statute in the reinsurer’s state of domicile. Every state has enacted some version of the priority scheme
contained in the NAIC’ s Insurers Rehabilitation and Liquidation Model Act. Section 47C(1) of the current version of
the NAIC Model Act explicitly states that “claims under policies” do not include claims based on an insolvent
insurer’s “obligations under reinsurance contracts.” As aresult, claims of a ceding company against an insolvent
reinsurer would be deemed to be low-priority, general creditor claims in states having the current version of the
Model Act.

As is often the case with NAIC model laws, few states have updated their liquidation statutes to coincide with the
current version. Instead, most states have earlier versions of the model that do not specify whether “claims under
policies’ include claims under reinsurance agreements. While a ceding company might theoretically argue that its
claim against an insolvent reinsurer should be entitled to policyholder level priority under the older laws, courts have
universally rejected that argument® In so doing, the courts have focused on the differences between insurance
policies and reinsurance agreements, and on the fact that insurance regulation is aimed at protecting ordinary
insurance consumers rather than insurance companies.* All of this is bad, from a ceding company’s perspective,
because there’ s rarely enough money to cover general creditor claims.

Ceding companies in some cases have asked the court to impose a constructive trust on assets delivered to the
reinsurer so that the ceding company might be deemed a secured claimant rather than a general creditor. Thisisa
difficult argument to make and requires supporting facts® Most of the time, equitable theories don’t trump the



priority statute. In fact, we are aware of just one instance in which the ceding company’s equitable claim survived
summary judgment.®

So those are the brutal facts about reinsurer insolvencies. Now let's talk about what ceding companies can do to
protect themselves.

The Traditional Protections
Obviously, one way for a ceding company to protect itself is to avoid like the plague any reinsurer that poses an
insolvency risk. Toward that end, a ceding company should perform due diligence on a reinsurer’s financial
condition before entering into an arrangement. For starters, a ceding company should:

(1) Review areinsurer’ srating agency ratings and accompanying information;

(2) Review the reinsurer's financial statements, paying particular attention to the level of the reinsurer's
surplus;

(3) Ask about the reinsurer’ srisk based capital ratio;
(4) Get your hands on publicly available information about the reinsurer (much of it may be available on-line);

(5) Meet with the reinsurer’s management to get a better feel for the company and to ask any questions that
arise as aresult of reviewing the other information.

Of course, areinsurer that looks rock-solid today may not look so great several years from now (and life reinsurance
agreements are often long-term deals). The life insurance highway is littered with the debris of large, highly rated
companies like Executive Life, First Capital, Mutual Benefit, Confederation Life and othersthat crashed and burned.

For that reason, a ceding company should limit its exposure to any one reinsurer. You wouldn’t invest all of your
retirement funds in one company, and a ceding company should approach its reinsurance program the same way.

A ceding company should also consider protecting itself by requiring the reinsurer to secure its obligations using a
trust agreement or aletter of credit. Trust agreements and letters of credit have certain transaction costs that may be
unattractive, but they give a ceding company secured claimant status, which permits the ceding company to look to
the collateral for reimbursement if the reinsurer becomes insolvent. Another way for a ceding company to protect
itself isto structure its reinsurance arrangements as modified coinsurance rather than traditional coinsurance. Under
modified coinsurance, the ceding company retains the assets and the reserves attributabl e to the reinsured business.

Getting a trust agreement or a letter of credit at the outset of a reinsurance deal sounds great, but the reinsurer will
typically resist because:

(1) Providing collateral adds complexity and cost;
(2) Placing assetsin trust hampersthe reinsurer’ s ability to manage its business; and
(3) Nooneever wantsto admit that thereis reason for the ceding company to be concerned.
So what’ s a cautious ceding company to do?
A Different Approach: Triggering Events

Rather than entering into a deal without any protection, a ceding company can require the reinsurer to provide
collateral upon the occurrence of certain triggering events that would give the ceding company an early warning if



the reinsurer’ s financial condition beginsto deteriorate. Those triggers could include;

(1) A rating downgrade;

(2) A drop in the reinsurer’s risk based capital ratio, either in relative or in absolute terms (but don’t focus
solely on the annual calculation; consider the quarterly estimates, too);

(3) A dropinthereinsurer’ssurplus, either in relative or in absolute terms;

(4) FaledIRISTratios;

(5) Entry of an order placing the reinsurer under administrative supervision (or something similar); or

(6) A combination of the above.”
The idea here is to pick one or more triggering events that would occur at least one year before any actual
insolvency. Why? Because most liquidation statutes, patterned after the NAIC Insurers Rehabilitation and
Liquidation Model Act, permit receivers of failed companies to undo certain transfers of property that are deemed to
be preferences® Accordingly, any transfer of collateral from areinsurer to a ceding company that occurs within one
year of a successful receivership petition concerning the reinsurer is likely to be scrutinized by the reinsurer’s

receiver as apotential preference.’

Finally, it's important that the reinsurance agreement require the reinsurer to notify the ceding company immediately
if atriggering event occurs. Otherwise, atriggering event could occur without the ceding company’ s knowledge.

What Happens When A Triggering Event Occurs?

Upon a triggering event, the ceding company could have any number of options, some of which are better than
others. For example, areinsurance agreement could give the ceding company theright to:

(1) Terminate the agreement immediately on a going forward basis (this limits the ceding company’s potential
exposure, but you still have to worry about risks that have already been ceded);

(2) Demand atrust or letter of credit (either may provide good protection, but everyone else may be demanding
the same thing at the sametime);

(3) Demand a parental or affiliate guarantee (this may provide some comfort, but insolvencies rarely occur in a
vacuum; if one company in aholding company systemisin trouble, often the others are, too);

(4) Replace the reinsurer with another, stronger reinsurer (this would be good result, but finding a suitable
replacement may take time and may not be easy);

(5) Convert to modco or funds withheld arrangement; and/or

(6) Recapture the ceded business (this avoids the problem of having uncollectible reinsurance, but the ceding
company may not want all the exposure).

A reinsurer probably won’'t want the ceding company to have many options or unbridled discretion, so the parties
will need to agree upfront on what will happen if a triggering event occurs. Negotiations on this point and on what
constitutes a triggering event are often contentious. The ceding company needs to have a clear sense of which
protections are an absolute must and which onesit can live without.

Need For Periodic Monitoring



Even if a ceding company bakes triggering events and accompanying remedies into its reinsurance arrangement,
prudence dictates that the ceding company continue to monitor the reinsurer's financial condition. Our colleague,
Larry Stern (who spent 9 years as an analyst at A.M. Best), recommends that ceding companies review the financial
condition and operating performance of their reinsurers at least annually. At a minimum, a ceding conpany should
check to see whether a reinsurer’s financial strength rating has been downgraded by any of the major rating
agencies.

Ideally, a ceding company will also conduct its own review of a reinsurer’s condition. Reviewing a reinsurer’s
profitability, liquidity and capitalization (based on the company’s financial statements) is a good place to start. The
ceding company should also perform a simple trend analysis by reviewing any notable changes in the reinsurer’s
assets, surplus, earnings and premiumvolume.™

Conclusion

While none of this provides perfect protection from reinsurer insolvencies, it should help you get to sleep at night.
And that’ sworth something, isn’t it?
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