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ONLINE REVIEW COURSE MATERIALS  
DESCRIPTIONS AND EXCERPTS 

 Description Excerpt 

Before Beginning 3  

Included in Online Review Course and Study Materials Option   

1. Concepts & Issues – Online 4  

2. Article Summary, Past CAS Questions and Solutions – Study Manual 4 9 

3. Past CAS Questions 4  

4. Solutions to Past CAS Questions – Study Manual 4 49 

5. Preparatory Tests and Practice Exams – Study Manual 5 97 

6. e-Review – Online 5 112 

Included in Online Review Course and Study Materials Option   

7. Final Review Guide - Key Concepts and Formulas Guide – Online 5 118 

8. Review Course Videos – Article Summary and Problem Solving 6  

9. R.A.C.E (Read, Assess, Choose, Execute) – Online 6  

10. Weekly Emails 6  

11.  Notecards  147 

12. Study Program Components 8  

13. Points Tested by Article, Year and Question Type  162 
 
This document provides exam preparation advice and a description of our Study Programs for 
candidates preparing for the Spring 2020 CAS Exam 6.   
In addition, Study Aids associated with the following Exam 6 syllabus readings are provided: 

“Rating Agencies (Oct 2011)” – Feldblum – Syllabus Section A 
“SSAP 62R” – NAIC – Syllabus Sections C and E - Learning Objectives C1 and E1  
“Part III. Schedule P – Solutions to Past CAS Questions - CAS Financial Reporting – Syllabus Section C 

Similar Study Aids have been developed for the remaining Exam 6 Syllabus Readings. 
Study Aids are available in downloadable PDF format, HTML, and video for problem solving and instructional 
purposes.  Study manuals in printed format are also available from ABS and Actex.  
Register for a trial evaluation of our e-Learning Center at http://www.all10.com/sign-up/  
to further evaluate our program.  You will receive an email with a UID and PW within 24 hours of signup. 
______________________________________________________________________________________ 
The Casualty Actuarial Society (CAS) holds copyright to past CAS Exam questions and short answer responses to essay based 
questions.  These have been reproduced in our materials solely to aid students in preparing for exams. 
Students are encouraged to download past CAS questions and solutions in the Examiner’s report, and to note that such solutions are 
not the only ones given credit, but rather the most common correct responses.  
The CAS takes no responsibility for the accuracy of the content within our study materials.  
Having implemented processes to eliminate mistakes in our materials, some may remain. We would appreciate if errors are uncovered 
to contact us via our website so that we can update our electronic files and post errata accordingly.  
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Before Beginning 
ActiveLearning 
Research has proven that we learn best by doing. When we are learning actively we take the extra step to 
make the material our own. By engaging our minds in this way we “stimulate critical and lateral thinking 
and higher cognitive processes.” 
 
CAS syllabus readings are lengthy, weighty, and detailed. Just reading them through can seem daunting.  
So how do you take your primary method of study – reading – from mainly passive to mainly active?  
Here are some practical tips to get you started: 
 
1.  Read out loud  

This helps to build comprehension by allowing you to slow down, reflect on what you are reading, 
clarify information, and creatively “hear” it.  Reading difficult passages out loud often helps a reader to 
make connections that lead to a better understanding of the material. 

 
2.  Take Notes 

Mark up your text while reading. Get out your pencil and make margin notes, underline concepts, jot 
questions for further study.  This helps to keep you focused and extends your attention span. You will 
also get practice in identifying what is important and what is not. This is an essential skill to develop for 
successfully responding to CAS exam questions. 

 
3.  Re-state the key concept in your own words 

Self-test by explaining what you just read. Close the book, grab a piece of paper, and write down a 
summary of the concepts you have just reviewed. This method gives you immediate feedback on what 
you’ve successfully retained and what you still need to work on. 

 
Make the decision to commit to incorporating one of these modifications to your usual study routine. 
Initially it may be frustrating at best and a daily struggle at worst but keep with it. The skill development 
and mastery you gain will prove itself on exam day. 
 
For more information on ActiveLearning, go to www.all10.com/whats-study-toolkit-part-1/ 

 
Study Manual Printing 
Having a printed copy of the study materials at your disposal is invaluable. Given the vast amount of 
material contained within manuals, you will invariably need to write down hundreds of notes.  

Remember “writing crystallizes thinking”. 

Manuals are available in PDF format only and can be downloaded from the e-Learning Center at 
m.all10.com. We suggest that you bring the PDFs to a local print shop to have them printed. 

Alternatively, we have partnered with Actuarial Bookstore and Actex to allow you the option of purchasing 
our study manuals in print format. 

Questions? 
Contact us at support@all10.com  
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Description of Study Program Materials 
 
1. Concepts & Issues – Online 

These pages provide an overview of key content within the syllabus readings.  
Read these pages prior to reviewing the syllabus reading to quickly identify the most important topics 
and concepts within an article. 

 
2. Article Summary – Study Manual 

CAS Examiners’ have stated, “Candidates should be cautious of relying solely on study manuals, as 
some candidates lost credit for failing to provide basic insights that were contained in the syllabus 
readings.” 
Our page-by-page review and summary of the most important concepts within a syllabus reading 
circumvents this warning and streamlines your review of an article during your course of study. 

 
3. Past CAS Questions – Study Manual 

Included are all questions appearing on past exams dating back to the year the reading first appeared 
on the syllabus.   

 
4. Solutions to Past CAS Questions – Study Manual  

CAS model solutions to computational questions are to the point but lack the detailed explanation 
candidates need to understand the rationale and process behind a correct answer.  

Our solutions incorporate some or all of the following to overcome these shortcomings, including:  
1.  Step-by-Step solution processes in both summarized and detail formats.  
2.  Efficient solutions, which minimize the number of calculations to produce the correct solution.  
3.  Initial Comments which provide key excerpts from the syllabus readings to initiate your thought 

process on how to frame your solution. 
 
Candidates that adopt a blended problem solving process that streamlines our approach with your 
problem solving methods to provide Examiners with what they seek; that being “enough support on 
[your] answer sheet to follow the calculations performed.” 
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Description of Study Program Materials 
 

 
5. Preparatory Tests and Practice Exams – Study Manual 

Preparatory Tests contain computational and short answer questions by syllabus section designed to 
provide a large number of questions covering content within a small number of readings.  
After taking such tests and comparing their solutions to ours, candidates can identify which articles they 
understand best and which ones require additional review. 
Practice Exams contain computational and short answer questions randomly selected from all syllabus 
readings.  The number of questions and points are weighted to mirror the range of weights by article 
and section stated in the syllabus. 

 

6.  e-Review – Online  
These tests feature a greater level of difficulty designed to help identify “what you know” and “what 
you don’t know.”  
The six Computational and Short Answer Question Tests with 15-20 challenging CAS exam-style-
questions per test are released during the last week of March 2020. 

 

7. Key Concepts and Formulas Guide - Online  
This guide is made available in situations when a syllabus reading article video has not been produced.  
It distills the key content, concepts, topics and formulas from the article into a condensed format 
for your final review. 
Final Review Guides have been developed for the following Articles: 
  COPLFR, GAO, Gov Ins SN, Sch F, IEE, RBC, NAIC IRIS, NAIC Telematics - 1, NAIC Telematics - 2 
  NAIC Telematics - 2, Webel 
These guides distill the most important content from the article summaries, and serve as your "Go To" 
guides during your final preparation 
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Description of Study Program Materials 
8. Review Course Videos – Article Summary and Problem Solving  

Article review videos cover the key content presented in the syllabus reading. 
 
Problem solving videos employ our ActiveLearning techniques.  
Instead of looking up the answer to the question in the manual, begin by attempting to solve the 
problem on your own.  
View the video to validate your answer or to take notes on steps not properly applied in the problem 
solving process. This system prepares you to succeed on our e-Review tests offered in the spring. 
 
Videos are provided for the many of the syllabus readings. Most videos range between 8 to 12 
minutes in duration. 
A Key Concepts and Formulas guide (see 7. above) is available for download in situations when an 
article summary video has not been produced. 

 
9.  R.A.C.E. (Read, Assess, Choose, Execute) – Online  

Use this interactive product to develop consistent skill, speed, and accuracy in answering CAS Exam 
short-answer questions. Mastering a dependable method for producing quality short-answer 
responses will allow you to attain maximum points on the exam.   
The short answer component on CAS Exams accounts for no less than 65% of the points on Exam 6. 
 40 questions available. Each question within a video segment features a solution explained in no 

more than 2 minutes making this a quick method for targeted review practice.  
 If you don't do well on any given problem, go back to that section's original readings and 

summaries, note areas for further study, and then retake at a later point. 
 Always attempt to solve a problem on your own before checking your solution against the provided 

video solution. 
 
10. Weekly Emails  

Weekly emails are sent identifying a manageable number of syllabus readings to review over a week’s 
time to keep you on track to complete an entire syllabus reading review over a 12-week period.  
These emails are sent beginning in late December. 
High-level article commentary is included. 

 
11.  NoteCards  

Given the vast number of syllabus reading pages to review, having a set of pre-populated note cards 
is invaluable.   
To that end, we have assembled nearly 600 note cards, by article within syllabus section. 
Further, a number of note cards contain “blank notecards” for you to complete on your own.   
Keep in mind that note card content is best remembered by the author of the notecard.   
It also gets you in the habit of writing short essay responses, which is exactly what you will be doing 
on the exam! 
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Spring 2020 - Review Course and e-Review for CAS Exam 6 

 

 

ALL 10 - Exam 6 - Spring 2020 Product Offerings
Online Review Course and Study Materials (OLRC) vs. Study Materials (SM)

Purchase Price
   Digital download available through www.all10.com Digital Digital+ Print Digital Digital+ Print
   Print option purchase at ABS or Actex. Delivery by ABS/Actex $445 $505 $350 $410

Study Manuals (in Digital or Digital+Print)
    Accompanies the purchase of either the OLRC or SM Vol 1 Vol 2a Vol 2b Vol 2c Total

512 362 454 445 1773

Preparatory Tests (in Digital Download Only)
    Accompanies the purchase of either the OLRC or SM Questions Points Questions Points Questions Points
Six e-Review Tests (3-Syllabus Section Based; 3-All Sections) 136 330
Four Practice Tests (Syllabus Section Based) 90 173
Four Practice Exams 80 148       

Total 170 321 136 330 306 651

Past CAS Exams Solutions (in Digital Download Only) Questions Solutions Pgs
    Fall 2018 in PDF Format 26 62
    Spring 2019 in PDF Format 24 63

Total 50 125
Repeat Customer Policy
Candidates who purchase our products, but do not sit for or pass the current administration of the exam
have free login privileges for the next CAS-scheduled administration of the exam.

Online Review Course Components
 a. Downloadable Notecards - 2 cards per page # of Cards
    Syllabus Sections A 114
    Syllabus Sections B 55
    Syllabus Sections C - Financial Reporting 251
    Syllabus Sections C - Other than Financial Reporting 75
    Syllabus Sections D 42
    Syllabus Sections E 50

587
 b. Weekly Emails - Don't Fall Behind
     Beginning 12/30/2019 and identifying a manageable number of readings to review weekly
     Concluding on 3/23/2020 with additional email guidance through the April Exam date

 c. Weekly Question Downloads
     Beginning 12/30/2019. Download recommended questions from the manual to work weekly

 d. Access to instructional and problem solving videos viewed from desktops, laptops, and tablets
     Not available on smart phones.

 e.  Access to R.A.C.E. a series of short-answer problem solving videos

 f.  Final Review Guides - Key Concepts and Formulas Tested - Select Articles
     COPLFR, GAO, Gov Ins SN, Sch F, IEE, RBC, NAIC IRIS, NAIC Telematics - 1,  NAIC Telematics - 2
     NAIC Telematics - 2, Webel
     These guides distill the most important content from the article summaries,
     and serve as your "Go To" guides during your final preparation

 g.  Article Time Management and Question Management Downloadable Spreadsheets
      Knowing the right amount of time to spend studying an article is a must.
      Tracking questions you have worked and recording areas for improvement if you were unable to adequately/fully solve the problem
      is also a must.  We provide you with both types of downloadable spreadsheets 

OLRC SM

Study Manuals Volumes and Page Count

Preparatory Tests - Vol 3 e-Review Tests Total

Access to Product
Within 48 business hours after order confirmation, customers will be emailed a username and password
to download the study materials in .pdf format through the ALL 10 e-Learning Center.

About the Author
Richard Zarnik, ACAS, Founder and CEO
During the past 20 years, Richard Zarnik and his team, has been providing study tools for aspiring FCAS candidates. 
Beginning in 1995 – when the CAS Syllabus comprised "10 exams" – Rich started with printed review manuals supplied to a global customer base.  
Today’s ALL 10 study system is multi-functional and offers exceptional study materials delivered through a user-friendly online learning environment.

Questions?
Contact us via email at support@all10.com
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Spring 2020 - Study Materials and e-Review for CAS Exam 6 

 
 

 

Product Title
Study Materials and e-Review for CAS Exam 6, Spring 2020

Total
Digital Study Manual Terms Vol 1 Vol 2a Vol 2b Vol 2c Sub-Total Vol 3 e-Review Pages
[PDF Download/ Printing Permitted/ NO RETURNS] 512 362 454 445 1,773 116 219 2,108
Downloading Permitted. Sharing Expressly Prohibited.

Digital
Price and Availability Digital + Print Available
Study Materials and e-Review for CAS Exam 6, Spring 2020 $350 $410 11/6/2019

Printed Study Manuals*
Printed Study Manuals are available for purchase via the ABS/Actex Websites. Shipping via ABS/Actex.
Printing does not include Volume 3 Preparatory Tests nor e-Review Tests.  These are in digital download format only.

Repeat Customer Policy
Candidates who purchase our products, but do not sit for or pass the current administration of the exam
have free login privileges for the next CAS-scheduled administration of the exam.

Study Manuals Pages* Preparatory Tests

Product Description - Study Material Components
* Downloadable PDF Study Manuals comprising 1770 pages; over 65% of which are past CAS questions and solutions
   Article summaries constructed based on a "page by page" review of the syllabus readings in concert with the CAS' comments
   on materials being directly referenced from the official syllabus.
* Challenging Preparatory Tests (Syllabus Section Based) and Practice Exams
   4 Preparatory Tests, 3 Practice Exams, comprising 172 Exam Questions and Solutions
* Access to a final series of e-Review tests – 6 Tests (Syllabus Section Based)
   Over 135 questions in total. 23-25 questions per test.
*  See Product Description and Product Excerpts for additional details

Access to Product
Within 48 business hours after order confirmation, customers will be emailed a username and password
to download the study materials in .pdf format through the ALL 10 e-Learning Center.

About the Author
Richard Zarnik, ACAS, Founder and CEO
During the past 20 years, Richard Zarnik and his team, has been providing study tools for aspiring FCAS candidates. 
Beginning in 1995 – when the CAS Syllabus comprised "10 exams" – Rich started with printed review manuals supplied to a global customer base.  
Today’s ALL 10 study system is multi-functional and offers exceptional study materials delivered through a user-friendly online learning environment.

Questions?
Contact us via email at support@all10.com

Product Evaluation - Free Trial
Try before you buy!
Sign up and you’ll receive:
  1 week access to all documents to select articles covered in our Online Review Course
  An email from our support team, within24 hours of signing up, with login credentials to access the e-Learning Center.
  Concepts and Issues summaries by article
  Data on past CAS exams by year
  A preview of Article Summary, Problem Solving, and R.A.C.E. videos

Sign up at http://all10.com/sign-up/
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Topic Description Page(s) 

1 Introduction 1 

2 Structure of This Reading 1-2 

3 Section 1: Rating Agencies Provide Material Benefits to 
Policyholders 

2-3 

4 Section 2: Ratings Process Combines Quantitative Data with 
Qualitative Valuations 

3-6 

5 Section 3: Ratings Are Essential For Many Property-Casualty 
Insurers 

6-7 

6 Section 5: Rating Agency Capital Requirements (Stop at BCAR) 14-15 

7 Appendix A Financial Strength Ratings vs. Bond Ratings   
 

1 Introduction 1 
 

Two types of ratings provided by Rating Agencies: 

1. Credit ratings for corporate, municipal, and government bonds (done by Standard and Poor’s, 
Moody’s, and Fitch 

2. Financial strength ratings for life and P&C insurers. Credit ratings for bonds are the primary work 
for Standard and Poor’s, Moody’s, and Fitch; (done by A. M. Best) 

 

This syllabus reading focuses on insurance ratings. 

 

Bond ratings make securities markets more efficient by reducing investor and creditor costs (e.g. securities 
underwriters and bond buyers expect issuers of bonds to obtain ratings from agencies)  

 

Financial strength ratings make insurance markets more efficient by reducing agent and policyholder 
information costs. 

 For policyholders, insurer ratings help one to assess their ability to meet their claims obligations.  
 For insurers, reinsurers may need investment grade ratings to place business with them. 
 Independent agents use ratings to place policies with higher rated insurers.  
 The Securities and Exchange Commission using the rating agencies to provide ratings for certain 

securities regulations 
 The Statement of Actuarial Opinion requires the Appointed Actuary to consider the ratings of 

reinsurers to evaluate uncollectible reinsurance recoverables.  
 Some insurance departments require an insurer to have an A- or better rating to write surety 

business.  
 Statutory accounting values bonds with ratings of BB (Ba) or lower at market value 
 Risk-based capital (RBC) bond charges depend on the bond class, based on ratings by Moody’s 

and S&P. 

 

  



RATING AGENCIES 
S. Feldblum – CAS Study Note, October 2011  

(pages 1-7, 14-15 (stop at BCAR), exclude Sections 4 and 5, and Appendices B – D 

 

 

Exam 6, V1 Page 311  2018 by All 10, Inc. 

2 Structure of This Reading 1-2 
 

Section 1:  How rating agencies help policyholders and agents to assess the financial strength of insurers 
and their ability to pay future claims years.   Rating agencies influence the capital structure, reinsurance 
arrangements, and business volume of insurers. 

 

Section 2, The Ratings Process: ratings analysts’ review of data, interactive meetings with insurers’ 
managers, and decisions by the ratings committee. Rating agencies balance objective, quantitative data 
consistent across insurers and qualitative insurer information.  Research is combined using ratings analysts’ 
reviews with the experience of ratings committees. 

 

Section 3:  Why ratings are vital for P&C insurers:  

 High ratings are important requirements for reinsurance, surety, structured settlements, Homeowners, 
and some specialty lines.  

 Ratings are relied up by courts directing structured settlements, and clients of foreign reinsurers 
demanding products from highly rated insurers. 

 

Section 4:  Not part of the exam 6 syllabus readings. 

 

Section 5:  Candidates are only responsible for pages 14 – 15 of section 5 up to Best’s Capital Adequacy 
Ratio (BCAR). 

 

Appendix A contrasts financial strength ratings for insurers from debt ratings.  

 A.M. Best’s has the longest experience with insurer financial strength ratings;  
 S&P, Moody’s, and Fitch provide most debt ratings. 

 

Appendices B – D:  Not part of the exam 6 syllabus readings. 
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3 Section 1: Rating Agencies Provide Material Benefits to 
Policyholders 

2-3 

 

Policyholders lack the expertise, resources, and time to examine insurers themselves.  

Rating agencies: 

 hire financial analysts, actuaries, and economists to assess the financial strength of insurers.  
 meet with senior insurance managers to obtain propriety information about operating strategy and 

competitive advantages.  
 are paid well by insurers for agents and investors to base business decisions on these ratings 

Insurers spend large amounts to cover rating agency fees and for $1 million a year (or more) on 
internal costs to prepare for rating agency meetings. 

 

Delays in Rating Agency Reporting  

Rating agency reports do not respond as quickly as the bond and stock market information does.  

 Market traders immediately assess a firm’s financial strength, as new information about a firm’s 
operating performance leads to quick changes in stock values.  

 In contrast, agency downgrades are slower as they prefer to wait until they verify their information. 

 

Example:  Assume the following: 

 An insurer has a $200M market value, and $800M of bonds with average durations of 6.5 years.  
 If interest rates rise 200 basis points, the insurer’s market value declines $100 million. 

Likely reactions: 

 Investors would bid down the insurer’s stock price, but rating agencies may not downgrade the 
insurer for half a year.  

 An insurer’s investment portfolio is detailed in its Annual Statement.  
 The rating agency does not evaluate the insurer as quickly as investors do, and may wait to 

downgrade the insurer to see if interest rates reverse and move downward. 

 

4 Section 2: Ratings Process Combines Quantitative Data with 
Qualitative Valuations 

3-6 

 

Insurers are rated for their claims-paying ability.  Unrated insurers can be at a disadvantage:  

 independent agents hesitate to use them. 
 some banks do not issue mortgages without P&C coverage from a rated insurer.  
 insurers who do not pay for ratings may receive public ratings, with less control over the information 

reviewed by the agencies and greater chance of errors. 

Rating analysts evaluate the integrity of their clients: deceptive, misleading, or incomplete information may 
lead to poor ratings.  
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Five Steps to an interactive rating: 

1. Background research by the ratings analyst and submission of proprietary data by the insurer. 

2. Interactive meetings between ratings analysts and senior managers of the insurer. 

3. Preparation of ratings proposal by lead analyst and submission of additional data by the insurer. 

4. Decision by the ratings committee after presentation by the lead analyst. 

5. Publication of rating on public web sites and provision of analysis to fee-paying subscribers. 

 

Steps to an interactive rating process 

 
 

Interactive ratings rely on proprietary data and meetings with the insurer’s senior managers.  

 If an insurer does not want an interactive rating, the agency may issue a public rating based on 
published financial statements, SEC filings, earnings reports, and similar data.  

 An insurer expecting a downgrade may refuse an interactive rating, but the agency may proceed 
with a public rating to inform investors that the previous rating is no longer valid. 

 

Reasons why A.M. Best may request another rating from S&P, Moody’s, or Fitch for an insurer: 

 The insurer may want to issue debt through a holding company and seeks a rating from an agency 
with more experience in debt ratings;  

 it may be publicly traded and wants a rating from an agency better known to investors;  
 it may be dissatisfied with its current rating and believes the second rating will be higher. 

 

The insurer prepares a presentation for the interactive meeting consistent with the agency’s outline. 

 

Step 1: An analytical team from the rating agency conducts basic research, using data from the insurer’s 
Annual Statements and GAAP reports of recent years: reserve estimates from Schedule P, reinsurance 
recoverables from Schedule F, investment portfolio from the asset schedules.  

 

Reasons why public data are insufficient for ratings analyses:  reinsurance data do not show attachment 
points and limits of in-force treaties; investment schedules have scant data on derivative securities; reserving 
schedules do not show the segmented data that insurers use for their estimates.  

 

Rating agency analysts generally specialize by industry (e.g. if the insurer writes property exposures in Gulf 
Coast states, an analyst with expertise in windstorm models may join the team).  
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For an initial meeting, common types of requested information by rating agencies include: 

1. Statutory Annual Statements and GAAP financial statements for past five years. 

o Quarterly financial statements for the past year, if available. 

2. History of the company focusing on major events, such as mergers, acquisitions, and expansions. 

o Biographies of senior executives with their insurance industry experience. 

3. Investment strategy, policy, and guidelines, and 

o How the investment committee of the Board of Directors reviews investment department 
activities. 

4. Organizational charts covering corporate structure and senior manager reporting relations. 

o Capital structure showing debt issues by holding companies and affiliates. 

5. Product descriptions and business strategy for each line. 

 

Rating agencies evaluate how insurers respond to the requests for information: does the insurer honestly 
compare its performance with that of its peers or does it provide summary figures that are already publicly 
available? 

 

The rating agency seeks the insurer’s knowledge of its risks and potential liabilities, and the insurer seeks 
the agency’s view of its financial strength.  

 The agency reviews Schedule P data and wants the insurer’s reserve estimates to compares the 
them with its own valuations from public data.  

 The public data are used to evaluate the integrity of the insurer (e.g. if the insurer’s WC reserve 
estimates agree with Schedule P figures, the agency is more likely to trust its asbestos and pollution 
reserve estimates). 

 

Withholding Information 

 An insurer should not withhold potentially damaging data that the analyst does not request (e.g.  an 
insurer who strengthens year-end reserves after assuring a rating agency that its reserves are 
adequate loses credibility and worsens the agency’s reputation with investors) 

 The agency may place the insurer on a ratings watch, and is less likely to trust the insurer’s future 
reserve estimates.  

 An insurer’s officers are reluctant to disclose weaknesses, and their lack of candor may harm the 
rating.   

 Undisclosed credit problems that lead to future write-offs ruin the insurer’s credibility and may 
contribute to ratings downgrades.  

Thus, informing rating agencies of expected write-offs of receivables before they occur may keep a good 
rating.  

 

A pro-active approach to preparing for a meeting is to use a dry run with a ratings advisor, who takes the 
place of the rating agency, meets with the insurer’s senior managers, and tells them its impression of their 
presentation.  

 

A rating committee decides the rating; the rating analyst presents the insurer’s data to the committee. 
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A top-down analysis approach used by agencies: 

 Start with economic and industry forecasts and proceed to the insurer’s position among its peers.  
 Evaluate underwriting cycles by line of business and then the insurer’s own performance, risks, and 

management quality.  

 

The rating analyst is the insurer’s advocate, and the insurer provides the rating agency analyst with the data 
needed for the report to the rating committee.  

 The interactive meeting between the insurer and the analyst is the preparation for rating meeting 
between the analyst and the committee.  

 Analysts who receive inconsistent or incomplete data may present the information to the rating 
committee in a less favorable manner. 

 

Ratings and outlooks 

Reasons why agencies hesitate to change ratings too quickly.  

1. Erroneous downgrades anger clients, who pay the agency’s fees;  
2. Erroneous upgrades ruin the agency’s reputation with investors and agents. 

 

The rating agency informs the insurer of the committee’s decision.  

 If the insurer requested an initial rating and the agency has not previously rated the insurer, the 
insurer either agrees to a press release or requests that the rating be kept private.  

 If the agency has previously rated the insurer, the rating is posted on the agency’s web site and 
released to the press.  
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5 Section 3: Ratings Are Essential For Many Property-Casualty 
Insurers 

6-7 

 

Three reasons why P&C insurers are rated: 

(i) agents are wary of unrated insurers, since they might be financially distressed (It is less 
expensive to pay for a rating than to demonstrate financial strength individually to others.)  

(ii) third-parties rely on outside assessments of insurer solvency (e.g. agents to select insurers, 
insurers to select reinsurers and vice versa), and  

(iii) rating agencies are efficient at assessing financial strength (most agents, underwriters, and even 
some regulators do not have the time, experience, or resources of the rating agencies to 
thoroughly research the financial condition of all insurers). 

 

High ratings are important for certain lines of business (e.g. for reinsurance, surety, structured settlements, 
homeowners, and some specialty lines). 

 

Reinsurance is a global market, and many reinsurers are not licensed in the U.S.  

 Primary insurers need to assess the strength of reinsurers to balance premium vs credit risk.  
 Strongly capitalized reinsurers may charge higher prices; some reinsurers provide letters of credit or 

other collateral to secure their obligations, but the security is expensive; weakly capitalized 
reinsurers may charge low premiums.  

 A primary insurer can use the reinsurer's rating as one tool to assess the financial strength of the 
reinsurer.  

 

Small reinsurers with A ratings can compete with larger peers. A large reinsurer that is downgraded below 
investment grade may not be able to renew its treaties. 

 

Some reinsurance treaties explicitly link ratings and security.  

 A treaty with a downgrade clause may specify that if the reinsurer fails to maintain a certain rating, 
such as A- or better, it must deposit funds covering its obligations or provide letters of credit as 
security.  

 The downgrade clause benefits both parties: the reinsurer avoids the costs of collateral as long as it 
maintains its rating, and the primary insurer gets collateral to cover reinsurance recoveries if the 
reinsurer cannot meet its obligations. 
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6 Section 5: Rating Agency Capital Requirements (Stop at BCAR) 14-15 
 

Rating agency capital standards: 

 Agencies modified the RBC formula to include other risks (e.g. interest rate risk, catastrophe risk, or 
asbestos and pollution loss reserves) 

 Changed the RBC risk measure from the worst case year to value at risk, tail value at risk, or 
expected policyholder deficit.  

 Moody’s and Fitch use stochastic economic capital models. 

Similarities and Differences among rating agency capital standards: 

 The agencies all use data from Annual Statements, SEC filings, analyst meetings, and earnings 
reports, and they discuss similar management issues in their interactive meetings with insurers.  

 But their capital formulas differ greatly, and stress the accuracy and flexibility of their models to 
attract clients (and by producing a better capital adequacy formula). 

 

Rating agencies: 

 examine quantitative measures of balance sheet strength and operating performance and qualitative 
analyses of management quality, operating strategy, competitive advantages, and ERM practices.  

 say that qualitative items are important: how ERM is used to mitigate risks and whether competitive 
advantages are sustainable. But judging qualitative items is not easy.  

Consistent rating among agencies: 

 To ensure consistency, agencies relate ratings to economic capital measures and issue ratings by 
committees independent of the ratings analyst. 

 Rating agencies use quantitative measures to ensure consistency Analysts should have similar 
capital ratios among their A- clients, and rating agencies publish the expected capital ratios for each 
rating (though qualitative factors influence the final rating).  

 Analysts begin with the capital adequacy measure and adjust for management quality, ERM, and 
competitive advantages. 

 All agencies have the same data (accounting statements and presentations by clients), use similar 
methods (quantitative ratios of balance sheet strength and operating performance), and produce the 
same product.  

Best’s vs. Moody’s and Fitch  

 Best’s adopted underwriting risk estimates, expected policyholder deficit risk measure, and interest 
rate risk from the AAA task force on RBC.  

 Moody’s and Fitch developed stochastic capital models: 

I  since fixed formulas could not accurately assess the risks of most insurers.  

Ii  using actuarial studies of risk variances and dependencies, aligning their models with papers of 
the CAS. 

The European Union Solvency II vs. Standard and Poor’s 

 The Solvency II directives advocate principles-based RBC solvency monitoring,  

 Standard and Poor’s proposes partial weight for internal company models (but assessing the quality 
of insurers’ internal models has proved difficult).   



RATING AGENCIES 
S. Feldblum – CAS Study Note, October 2011  

(pages 1-7, 14-15 (stop at BCAR), exclude Sections 4 and 5, and Appendices B – D 

 

 

Exam 6, V1 Page 318  2018 by All 10, Inc. 

 

7 Appendix A Financial Strength Ratings vs. Bond Ratings  
 

While credit quality and financial strength are continuous variables, markets rate on continuous scales (e.g. 
the spread of a corporate bond above Treasuries may be from 100 basis points to 300 basis points).   

In theory, insurers might be rated on a scale of 0 to 100. Instead, the rating agencies use letter scales 
(introduced by Fitch).  

The highest rating is A++ (or AAA) and the lowest rating is F, meaning the insurer is in liquidation. The 
scales of the major agencies are similar, though not identical.  

 

Best’s divides insurers between secure (likely to meet their insurance obligations) and vulnerable (may not 
meet their obligations in adverse scenarios).  

 Secure insurers are grouped into 3 categories (superior, excellent, and good) with 3 levels in each.  
 Vulnerable insurers are grouped into 7 categories from fair to in liquidation with 10 levels (in total).  
 The last entry, a suspended rating, might occur after a major event, such as a hurricane or 

earthquake, whose effects on the insurer are great but still uncertain. 

 

Secure* Vulnerable 

Excellent A++, A+ Fair B, B- 

Good A, A- Marginal C++, C+ 

Fair B++, B+ Weak C, C- 

  Poor D 

  Under Supervision E 

  In Liquidation F 

  Rating Suspended S 

 

*Note:  Feldblum had a typo in his article.  “Secure” rating should be categorized as Superior, 
Excellent, and Good.  See Am Best ratings online for verification.   

 

Best’s also issues credit ratings: either investment grade or non-investment grade.  

 A credit rating refers to the likelihood of payments on the debt securities.  
 A short maturity bond backed by a mortgage on the insurer’s property is likely to meet its coupon 

and principal payments, even if the insurer has a doubtful ability to pay long-term claims obligations. 

Investment grade Non-Investment grade 

Exceptional aaa Speculative bb+, bb, bb- 

Very strong aa+, aa, aa- Very speculative b+, b, b- 

Strong a+, a, a- Extremely speculative ccc+, ccc, ccc-, cc, c 

Adequate bbb+, bbb, bbb- In default d 

A. M. Best’s also rates short-term debt, such as commercial paper, with a simpler set of letter grades. 
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Rating Agencies – Syllabus Reading Changes Over Time 

The pages associated with this syllabus reading have changed a couple times over the years. 

Examples: 

Fall 2013 – Spring 2014 

Feldblum, S., “Rating Agencies,” CAS Study Note, October 3, 2011, pp. 1-7 and 14-19. 
Candidates are not responsible for Section 4, Appendices B-D, and the end notes. 

Fall 2015 – Spring 2016 (latest syllabus) 

Feldblum, S., “Rating Agencies,” CAS Study Note, October 3, 2011, pp. 1–7 and 14–15(stop at 
Best’s Capital Adequacy Ratio). Candidates are not responsible for Sections 4 & 5, Appendices 
B-D, and the endnotes. 

In light of the above, candidates are encouraged not to rely too heavily on past CAS questions that 
examined content no longer on the current syllabus reading pages. 

 

Note on Examiner’s Comments – In general for all syllabus readings. 

Examiners appear to be looking for responses from candidates that use “knowledge gained from 
the syllabus readings or their own experience” to answer questions on the more recent CAS Exams.  
This is particularly true for short answer questions.  The following is an excerpt from the Examiner’s 
comment to question 7 from the Fall 2013 Exam that underscores the importance of this. 

 

Examiner’s Comment: 

“Parts a, b, and c were fairly straightforward and most candidates were able to respond using 
knowledge gained from the syllabus readings or their own experience. “ 
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Section 1: Three Reasons a Financial Strength Rating From a Rating Agency Benefits a 
Mutual Insurer, One Similarity and One Difference Between Interactive Ratings and 
Public Ratings, One Reason an Actuary Would Disclose data to a Rating Agency that 
Could Damage the Insurers Reputation 

Prime Problem: 
Question 7 from the Fall 2013 exam 
 The question is a good candidate for repeat testing 
 The question is comprehensive as it ties together a number of concepts 
 The question was assigned a significant point value by the CAS 
 The question has a direct correlation to the learning objectives and knowledge statements associated 

with the article 
 
(2.0 points) 
a. (0.75 point) Briefly describe three reasons that obtaining a financial strength rating from a rating agency 

is beneficial for a mutual insurance company. 
b. (0.75 point) Identify one similarity and one difference between interactive ratings and public ratings. 
c. (0.5 point) Provide a rationale for why an insurance company actuary would disclose data to a rating 

agency that could potentially damage the insurer's reputation. 
d. Question no longer applicable as it was drawn from content on pages no longer on the current syllabus. 
 

More Prime Practice: 
Question 3 from the Fall 2012 exam 
 The question is a good candidate for repeat testing 
 The question is comprehensive as it ties together a number of concepts 
 The question was assigned a significant point value by the CAS 
 The question has a direct correlation to the learning objectives and knowledge statements associated 

with the article 
 
(2.0 points) 
a. (0.5 point) Briefly describe two reasons property-casualty insurers value being rated by rating agencies. 
b. Question no longer applicable as it was drawn from content on pages no longer on the current syllabus. 
c. (1.5 points) Describe three procedures for monitoring insurer financial solvency, as recommended by the 

NAIC guidelines. 
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Latest Exam Questions 
Question 2 from the Spring 2015 exam 
(2.0 points)  Consider the following statement: Financial rating agencies have implicit regulatory power over 
insurance companies. 

a. (1 point) Discuss two reasons why this statement has merit. 
 

b. (1 point) Discuss two arguments against this statement. 
 
 

Question 5 from the Fall 2015 exam 
(3 points) 

a. (0.5 point) Describe an A.M. Best interactive rating. 

b. (1 point) Briefly describe two advantages and two disadvantages for a mid-size mutual insurance company 
to obtain an interactive rating from A.M. Best. 

c. (1.5 points) Fully describe one argument in favor of and one argument against the following statement: 

"A.M. Best is, effectively, a regulator of the insurance industry." 
 
 

Question 2 from the Spring 2017 exam 
2. (2.5 points) 

 
a.  (1 point) 

For each of the following groups, describe why rating agencies are important: 
i. Policyholders 
ii. Property-Casualty Insurers 

 
b.  (0.25 point) 

Briefly describe an incentive for rating agencies to invest in creating more accurate models to 
determine financial strength ratings. 

 
c.  (0.50 point) 

Assume that capital standards are derived from accurate and reasonable models. From the 
perspective of a rating agency, briefly describe one benefit of having high capital standards, and one 
benefit of having low capital standards. 
 

d.  (0.75 point) 
Briefly describe three differences between NAIC RBC requirements and rating agency capital 
requirements. 
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Apply ActiveLearning 
These solutions are the unedited CAS model solutions 
Solutions to question 7 from the Fall 2013 exam 
TOTAL POINT VALUE: 2.75   
a. Any three of the following:  

o Agent is cautious of non-rated insurer  
o It is an efficient way for the insurers to exhibit their financial strength, which is often required by 

customers  
o Bonds will sell easier and at a higher price to fund operations if company is rated highly  
o Banks may require a top-rated homeowner insurer prior to issuing mortgage  
o Courts may require top-rated insurer for structured settlements  
o Could obtain cheaper reinsurance with a high financial strength rating  
o Consumer may consider the rating when purchasing insurance  
o May allow them to enter surety lines (if rating >= A)  
o External evaluation of their financial strength to balance internal evaluations  
o Marketing - it can advertise its rating (if good) to get more buyers  
o To show its financial strength to regulators, policyholders, creditors  
o May lower borrowing costs  
o Underwriters & other parties often don't have the time, expertise, or resources to perform ratings 

themselves  
 
b. Similarities (any one of the following):  

o Both of them are evaluating financial strength  
o They both use public financial statement information  
o Both result in public disclosure of financial strength ratings  
o Both use a capital model  
o In both situations the final ratings are determined by a rating committee instead of a rating analyst  
o Both assign a "grade" to the insurer for comparison within the market  
o They both affect the image of the company (affects business and investors)  
o Both done by rating agencies  
o Both ratings are based on the same scale  
Differences (any one of the following - should compare interactive and public ratings):  
o Interactive is much more costly and time consuming for the firm than public ratings  
o An insurer presents additional proprietary data to a rating agency in an interactive rating and a public 

rating only uses public data  
o Interactive requires participation of insurer, public does not   
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Solutions to question 7 from the Fall 2013 exam - continued 
c. Any one of the following:  

o One reason for disclosure is to provide transparency since the rating agency may suspect the insurer 
of hiding facts resulting in a more adverse rating than actually fair.  

o Nondisclosure could be a far worse undertaking, as once the agency discovers (on its own) that data 
was concealed, it would very adversely affect the opinion of the agency on the financial stability of 
the insurer. It is far less damaging to provide any data necessary.  

o The actuary is abiding by their ASOP's and need to display all data even if it could damage insurer's 
reputation.  

o The actuary would want to disclose this because if the company fails it would reduce the credibility of 
the third party ratings. It is important for the ratings to be credible so people believe that they are an 
indicator of financial strength.  

o A company wants its rating to be as accurate as possible. If this data would be disclosed at a later 
time, it might have a more significant impact on their rating.  

o Integrity of insurer is a key factor in the qualitative rating. Having a problem come up that rating 
agent didn't know about can adversely affect ratings. 

 
See the Examiner’s Report for comments on candidates’ overall performance, expectations of a candidate, 
criteria for awarding full or partial credit, and common errors found in candidate solutions. 
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Solutions to question 3 from the Fall 2012 exam 
TOTAL POINT VALUE: 2.0 Sample Answers 
Part A. 
1.  Some lines of business like, homeowners insurance are sometimes mandated by lenders to be purchased 

from highly rated insurers. Also, Insurers who write surety business may be required to maintain a certain 
rating to write business in certain states. 

2. Ratings are important for insurers when selecting reinsurers to which to cede their business in order to 
ensure they select financially stable reinsurers who will not default. 

3.  A reinsurer needs a good rating in order to market itself to insurance companies as a financially stable 
company. 

4.  Agents are cautious of non-rated insurers 
5.  Third parties rely on outside sources to assess the financial strength of insurers. 
6.  Consumers don’t have the knowledge to evaluate insurers. They need the help of the rating to select 

financially strong companies. 
7.  Investors rely on the ratings for their investment decisions. 
8. Insurers financing cost (debt financing) reduces as rating strengthens. 
9.  A rating helps indicate the financial strength of an insurer and whether it can pay its claims, which would 

help increase its book of business. 
10. Rating agencies are efficient at providing ratings, this saves insurers time, resources and significant 

expenses rather than them having to try to prove their own financial strength. 
11. Insurers use the rating to identify areas of weakness within their company on which they can improve and 

improve their rating. 
Part C.  
1.  On site financial examinations - At least once every five years for full scope examinations. Limited scope 

examinations occur more frequent. 
2.  On-Site examinations- understand the company’s risks and the ability to mitigate risks. 
3.  Calculate IRIS ratios that help indicate areas of concern for an insurer such as deficient reserves, high 

leverage ratios or unprofitable companies. 
4.  Apply IRIS ratios. If 4 or more of the ratios are out of the reasonable range regulators will monitor these 

insurers more closely. 
5.  Review RBS and IRIS ratios to identify companies that might be in financial trouble and prioritize the 

companies that need a more in-depth review. 
6.  Use of RBC formula – calculates minimum capital requirements and also keys framework for regulatory 

action. 
7.  Perform rehabilitation and liquidation of companies in need of such action. 
8.  Financial Analysis Working Group (FAWG) monitors solvency of nationally significant insurers to ensure 

nothing is missed in other monitoring techniques. 
9.  Require periodic financial reporting using standardized reports (SAP) to regulators. 

10. Annual and Quarterly statements provide consistent and comparable reports between insurers and within 
an insurer over time. 

11. Accreditation program which sets a minimum standard that insurers should follow to be accredited (e.g. 
laws, regulations, regulatory methods and department personnel) to improve the standards of maintaining 
financial solvency. 

See the Examiner’s Report for comments on candidates’ overall performance, expectations of a candidate, 
criteria for awarding full or partial credit, and common errors found in candidate solutions. 
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Solutions to question 2 from the Spring 2015 exam 
TOTAL POINT VALUE: 2.0 
a. (1 point) Discuss two reasons why this statement has merit. 
b. (1 point) Discuss two arguments against this statement. 
 
Part a: The following provides examples of thorough responses having the necessary components to 
demonstrate knowledge of the topic and obtain full credit: 
• Insurers are motivated to have high ratings in order to attract policyholders, so will adjust 

operations/business strategies to ensure their rating is high 
Some banks require homeowners to be placed with insurers above a certain rating in order to get a 
mortgage so the rating agency has implicit power in deciding which insurers qualify 

• Certain types of insurance (e.g. surety, structured settlements) may need to be purchased from highly 
rated insurers. This means if you don’t get a certain financial rating you may be limited in what you can 
write. 
Lower rated insurers and reinsurers may be avoided by agents and reinsureds, so there is high pressure 
to perform well and do certain actions to maintain a high rating. 

• Because financial ratings are important to insurers in terms of selling business via agents and brokers, 
the rating agencies can indirectly pressure insurers to take actions and be financially strong due to fear of 
downgrade in ratings. Agents and brokers might be hesitant to place business with an insurer that does 
not have a good rating 

• In conducting off-site solvency monitoring of insurers, regulators may reference the financial strength 
ratings. Since regulatory scrutiny is undesirable to insurers they may be pressured to keep a good rating, 
thus giving rating agencies some power. 

 
Part b: The following provides examples of responses having the necessary components to demonstrate 
knowledge of the topic and obtain full credit: 
• It is not required that the insurer receive a financial strength rating, so any sense of regulatory power the 

agencies have is not universal and absolute. 
Rating agencies cannot intervene and take corrective action against an insurer and so have no real 
regulatory power over the insurers. 

• Insurance companies pay for ratings so there is some chance of moral hazard for rating agencies giving 
higher than actual deserved rating to obtain market share. This contradicts regulators goal in maintaining 
an insurer’s solvency. 
There are multiple rating agencies and an insurer does not have to do business with one particular 
agency. With regulators, the company cannot choose. 

• Rating agencies cannot require the company to make specific changes, which regulators can ultimately do. 
Ratings reflect more on financial position of the company rather than solvency. Rating agencies focus is 
more of an on-going concern. 

 
See the Examiner’s Report for comments on candidates’ overall performance, expectations of a candidate, 
criteria for awarding full or partial credit, and common errors found in candidate solutions. 
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Solutions to question 5 from the Fall 2015 exam 
TOTAL POINT VALUE: 3  LEARNING OBJECTIVE: A3 
a. (0.5 point) Describe an A.M. Best interactive rating. 
b. (1 point) Briefly describe two advantages and two disadvantages for a mid-size mutual insurance company 

to obtain an interactive rating from A.M. Best. 
c. (1.5 points) Fully describe one argument in favor of and one argument against the following statement: 

"A.M. Best is, effectively, a regulator of the insurance industry." 
 
SAMPLE ANSWERS 
Part a: Any one of the following: 
• This is when an insurer pays for their rating, which allows them to have more control over their rating by 

having discussions with the rating agency, providing helpful proprietary data, and answering inquiries 
from the agency. 

• Insurer’s senior management have an interactive meeting with rating analysts, so analysts can 
understand the company’s business strategy, experience with adverse conditions and integrity.  
The insurer also submits proprietary info to rating analysts. Analysts determine a rating based on findings 
from the meeting, background research and proprietary info. 

• Rating agency requires insurers to give proprietary information in a high level interactive meeting to form 
an appropriate rating. Information can include: U/W, pricing, reserving and investment, etc. 

 
Part b:  
Advantages (any two of the following): 

• Insurer has some control over information reviewed 
• Easier to obtain credit for the company 
• Fewer chances of error 
• Third parties often rely on the assessment 
• It is less expensive to pay for a rating than to demonstrate financial strength individually to others 
• Agents may be wary of insurers without an interactive rating 
• Unrated reinsurers may not be considered as viable by primary insurers placing business 
• Certain lines of business can’t easily be sold by companies w/o high ratings  

(for example: reinsurance, surety, structured settlements, homeowners, and specialty lines) 
• Individual and corporate policyholders want to be sure the insurer will be able to pay their claims 
• Rating process can give management insight into areas that need improvement 
• Ability to purchase reinsurance may be easier if they have an interactive rating 

 
• Disadvantages (any two of the following): 

• It has a cost 
• It requires time, effort, and personnel 
• It is intrusive 
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Solutions to question 5 from the Fall 2015 exam - continued 
TOTAL POINT VALUE: 3  LEARNING OBJECTIVE: A3 
c. (1.5 points) Fully describe one argument in favor of and one argument against the following statement: 

"A.M. Best is, effectively, a regulator of the insurance industry." 
Part c:  
• In favor: Since ratings play such an important part in the insurance industry (agents may use rating for 

placement, insurer may require a certain rating of their reinsurers, etc.) AM Best can bring pressure on 
companies to provide strong incentive for them to take corrective action, much like a regulator.  
Against: However, AM Best does not have regulatory authority. It can’t reject filings, approve/reject rate 
changes, respond to consumer complaints, etc. It can’t force the company to act as a regulator could, it 
can only exert pressure. Nor can AM Best take control of the company in case of financial difficulty as a 
regulator could. 
 

• Argument for: It can have huge impact on insurers as consumers, and agents with limited information 
on the company rely heavily on financial strength ratings.  
Argument against: realistically, all AM Best can do is adjust its ratings. It does not have the regulatory 
power to control or prohibit insurers to take certain actions. 
 

• In favor: Insurers care greatly about their rating for AM Best because it can affect who is willing to do 
business with them and can also affect which lines they write (insurers need high rating to offer 
homeowners, surety, etc.) This can affect how the insurer does business, its capital structure, etc. So AM 
Best has a certain amount of regulatory authority over the insurance industry.  
Against: Ratings Agencies have no real regulatory authority over insurers. For example, they can’t 
approve or disapprove filings. Also, there are multiple agencies that the insurer can choose to do 
business with. Insurers can’t really choose which regulator they like to do business with. So AM Best has 
no real regulatory authority over the insurance industry. 
 

• In favor: AM Best issues financial strength ratings which indicate the insurer’s ability to pay claims. 
Without a rating the insurer will not be able to write certain kinds of business or agents may not place 
business with the insurer. As such AM Best is effectively phasing out financially weak insurers.  
Against: AM Best has no legal authority to regulate the industry and cannot require insurers to act in a 
certain way. Their ratings are also slow to respond to changes for fear of upsetting clients, so they don’t 
downgrade quickly which could mask a company that is close to insolvency. 
 

• For: Market pressure: If a company receives a poor rating, insureds may be reluctant to purchase 
insurance. This will encourage the company to do better. To remain competitive the company will need to 
improve its practices.  
Against: Rating agency can not intervene. If agency finds a risk of insolvency, the agency cannot require 
the insurance company to make changes. The agency can only publish findings to the public. 
 

• In favor – Rating agency implicitly regulates through market pressure. By giving a negative review, the 
insurer will have to increase financial strength or risk losing business as agents don’t place business 
there.  
Against – Rating agencies do not have power to force changes to the insurer’s practices, such as 
prohibit entry into new lines, adjust investments, or place an insurer into receivership. 

See the Examiner’s Report for comments on candidates’ overall performance, expectations of a candidate, 
criteria for awarding full or partial credit, and common errors found in candidate solutions.   
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Solutions to question 2 from the Spring 2017 exam 
TOTAL POINT VALUE: 2.5 LEARNING OBJECTIVE: A3 
Part a: 1 point. For each of the following groups, describe why rating agencies are important: 
i. Policyholders 
ii. Property-Casualty Insurers 
 
Sample Responses for “Policyholders” 
• Helps them choose financially strong insurers who can pay their claims  
• Policyholders don’t have sufficient knowledge to measure the true financial strength of an insurance 

company. The rating may help them pick strong companies to buy insurance. 
• Ratings agencies provide policyholders with easy access a rating based on proprietary information about 

operating strategy and competitive advantages. 
• Provide indication of strong insurer when shopping for insurance. Policyholder may be required to buy 

from high rated company for mortgage or surety or specialty lines. 
• Ratings are used to determine financially strong insurers and help decide which insurer to buy from. 
 
Sample Responses for “Property-Casualty Insurers” 
• Helps them get business, especially in mortgage and surety as sometimes required A- rating or above to 

write business. 
• Rating agencies provide considerable expertise in evaluating structure and operations and a rating 

agency can provide an external benchmark without requiring the intervention of a regulator. 
• Producers can only place coverage with insurers with certain ratings. Having a good rating can increase 

sales and demonstrate financial health to regulators. 
• Insurers want to purchase reinsurance from strong companies to reduce credit risk penalty and 

evaluating other companies is difficult to do. 
• Allow insurers to know how they compare to competitors and influence the capital structure, reinsurance 

program, and business volume by benchmark. 
• Demonstrate you are a financially strong reinsurer with a good rating and do not need to post collateral 

to primary company. 
• Less expensive to use a rating agency than to demonstrate financial strength to investors for insurer that 

needs a good rating to issue debt securities or have stock publicly traded. 
• Reinsurers can charge higher prices with high rating and rating agency will show rating. 
 
Part b: 0.25 point. Briefly describe an incentive for rating agencies to invest in creating more accurate models 
to determine financial strength ratings. 
• Increase competitive advantage over other rating agencies, gain customers and profits. 
• More trust in the models by the public increases demand for and reliance on the ratings. 
• If agencies change ratings frequently they may lose credibility and improved model may stabilize 

ratings. 
• Competition from ORSA and RBC imply rating agencies need good models. 
• Accurate model helps an agency attract insurers who might be mis-rated by generic model. 
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Solutions to question 2 from the Spring 2017 exam 
TOTAL POINT VALUE: 2.5 LEARNING OBJECTIVE: A3 
 
Part c: 0.5 point. Assume that capital standards are derived from accurate and reasonable models. From the 
perspective of a rating agency, briefly describe one benefit of having high capital standards, and one benefit 
of having low capital standards. 
 
Sample Responses for “benefit having high capital standards” 
• Retain only high-quality clients 
• Gain more trust from users of the rating 
• High standard would ensure highly rated company could survive stress events 
• Regulators might want companies to be rated by rating agency that has high standard so more 

companies will need to be rated by high standard agency 
• High standard will attract insurers that want to be differentiated by high rating from strict model 
 
Sample Responses for “benefit of having low capital standards” 
• Gain more market share 
• More desirability from clients 
 
Part d: 0.75 point. Briefly describe three differences between NAIC RBC requirements and rating agency 
capital requirements. 
 
Any three of the following: 
• Rating agency incudes risks not in RBC such as catastrophe risk 
• RBC worst case year vs. rating agency may use value at risk or expected policyholder deficit (EPD) 
• RBC is a fixed formula and rating agency may use stochastic economic capital models 
• RBC has one model used for all companies but rating agencies models differ so the rating agency model 

used for different companies may differ when a different rating agency is used for each 
• RBC can cause regulatory action but rating agency does not have this power 
• RBC is a transparent public formula while rating agency uses opaque proprietary formula 
• RBC is the same for all lines vs. rating agency which may vary by line 
• Regulator is stakeholder for RBC while stakeholder for rating agency is consumer, agent, investor 
• RBC is quantitative formula while agency also uses qualitative information from interview process 
• RBC based on public data; rating agency uses confidential data 
• Regulator is stakeholder for RBC while stakeholder for rating agency is consumer, agent, investor (if 

related to conservatism of RBC and/or going concern of rating agency) 
• RBC changes infrequently based on model law while rating agency can adapt and change in response to 

emerging issues 
• RBC does not consider reserve adequacy, but rating agency does 
• RBC does not discount reserves, but rating agency uses a conservative discount rate 
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No. Subsection 

   62.1 Scope 

   62.2 General 

   62.3 Characteristics of Reinsurance Agreements 

   62.4 Required Terms for Reinsurance Agreements 

   62.5 Reinsurance Contracts Must Include Transfer of Risk 

   62.6 Accounting for Reinsurance 

   62.7 Accounting for Prospective Reinsurance Agreements 

   62.8 Accounting for Retroactive Reinsurance Agreements 

   62.9 Deposit Accounting 

   62.10 Assumed Reinsurance 

   62.11 Ceded Reinsurance 

   62.12 Adjustable Features/Retrospective Rating 

   62.13 Commissions 

   62.14 Provisions for Reinsurance, Disputed Items, Uncollectible Reinsurance 

   62.15 Commutations 

   62.16 National Flood Insurance Program 

   62.17 Disclosures 
 

   62.1 Scope 
 

This statement establishes SAP for Property and Casualty Reinsurance.   

 

   62.2 General 
 

SSAP No. 62 lists Six Principal Functions of Reinsurance (which enable insurers to):   

1. Expand their capacity (to write policies providing larger coverage amounts than would otherwise 
be offered).   

2. Spread the risk of potential catastrophic losses.   

3. Share the financial consequences of maintaining loss reserves.   

4. Reduce an insurer’s net liability to an amount appropriate in relation to surplus.   

5. Share large risks with other insurers 

6. Withdraw from a line of business.   
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Classification of Reinsurance Agreements based on: 
A.  Number of Risks:   

 Treaty - refers to coverage involving a class or type of business on an aggregate basis.   

 Facultative - refers to coverage provided on an individual basis.   
 

B.  Sharing of Risk:   

 Proportional reinsurance calls for an agreed upon pro-rata sharing of premiums and losses 
generated by the ceding company’s written business.   

 Non-proportional reinsurance typically provides for the indemnification of an amount of loss in 
excess of a specified retention subject to a specified limit.   

 
Treaty Facultative 

Pro-Rata (Proportional) Excess of Loss (Non-Proportional)   
1.  Quota Share  1.  Per Risk.   Pro-Rata  Per Risk. 

2. Surplus Share.   

The company establishes a 
retention or “line” and cedes a 
fraction or a multiple of that 
line on each policy.   

2.  Aggregate Excess.   

Indemnification can occur when 
incurred losses exceed either a pre-
determined $ amount or % of the 
company’s subject premiums.   

  

 3. Cat Reinsurance.     
    May cover, on an excess of loss basis, 

loss resulting from an event or series of 
events.   

  

 

   62.3 Characteristics of Reinsurance Agreements 
 

Contract provisions that may affect accounting practices include: 

a.  Reporting responsibilities (e.g. details and time schedules) of the ceding entity. 

b.  Payment terms (e.g. time schedules, currencies, rights of the parties to withhold funds). 

c.  Payment of premium taxes (typically the responsibility of the ceding entity). 

d.  Termination - may be on a cut-off or run-off basis.  

1.  A cut-off provision terminates the reinsurer’s liability for loss from occurrences taking place after the 
termination date.  

2.  A run-off provision extends reinsurer’s liability for loss under reinsured policies from occurrences 
taking place after the termination date until the policies expire or are canceled. 

e.  Insolvency clause – A reinsurer's obligations remain in tact in spite of the insolvency of the ceding entity.   

 

   62.4 Required Terms for Reinsurance Agreements 
 

Ceding entities shall not be allowed credit for reinsurance recoverables unless each of the following 
conditions is satisfied: 

a.  the agreement contain an insolvency clause; 

b.  recoveries due the ceding entity for payment of losses must be available without delay; 

c.  the agreement not guarantee a profit for the ceding entity nor the reinsurer; 

d.  the agreement provide for reports of premiums and losses (including loss reserves) and payment of 
losses, no less frequently than on a quarterly basis; 
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Required Terms for Reinsurance Agreements (continued) 

e.  Additional conditions apply to retroactive reinsurance agreements: 

i.  the consideration paid by the ceding entity to the reinsurer must be a stated amount; 

ii.  direct or indirect compensation to the ceding entity or reinsurer is prohibited; 

iii.  provisions for subsequent adjustment on the basis of actual experience any other formula are 
prohibited, except for a entity's participation in the reinsurer's ultimate profit, if any; 

iv.  cancellation or rescission of the agreement requires the approval of the commissioner of the 
domiciliary state of the ceding entity. 

 

   62.5 Reinsurance Contracts Must Include Transfer of Risk 
 

Transfer of Risk:   
 The essential element of every reinsurance contract is the transfer of risk. 

 Unless the contract contains this element of risk transfer, no credit shall be allowed in any 
accounting or financial statement of the ceding insurer. 

Insurance Risk:   

1.  Involves uncertainties as to:    

a.  the ultimate amount of net cash flows from premiums commissions, losses (underwriting risk) and  

b.  the timing of those cash flows (timing risk).   
2.  Must be fortuitous (occurring outside the control of the insurer).   

 

Determining whether a contract provides risk transfer requires an evaluation of all contractual features that: 

(a)  limit the amount of insurance risk to which the reinsurer is subject (experience refunds, cancellation 
provisions, adjustable features, additions of profitable lines, etc) or  

(b)  delay the timely reimbursement of claims by the reinsurer (through payment schedules or 
accumulating retentions from multiple years).   

 
Indemnification of the ceding company’s transfer of insurance risk (both underwriting and timing) 
requires both of the following:   

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

insurance contracts.   
b.  It is reasonably possible that the reinsurer may realize a significant loss from the transaction.   

i.  reasonably possible means its probability is more than remote. 

ii.  realizing a significant loss shall be evaluated by comparing the present value of all cash flows, 
with the present value of the amounts paid or deemed to have been paid to the reinsurer, using 
the same interest rate (judgment is required to determine an appropriate interest rate).   

iii. if, based on this comparison, the reinsurer is not exposed to the reasonable possibility of 
significant loss, the contract cannot be accounted for as reinsurance.   

One exception:  If there is a transfer of insurance risk and the reinsurer has assumed 
substantially all of the risk related to the contract (e.g., a fronting arrangement, 
100% quota share agreement), then it is not necessary for the reinsurer to be 
exposed to the reasonable possibility of significant loss.  In this situation, the 
reinsurer's position is essentially equivalent to that of a primary company. 

 

Transfer of insurance risk requires that the reinsurer's payment to the ceding company depend on and 
vary with the amount and timing of claims settled under the reinsured contract.   
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   62.6 Accounting for Reinsurance 
 

A.  Reinsurance recoverables, unauthorized reinsurance and overdue authorized reinsurance:   

1.  reinsurance recoverable on loss payments is an admitted asset, without any available offset 
(although they may meet the criteria for offsetting under the provisions SSAP No. 64-Offsetting and 
Netting of Assets and Liabilities).   

2.  unauthorized reinsurance is included in this asset and should be reflected separately as a liability 
when warranted. 

3.  the penalty for overdue authorized reinsurance shall be reflected as a liability. 

B.  Funds held or deposited with reinsured companies are: 

1.  admitted assets provided they do not exceed the liabilities they secure and provided the reinsured 
is solvent.  

2.  non-admitted assets to the extent that the funds are in excess of the liabilities or are held by an 
insolvent reinsured.   

C.  Accounting for reinsurance depends on whether the contract is prospective or retroactive.   
1.  prospective reinsurance:  Indemnification of losses as a result of future insurable events covered 

under contracts subject to reinsurance.   
2.  retroactive reinsurance:  Indemnification of losses as a result of past insurable events covered 

under contracts subject to reinsurance.   
Note:  A reinsurance contract may include both prospective and retroactive reinsurance provisions.   

 

Key Comment 

If a contract entered into, renewed, or amended on or after 1/1/94 has not been finalized, in written 
form and signed by 9 months after the beginning of the policy period, then it is presumed retroactive.  
This presumption does not apply to:   

(a)  facultative reinsurance.   

(b)  reinsurance agreements involving more than 1 reinsurer, if signed by the lead reinsurer within 9 
months after the beginning of the policy period.   

(c)  reinsurance agreements involving more than 1 reinsurer, if reinsurers providing > 50% of the 
capacity have singed cover notes, placement slips of the essential terms within 9 months after 
the beginning of the policy period. 

D.  Prospective and retroactive provisions included within a single contract shall be accounted for 
separately.   
If this is impracticable, the contract shall be accounted for as a retroactive contract provided the 
conditions for reinsurance accounting are met. 

 

   62.7 Accounting for Prospective Reinsurance Agreements 
 

A.  Amounts paid for prospective reinsurance reduce the ceding entity’s written and earned premium, and 
shall be earned over the remaining contract period in proportion to the amount of reinsurance provided.  
Reinstatement premiums shall be earned over the period when reinstatement occurs to the expiration of 
the agreement.   

 
B.  Changes in the amount of estimated reinsurance recoverables shall be recognized as a reduction of 

gross losses and loss expenses incurred in the current period's statement of income.   
 Reinsurance recoverables on paid losses shall be reported as an asset on the balance sheet.   
 Reinsurance recoverables on unpaid case basis and IBNR loss and LAE shall be netted against 

the liability for gross losses and LAE. 
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   62.8 Accounting for Retroactive Reinsurance Agreements 
 

Retroactive reinsurance agreements on or after 1/1/94 shall be accounted for as follows:   
 
Ceding Entity Assuming Entity 
1.  Must record its loss and LAE reserves on a gross basis 

on its balance sheet.   
1.  Must exclude retroactive reinsurance from its 

loss and LAE reserves.   

2.  Must record a contra liability by write-in item on page 3 
for the "retroactive reinsurance reserve ceded".   

2.  Must record a liability by write-in item on 
Page 3 for the "retroactive reinsurance 
reserve assumed".   

3.  Must restrict surplus resulting from retroactive 
reinsurance and designate it as "special surplus from 
retroactive reinsurance" by write-in item on Page 3.   

 

4.  Shall report the initial gain (total ceded reserves minus 
consideration paid) as a write-in item on Page 4, 
"Retroactive Reinsurance Gain" and included in other 
income. 

3.  Shall report the initial loss (total ceded 
reserves minus consideration paid) as a 
write-in item on Page 4, "Retroactive 
Reinsurance Loss" and included in other 
income. 

5.  Shall record the consideration paid as a decrease in 
ledger assets. 

4.  Shall record the consideration received as a 
increase in ledger assets. 

 
 The surplus gain from retroactive reinsurance may not be classified as unassigned funds until 

actual retroactive reinsurance recovered exceeds the consideration paid. 

 Surplus gain from retroactive reinsurance between affiliates shall be reported as follows: 

i.  the consideration paid shall be recorded as a deposit and reported as a nonadmitted asset; and 

ii.  no deduction shall be made from the loss and LAE reserves on the ceding entity’s statements. 

 The " Special Surplus from Retroactive Reinsurance Account" write-in entry must be <  Total 
ceded reserves under all retroactive reinsurance agreements in-force.   

 Special Surplus shall be considered earned only when cash recoveries from the assuming company 
are > the consideration paid by the ceding company.   

 
The above procedures for retroactive reinsurance contracts shall not apply to: 

1.  Structured settlement annuities on individual claims.   

2.  Novations (i.e.  transactions in which the original insurer's (or assuming entity’s) obligations are 
completely extinguished), provided that: 

i.  the parties to the transaction are not affiliates. 

ii.  the accounting for the original reinsurance agreement will not be altered from retroactive to 
prospective.   

Novations meeting the above requirements shall be accounted for as prospective reinsurance 
agreements. 

3.  The termination of, or reduced participation in, treaties entered into the ordinary course of business.   

4.  Intercompany reinsurance contracts among companies 100% owned by a common parent or ultimate 
controlling person, provided there is no gain in surplus.   

 
The accounting and reporting provisions for retroactive reinsurance apply to situations involving court 
ordered rehabilitation, liquidation or receivership.   
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   62.9 Deposit Accounting 
 

To the extent a reinsurance contract does not transfer both components of insurance risk, all or a part 
of the agreement has be accounted for and reported as deposits as follows:  

a.  The net (premiums less commissions) consideration paid shall be accounted for as a deposit by 
the ceding enterprise and a liability by the assuming entity.  The deposit shall be reported as an 
admitted asset by the ceding entity if: 

1.  the assuming entity is licensed in the ceding entity’s state of domicile, or 

2.  there are funds held by or on behalf of the ceding entity.   

b.  Receipts and disbursements shall be recorded through the deposit and liabilities accounts. 

c.  When case reserves are the basis for the deposit, and the assuming entity pays in excess of the amount 
transferred by the ceding entity, amounts paid in excess of the deposit are recognized as a loss by the 
assuming entity and a gain by the ceding entity as Other income in the income statement. 

d.  When the agreement is completed, or when there is a loss payment in excess of the deposit, any difference 
between consideration and recoveries shall be recorded as a: 

1.  loss to the reinsurer in the Other Income or Loss account, and  

2.  gain to the reinsured in the Other Income or Loss account. 

e.  When bulk reserves are revalued upward: 

1.  the assuming entity shall recognize the increase in liability as a loss, while 

2.  the ceding entity increases its deposit (asset) and outstanding loss liability. 

f.  No deduction shall be made from the loss and ALE reserves on the ceding entity’s financial statements. 

g.  The assuming entity shall record net consideration to be returned to the ceding entity as liabilities. 

 

   62.10 Assumed Reinsurance 

 
Reinsurance Assumed:   

1.  Non-proportional assumed reinsurance should be included in the reinsurance lines of business in the AS.   

2.  Proportional reinsurance must be allocated to the appropriate A.S. lines of business in the U/W and 
Investment Exhibits.   

3.  Reinsurance premiums receivable are combined with direct business receivables and reported as 
Agents balances or uncollected premiums.   

4.  Where the ceding insurer withholds premiums funds under the contract, such assets should be shown 
by the assuming company as "Funds held by or deposited with reinsured companies".   

5.  Interest earned or receivable on funds withheld shall be recorded as a aggregate write-in for 
miscellaneous income.   

6.  Reinsurance premiums > 90 days overdue are non-admitted except: 

a.  to the extent the assuming entity maintains UEPR and Loss reserves as to the ceding entity, or 

b.  where the ceding entity is licensed and in good standing in the assuming entity’s state of domicile.   

7.  Amounts payable by reinsurers on losses shall be classified as unpaid losses.   

a.  assumed reinsurance payable on paid losses shall be classified as a separate liability item. 

b.  IBNR losses on assumed reinsurance shall be netted with ceded losses and listed separated by 
A.S line of business.   
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   62.11 Ceded Reinsurance 
 
Reinsurance Ceded: 

1.  Ceded reinsurance premiums payable (net of ceding commission): 

a.  shall be classified as a liability 

b.  may be deducted from amounts due from the reinsurer when a legal right of offset exists. 

2.  Amounts withheld by the ceding entity, that would otherwise be payable, shall be reported as funds 
held by entity under reinsurance treaties. 

3.  Interest due or payable on funds withheld shall be recorded as a aggregate write-in for miscellaneous 
income.   

4.  Ceded reinsurance transactions shall be classified in the A.S. line of business relating to the direct or 
assumed transactions that created the cession or retrocession. 

 

   62.12 Adjustable Features/Retrospective Rating 

 
Reinsurance treaties may provide for adjustment of commission, premium, or amount of coverage, based 
on loss experience.  
1.  Commission Adjustments.  An accrual shall be maintained based upon the experience for the period: 

a.  Contingent or Straight Profit - the reinsurer returns to the ceding entity a stipulated percentage of the 
profit ( generally based on an average of a period of years) produced by the business.   

b.  Sliding Scale - A provisional rate is established with a final adjustment to the provisional rate based on 
the experience of the business ceded under the contract. 

 
2.  Premium Adjustments 

a.  If the reinsurance agreement requires the ceding entity to pay additional premium to the assuming 
entity based upon loss experience: 
i.  the ceding entity shall recognize a liability equal to the additional premium during the accounting 

period in which the loss event(s) gives rise to the obligation occur(s).  
ii.  the assuming entity shall recognize an asset in a consistent manner.  

b.  If the reinsurance agreement requires the assuming entity to refund premium to the ceding entity 
based upon loss experience: 
i.  the ceding entity shall recognize an asset equal to the amount of such refund during the 

accounting period in which the loss event(s) gives rise to such refund occur(s).  The initial 
provisional or deposit premium is recalculated retrospectively (often based on an average over a 
period of years) during a specified period of time.    

ii.  The assuming entity shall recognize a liability in a consistent manner. 
 
3.  Adjustments in the Amount of Coverage 

If the reinsurance agreement affords coverage which may be increased or reduced based upon loss 
experience, an asset or a liability shall be recognized: 
i.  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.  

ii.  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. 
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   62.13 Commissions 
 
1.  Commissions payable on reinsurance assumed business shall be included as an offset to Agents' 

Balances or Uncollected Premiums.  
2.  Commissions receivable on reinsurance ceded business shall be included as an offset to Ceded 

Reinsurance Balances Payable. 
3.  If the ceding commission paid under reinsurance contract exceeds the anticipated acquisition costs of 

the business ceded, the ceding company shall establish a liability equal to the difference between the 
anticipated acquisition costs and the reinsurance commissions received.  This liability is amortized 
over the life of the reinsurance contract. 

 

   62.14 Provisions for Reinsurance, Disputed Items, Uncollectible Reinsurance 
 
A.  The Schedule F-Provision for Overdue Reinsurance provides 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.  
i.  The minimum reserve is recorded as a liability and the change between years is recorded as a gain 

or loss directly to unassigned funds (surplus).  
ii.  Any reserve over the minimum amount shall be recorded on the statement of income by reversing 

the accounts used to establish the reinsurance recoverable. 
 
B.  Disputed Items: 

i.  Occasionally a reinsurer will question coverage for an individual claim or may even attempt to nullify 
an entire treaty [e.g. alleging fraud or misrepresentation on the part of the ceding company]. 

ii.  Depending on the individual facts, a cedent may or may not choose to take credit for disputed 
recoverables. 

iii.  A cedent may take no credit whatsoever for reinsurance recoverables in dispute with an 
affiliated company. 

 
C.  Uncollectible Reinsurance balances shall be written off through the accounts, exhibits, and schedules 

in which they were originally recorded. 
 

   62.15 Commutations 
 
A commutation of a reinsurance agreement results in the complete and final settlement of the obligations 
between the parties to the agreement. 

1.  An agreed upon amount determined by the parties is paid by the reinsurer to the ceding entity.  

2.  The ceding entity: 

a.   immediately eliminates the reinsurance recoverable recorded against the ultimate loss reserve and  

b.  records the cash received as a negative paid loss.  

c.  records any net gain or loss as underwriting income in the statement of income. 

3.  The reinsurer: 

a.  eliminates a loss reserve carried at ultimate cost for a cash payout calculated at present value.  

b.  records any net gain or loss as underwriting income in the statement of income. 
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   62.16 National Flood Insurance Program 
 

1.  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.  

2.  Premium rates are set by FEMA.  The WYO participating companies write qualifying flood insurance 
coverage on their own policies, perform their own underwriting, premium collections, claim payments, 
administration, and premium tax payments for policies written under the program. 

3.  Participating companies 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. 

4.  For insurer's participating in the "write-your-own" program, balances due from or to FEMA are treated 
as ceded reinsurance balances receivable or payable. 

 

   62.17 Disclosures 
 

A.  Unsecured Reinsurance Recoverables: 

a.  If the entity has an unsecured aggregate recoverable for losses (paid and unpaid including IBNR), 
LAE, 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;  

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. 

 

B.  Reinsurance Recoverables in Dispute: 

Identify amounts in dispute on reinsurance recoverable on paid and unpaid losses if: 

i.  the amounts exceed 5% of the ceding entity's policyholder surplus or 

ii. the aggregate of all disputed items exceeds 10% of the ceding entity's policyholders surplus.  

 

C.  Uncollectible Reinsurance and Commutation of Ceded Reinsurance:   

i.  Describe uncollectible reinsurance written off during the year, 

ii.  Describe commutation of ceded reinsurance during year,  

iii.  For both, include the following: 

a.  Losses incurred; 

b.  Loss adjustment expenses incurred; 

c.  Premiums earned; and 

d. Other  and   e.  The name(s) of the reinsurer(s).  

 

D.  In the Notes to Financial Statements, identify all retroactive reinsurance agreements that will generate 
special surplus transactions.   

Transactions utilizing deposit accounting shall not be reported in this note. 

E.  Reinsurance Assumed and Ceded – Identify the following in the A.S. under "Reinsurance Assumed 
and Ceded in the Notes to Financial Statements"  

1.  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 

2.  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. 



Property and Casualty Reinsurance 
NAIC - Statement of Statutory Accounting Principles No. 62 

 

 

Exam 6, V1 Page 506  2018 by All 10, Inc. 

Disclosures for paragraphs 80-85 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 12/31/2006.  

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. 

 

80.   Disclose if any risks are reinsured under a QS contract with any other entity that includes a provision 
that would limit the reinsurer's losses below the stated QS% (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). 

 

81.   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 2 years and the contract is non-cancellable 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. 
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82. 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 or it reported CY written premium ceded or year-end loss and loss expense 
reserves ceded greater than 5% of prior year-end surplus; 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 WP ceded to the reinsurer by the reporting entity or its affiliates represents 50% or more of 
the entire direct and assumed premium written by the reinsurer based on its most recently 
available financial statement; or 

b. (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. 

 

83. If affirmative disclosure is required for paragraph 81 or 82, provide the following information: 

a. A summary of the reinsurance contract terms and indicate whether it applies to the contracts 
meeting paragraph 81 or 82; 

 

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. 

 

84. Except for transactions meeting the requirements of paragraph 31 of SSAP No. 62R—Property and 
Casualty Reinsurance, 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 SAP and as a 
deposit under GAAP; or 

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

 

85. If affirmative disclosure is required for paragraph 84, explain in a supplemental' filing why the 
contract(s) is treated differently for GAAP and SAP. 

 

86.  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 SSAP No. 62R, subparagraph 31.e. (also see 
paragraphs 68-71 — Accounting for the Transfer of Property and Casualty Run-off Agreements). 

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

87.  Disclose the following with respect to reinsurance agreements that have been accounted for as 
deposits. 

1.  A description of the reinsurance agreements 

2.  Any adjustment of the amounts initially recognized for expected recoveries. (adjustments include 
interest accrual, change due to a change in estimate or actual cash flow are to be disclosed 
separately). 
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Section 1 – Run-Off vs. Novation;  
Items to Review Before Approving Reinsurance Agreements;   
Recording of Amounts Paid to the Assuming Entity Under Run-Off Agreements 

Prime Problem: 
Question 24 from the Fall 2014 exam 
 The question is a good candidate for repeat testing 
 The question is comprehensive as it ties together a number of concepts 
 The question was assigned a significant point value by the CAS 
 The question has a direc t correlation to the le arning objectives and knowledge statements associated 

with the article 
 

(2.50 points)  An insurer wants to exit the homeowners market in a single state. The insurer has stopped 
writing new business and wants to enter into a property-casualty run-off agreement with a reinsurer. 

 
a. (0.5 point)  Briefly explain the difference between a property-casualty run-off agreement and a novation. 

 
b. (0.5 point)  Identify two situations where an insurer would not be eligible for reinsurance accounting 

treatment under a novation. 
 

c. (1 point)  Identify and briefly describe two items that a regulator might review before approving 
reinsurance accounting treatment for a property-casualty run-off agreement. 
 

d. (0.5 point)  Describe how the primary insurance company would record the amount paid to the assuming 
entity for a property-casualty run-off agreement. 

 
 

More Prime Practice: 
Question 55 from the 2004 exam 
 The question is a good candidate for repeat testing 
 The question is comprehensive as it ties together a number of concepts 
 The question has a direc t correlation to the le arning objectives and knowledge statements associated 

with the article 
 
(2.0 points)  Due to potential abuses involving retroactive reinsurance agreements, special accounting 
treatment for these agreements is warranted.  In 2003, a company entered into a retroactive reinsurance 
contract, ceding reserves of $50 million and paying consideration of $45 million. 
 
a. (1.0 point)  How does the ceding entity reflect this contract in its Balance Sheet and Income Statement 

on December 31, 2003? 
 

b. (1.0 point)  How does the assuming entity reflect this contract in its Balance Sheet and Income 
Statement on December 31, 2003?  
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Section 1 – Run-Off vs. Novation;  
Items to Review Before Approving Reinsurance Agreements;   
Recording of Amounts Paid to the Assuming Entity Under Run-Off Agreements 
More Prime Practice: 
Question 111 from the 2000 exam 
 The question is a good candidate for repeat testing 
 The question has a direc t correlation to the le arning objectives and knowledge statements associated 

with the article 
 
(1.0 point) NAIC's Issue Paper No. 75*, "Property and Casualty Reinsurance," describes statutory accounting 
for retroactive reinsurance.  Under statutory accounting principles, explain how a gain from retroactive 
reinsurance would be reported in the balance sheet and income statement of the ceding company. 
 
*Now known as NAIC 62R, "Property and Casualty Reinsurance," 
 
Section 2 - Benefit to Surplus Due to Purchase of Reinsurance 

Prime Problem: 
Question 82 from the 2002 exam 
 The question is a good candidate for repeat testing 
 The question is comprehensive as it ties together a number of concepts 
 The question was assigned a significant point value by the CAS 
 The question has a direc t correlation to the le arning objectives and knowledge statements associated 

with the article 
 Solutions to this question can be found in your manual and in this document 

 

(3.0 points) Based on the National Association of Insurance Commissioners, Accounting Practices and 
Procedures Manual, 2001, Statement of Statutory Accounting Principles 62, "Property and Casualty 
Reinsurance" and Feldblum, "Selected Notes to the Fire and Casualty Annual Statement," and the following 
information, compute the 2001 Annual Statement surplus benefit Vanilla Insurance Company received from 
entering into its reinsurance transaction with Chocolate Re.  Show all work. 
 
Vanilla Insurance Company is initially capitalized with $10,000,000.  On October 1, 2001, Vanilla writes its 
only group of insurance policies, all one year in length, receiving $25,000,000 in premiums.  On October 1, 
2001, Vanilla enters into a 50% quota share treaty with Chocolate Re and receives a 30% ceding 
commission, although Vanilla has not paid any reinsurance premium as of December 31, 2001.  On December 
31, 2001, Vanilla sets its loss reserves to a 60% loss ratio, although no losses have been paid yet. 
 
Vanilla incurs and pays the following gross expense ratios at policy inception: 

•  Commissions 12.0% 
•  Premium Taxes 3.0% 
•  Other Acquisition 7.5% 

 
Assume all other expenses are 0.  
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Section 3 - Liability for Loss Reserves and the Reinsurance Recoverable Asset 
Under Both GAAP and SAP 

Prime Problem: 
Question 70 from the 2001 exam 
 The question is a good candidate for repeat testing 
 The question is comprehensive as it ties together a number of concepts 
 The question has a direc t correlation to the le arning objectives and knowledge statements associated 

with the article 
 

(1.50 points)  NAIC’s Statutory Issue Paper No. 75*, “Property and Casualty Reinsurance,” describes how 
GAAP and SAP differ in their balance sheet treatment for reinsurance recoverables. 
Assume that ABC Insurance Company began writing business on January 1,2000.  On January 1,2000, ABC 
entered into a quota share reinsurance treaty, ceding 75% of both losses and premiums for the year 2000. 

ABC Insurance Company Data as of December 31, 2000 
Gross Earned Premiums $50,000,000 
Gross Ultimate Loss Ratio 60% 
Gross Paid Losses  $10,000,000 
Reinsurance Recoveries $3,000,000 

 
a. (0.75 point)  On a GAAP basis, compute both the liability for loss reserves and the asset for reinsurance 

recoverables for ABC as of December 31,2000.  Show all work. 
 

b. (0.75 point)  On a SAP basis, compute both the liability for loss reserves and the asset for reinsurance 
recoverables for ABC as of December 31, 2000.  Show all work. 
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Apply ActiveLearning 
These solutions are the unedited CAS model solutions 
Solutions to question 24 from the Fall 2014 exam 
TOTAL POINT VALUE: 2.5  LEARNING OBJECTIVE(S): E1 
Part A:  

• Runoff company remains primarily liable in case where reinsurer goes bankrupt/is unable to pay vs. 
novation, where the company (primary insurer) is completely released from all liability・  

• Runoff agreement covers adverse development and obligations for a line no longer actively marketed 
by the ceder, the ceder is still the primary insurer, the assumer is the reinsurer. 
Novation transfers all risks, the assumer is primary and the ceder breaks all ties. 

• Runoff: when you cede 100% of the line of business to a third party and you’re no longer marketing 
the business but may still be liable if 3rd party defaults. Novation: you’re also transferring your line of 
business to the 3rd party except you’ll no longer be liable for the business ceded. 

• Novation is when one party is absolved of any legal responsibility. In a runoff agreement the primary 
insurer is still responsible but the reinsurer agrees to pay for the claims. 

• Runoff = insurer retains 1st responsibility. Novation = no responsibility 
• Under the runoff agreement insurer still has liability when reinsurer gets insolvent vs. novation 

doesn’t (because it extinguishes all liabilities) 
• Runoff agreement: would be reinsurance with 100% ceded. Insurer is still primary responsible. 

Novation: contract is completely replaced by another one. Insurer would not have any more 
responsibility. 

• Runoff: insurer is still contingently liable for ceded reserves. Novation: completely extinguishes 
liability for ceded reserves for ceding company 

• Novation exhausts liabilities entirely including claims handling, runoff does not 
Part B: 

• Retroactive Reinsurance; Novation with affiliated company 
• (1) The parties to the transaction are affiliates and the transaction has no prior approval of the 

domiciliary regulators of the parties. (2) The accounting for the original reinsurance agreement will 
be altered from retrospective to prospective. 

Part C:  
Any two of the following: 

• That the reinsurer is properly licensed 
• The transferred risks should contain the same policy limits, deductibles (same coverages basically) 
• Ensure no guarantee of profit to either side 
• Ensure that contract limits and coverages are the same as the primary insurer 
• Has the ceding company stopped all marketing of the line it intends to discontinue? 
• Is there any contingent commission or loss sharing involved in the contract? 
• Make sure there are no additional agreements between the reinsured and reinsurer that could reduce 

risk of significant loss or timing of payments (i.e., ensure that the reinsurance agreement meets the 
requirements of risk transfer) 

• Make sure there is no chance of cancellations in the contract – runoff agreements cannot be 
cancelled 

• Reinsurer must undergo property assessment (e.g., guarantee fund) 
• Reinsurer needs to be rate from at least 2 organizations and the rating must be at least the same as 

insurer  
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Solutions to question 24 from the Fall 2014 exam - continued 
Part D: 

• Amount is recorded as a paid loss 
• If the amount paid is less than the reserves transferred, the difference is recorded as a decrease in 

incurred loss 
 

See the Examiner’s Report for comments on candidates’ overall performance, expectations of a candidate, 
criteria for awarding full or partial credit, and common errors found in candidate solutions. 
 

Solutions to question 55 from the 2004 exam 
TOTAL POINT VALUE: 2.0  LEARNING OBJECTIVE(S): E1 
 

Part A. 
Balance Sheet:  The “Cash” asset is decreased by $45 million.  The Loss Reserve does not change. 
A write-in contra-liability is established for $50 million.  This is a contra-liability called “Retroactive 
Reinsurance Ceded or Assumed.”  It decreases total liabilities by $50 million.  The $5M of surplus gain is 
restricted as a special surplus write-in item.  It is not part of unassigned funds. 
Income Statement: The $5 million gain is a write-in for “Other Income.”  It does affect Underwriting Income. 
 

Part B. 
Balance Sheet:  The “Cash” asset increases by $45 million. Loss Reserves do not change.  
A write-in liability, “Retroactive Reinsurance Ceded or Assumed” is setup for $50 million. This increases total 
liabilities.  Surplus decreases by $5 million. 
Income Statement: The $5 million loss is a write-in for “Other Income.”   
It does not affect Underwriting Income. 
 

See 62-8.  



Exam 6 – Prime Problems 
P&C Reinsurance #62R – Solutions to Questions  

Exam 6 – V1 Page 514 Solutions to PrimeProblems 

Solutions to question 111 from the 2000 exam 
TOTAL POINT VALUE: 1.0  LEARNING OBJECTIVE(S): D1 
 

1.  The Ceding Company shall recognize a gain in the Other Income category of income statement. 
2.  Reserves are not reduced.   The gain is restricted as a “special surplus”.   
3.  These reserves are reduced when the actual retroactive reinsurance recovered is in excess of the 
consideration paid in the contract. 
 

See page 62-8 – 62-10.   
 
Solutions to question 82 from the 2002 exam 
TOTAL POINT VALUE: 3.0  LEARNING OBJECTIVE(S): E1 
 

Step 1:  Write an equation to determine the difference in surplus for the Vanilla Insurance Company before 
and after entering into its reinsurance transaction with Chocolate Re at 12/31/01: 
Surplus benefit equals Surplus (after reinsurance) – Surplus (before reinsurance) which equals: 
(Assets – UEPR – Loss Reserves – Ceded Premiums - Ceded Commission liability) after reinsurance at 
12/31/01 MINUS 
(Assets – UPER - Loss Reserves) before reinsurance at 12/31/01 
 

Note:  Ceded commission liability.  According to paragraph 51 on page 62-13, “If the ceding commission paid 
under reinsurance contract exceeds the anticipated acquisition costs of the business ceded, the ceding 
company shall establish a liability equal to the difference between the anticipated acquisition costs and the 
reinsurance commissions received.  This liability is amortized over the life of the reinsurance contract.”  
 
Step 2:  Set up a table, similar to the one below, to determine Vanilla’s surplus pre and post reinsurance at 
12/31/01 (the calculations shown at 10/01/01 are for informational purposes only).   

 
 
Step 3:  Using the equation in Step 1, and the values from Step 2, solve for the surplus benefit.   
At 12/31/01, Surplus AFTER reinsurance equals (33.125 – 9.375 - 1.875 – 12.5 - .703M) = 8.672M 
At 12/31/01, Surplus BEFORE reinsurance equals (29.375 – 18.75 - 3.75) = 6.875M 
Thus, the Surplus benefit = 8.672M – 6.875M = 1.797M  

Pre-Reinsurance (at 10/01/01) (in millions) Post Reinsurance (at 10/01/01) (in millions)
1. UEPR 25 25.000 1. UEPR 25 (.5)  = 12.5 12.500
2. 2. Ceded Prem payable = 25 (.5)  = 12.5 12.500
3. 3. Ceding comm = 25 (.5)  (.3)  = 3.75 3.750
4. 4. Ceded Comm liability = [25 (.5)[.30-(.12+.03+.075)]] = 0.938
5. Assets 10 + 25(1 - .12 - .03 - .075)  = 29.375 29.375 5. Assets=10 + 25(1 - .12 - .03 - .075)  = 29.375 29.375

6.=5.-1. Surplus 29.375 - 25.000 = 4.375 4.375 6.=5.+3.-1.-2. -4. Surplus = 29.375 + 3.75 - 12.5 - 12.5 -.938= 8.125 8.125

Pre-Reinsurance (at 12/31/01) (in millions) Post Reinsurance (at 12/31/01) (in millions)
1. UEPR = 25 * (1.0 - .25) 18.750 1. UEPR = 25 *(1.0 - .25) * .50 9.375

  2.* Loss Reserves = 25 *(.60)*(.25) 3.75 2. Loss Reserves = 25 *(.60)*(.25) * .50 1.875
3. 3.** Ceded Prem payable = 25 (.5)  = 12.5 12.500
4. 4. Ceded Comm liability = .75*[25 (.5)[.30-(.12+.03+.075)]] = 0.703
5. Assets 10 + 25(1 - .12 - .03 - .075)  = 29.375 29.375 5. Assets = 29.375 + 3.75 = 33.125 33.125

6.=5.-1.-2. Surplus 29.375 - 18.75-3.75 = 6.875 6.875 6.=5.-1.-2.-3.-4. Surplus = 33.125 - 9.375 - 1.875 - 12.5 -.703 = 8.672 8.672

*Note:  As of 12/31, no losses have been paid yet. **Note:  As of 12/31, Vanilla has not paid any reinsurance premium
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Solutions to question 70 from the 2001 exam 
TOTAL POINT VALUE: 1.5  LEARNING OBJECTIVE(S): E1 
 

a.  On a GAAP basis, compute both the liability for loss reserves and the asset for reinsurance recoverables 
for ABC as of December 31,2000.  Show all work. 

Liability for Loss Reserves – GAAP: 

i.  Gross Ultimate Losses = Gross Earned Premium * Ultimate Loss Ratio 

 = 50,000,000 * .60 = 30,000,000 

ii.  Gross Loss Reserves = Gross Ultimate Losses – Gross Paid Losses 

 = 30,000,000 – 10,000,000 = 20,000,000.   

Reinsurance Recoverable assets– GAAP: 

GAAP Asset for Reinsurance Recoverables = Ceded Ultimate Losses – Reinsurance Recoveries 

 = .75 * (30,000,000) – 3,000,000 = 19,500,000 

b.  On a SAP basis, compute both the liability for loss reserves and the asset for reinsurance recoverables for 
ABC as of December 31, 2000.  Show all work. 

Reinsurance recoverables on unpaid case-basis and IBNR losses and loss adjustment expenses shall be 
shown as a contra-liability netted against the liability for gross losses and LAE (see page 62-15) 

Liability for Loss Reserves – SAP: 

i.  Gross Ultimate Losses = Gross Earned Premium * Ultimate Loss Ratio 

 = 50,000,000 * .60 = 30,000,000 

ii.  Gross Loss Reserves = Gross Ultimate Losses – Gross Paid Losses 

 = 30,000,000 – 10,000,000 = 20,000,000.   

iii.  Net Loss Reserve = Gross Losses Reserves * (1.0 - Ceded Reins Percentage) (assuming Q.S) 

= 20,000,000 * (1 - .75) = 5,000,000.   

 

Reinsurance Recoverable assets– SAP: 

Reinsurance recoverables on paid losses and LAE are reported as an asset under SAP (see page 62-6) 

SAP Asset for Reinsurance Recoverables = Ceded Paid Losses – Reinsurance Recoveries 

 = .75 * (10,000,000) – 3,000,000 = 4,500,000 
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Apply ActiveLearning 
Solutions to question 13 from the Fall 2014 exam 
TOTAL POINT VALUE: 4.0 
Create the Schedule P - Part 2J - Auto Physical Damage table that would appear in the company's 2013 
Annual Statement. 
Solution 1:  
# 1. Unpaid at 12/31/12 = 2012 Part 2 Cumulative. Incurred - 2012 Part 3 Cumulative. Paid 

Year 2010 2011 2012 

Prior 350 – 0 = 350 650 – 500 = 150 655 -555 = 100 
2011 XXX 800 – 100 = 700 900 - 700 = 200 
2012 XXX XXX 710-75=635 

 

#2. Unpaid at 12/31/13  
Year 2011 2012 2013 

Prior 150 + 700 = 850 100 + 200 = 300 15 + 25 = 40 
2012 XXX 635 215 
2013 XXX XXX 725 

 

- 2012 and prior from # 1  
- 2013 from CY2013 paid and unpaid (3rd tbl in question)  
 

#3. 2013 Part 3 Cumulative Paid (at 12/31/13)  
Year 2011 2012 2013 

Prior 0 555 – 500 + 700 – 100 = 655 655 + 20 + 240 = 915 
2012 XXX 75 75 + 435 = 510 
2013 XXX XXX 95 

 

- 2012 and prior cols: from 2012 Part 3  
- 2013 col: add CY2013 paid  
 

#4. 2013 Part 2 Cumulative Incurred = #2 + #3  
Year 2011 2012 2013 

Prior 850 + 0 = 850 300 + 655 = 955 40 + 915 = 955 
2012 XXX 635 + 75 = 710 215 + 510 = 725 
2013 XXX XXX 725 + 95 = 820 

 

Solution 2:  
Year 2011 2012 2013 
Prior A B C 
2012 XXX D E 
2013 XXX XXX F 

A = (650 + 800) - ( 500 + 100) = 850 
B = (655 + 900) - (500 + 100) = 955 
C = (555 + 700) - (500 + 100) + 20 + 240 + 15 +25 = 955 
D = 710 
E = 75 + 435 + 215 = 725 
F = 725 + 95 = 820  
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Solutions to question 13 from the Fall 2014 exam - continued 
Create the Schedule P - Part 2J - Auto Physical Damage table that would appear in the company's 2013 
Annual Statement. 
 
Solution 3: 

 2011 2012 2013 
Prior 650 + 800 - 500 - 100 850 + 655 + 900 - 650 - 800 955 + 20 + 240 + 15 + 25 

 = 850 = 955 - ( 655 - 555 + 900 - 700) 

   = 955 
2012  2012 Incurred 710 + 435 + 215 - (710 - 75) 

  = 710 = 725 

2013   95 + 725 
   = 820 

 

 
Solution 4: 
A = Year End Reserves     C = A + B 

Year 2011 2012 2013  Year 2011 2012 2013 

Old Prior 650 - 500= 150 655 – 555 =100 15  Old Prior
 

650 655 590 

2011 800 - 100= 700 900 – 700 =200 25  2011 
 

800 900 965 

2012 XXX 710 – 75 =635 215  2012 
 

XXX 710 725 

2013 XXX XXX 725  2013 XXX XXX 820 
 

B = Cumulative Paid       2013 Part 2J 
Year 2011 2012 2013  Year 2011 2012 2013 

Old Prior 500 555 555 + 20 = 575  Prior 650 + 800 - 
( 00 + 100) 

= 850 

655 + 900 - 
(500 + 100) 

= 955 

590 + 965 -
(500 + 100)

= 955 

2011 100 700 700 + 240 = 940  2012 XXX 710 725 

2012 XXX 754 75 + 435 =510  2013 XXX XXX 820 

2013 XXX XXX 95      

 
 

See the Examiner’s Report for comments on candidates’ overall performance, expectations of a candidate, 
criteria for awarding full or partial credit, and common errors found in candidate solutions. 

 

See also Q12_S2016, which is a similar question. 
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Solutions to question 24 from the 2009 exam 
TOTAL POINT VALUE: 1.25  

Part a.  (1.0 point) Calculate the total paid loss for calendar year 2008, net of ceded reinsurance. Show all work. 
Solution 1 
All years (except for the prior year AY row) represent cumulative values 
For Ays '99+, Subtract 2008 data (for an AY) from 2007 data (for the same AY) 
  Ex: D+A:  ['08 AY99 Paid L = 1,000] - ['07 AY99 Paid L = 900]  = 100 
  Ex: C:      ['08 AY99 Paid L = 500] - ['07 AY99 Paid L = 450]      = 50 
  Ex: Net:   ['08,AY99 Paid L = (1,000 - 900) - (500 - 450)] = 100 - 50 = 50 

 
 
2007SchP SumAYs[(D+A) -Prior+1998[(D+A)] - 2007SchP SumAYs[(C) -Prior+1998[(C)] 

 = (12,000 – 400 – 700) – (4540 – 80 – 350) = 6790 
 
CY 2008 Net Paid Loss = 2008 SchP SumAYs[(D+A) - C] -2007SchP SumAYs[(D+A) - C]- Prior +1998[(D+A) - C] 

 = (14,500 – 5000) – 6,790 = 2,710 
 
Part B. 5 year Historical Exhibit 
 
Solution 2 
Part A.  CY 2008 Net Paid Loss = 2008 SchP SumAYs[(D+A)] – 2007 SchP SumAYs[(D+A) -Prior+1998[(D+A)] - 
                                                2008 SchP SumAYs[(C)] – 2007 SchP SumAYs[(C) -Prior+1998[(C] 
 
 = 14,500 – (12,000 – 400 – 700) - [5,000 – (4,540 – 80 – 350)] = 3,600 – 890 = 2,710 
 
Part b.  (0.25 points) Identify one other section of the 2008 Annual Statement with which the number 
calculated in part a. above should reconcile. 
 
Solution  
Part B. Underwriting and Investment Exhibit Section on Paid Loss 

  

(D+A) Paid L C (Paid L) NET
(1) (2) (3)=(1)-(2)

PRIOR 500 100 400
99 (1000 – 900) (500 – 450) 50
00 ::: ::: 50
01 ::: ::: 50
02 ::: ::: 60
03 ::: ::: 60
04 ::: ::: 60
05 ::: ::: 60
06 ::: ::: 80
07 (1500 – 1200) (300 – 240) 240

08 Given 2,000 400 1,600 
2,710 
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Solutions to question 28 from the 2007 exam 
TOTAL POINT VALUE: 2.0  
Given the following information, calculate the item labeled "X" below. Show all work.  

 
2005 Schedule P, Part 3 ($000 omitted): 

 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 
Prior 0 250 300 325 325 350 360 370 380 390 
1996 350 500 600 650 675 700 720 750 760 765 
1997 400 600 650 700 725 750 775 780 790 800 

 
2006 Schedule P, Part 1 ($000 omitted): 

 Loss and Loss Expense Payments 
 Loss Payments Defense and Cost 

Containment Payments
Adjusting and Other 

Payments 
10 

Salvage and 
Subrogation 

Received 

11 
Total 
Net 
Paid 

 4 
Direct and 
Assumed 

5 
Ceded 

6 
Direct and 
Assumed 

7 
Ceded 

8 
Direct and 
Assumed 

9 
 

Ceded 
Prior 500 25 20 5 7 0 10 497 
1997 100 15 8 3 5 0 6 95 

 
2006 Schedule P, Part 3 ($000 omitted): 
 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 
Prior          X 
1997           

 
Solution 
 

 

  

Compute: Step 1 - Delete the 1st column shown above and Add the amounts in the two rows above:
1997 1998 1999 2000 2001 2002 2003 2004 2005
750 900 975 1000 1050 1080 1120 1140 1155

Step 2 - Subtract the amount in 1997 column (750) from all other years:

1997 1998 1999 2000 2001 2002 2003 2004 2005
0 150 225 250 300 330 370 390 405

Step 3 -  Add the 2006 Column 2006
Curr Year Par 1[ Col 11 -  Col 8 + Col 9] + Cummulative Part 3 = 405 + 497 - 7 + 0 = 895 895

2006 Schedule P, Part 3, prior rows
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Solutions to question 70 from the 1996 exam 
TOTAL POINT VALUE: 3.0 
Perform a prospective test of the company’s commercial auto liability loss and ALAE reserves, as suggested 
by Feldblum in “Completing and Using Schedule P.”  
 
Construct a paid loss development triangle based on the above loss figures
in a form more suitable for calculating and selecting paid LDF's:

Loss Year 1 2 3 4 5 6 7 8 9 10
1986 477.6 477.6 477.6 477.6
1987 490.8 490.8 490.8 490.8
1988 460.2 460.2 460.2 460.2
1989 428.4 470.4 470.4 470.4
1990 472.8 548.4 603.3 603.3
1991 376.8 501.6 588 650.4
1992 206.7 465.1 627.9 728.3
1993 175.2 390.7 527.4
1994 182.4 410.4
1995 187.2

1-2 2-3 3-4 4-5 5-ULT
2.25 1.33 1.16 1.10 1.00
2.23 1.35 1.17 1.10
2.25 1.35 1.16 1.11

Selected: 2.25 1.35 1.16 1.10 1.00 (No tail factor needed)
Cumulative: 3.88 1.72 1.28 1.10 1.00

Apply LDF's to undeveloped paid losses:

Current Indicated Carried
Loss Year Paids LDF Ultimates Ultimates Difference

1992 728.3 1.10 801.1 783.1 -18.0
1993 527.4 1.28 675.1 599.4 -75.7
1994 410.4 1.72 705.9 631.4 -74.5
1995 187.2 3.88 726.3 624.0 -102.3

-270.5   Total Deficiency
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Solutions to question 30 from the 2005 exam 
TOTAL POINT VALUE: 2.25  
Using the Schedule P triangle of exposure year earned premium shown below, answer the following 
questions. Show all work.  

Schedule P - Part 6E - Commercial Multiple Peril 
Section 1 - Cumulative Premiums Earned Direct and Assumed at Year End ($000 omitted) 

 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004
Prior 30 20 15 15 11 10 9 9 8 7
1995 5,100 4,900 4,950 4,980 5,000 5,050 5,050 4,970 4,980 4,980
1996 xxx 6,200 6,250 6,230 6,250 6,290 6,400 6,380 6,400 6,400
1997 xxx xxx 6,800 6,820 6,852 6,875 6,900 6,950 6,970 6,970
1998 xxx xxx xxx 7,205 7,200 7,195 7,253 7,345 7,350 7,350
1999 xxx xxx xxx xxx 7,650 7,695 7,725 7,756 7,780 7,780
2000 xxx xxx xxx xxx xxx 8,000 8,070 8,125 8,200 8,200
2001 xxx xxx xxx xxx xxx xxx 8,425 8,500 8,600 8,650
2002 xxx xxx xxx xxx xxx xxx xxx 9,200 9,100 9,200
2003 xxx xxx xxx xxx xxx xxx xxx xxx 9,800 10,000
2004 xxx xxx xxx xxx xxx xxx xxx xxx xxx 10,100

Part a. (1.0 point)  Calculate the calendar year 2004 earned premium. 
Solution 
The calendar year “X” earned premium = 
    The exposure year entry for the calendar year “X” column 
+  The sum of the differences in the calendar year “X and “(X-1)” columns entries for individual exposure years 
+  The calendar year “X” entry for the “prior years” row.     
Thus, CY 2004 earned premium  

= 10,100 + (10,000 – 9,800) + (9,200 – 9,100) + (8,650 – 8,600) + 0 + 0 + 0 + 0 + 0 + 0 + 7 = 10,457 
Part b. (0.25 point)  Determine the amount of the 2004 earned premium calculated in part a. above 
that relates to exposure periods prior to 2004. 
Solution 
CY 2004 EP – Exposure year 2004 EP = the amount of 2004 earned premium related to exposure periods 
prior to 2004.  10,457 - 10,100 = 357 
 
Part c. (1.0 point)  Identify and describe two circumstances that could cause development of 
earned premium for an exposure year. 
Initial Comments:  The premium triangles in Part 6 of Schedule P reflect the combined effects of exposure 
audits, retrospective rating, insurer accruals of return or additional premiums, and changes over time in these 
accruals. 
 

Problem Specific: 
Audits – Recalculated premium based on changes between expected and actual exposure counts 
Retrospective Rating Adjustments – Bill for additional premium or return premium based on experience of 
book.  
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Solutions to question 27 from the 2007 exam 
TOTAL POINT VALUE: 2.0  
Given the following information in Schedule P, answer the questions below. 

2006 Schedule P, Part 6 
Section 1 – Cumulative Premiums Earned Direct and Assumed at Year End ($000 omitted) 
 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 
Prior 15 12 10 6 5 5 4 4 3 3 
1997 250 240 242 244 245 247 247 248 249 250 
1998  245 247 249 250 252 252 253 254 255 
1999   253 255 257 258 260 260 261 262 
2000    259 261 263 264 266 266 267 
2001     266 268 270 271 273 273 
2002      271 273 275 276 278 
2003       279 281 283 284 
2004        284 286 288 
2005         289 291 
2006          296 

 
Part a.  (1.0 point) Calculate the calendar year 2006 Earned Premium. Show all work. 
Solution 
CY2006 EP = Σ06

97 2006 Column - Σ05
97 2005 column + 2006 column “Prior Yrs" 

2006 column = 296 + 291 + 288 + ...+ 255 + 250 = 2,744 
2005 column = 289 + 286 + 283 +...+ 254 + 249 = 2,437 
2006 prior yrs = 3 
CY2006 EP = 2,744 – 2,437 + 3 = 310 
Part b. (1.0 point)  Describe two circumstances that could cause development of earned premium for an exposure 
year in a later calendar period. 
Solution 
1. Audits – Insurers give an initial estimate when exposure base is not known at policy onset (e.g. Sales, 

payroll). After it is known, insured reports actual in audit and premium is adjusted accordingly, causing a 
change in exposure yr EP, but billed and received or returned in a different CY. 
 

2. Retro-Rated Policies – premium is based on loss, which isn’t known right away, so as losses come in, 
exposure year EP is changed accordingly, but billed and collected (or returned) in a different CY. 

 
Alternative Solutions - Part B 
Premium Booking Lag: If an agent binds coverage effective 12/15/02 but doesn’t inform the insurance 
company until 1/7/03, about 1/24 of the premium was earned in 2002 but not reported in time for the books 
to be updated. 

Earned But Unbilled Premium (EBUB): An endorsement that occurs mid-term, but has a policy inception 
effective date. 

Assuming Reinsurance with Readjustments – If a limit is exhausted, additional reinsurance premium may occur to 
reinstate the limit. 
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Solutions to question 96 from the 2001 exam 
TOTAL POINT VALUE: 1.0  

EFG Company - 2000 Schedule P, Part 6. Section 1 
Cumulative Premiums Earned Direct and Assumed At Year-End ($000) 

 

 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 

Prior 30 20 16 10 9 7 5 4 4 3 

1991 250 280 285 288 290 295 295 297 298 299 

1992  300 315 334 348 360 370 372 374 375 

1993   350 380 385 387 390 390 392 395 

1994    360 385 390 392 395 395 397 

1995     410 428 450 455 460 462 

1996      450 470 475 477 480 

1997       500 550 570 580 

1998        540 560 565 

1999         575 590 

2000          650 

 
 
Part a (0.5 point)  Calculate EFG’s earned premium for calendar year 1995.  Show all work. 
 
Solution 
The calendar year “X” earned premium = 
    The exposure year entry for the calendar year “X” column 
+  The sum of the differences in the calendar year “X and “(X-1)” columns entries for individual exposure years 
+  The calendar year “X” entry for the “prior years” row.     
Thus, CY 1995 earned premium =410 + (385 – 360) + (385 – 380) +(348 – 334) +(290 – 288) + 9 = 465 
 

Part b. (0.25 point)  What general observation can be made about EFG’s direct and assumed earned 
premiums? 
 
Solution 
The earned premium entries in Part 6 should include the EBNR reserves.  A company which sets reserves 
accurately should show little development along the rows.  Upward development indicates conservatism (which is 
the case with EFG); downward development indicates over-optimistic reserves. 
 

Part c. (0.25 point)  Why are the amounts reported in the “prior” row relatively small? 
 
Solution 
The “prior years” row shows incremental calendar year changes to the prior exposure years’ earned premium.
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Solutions to question 25 from the 2009 exam 
TOTAL POINT VALUE: 1.0  
 

An insurance company issues workers' compensation policies where the premium depends on payroll during 
the policy term. Due to competitive pressures, the company tends to underestimate payroll when determining 
the initial premium. 
 
Part a. (0.50 point) Explain how this could distort the loss & loss expense ratios shown in Schedule P, Part I. 
 
Part b. (0.50 point) Explain how to use Schedule P to calculate loss & loss expense ratios that would not have 
the potential distortions mentioned in part a. above. 
 
Solution 1 
a. The earned premiums in Part 1 are frozen values. This can distort the loss & LAE ratios because audit 

premiums aren’t taken into account. The loss & LAE ratios will be overstated if additional audit premium 
is gathered after the statement is finalized. 

b. Use Part 6, Exposure Year Premium, as your base premium amount to calculate loss & loss expense 
ratios by year. Compare accident year losses & LAE to Exposure Year Premiums. 

 
Solution 2 
a. Part 1 uses calendar year premiums, which are “frozen” at year end. If EBUB estimates are off, premiums 

will be allocated to future calendar/accident years on Part 1. 

b. Part 6 uses expose year premiums, so premium developments are tracked back to the appropriate 
accident year. Part 6, after netting out ceded premiums, can be divided into Part 2 to create loss/DCC 
ratios without this distortion. 
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Solutions to question 17 from the Spring 2014 exam 
TOTAL POINT VALUE: 4.0 
Part a  (2.5 points)  Complete the following triangles: 

Average Paid Severity Per Closed Claim  Average Outstanding Case Reserves 
   

Year 2009 2010 2011 2012  Year 2009 2010 2011 2012 
2009 3,750 4,417 5,200 5,500  2009 5,500 10,333 18,000 20,000 
2010  ? ? ?  2010  ? ? ? 
2011   ? ?  2011   ? ? 
2012    ?  2012    ? 

Solution – part a  
Average Paid Severity Per Closed Claim –  
Both cumulative paid losses per closed claim and cumulative paid losses per claim 
closed with payment received full credit 
1. Part 3 Net Paid Losses / Part 5 Claims Closed with Payment 

 2009 2010 2011 2012 

2009 3,750 4,417 5,200 5,500 

2010  3,813 4,739 5,360 

2011   4,200 5,091 

2012    5,253 

Sample Calculation: 5,253 = 788,000 / 150 
 

 

2. Part 3 Net Paid Losses / (Part 5 Reported Claims – Part 5 Outstanding Claims) 
2009 2010 2011 2012 

2009 3,750 4,417 5,200 5,500 

2010  2,905 3,633 4,188 

2011   3,150 4,000 

2012    4,147 

Sample Calculation: 4,147 = 788,000 / (280 – 90) 
 

Average Outstanding Case Reserves 
Net Outstanding Case Reserve (Part 2 – Part 3 – Part 4) / Part 5 Outstanding Claims 

 

 
Sample Calculation: 4,744 = (1,630,000 – 788,000 – 415,000) / 90 

 
Part b .(0.50 point)  Calculate the calendar year 2012 loss & DCC development on prior years for accident 
years 2010 and 2011. 
Solution – part b 
Prior Year Development  
=  Incurred Net Losses & DCC Reported at Year End 2012 – Incurred Net Losses & DCC Reported at Year 

End 2011 
2010: 1,590 –1,590 = 0;     2011: 1,640 – 1,550 = 90  

2009 2010 2011 2012
2009 5,500 10,333 18,000 20,000
2010 5,330 10,333 18,000
2011 4,889 10,333
2012 4,744
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Solutions to question 17 from the Spring 2014 exam 
TOTAL POINT VALUE: 4.0 
Part c.  (1.0 point)  Using the results from parts a. and b. above, identify two questions the appointed 
actuary should raise to the company's management, and briefly describe the rationale for each question. 
 
Solution – part c  
Below are examples of the correct items that were identified along with sample questions that candidates 
could ask for each item. 
 
 Average Outstanding Case Reserve is decreasing at 12 months maturity–Are reserves adequate at 12 

months? Are case reserves weakening? 

 Average Paid Severities are increasing at 12 months maturity–Are claims being paid faster? Has loss 
experience worsened? Are there changes in environment: mix of business, legal, etc. 

 Average Outstanding Case Reserves are decreasing at 12 months while average paid severities are 
increasing – Has there been a change in claims handling practices? Are larger claims being handled 
differently? 

 Adverse 1 year development in AY 2010 and/or 2011 from 12 to 24 month –What caused the change? 
Are reserves for 2012 adequate at 12 months? 

 Average case outstanding is the same at 24 and 36 months for AY 2009‐2011– Are reserves being set by 
formula? Do the reserve amounts incorporate inflation? Are reserve amounts appropriate? 

 Average paid severity decreased from AY 2009 to 2010, but has increased ever since – What changed in 
2010 to cause this? (This is applicable if candidate used total closed claims in Part A.) 

 

 

See the Examiner’s Report for comments on candidates’ overall performance, expectations of a candidate, 
criteria for awarding full or partial credit, and common errors found in candidate solutions. 
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Solutions to question 24 from the 2010 exam 
TOTAL POINT VALUE: 3.0  
Part a. (0.5 point) Calculate the Outstanding Case Loss and Defense and Cost Containment Expense Reserve 
as of December 31, 2009 for Accident Year 2008. 
Solution 
O/S case loss + DCC expense reserve = case reserve For AY 2008 as of 12/31/09 
 Case Reserve = Incurred – Paid ‐ Bulk + IBNR  
   =Part 2– Part 3– Part 4 
   = 448 – 37 – 282 =129 = 129,000 
Part b. (0.5 point) Calculate the Net Case Incurred Loss and Defense and Cost Containment Expense as of 
December 31, 2008 for Accident Year 2007. 
Solution 
Net case incurred loss & DCC = Case incurred = paid + case  
 Case Incurred for AY 2007 as of 12/31/08 
 Case Incurred = Incurred – bulk + IBNR  
   = Part 2 –  part 4 
   = 395 – 235 = 160 = 160,000 
Part c. (0.5 point) Calculate the Average Net Paid Loss and Defense and Cost Containment Expense Severity 
per Claim Closed With Payment as of December 31, 2007 for Accident Year 2007. 
Solution 
Average net paid loss & DCC Severity/Closed w/pay As of 12/31/07 for AY 07 
 Paid =  Part 3  =  20,000  = 163.93  = 164 
 Closed w/pay  Part 5, section 1 122 
 
Part d. (0.5 point) Calculate the NAIC IRIS Ratio 11: One-Year Reserve Development to Policyholders' Surplus. 
Solution 
D.  IRIS 11 one yr res dev  = 54,000  = .049 = 4.9 % = 5% 
 1st prior PHS  1,100,000 
 
Part e. (0.5 point) Calculate the NAIC IRIS Ratio 12: Two-Year Reserve Development to Policyholders' 
Surplus. 
Solution 
 
E.   IRIS 12        2yr res. Dev = 25,000  = .028 = 2.8 % = 3% 
  2nd prior PHS  900,000 
 
Part f. (0.5 point) Company ABC has decided to amend its 2009 Annual Statement to include $200,000 in 
unanticipated attorney fees for declaratory judgments regarding the incidence of prior year pollution claim 
liability. Explain the impact this has on IRIS Ratios 11 and 12. 
Solution 
Declaratory judgment expenses are considered AAO expenses. Because of this they are not included in 
schedule P, Part 2 and have no effect on the IRIS ratios 11 & 12. 
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Solutions to question 23 from the 2009 exam 
TOTAL POINT VALUE: 3.0  
Part a  (2.0 points) A primary function of Schedule P is to measure reserve adequacy. Describe four other 
functions of Schedule P. 

 
Part b.  (1.0 point) Briefly describe how to derive the following four triangles from the information provided in 
Schedule P. If the triangle cannot be derived from Schedule- P, answer "cannot." 

1. Net Case Incurred Loss and Defense and Cost Containment Expenses 
 

2. Direct and Assumed Total Claims Closed 
 

3. Net Paid Loss and Defense and Cost Containment Expenses per Claim Closed with Payment 
 

4. Average Outstanding Case Loss and Defense and Cost Containment Expense Reserves 
 
Solution 

Note:  No CAS Model Solutions were given for Part a. . However, the following are acceptable responses. 
 
A.  Direct and assumed, ceded, and net premium and loss experience allows for the effects of reinsurance on 

accident year loss ratios to be evaluated. 

B.  Loss payment information is the basis for the computation of discount factors used to calculate taxable 
income and for the disclosures needed for grossing up losses for interest discounts and for anticipated salvage 
and subrogation. 

C.  Occurrence and claims-made experience is separated for the Risk Based Capital claims made offset. 

D.  Data for computing the reserving risk and the written premium risk charges in the risk-based capital (RBC) 
formula is provided as well as the loss payment patterns for the investment income offsets in the formula.   

E.  The display of cumulative premium and loss amounts for loss sensitive contracts by policy year, used for 
measuring the sensitivity of premiums on these contracts to unanticipated losses. 

F.  The display of accident year premium and loss amounts so that blocks of business with good or bad 
experience can be isolated. 

G.  The display of exposure year earned premium development to measure the effect of exposure audits and 
retrospective premium adjustments. 

H.  It shows claim count development patterns and changes in average claim severity by year, allowing better 
analysis of claims department performance. 

I.  The accident year figures in Schedule P show the effects of changes in loss reserve margins on the calendar 
year results reported elsewhere in the Annual Statement. 

J.  It supports the opinion of the Appointed Actuary on loss and loss adjustment expense reserve adequacy 
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Solutions to question 23 from the 2009 exam - continued 
TOTAL POINT VALUE: 3.0  
 
Part b.  (1.0 point) Briefly describe how to derive the following four triangles from the information provided in 
Schedule P. If the triangle cannot be derived from Schedule- P, answer "cannot." 

1. Net Case Incurred Loss and Defense and Cost Containment Expenses 
 

2. Direct and Assumed Total Claims Closed 
 

3. Net Paid Loss and Defense and Cost Containment Expenses per Claim Closed with Payment 
 

4. Average Outstanding Case Loss and Defense and Cost Containment Expense Reserves 
 
 
Solution – part b 
1.  Part 2 (Incurred losses) – Part 4 (IBNR and bulk reserve) 
 
2.  Part 5 (section 3 – reported claims) – Part 5 (section 2 – outstanding claims) 
 

3. 
 3 (  )

5 (  1 / )

Part Paid Losses

Part section Claims closed w payment



 

 

4. 
     

 
Part 2 Incurred Loss – Part 3 Paid loss – Part 4 IBNR

=
Part 5 section 2 – Outstanding claims
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Solutions to question 25 from the 2008 exam 
TOTAL POINT VALUE: 2.0 
 

Company ABC states it underwent a claims review at January 1, 2007 and as a result, created new 
reserving guidance for claims adjusters that will result in more conservative (higher) reserves than 
previous guidance. Given the following excerpts from Schedule P, comment on whether the data is 
consistent with this statement. Show all supporting work. 
 
Initial Comments  Outstanding case reserves divided by outstanding claims shows the average size of case 
reserves.  A comparison of trends in this ratio with trends in average paid claim costs may identify 
strengthening or weakening case reserve adequacy. 
 
Solution 1 
 

 

Compute the average case reserves. A triangle of average outstanding case reserves can be formed as:  
(Part 2 minus Part 4 minus the Part 3)/Part 5. 
For example, average outstanding case reserves for AY 2004 = (400 – 52 – 88)/25 = 10.40 
Computing average outstanding case reserves for all AYs at successive year ends yields the following: 

2004 10.40 18.7 28.1 42.2 
2005 10.83 19.44 33.8  
2006 11.25 24.74   
2007 13.57    

Yes, the data is consistent. At each age, for each AY, the average case reserve has increased, indicating 
reserves are more conservative. 
 
Solution 2 
 

Case RX (Inc – Paid – IBNR) = RX Avg case RX = Case RX/Outstanding claims 
AY 04 05 06 07 AY 04 05 06 07 
04 260 281 281 211 04 10.4 18.7 28.1 42.2 
05  305 350 397 05  10.8 19.4 33.1 
06   360 420 06   11.25 24.7 
07    425 07     

Trends in the average case reserves show the following 
04-05 05-06 06-07 
1.798 1.503 1.502 

 1.796 1.706 
  2.196 

A comparison of trends in this ratio shows that the average case reserves for the most recent year has 
increased indicating that the reserves are more conservative. 
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Solutions to question 25 from the 2008 exam 
TOTAL POINT VALUE: 2.0 
Company ABC states it underwent a claims review at January 1, 2007 and as a result, created new 
reserving guidance for claims adjusters that will result in more conservative (higher) reserves than 
previous guidance. Given the following excerpts from Schedule P, comment on whether the data is 
consistent with this statement. Show all supporting work. 
Solution 3 
A triangle of average outstanding case reserves can be formed as (Part 2 minus Part 4 minus the Part 3)/Part 5. 

AY 04 05 06 07 
04 10.4 18.73 28.1 42.2 
05  10.8 19.4 33.1 
06   11.25 24.7 
07    13.6 

Compare age to age factors at 24 and 36 months: 

 
Reserves for claims 24 months old are higher (2.20) vs. what they’ve been historically (1.8)  
Reserves for claims 36 months old are higher (1.7) vs. what they’ve been historically (1.5) 
So yes. 
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Solutions to question 62 from the 2004 exam 
TOTAL POINT VALUE: 2.5 
Primary Insurance Company is a monoline workers compensation writer that has maintained a stable mix of 
business and has never utilized reinsurance. The company has implemented an expert claim system over the 
last year, which affected all open claims. Use the following information to answer the questions below. 

 
 

The row and column headings in the tables above follow the Schedule P format. 
Industry average severity for workers compensation has been rising modestly over the time period shown. 
Company management contends the following: 

 • Case reserves are stronger now. 
 • The payment pattern is unchanged. 
 • Ultimate Loss and Defense and Cost Containment for the latest two accident years is unchanged. 

 
a.  (0.75 point) Explain how specific parts of Schedule P could be used to calculate the triangles shown 

above. 
Solution 

 Avg case o/s per open claim = [(Pt 2 - Pt 3 - Pt 4)]/[Pt 5 (o/s claims)] 
Avg paid per reported claim = Pt 3 / Pt 5 (claims reported) 

 
b.  (1.75 points) Does the data shown support management's contentions? Explain. Show all work. 

 
 
Solution 
Payment pattern.  The payment pattern has changed for 2002-2003 for at least the latest 3 accident years 
shown.  There is a consistent pattern for each year and then a small increase in the factor in the latest calendar 
year.  This could be due to a change in claims department practices. 
 
Case Reserves.  The data supports management’s contention that case reserves are stronger.  Each accident 
year’s average reserve for 2003 has increased significantly from other accident years as of the same valuation. 
 
Ultimate Loss and DCC.   It is possible that ultimate losses and DCC have remained unchanged.  The claims 
department could have made a conscious effort to close out small claims, making average paid per reported claims 
higher while at the same time not increasing the ultimate amount of the claims. 

  

1999-2000 2000-2001 2001-2002 2002-2003
1999 2.00 1.30 1.15
2000 2.00 1.30 1.16
2001 2.00 1.33
2002 2.08
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Solutions to question 14 from the Spring 2014 exam 
TOTAL POINT VALUE: 5.0 
 

Part a. (2.25 points) Identify and correct the three Balance Sheet errors. 
 

Solution 
 Loss Reserve = Direct and Assumed Reserves (Unpaid Case + Bulk/IBNR) – Ceded Reserves (Unpaid 

Case + Bulk/IBNR) = (4,400 + 5,300) – (1,000 + 1,050) = 7,650 → Loss Reserve should be 7,650・  
 

 LAE Reserve = Direct and Assumed Reserves (DCC case + Bulk/IBNR + AO) – Ceded Reserves (DCC 
case + Bulk/IBNR + AO) = (500 + 1,100 + 500) – (60 + 120 + 1) = 1,919 → ・ 
LAE Reserve should be 1,919 
 

 Unearned Premium Reserve = 2,050 + 50 = 2,100 → UEPR should be 2,100 
 
Part b. (1.75 points)  Using the corrected values from part a. above, calculate the company's total assets, 
total liabilities, and policyholders' surplus. 
 
Solution 
 Admitted Assets = Cash and invested assets +Accrued retrospective premium +Amounts recoverable 

from reinsurers + Deferred premiums, agents’ balances + Uncollected premium and agents’ balances 
= 13,385 + 100 + 200 + 250 + 550 = 14,485 
 

 Liabilities = Loss Reserve + LAE Reserve + UEPR + Ceded reinsurance premiums payable + 
Reinsurance payable on paid losses = 7,650 + 1,919 + 2,100 + 30 + 1,500 = 13,199 
 

 Surplus = Admitted Assets – Liabilities = 1,286 
 

 

Part c. (1.0 point)  Based on the recalculated Balance Sheet items, calculate IRIS ratio 2 (net written 
premium to policyholders' surplus), and discuss how a regulator may respond to the result. 
 
Solution 
 Net Written Premium (NWP) = 1,450 + 3,500 + 100–1,375–25 = 3,650 

 
 IRIS Ratio #2 = NWP / PHS = 3,650 / 1,286 = 284% which is less than 300% (not unusual) 

 
 While the ratio is in range, the regulator should note that the ratio is close to the unusual value 

threshold of 300% 
 

 

See the Examiner’s Report for comments on candidates’ overall performance, expectations of a candidate, 
criteria for awarding full or partial credit, and common errors found in candidate solutions. 

  



Exam 6 – Prime Problems 
Chapter 15 - Schedule P – CAS Financial Reporting – Solutions to Questions 

Exam 6 – V2a Page 294 Solutions to PrimeProblems 

Solutions to question 39 from the 1999 exam 
TOTAL POINT VALUE: 3.0 
Suppose that an insurance company group consists of two member companies, Upstate Insurance Company 
and Downstate Insurance Company.  Upstate and Downstate have a 60% intercompany pooling agreement, 
in which Upstate receives 60% of the total premiums and losses.  Given that Upstate writes a policy with a 
$200,000 premium: 
a. (0.50 point)  How is this premium reported in Schedule P for each company? 
b. (0.50 point)  How is this premium reported in Schedule F for each company? 
c. (0.50 point)  How would this pooling agreement affect claim count for each company for annual 

statement purposes? 
d. (0.50 point)  How would the number of claims be reported in the Annual Statement if Upstate were the 

ceding company under a 60% pro-rata reinsurance treaty? 
 
Part a. How is this premium reported in Schedule P for each company? 
“The pooling percentage is to reflect the Company’s participation in the pool as of year-end.”  Thus, in 
Schedule P, Direct and Assumed WP would be 

Upstate:  $200,000 * .60 =  $120,000 
Downstate  $200,000 * .40 =  80,000 

 

Part b. How is this premium reported in Schedule F for each company? 
In footnote 2 from “Reinsurance:  Schedule F”, Feldblum states that “When an insurance group has an 
intercompany pooling agreement, Schedule P treats the premiums and losses as direct business, not as ceded 
and assumed.  Schedule F, however treats the business as ceded and assumed, depending on which 
company issued the policy”.  Thus: 

Upstate:  Direct Written Premium    $200,000 
Upstate:  Ceded Written Premium   $200,000 * .40 =  $80,000 
Downstate Assumed Written Premium    $200,000 * .40 =  $80,000 

 

 
Part c. How would this pooling agreement affect claim count for each company for annual 
statement purposes? 
On page 18, of the “Selected Notes to the Annual Statement”, Feldblum states that “Schedule P treats the % 
share of a 100% intercompany pooling arrangement as direct business”.   
Thus, Upstate would report 60% of total claim counts and Downstate would report 40% of total claim counts.   
 

 
Part d. How would the number of claims be reported in the Annual Statement if Upstate were 
the ceding company under a 60% pro-rata reinsurance treaty? 
Feldblum states that claim counts are shown as direct and assumed instead of net, for two reasons.   
Thus, if Upstate were ceding on a pro-rata basis Upstate & Downstate would both report total claim counts. 
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Solutions to question 21 from the 2008 exam 
TOTAL POINT VALUE: 3.5 
 
a. Calculate calendar-year earned premium for 2005, 2006, and 2007. 
CY EP = WP + Beg EUPR – Ending UEPR + changes in the earned but unbilled premium reserve and the 

accrued retrospective premium reserve. 
 By December 31, 2005, 3/4ths the policy has expired, and the year-end unearned premium reserve is ¼ 

* $10,000 = $2,500.  CY 2005 EP = $10,000 +$0 - $2,500 = $7,500. 
 CY 2006 EP = amount of UEPR at 12/31/2005 + the audit premium of $1,000 since it is recorded as EP 

when it is billed.  CY 2006 EP = $2,500 + $1,000 
 The retrospective premium of $5,500 is recorded as 2007 EP when it is billed.  CY 2007 EP = $4,000 
 
b. Calculate calendar-year incurred loss for 2005, 2006, and 2007. 
CY incurred losses = paid losses plus the change in reserves = $0 for 2005, $5,000 for 2006 as a result of the 
3/1/2006 initial loss reserve, and $20,000 = [0 + (25,000 – 5,000)] for 2007 as a result of the 1/1/2007 
revision to the 3/1/2006 initial loss reserve. 
 
c. Identify two schedules in the Annual Statement that use both calendar-year incurred losses 

and calendar-year earned premiums. 
The income statement; Underwriting and Investment Exhibit, Part 2; page 15 state exhibits; Schedule F; 
Schedule P, Part 1; Schedule T; and the Insurance Expense Exhibit use calendar year premiums. 
The income statement; Underwriting and Investment Exhibit, Part 3; page 15 state exhibits; Schedule F; 
Schedule T; and the Insurance Expense Exhibit use calendar year losses. 
 

d. Calculate exposure-year earned premium for 2005, 2006, and 2007 evaluated as of the end 
of 2007. 

In Schedule P, Part 6, exposure year EP show cumulative earned premiums. The EP includes (i) collected 
premiums, (ii) billed but uncollected premiums, (iii) earned but unbilled premiums, and (iv) accrued 
retrospective premiums. However, only the earned portion of these components is included in the Part 6 
exhibits.   
 
Exposure year earned premiums are similar to accident year incurred losses. The earned premium is allocated 
by year based on the exposures in each year.   
 
Therefore, Total EP = 10,000 + 1,000 + 4,000 = 15,000.  
Defining exposure to loss based on when the policy was written, and how much was earned by year end, 
2005 exposure year EP = 9/12 * 15,000 = 11,250,  
2006 exposure year EP = 3/12 * 15,000 = 3,750 and  
2007 exposure year EP = 0. 
 

 
e. Identify one schedule in the Annual Statement that uses exposure-year earned premium. 
Schedule P Part 6 
 

  



Exam 6 – Prime Problems 
Chapter 15 - Schedule P – CAS Financial Reporting – Solutions to Questions 

Exam 6 – V2a Page 296 Solutions to PrimeProblems 

Solutions to question 21 from the 2008 exam - continued 

f. Match each data type in List A with its common purpose in List B:  
Policy year data are used by underwriters and actuaries for pricing or profitability studies. 
 
Accident year data are used for loss reserving, since accident year losses are the most homogeneous in the 
age since the accident. 
 
Report year data are used by claims personnel. Claims department practices may vary by report year, and 
claims department efficiency is measured by report year. 
 
Calendar year data, which is complete at year-end, is used for accounting statements. Calendar year data are 
secondary; they rely upon non-ledger assets and liabilities, such as loss reserves and premium reserves, that 
are estimated from policy year, accident 
 

Policy Year – Pricing and Profits  
Report Year – Claims department efficiency  
Calendar Year – Accounting Statements 
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Solutions to question 22 from the 2008 exam 
TOTAL POINT VALUE: 3.0 
Part a. (1.25 points) Calculate the following items for each accident year. 

1.    newly reported claims during calendar year 2007 
2. total claims closed during calendar year 2007 

 
Solution:  
1. Newly reported claims during calendar year 2007 
 
Recognize that newly reported claims during CY 2007 are computed as the difference between the cumulative 
number of reported claims at year end 2007 and 2006 (Schedule P – Part 5 – Section 3) 
 

Newly Reported during CY2007 
AY    

2004 117– 115 = 2 
2005 170– 165 = 5 
2006 190– 175 = 15 
2007 180 

 
2. Total claims closed during calendar year 2007 
 
Recognize that total closed claims during CY 2007 are computed as Beginning Outstanding claims (Schedule 
P – Part 5 – Section 2)+ Newly reported claims in 2007 (computed above) – Ending Outstanding claims at 
year end 2007 (Schedule P – Part 5 – Section 2) 
 

AY Begin O/S at 
Year end 2006 

Newly Reported 
during 2007 

Ending O/S at 
Year end 2007

Claims Closed 
During CY 2007

 (1) (2) (3) (4)=(1)+(2)-(3)
04 10 2 5 10 + 2 – 5= 7 
05 25 5 15 15 
06 75 15 30 60 
07 0 180 90 90 
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Solutions to question 22 from the 2008 exam 
TOTAL POINT VALUE: 3.0 
Part b. (1.0 point) Allocate calendar year 2007 paid AAO expenses to accident years 2004 through 2007 using 
the AAO distribution methodology approved in 1997. Assume that weights for claim types are 50% for newly 
reported claims during calendar year 2007, 30% for total claims closed during calendar year 2007, and 20% 
for claims outstanding at the end of calendar year 2007. 
 
Initial comments 
The "Adjusting and Other" expenses can be assigned in any justifiable way among the accident years. The 
preferred way is to apportion these expenses in proportion to the number of claims reported, closed, or outstanding 
each year.  Given that the weights are 50% for newly reported claims during CY 2007, 30% for total claims closed 
during CY 2007, and 20% for claims outstanding at the end of CY 2007, and using the claims computed in part a. 
above, compute the AY weights to apply to CY 2007 Paid Adjusting and Other (AAO) Expenses of $10,000. 
Solution:  

AY Reported Closed Outstanding Weighted Average Weight 
2.27% = 4.1/180.604 2 7 5 2(.5) + 7(.3) + 5(.2) =4.1 

05 5 15 15 10 5.54% 
60 15 60 30 31.5 17.44% 
07 180 90 90 135 74.75% 

 180.6  
 

AY 04 .0227(10k) = 227 AY 06 .1774(10k) = 1,744 
AY 05 .0554(10k) = 554 AY 07 .7475(10k) = 7,475 

 
Part c. (0.5 point) Contrast the accounting treatment for AAO expenses with that for Underwriting 
Department overhead. 
Solution 1:  

AAO must be reserved for. U/W Department Overhead is not reserved for & is thus expensed in the calendar 
year of incurral (doesn’t need to be allocated back to accident year). 

Solution 2:  

AAO is allocated to various accident years - U/W overhead all allocated to current AY. 

Solution 3:  

AAO expenses are related to number of claims; underwriting overhead expenses are acquisition expenses and 
can be capitalized as an asset under GAAP. AAO expenses are expensed immediately. 

 
Part d. (0.25 point) Briefly explain why the treatment of these two different types of expense in the Annual 
Statement is different. 
Solution 1: AAO is incurred in a given year for some claims that were incurred in previous years. U/W 
expenses are for expenses that are incurred in the current calendar year. 

Solution 2: The treatment is different because AAO expenses need to be paid even if an insurance company 
is insolvent since these are related to the claims → if insolvent, the insurer will not need to pay for 
underwriting overhead so the expenses do not need to be reserved. 

Solution 3: The difference is because AAO, which can be thought of as claims department overhead is being 
incurred due to claims from policies that were in effect in various accident years. Underwriting dept overhead 
is being incurred on claims being written in the current calendar year.  
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Solutions to question 75 from the 2002 exam 
TOTAL POINT VALUE: 3.0 
Based on Feldblum, "Completing and Using Schedule P," determine whether the company passes the IRIS 
Test 11 (Estimated Reserve Deficiency) using the following information.  Show all work. 
 

 1999 
Annual 

Statement 

2000 
Annual 

Statement 

2001 
Annual 

Statement 

Earned Premium 2,500 2,750 3,250 
Loss Reserve 2,000 2,250 2,900 
Reinsurance Payable on paid losses 400 500 450 
LAE Reserves 1,500 1,750 2,000 
2-yr Adverse Development   1,250 
1-yr Adverse Development   750 
Policyholder Surplus   7,500 

 
 

 

  

Steps 1 and 2:  Set up a table similar to the one below to determine the "required" outstanding losses
    To do so, computed the restated loss reserve ratios for 1999 and 2000.  Perform the outlined calculations 
    through "b." below.

Loss Res Reins Pay Adverse Total EP Ratio to EP
(1) (2) (3) (4)=(1)+(2)+(3) (5) (6)=(4)/(5)

1999 Restated Loss reserves 3,500 400 1,250 5,150 2,500 2.0600
2000 Restated Loss reserves 4,000 500 750 5,250 2,750 1.9091

   a.  The average restated outstanding loss ratio is (2.060+1.9091)/ 2 = 1.9845 1.9845
   b.  The "required" outstanding losses are 1.9845 x $3,250 = $6,449.77 $6,449.77

Step 3:  Determine whether a reserve deficiency exists by computing "c." and "d," below:
  c.  The held reserves at December 31, 2001, are $5,350 = (2,900+450+2,000). $5,350
  d.  The reserve deficiency is $6,499.77 - $5,350 = $1,099.77 $1,099.77

Step 4: If a reserve reserve deficiency exists, compute the deficiency ratio and compare it to the 
            pass/fail standard of 25%.
The reserve deficiency ratio (to policyholders’ surplus) is 1,099.77 ÷ 7,500 = 14.66% 14.66%
and since this is less than 25%, the company “passes” IRIS test 11. 
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Solutions to question 25 from the 2006 exam 
TOTAL POINT VALUE: 2.5 
For each of the following, briefly describe the impact at year-end 2005 on the IRIS test result Estimated Current 
Reserve Deficiency to Surplus: 
 
Part a. The 2005 earned premium is significantly greater than that of 2003-2004. 
Solution 1:   
Indicated reserves will significantly increase as well. This may cause a deterioration in the test results to the 
extent that the company has not significantly increased reserves as well. 
 
Solution 2:   
The ratio used in test is reserves + development over earned premium. A higher earned premium is going to 
translate into significantly higher reserves being needed. If reserves have not “kept up ” with the increase in 
earned premium, a deficiency will arise. 
 
 
Part b. Business shifted from short-tailed lines in 2003-2004 to longer-tailed lines in 2005. 
Solution 1:   
Test Result will be artificially lower, because average outstanding loss ratios of years past will be lower than 
current business would indicate. 
Solution 2:   
This could show that reserves are adequate when they are not.  In the 03 and 04 years, reserve levels are 
lower because short-tailed lines pay out quicker (thus, less reserves).  However on a longer-tailed line, the 
reserve for payments on later claims should be higher. The ratios developed for the short-tailed line will not 
be sufficient for predicting long-tailed reserves. 
 

Part c. The business written changed from first-dollar primary policies in 2003-2004 to 
large deductible policies in 2005. 

Solution 1:   
Large deductible policies have a longer tail than first dollar policies.  This shift will have the same result as 
part b. (test result artificially lower) 
 
Solution 2:   
This will substantially decrease the Earned Premium on a policy. Because the EP is lower, the reserves 
required will also be lower and perhaps insufficient. A passing result could mask a problem with 
reserve levels. 
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Solutions to question 25 from the 2006 exam 
TOTAL POINT VALUE: 2.5 
(2.50 points)  For each of the following, briefly describe the impact at year-end 2005 on the IRIS test result 
Estimated Current Reserve Deficiency to Surplus: 
 
Part d. The result of the IRIS test Two Year Reserve Development increased. 
 
Solution 1:   
This will increase the average outstanding LR, which will cause the test result to deteriorate. 
 
Solution 2:   
This increase in reserve development will increase the overall reserve to EP ratio and thus increase the 
required reserves for the 2005 year. Because of the prior year adverse development, the test may show 
inadequate current reserves. 
 

Part e. A change in actuarial methodology was implemented such that all reserves are estimated more 
accurately at the end of 2005 than they were in prior years. 
Question 25 - ALL 10 Model  - part e 

 
Solution 1:   
This may affect the test in either direction. An increase in reserve development from this change will cause a 
deterioration in results. However, if current reserves are increased to a more adequate level, the test results 
will improve. 
 
Solution 2:   
This could change the test either direction. Assuming the reserves for the prior years were also adjusted, the 
reserves and development ratio will change. If the prior year effect is great, this could indicate that current 
reserves are too low (and failing result). 
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Solutions to question 66 from the 2004 exam 
TOTAL POINT VALUE: 1.0 
(1.0 points) XYZ Insurance Company writes only Private Passenger Auto (PPA) Liability. Given the following 
information for XYZ, answer the questions below.  Show all work. 

•  The industry worst case scenario adverse development is 21.0% for PPA liability. 

 

•  The industry average adverse development is 6.5% for PPA liability. 

 

•  The industry interest discount factor is 0.942 for PPA liability. 

 

•  The following is XYZ's most recent Schedule P for PPA liability. 

 

Schedule P - Part 2B - Private Passenger Auto Liability/Medical 

 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 

Prior 600 545 524 520 521 516 516 517 520 520 

1994 615 625 635 643 643 645 648 650 650 650 

1995  645 655 675 678 680 682 684 686 688 

1996   675 695 705 710 713 715 718 720 

1997    705 725 720 720 725 728 732 

1998     720 740 745 752 756 759 

1999      755 770 780 786 790 

2000       800 824 832 840 

2001        825 849 862 

2002         840 868 

2003          855 

 

a.  (1 point) Calculate the two-year reserve development total that would appear on this Schedule P. 

 
Solution 
To compute the two-year reserve development, compute the change over the last two years in incurred 
losses for each accident year excluding the most recent two years, shown below as follows: 

(520-517) + (650-650) + (688-684) + (720-715) + (732-725) + (759-752) + (790-780) + (840-824) + 
(862-825) = 89 

 
Note:  Most of the points associated with this question test a candidates understanding of RBC computations 
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Solutions to question 97 from the 2001 exam 
TOTAL POINT VALUE: 1.5 
 

Part a. Determine the estimated current reserve deficiency at year-end 2000 for RST Insurance.   
Step 1:  Write an equation to determine the current reserve deficiency: 

Current reserve deficiency equals the required reserves minus the held reserves.   
Step 2:  Outline a method to determine the required reserves:   

a.  Required reserves equal (average “restated” outstanding loss ratio) * current year EP 
b.  The “restated” loss reserves are defined as 
Loss reserves + LAE reserves + Reinsurance payable on paid losses + Adverse loss development. 

We are given the following data: 

Data for RST Insurance (all data are year ending): 

 1998 1999 2000 

Earned premium $72,000 $78,000 $98,000 

Loss and LAE reserves $34,000 $38,000 $44,000 

Reinsurance payable on paid losses $2,000 $3,000 $0 

Policyholders’ surplus $33,000 $34,000 $36,000 

RST Insurance’s 2000 Schedule P, Part 2, Summary shows one-year adverse loss development of $3,000 and 
two-year adverse loss development of $5,000.  The “outstanding” loss ratios for 1998 and 1999 are the 
“restated” loss reserves divided by earned premium.  

 Loss Res Reins pay Adverse Total EP Ratio to EP 
98 Restated Loss reserves 34,000 2,000 5,000 41,000 72,000 .5694 
99 Restated Loss reserves 38,000 3,000 3,000 44,000 78,000 .5641 

 
The average restated outstanding loss ratio is (.5694 + .5641)  2 = .56675.  
 
The “required” outstanding losses are .56675 x $98,000 = $55,541.5  
 
The held reserves at December 31, 2000, are $44,000. 
 
The reserve deficiency is $55,451.50 - $44,000 = $11,541.50  
 
Part b. Does RST Insurance pass IRIS Test 11? Show all work. 
The reserve deficiency ratio (to policyholders’ surplus) is 11,541.5/36,000 = 32.06%, and since this is greater 
than 25%, the company “fails” IRIS test 11.  
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Solutions to question 97 from the 2000 exam 
TOTAL POINT VALUE: 2.0 
Based on Feldblum, "Completing and Using Schedule P," and the following information, determine whether 
Acme Ins passes IRIS Test 11.  Show all work. 

Data for Acme Ins (all data are year ending): 
 1996 1997 1998 
Earned premium 1,100 1,500 1,750 
Loss reserves 1,500 2,000 3,000 
Reinsurance payable on paid losses 200 300 300 
LAE reserves 1,000 1,500 1,700 
Policyholders surplus 8,000 9,000 10,000

 
Acme Insurances' 1998 Schedule P, Part 2, Summary shows one-year adverse loss development of 600 and two-
year adverse loss development of 1,500. 
Solution 
Set up a table similar to the one below and complete the entries 

 ’96 ’97 ‘98 
Earned premium, year ending 12/31/9-  1,100 1,500 1,750 
Loss reserves, 12/31/9_,  1,500 2,000 3,000 
Reinsurance payable on paid losses, 12/31/9_ 200 300 300 
Loss adjustment expense reserves, 12/31/9_ 1,000 1,500 1,700 
Policyholders’ surplus, 12/31/9_ 8,000 9,000 10,000 

 

The “outstanding” loss ratios for 1996 and 1997 are the “restated” loss reserves divided by earned premium.  
The “restated” loss reserves are defined as 
Loss reserves + LAE reserves + Reinsurance payable on paid losses + Adverse loss development.  

 Loss Res Reins pay LAE res Adverse Total Ratio to EP 
96 Restated Loss reserves 1,500 200 1,000 1,500 4,200 3.818 
97 Restated Loss reserves 2,000 300 1,500 600 4,400 2.933 

 
a.  The average restated outstanding loss ratio is (3.818 + 2.933)  2 = 3.375.  
 
b.  The “required” outstanding losses are 3.375 x $1,750 = $5,908.  
 
c.  The held reserves at December 31, 1995, are $5000 [ = 3,000 + 300 + 1,700].  
 
d.  The reserve deficiency is $5,908 - $5,000 = $908.  
 
e.  The reserve deficiency ratio (to policyholders’ surplus) is 908/10,000 = 9.08%, and since this is less than 

25%, the company “passes” IRIS test 11.  
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Solutions to question 52 from the 1998 exam 
TOTAL POINT VALUE: 3.0 
You are given the following information: 
Calendar Year 1997 paid unallocated loss adjustment expenses: $10,000 

 
Calendar/  Paid Loss 
Accident Earned in Calendar 

Year Premium Year 1997 
1993 $25,000  $1,000  
1994 $30,000  $4,000  
1995 $32,000  $10,000  
1996 $35,000  $25,000  
1997 $38,000  $35,000  

 
Part a. (2.0 points)  Based on the Annual Statement instructions given in Feldblum, “Completing and Using 
Schedule P,” allocate the calendar year 1997 paid unallocated loss adjustment expenses to each 
calendar/accident year period. 
Solution 
50% of current year payments allocated to new claim reports, 90% of which are for the current AY 
(1997 = $10,000 total x 50% x 90% = $4,500) and  
10% are for next previous AY (1996 = $10,000 x 50% x 10% = $500),  
 
BUT ULAE pmts allocated in this step cannot exceed 10% of EP, hence only $3,800 can be allocated to 1997, 
with the excess of $700 added to the allocation pot in step 2 below. 
 
Remaining 50% of current year ULAE payments (plus the $700 excess from step 1 above) are allocated to 
closed claim reports, which are assumed to be proportional to current year loss payments, but limited to 10% 
of EP for that year: 
1997: $35,000/$75,000 x $5,700 =  $2,660 
 
1996: $25,000/$75,000 x $5,700 =  $1,900 
 
1995: $10,000/$75,000 x $5,700 =  $   760 
 
1994: $ 4,000 /$75,000 x $5,700 =  $  304 
 
1993: $ 1,000 / $75,000 x $5,700 = $    76 
 
Totals are $6,460 for 1997, $2,400 for 1996, and the amounts for earlier years as shown in step 2 above. 
Part b. (1.0 point)  What are the two assumptions underlying this procedure? 
First, that 90% of claims for a given accident year are reported before that accident year ends, and second 
that 50% of ULAE is paid when the claim is reported and the file is opened and that the remaining 50% of 
ULAE is paid when the file is closed. 
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Solutions to question 14 from the Spring 2015 exam 
TOTAL POINT VALUE: 3.0 
 
Part a. (2.50 points)  Using at least two of the triangles shown above, perform a trend analysis, briefly 
describe its purpose, and briefly explain the result. 
 
Solution 1 
All Claim Closure = All Closed Claims (Reported – Outstanding) / Reported Claims 

= [Part 5D (Section 3) – Part 5D (Section 2)] / Part 5D (Section 3) 
 

 2009 2010 2011 2012 2013  
2009 67.5%* 84.2% 91.7% 92.1% 97.4%  
2010  64.9% 86.4% 95.7% 98.0%  
2011   66.7% 92.9% 100.0%  
2012    71.4% 85.7%  
2013     80.0%  

 
* 67.5% = (40 – 13)/40  

 
Purpose: To monitor the speed that claims are settled. 
Result: As of 12 months of development, claims are settled more quickly. 
 
Solution 2 
Claims Outstanding = Outstanding Claims / Reported Claims 

= Part 5D (Section 2) / Part 5D (Section 3) 
 

 2009 2010 2011 2012 2013 
2009 32.5%* 15.8% 8.3% 7.9% 2.6% 
2010  35.1% 13.6% 4.3% 2.0% 
2011   33.3% 7.1% 0.0% 
2012    28.6% 14.3% 
2013     20.0% 

 
* 32.5% = 13 /40 

Purpose: To identify any changes in claims settlement practices. 
Result: The 12 month diagonal shows a decreasing percentage of claims outstanding, which indicates that 
claims are closing quicker. 
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Solutions to question 14 from the Spring 2015 exam – continued  
Part a. (2.50 points)  Using at least two of the triangles shown above, perform a trend analysis, briefly 
describe its purpose, and briefly explain the result. 
 
Solution 3 
Claim Closure Rate = Claims Closed with Payment / Reported Claims 

 = Part 5D (Section 1) / Part 5D (Section 3) 
 

 2009 2010 2011 2012 2013 
2009 22.5%* 29.8% 33.3% 30.3% 32.1% 
2010  24.3% 31.8% 38.3% 38.8% 
2011   23.8% 39.3% 41.4% 
2012    21.4% 33.3% 
2013     20.0% 

 
*22.5% = 9/40 

 
Purpose: This analysis reveals changes in the rate at which claims are settled. 
 
Result: It appears that claim settlement is slowing down at 12 months of development, but is increasing for 
24, 36 and 48 months of development. 
 
Solution 4 
Claims Closed w/Pay = Closed with Payment Claims / Total Closed Claims 

= Part 5D (Section 1) / [Part 5D (Section 3) – Part 5D (Section 2)] 
 

 2009 2010 2011 2012 2013 
2009 33.3%* 35.4% 36.4% 32.9% 32.9% 
2010  37.5% 36.8% 40.0% 39.6% 
2011   35.7% 42.3% 41.4% 
2012    30.0% 38.9% 
2013     25.0%

 
* 33.3% = 9 / (40 – 13) 

 
Purpose: To see if there is a change in claims closed with pay compared to total closed claims, which could 
highlight a change in the claims settlement process. 
 
Result: The trend shows that at 12 months of development, the closed with pay ratio is decreasing. 
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Solutions to question 14 from the Spring 2015 exam – continued  
Part a. (2.50 points)  Using at least two of the triangles shown above, perform a trend analysis, briefly 
describe its purpose, and briefly explain the result. 
 
Solution 5 
Claim Frequency = Reported Claim Counts / Earned Premium  

= Part 5D (Section 3) / Part 6D (Section 1) 
 

 2009 2010 2011 2012 2013 
2009 1.90%* 2.12% 2.20% 2.79% 2.86% 
2010  2.66% 2.66% 2.82% 2.94% 
2011   1.11% 1.43% 1.49% 
2012    0.69% 1.02% 
2013     0.84%

 
* 1.90% = 40 / 2,104 

Purpose: To identify changes in the rate claims are reported relative to earned premium, which is a proxy for 
exposure. 
 
Result: Frequency appears to be decreasing as of 12, 24 and 36 months of development. 
 
Solution 6 
Claim Severity = Incurred Loss / Reported Claims  

= Part 2D / Part 5D (Section 3) 
 

 2009 2010 2011 2012 2013 

2009 28.45* 18.40 18.82 14.09 12.03 
2010  30.76 25.23 19.13 15.27 
2011   56.52 31.21 21.55 
2012    79.43 45.62 
2013     63.73

 
* 28.45 = 1,138 / 40 

Purpose: Average severity trend analysis shows how the average severity of reported claims has changed 
over time. 
 
Result 1: As of 12 months development, there has been an increase in the average severity from AY 2009 to 
AY 2012 followed by a decrease in AY 2013. For the other diagonals, there is a clear increase in the average 
severity. 
 
Result 2: Moving across each AY row, there is a decreasing trend in average severity. This could be an 
indication that the company is over-reserving when a claim is initially reported and then drops the reserve as 
time goes on. 
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Solutions to question 14 from the Spring 2015 exam – continued  
Part a. (2.50 points)  Using at least two of the triangles shown above, perform a trend analysis, briefly 
describe its purpose, and briefly explain the result. 
 
Solution 7 
Claim Severity x No Pay = Incurred Loss / (Claims closed with payment + claims outstanding)  

= Part 2D / [Part 5D (Section 1) + Part 5D (Section 2)] 
 

 2009 2010 2011 2012 2013 

2009 51.73* 40.35 45.16 36.93 34.74 
2010  51.73 55.50 44.95 37.40 
2011   98.92 67.23 52.08 
2012    158.86 95.80 
2013     159.33

 
* 51.73 = 1,138 / (9 + 13) 

Purpose: To see if the average incurred amount per claim (excluding closed with no pay) is changing over 
time. 
 
Result: For each 12, 24 and 36 month development diagonal, the average severity has increased since AY 
2010. 
 
Solution 8 
Incurred Loss Ratio = Incurred Loss / Earned Premium = Part 2D / Part 6D (Section 1) 
 

 2009 2010 2011 2012 2013 

2009 54.1%* 38.9% 41.3% 39.3% 34.4% 
2010  81.9% 67.1% 53.9% 44.8% 
2011   62.8% 44.8% 32.1% 
2012    54.7% 46.5% 
2013     53.5%

 
* 54.1% = 1,138 / 2,104 

Purpose: To show the change in loss ratios over time. 
 
Result 1: As of 12, 24 and 36 months of development, the loss ratio has decreased since AY 2010. 
 
Result 2: The analysis shows decreasing loss ratios for each AY as the months of development increase. 
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Solutions to question 14 from the Spring 2015 exam – continued  
Part b. (0.50 point)  Briefly describe two limitations of Schedule P data that should be considered when 
performing the trend analysis in part a. above. 
 
Part b: 0.5 point 
The following provides examples of responses having the necessary components to demonstrate knowledge 
of the topic and obtain full credit; any two of the following received full credit: 
 
• Claim counts are on a reported basis instead of ultimate. 

• Frequency trends using earned premium can be misleading due to the effect of rate changes. 

• Consideration should be made for changes over time in a company's mix of business, policy limits, 
reinsurance attachment points and limits. 

• Schedule P data includes voluntary/involuntary pools as well as inter-company pooling arrangements. 

• Schedule P is net of reinsurance. 

• Schedule P combines loss and DCC together, which may hide a trend in each component. 

• Schedule P only contains 10 years of data, which is insufficient to analyze a long tailed line of business. 

• Schedule P can be distorted by commutations. 

• The underlying cause for trends can only be obtained through discussion with company management. 

• Some companies record claims on a per-claim basis and others on a per-claimant basis. 

• Schedule P Parts 2-6 are not audited like Part 1. 

• Schedule P Part 2D does not include AAO expenses. 

• Schedule P is net of salvage & subrogation. 

• If there is a catastrophe, the claims department may not be able to keep up with number of claims 
reported. 

• Schedule P does not include retroactive reinsurance. 

• Schedule P displays accident year losses, but calendar year/exposure year earned premium. 

• Certain allocations and presentations are left up to the interpretation of the person completing 
Schedule P. 

 

See the Examiner’s Report for comments on candidates’ overall performance, expectations of a candidate, 
criteria for awarding full or partial credit, and common errors found in candidate solutions. 
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Solutions to question 14 from the Fall 2015 exam 
TOTAL POINT VALUE: 5  LEARNING OBJECTIVE: C1 
a. (1 point) Briefly describe the trends in claim frequency and average closed claim severity, and identify one 

potential driver for each observed trend. 
b. (2 points) Construct the claims closure rate triangle, and briefly describe two observations. 
c. (0.5 point) Briefly describe two pieces of additional information that might be considered in forming a 

conclusive opinion regarding the effectiveness of the claims procedure changes. 
d. (1.5 points) One purpose of Schedule P is to facilitate the review of trends in claim frequency and severity. 

Briefly describe three other functions of Schedule P and, for each function, identify which Part(s) would 
provide the necessary information. 

 
SAMPLE ANSWERS 
Part a:  
 
Claim Frequency Trend: 

• Generally increasing at common evaluation points 
Frequency Trend Driver (any one of the following): 

• Speed up of claim setup in the claim system 
• Increase in nuisance claims 
• Shorten of statute of limitation 
• Deteriorating book of business 
• Change in type of claims included 
• New business strategy e.g. entering new territory 
• Change in reinsurance structure e.g. change in QS % 
• Change in policy limit written 
• Rate deterioration due to lack of on-leveling of premium 
• Change in claim count definition 

 
Severity Trend: 

• Generally decreasing at common evaluation points 
Severity Trend Driver (any one of the following): 

• Improved claims process identifies simpler, lower severity claims and closes them first / at earlier 
maturities 

• Increase in S&S recovery 
• Increase in reinsurance coverage 
• More closed without payment claims 
• Claims closed faster, drives down ALAE 
• Change in claim count definition 
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Solutions to question 14 from the Fall 2015 exam - continued 
TOTAL POINT VALUE: 5  LEARNING OBJECTIVE: C1 

 
b. (2 points) Construct the claims closure rate triangle, and briefly describe two observations. 
c. (0.5 point) Briefly describe two pieces of additional information that might be considered in forming a 

conclusive opinion regarding the effectiveness of the claims procedure changes. 
d. (1.5 points) One purpose of Schedule P is to facilitate the review of trends in claim frequency and severity. 

Briefly describe three other functions of Schedule P and, for each function, identify which Part(s) would 
provide the necessary information. 

Part b:  
Calculation of closure rate triangle accepts the following formula as correct: 

Claims Closure Rate = (Claims Reported -Claims Outstanding)/Claims Reported 
Year @12 @24 @36 @48 @60 
2010  =(1400-800)/1400=42.9% 50.00% 60% 71.40% 81.10% 
2011 35.30% 45.00% 59.10% 73.90%   
2012 50.00% 69.20% 89.30%     
2013 46.70% 77.40%       
2014 50.00%         
 

Claims Closure Rate = Claims Closed with Payment/Claims Reported 
Year @12 @24 @36 @48 @60 

2010  =(400)/1400=28.6% 33.00% 40.00% 47.60% 57.10% 
2011 29.40% 35.00% 45.50% 60.90%   
2012 40.00% 57.70% 78.60%     
2013 36.70% 64.50%       
2014 41.20%         

 
Observations: 
 Closure increase faster at later maturity 
 Largest jump in % closed was in Yr 2013 for all AYs 
 Increase in closure rates at each evaluation 
 Dip in closure rate in AY 2011 
 Stability at age 12    

Year 2010 2011 2012 2013 2014 Year 2010 2011 2012 2013 2014
2010 400 600 800 1,000 1,200 2010 800 900 800 600 400
2011 XXX 500 700 1,000 1,400 2011 XXX 1,100 1,100 900 600
2012 XXX XXX 800 1,500 2,200 2012 XXX XXX 1,000 800 300
2013 XXX XXX XXX 1,100 2,000 2013 XXX XXX XXX 1,600 700
2014 XXX XXX XXX XXX 1,400 2014 XXX XXX XXX XXX 1,700

Year 2010 2011 2012 2013 2014
2010 1,400 1,800 2,000 2,100 2,100
2011 XXX 1,700 2,000 2,200 2,300
2012 XXX XXX 2,000 2,600 2,800
2013 XXX XXX XXX 3,000 3,100
2014 XXX XXX XXX XXX 3,400

PART 5, Section 1 PART 5, Section 2

Cumulative Number of Claims Closed with Loss
Payment Direct and Assumed at Year-End

Number of Claims Outstanding
Direct and Assumed at Year-End

PART 5, Section 3

Cumulative Number of Claims Reported Direct and
Assumed at Year-End



Exam 6 – Prime Problems 
Chapter 15 - Schedule P – CAS Financial Reporting – Solutions to Questions 

Exam 6 – V2a Page 313 Solutions to PrimeProblems 

Solutions to question 14 from the Fall 2015 exam - continued 
TOTAL POINT VALUE: 5  LEARNING OBJECTIVE: C1 
c. (0.5 point) Briefly describe two pieces of additional information that might be considered in forming a 

conclusive opinion regarding the effectiveness of the claims procedure changes. 
d. (1.5 points) One purpose of Schedule P is to facilitate the review of trends in claim frequency and severity. 

Briefly describe three other functions of Schedule P and, for each function, identify which Part(s) would 
provide the necessary information. 

Part c: Additional info: 
• Closed without payment claim counts 
• Talk to management regarding changes undergone 
• Talk to claim management about implementation of the change 
• Claim re-opened ratio 
• Change in average case reserves 
• Changes in reinsurance structure or intercompany pooling arrangement 
• Historical rate changes in premium 
• Use non-premium exposure base to avoid distortion caused by rate change 
• Whether definition of claim count changed 
• Review data prior to 2010 
• Ultimate loss ratio by year 
• Change in claim count definition 
• Changes in number of re-opened claims 
 
Part d: Functions of Schedule P: 
• Evaluate reserve adequacy (part 2 and part 5)  
• Supports and provides necessary disclosures for SAO (part 1) 
• Reconciliation of data used in SAO (part 1) 
• Premium trend (part 1) 
• Shows split between known claims & IBNR claims (part 4 and 5) 
• Necessary info to compute loss sensitive discount (part 7) 
• Discount factor for IRS tax purposes (part 1)  
• Payment discount factors (part 3) 
• Development of Earned Premium (part 6) 
• Calculate RBC R4 and R5 (part 1 and parts 2 & 3) 
• Calculate IRIS ratios 11 & 12 (part 2) 
• Calculate IRIS ratio 13 (part 2 & 6) 
• Get competitor’s paid loss development for entering new line (part 3)  
• Overall profitability of line or in summary (part 1) 
• Identify received and /or anticipated salvage and subrogation (part 1) 
• Check for existence and size of non-tabular discount (part 1)  
• Derive and review Case Reserve Triangle (part 2, 3 & 4) 
 

See the Examiner’s Report for comments on candidates’ overall performance, expectations of a candidate, 
criteria for awarding full or partial credit, and common errors found in candidate solutions.  
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Solutions to question 12 from the Spring 2016 exam  
TOTAL POINT VALUE: 4  LEARNING OBJECTIVE: C1 

The following are excerpts from an insurance company's 2013 Schedule P (in 000) 

 
Construct the Schedule P - Parts 2I and 3I that would appear in the company's 2014 Annual Statement. 

Step 1 Compute Unpaid at 12/31/13 = 2013 Part 2I Cumulative Incurred - 2013 Part 3I Cumulative Paid 

Year 2011 2012 2013 

Prior 39,790 – 0 = 39,790 37,900-19,670 =18,230 32,730-24,720  =8,010 
2012 XXX 34,000-16,680 =17,320 31,620-25,830  = 5,790 
2013 XXX XXX 36,790-18,660=18,130 

 

Step 2:  Compute Unpaid at 12/31/14 (using values above and the bulk &IBNR + Case O/S values (in blue below) 
given in the problem for 2014) 

Year 2012 2013 2014 

Prior 18,230 +17,320 = 35,550 8,010+5,790 = 13,800 2,930+5,430=8,360 
2013 XXX 18,130 1,830+5,560=7,390 
2014 XXX XXX 6,720+16,200=22,920 

 

- 2013 and prior from Step 1  

- 2014 from CY2014 Net Bulk and IBNR + Net Case O/S for Loss and DCC (4th table in problem)  
 

Step 3:  Compute 2014 Part 3I Cumulative Paid (at 12/31/14) using values from paid triangle and table given in problem 

Year 2012 2013 2014 

Prior 0 24,720 – 19,670 + 25,830-16,680 = 14,200 14,200+3,210 = 17,410 
2013 XXX 18,660 18,660 + 11,700 = 30,360 
2014 XXX XXX 23,550 

 

- 2013 and prior cols: from 2013 Part 3  

- 2014 col: add CY 2014 paid (4th table in problem)  
 

Step 4:  Compute 2014 Part 2I Cumulative Incurred = UnPaid at 12/31/14 + 2014 Cumulative Paid (Step 2+Step 3) 

Year 2012 2013 2014 

Prior 35,550+ 0 = 35,550 13,800+14,200 = 28,000 8,360+17,410=25,770 
2013 XXX 18,130+18,660=36,790 7,390+30,360=37,750 
2014 XXX XXX 22,920+23,550=46,470 

See the Examiner’s Report for comments on candidates’ overall performance and expectations of a candidate. 

Part 2I - Special Property Part 3I - Special Property
Incurred Net Losses and DCC Reported at YE Cumulative Paid Net Losses and DCC Reported at YE

AY 2011 2012 2013 AY 2011 2012 2013
Prior 39,790 37,900 32,730 Prior 0 19,670 24,720
2012 XXX 34,000 31,620 2012 XXX 16,680 25,830
2013 XXX XXX 36,790 2013 XXX XXX 18,660

Part 4I - Special Property Net Case
Bulk + IBNR Res on Net Loss+DCC Reported at YE CY 2014 Net Bulk & O/S

AY 2011 2012 2013 Net Paid IBNR on Reserves 
Prior 11,060 5,730 2,350 Accident Loss Loss & DCC Loss & DCC
2012 XXX 5,670 960 Year & DCC at 12/31/14 at 12/31/14
2013 XXX XXX 3,650 Prior 3,210 2,930 5,430

2013 11,700 1,830 5,560
2014 23,550 6,720 16,200
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Solutions to question 13 from the Spring 2016 exam  
TOTAL POINT VALUE: 2  LEARNING OBJECTIVE: C1 

A regulation has been proposed that would require insurance companies to hold total IBNR reserves using a 
schedule of IBNR reserves per open claim based on the age of a cohort of claims 
Part a: 1 point. Calculate the company's average unpaid claim severity for accident year 2011 as of 

12/31/2014, assuming the regulation was in effect at year-end 2014 
Initial comments:   
This is a “a typical” Schedule P question that ultimately tests your understanding of how to use Schedule P 
information to compute unpaid claim severity (Case O/S + IBNR) and to explain how the proposed regulation 
would impact the end users (e.g. investors and rating agencies) of financial statements. 
Solution 
Step 1:  Write an equation to determine average unpaid claim severity for AY 2011 as of 12/31/2014, assuming 

the regulation was in effect at year-end 2014 
= AY 2011 Avg Case Reserve + 2011 Avg Required IBNR (post regulation) 

OR 
= [AY 2011 Case Reserve + AY 2011 Required IBNR (post regulation)]/[No. O/S Claims] 

 
Step 2:  Compute AY 2011 Avg Case Reserve/[No. O/S Claims] and AY 2011 Avg Required IBNR 

AY 2011 Avg Case Reserve/[No. O/S Claims] 
 = AY 2011 [Part 2 – Part 3 – Part 4]/Part 5 = [80M – 54M -12M]/1,400 = 14M/1,400=10K 
AY 2011 Avg Required IBNR = Required IBNR Reserve at 48 months= 6K 

OR 
Step 2:  Compute AY 2011 Case Reserve and AY 2011 Required IBNR (post regulation) 

AY 2011 Case Reserve = AY 2011 [Part 2 – Part 3 – Part 4] = 14M 
AY 2011 Required IBNR (post regulation) = Avg Required IBNR * No. O/S Claims = 6K * 1,400 = 8.4M 

 
Step 3:  Compute AY 2011 Avg Case Reserve/[No. O/S Claims] + AY 2011 Avg Required IBNR 

 = 10K + 6K = 16K 
OR 

Step 3:  Compute [AY 2011 Case Reserve + AY 2011 Required IBNR (post regulation)]/[No. O/S Claims] 
 = [14M + 8.4M]/1,400 = 16K  

Part 2 Part 3 Part 4 Part 5, Section 1 Part 5, Section 
Incurred Net Cumulative Bulk and IBNR Cumulative Number of
Losses and Paid Net Losses Reserves on Net Number of Claims
Defense and and Defense Losses and Claims Closed Outstanding

Cost and Cost Defense and Cost with Loss Direct and
Containment Containment Containment Payment Direct Assumed

Accident Expenses Expenses Expenses and Assumed at at Year-End
Year Reported (000) Reported (000) Reported (000) Year-End
2010 $61,000 $32,000 $4,000 3,800 400
2011 $80,000 $54,000 $12,000 4,000 1,400
2012 $107,000 $80,000 $20,000 10,000 300
2013 $126,000 $72,000 $28,000 7,700 1,800
2014 $109,000 $48,000 $34,000 7,000 2,500

2014 Schedule P (Amounts as of December 31, 2014)

Age of Required IBNR
Cohort of Reserves
Claims (per open claim)

12 months $12,000 
24 months $10,000 
36 months $8,000 
48 months $6,000 
60 months $4,000 

Proposed IBNR Reserve Schedule
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Solutions to question 13 from the Spring 2016 exam  
TOTAL POINT VALUE: 2  LEARNING OBJECTIVE: C1 
Part b: 1 point. Describe two potential disadvantages of implementing this reform to users of an insurer's 
financial statements. 
 
CAS Sample Solutions 
• Significant change to IBNR reserving practices will likely change overall reserve figures in comparison to 

prior financial statements. This damages consistency and makes comparison to prior statements difficult. 
• Users would lose insight into the company’s own belief about IBNR reserves per open claim which are likely 

to be different from industry and legislation since the regulations are “one size fits all”. 
• The year over year change make the results difficult to compare and mislead users to believe that there 

has been an improvement or deterioration of reserves which is only driven by the regulation change and 
not actual experience. 

• The regulation ignores the risks inherent in each line of business so reserves for long tailed lines would 
potentially be under-reserved and short tailed lines would potentially be over-reserved. This would be 
misleading to investors and rating agencies (users of the financial statements). 

• The regulation ignores the unique characteristics of each claim. Claims that remain open longer are likely 
more complex and volatile, potentially needing more IBNR per open claim. Quick settling claims are more 
certain and need less IBNR. Depending on the mix of business of the company, the schedule could be 
inappropriate which could lead to solvency concerns by regulators. 

 
See the Examiner’s Report for comments on candidates’ overall performance and expectations of a candidate. 
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Solutions to question 11 from the Fall 2016 exam  
TOTAL POINT VALUE: 2.5 LEARNING OBJECTIVE: C1 
Given the following excerpts from an insurance company's 2015 Schedule P for a line of business: 

 
Part a: 1.25 points.  Construct a triangle showing the ratio of all closed claims to reported claims. 

Note:  Since all closed claims are asked for, one must include claims with and without payment, and not just 
claims closed with payment.  Thus, all closed claims = Cumulative Reported Claims – Claims Outstanding. 
Claims Closure Rate = (Reported Claims – Outstanding Claims) / Reported Claims 

= (Section 3 – Section 2) / Section 3 
Calculations: 

2012 2013 2014 2015 
(460-90)/460 (520-25)/520 (515-10)/515 (510-5)/510 

 (480-95)/480 (580-25)/580 (575-20)/575 
  (460-90)/460 (500-45)/500 
   (340-90)/340 

Completed Triangle (Schedule P Format): 
2012 2013 2014 2015 
80.4% 95.2% 98.1% 99.0% 
 80.2% 95.7% 96.5% 
  80.4% 91.0% 
   73.5% 

Or in non-Schedule P Format:  
2012 2013 2014 2015 
80.4% 95.2% 98.1% 99.0% 
80.2% 95.7% 96.5%  
80.4% 91.0%   
73.5%    

  

Year 2012 2013 2014 2015 Year 2012 2013 2014 2015
2012 215 300 315 350 2012 90 25 10 5
2013 XXX 225 335 375 2013 XXX 95 25 20
2014 XXX XXX 215 310 2014 XXX XXX 90 45
2015 XXX XXX XXX 175 2015 XXX XXX XXX 90

Year 2012 2013 2014 2015
2012 460 520 515 510
2013 XXX 480 580 575
2014 XXX XXX 460 500
2015 XXX XXX XXX 340

Part 5, Section 2
Number of Claims Outstanding Direct and

Assumed at Year-End

Part 5, Section 1
Cumulative Number of Claims Closed with Loss

Payment Direct and Assumed at Year-End

Part 5, Section 3
Cumulative Number of Claims Reported Direct

and Assumed at Year-End
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Solutions to question 11 from the Fall 2016 exam  
TOTAL POINT VALUE: 2.5 LEARNING OBJECTIVE: C1 
Part b: 0.75 point.  Identify one trend in the closure rates and briefly describe two possible causes for that 
trend. 
Claim closure rates have decreased in calendar year 2015 across all accident years. 
Possible causes for trend: 
• Reduction in claims department staffing levels 
• Management actively focusing on larger, more complex claims instead of small claims. 
• Inefficiency of claim process due to high turnover in claims department 
• Implementation of new claim procedure, technique, or technology 
• Regulatory or legal change that hinders claim closure 
• Change in policy language making claims settling more complicated 
• Shift from company adjusters to independent adjusters 
• Catastrophic event occurring that causes claims staff backlog 
• Shift towards more vigorous defense of suits 
• Change in data coding procedure 
• Insurer may be distressed and deliberately leaving claims open longer 
• Change of mix of business within specific schedule P line of business 
 
Part c: 0.5 point. Explain how the trend identified in part b. above could affect an actuary's estimate of 
unpaid claims if not taken into consideration. 
 
Sample 1 
The loss development patterns from historical years will be low compared to how claims are closing in 
accident year 2015. If historical LDFs are applied to current claims, the ultimate projected claims will be 
underestimated. 
 
Sample 2 
If a frequency/severity method is used and historical frequency development patterns are applied to the 
latest frequencies, which are depressed relative to historic levels, then the ultimate frequency of unpaid 
claims will be underestimated. 
 
Sample 3 
If claims department is actively focusing on closing large claims sooner, paid loss numbers would be inflated 
at early ages. These paid loss amounts would have LDFs applied that are based on a historical period where 
the claims department is not focusing on large losses early. The historical LDFs would be too high based on 
the current paid loss strategy and would overestimate ultimate unpaid losses. 
 
See the Examiner’s Report for comments on candidates’ overall performance and expectations of a candidate. 
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Solutions to question 12 from the Fall 2016 exam  
QUESTION 12 TOTAL POINT VALUE: 2.5 LEARNING OBJECTIVE: C1 
The following are excerpts from an insurance company's 2014 Schedule P (all 
figures are in thousands of dollars): 

 
The following 2015 paid and reserve information is provided for Fidelity/Surety  
(all figures are in thousands of dollars): 

 
Calculate the Prior Years row for the 2015 Schedule P, Part 2K. 
Sample 1 
Step 1:  Unpaid at 12/31/2014 = Incurred Loss Part 2K - Cumulative Paid Losses Part 3K 

 
 
Step 2:  Unpaid at 12/31/2015 = Unpaid at 12/31/2014 + Unpaid at 12/31/2015 (for 2015) 

 
 
Step 3:  Paid at 12/31/2015 - Paid at 12/31/14 (excluding 2013 paid) + CY Paid in 2015 

 

 
Step 4 = Part 2 Incurred at 12/31/15 = Step 2 + Step 3 = Paid at 12/31/15+ Unpaid at 12/31/15 

  

Years in Which Years in Which
Losses Were Losses Were

Incurred Incurred
Prior 250 500 550 Prior 0 450 475
2013 XXX 800 1,300 2013 XXX 600 700
2014 XXX XXX 1,000 2014 XXX XXX 400

2012 2013 2014

Part 3K - Fidelity/Surety

Incurred Net Losses & Defense and Cost Containment
Cumulative Paid Loss & Defense and Cost 

Containment

Expenses (DCC) at Year End Expenses (DCC) at Year End

Part 2K - Fidelity/Surety

2012 2013 2014

Years in Calendar Year Unpaid Loss &

Which Losses 2015 Net Paid DCC as of

Were Incurred Loss & DCC 12/31/2015
Prior 10 15
2013 30 35
2014 150 75
2015 625 300

Year 2013 2014 Year 2013 2014
Prior 50 75 Prior = 500 - 450 = 550 - 475
2013 200 600 2013 = 800 - 600 = 1,300 - 700

Year 2013 2014 2015 Year 2013 2014 2015
Prior 250 675 50 Prior = 50 + 200 = 75 + 600 = 15 + 35

Year 2013 2014 2015
Prior 0 125 165

Year 2013
Prior = 0 = (475-450)+(700-600)+10+30

2014 2015
= (475-450) + (700-600)

Year 2013 2014 2015
Prior 250 800 215

Year 2013 2014 2015
Prior = 250+0 = 675+125 = 50+165
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QUESTION 12 TOTAL POINT VALUE: 2.5 LEARNING OBJECTIVE: C1 
The following are excerpts from an insurance company's 2014 Schedule P  
(all figures are in thousands of dollars): 

 
The following 2015 paid and reserve information is provided for Fidelity/Surety (all figures are in 
thousands of dollars): 

 
Calculate the Prior Years row for the 2015 Schedule P, Part 2K. 
Sample 2 
Unpaid at 12/31/2014 = Incurred Loss Part 2K - Cumulative Paid Losses Part 3K 

 
 
Unpaid at 12/31/2015 = Unpaid at 12/31/2014 + Unpaid at 12/31/2015 

 
*Assuming the provided 15 and 35 unpaid loss and DCC amounts represent the change in unpaid and 
not the unpaid amounts at year end. 
Paid at 12/31/2015 - Paid at 12/31/14 (excluding 2013 paid) + CY Paid in 2015 

 
 

 
Part 2 Incurred at 12/31/15 = Paid at 12/31/15+ Unpaid at 12/31/15 

  

Years in Which Years in Which
Losses Were Losses Were

Incurred Incurred
Prior 250 500 550 Prior 0 450 475
2013 XXX 800 1,300 2013 XXX 600 700
2014 XXX XXX 1,000 2014 XXX XXX 400

2012 2013 2014

Part 3K - Fidelity/Surety

Incurred Net Losses & Defense and Cost Containment
Cumulative Paid Loss & Defense and Cost 

Containment

Expenses (DCC) at Year End Expenses (DCC) at Year End

Part 2K - Fidelity/Surety

2012 2013 2014

Years in Calendar Year Unpaid Loss &

Which Losses 2015 Net Paid DCC as of

Were Incurred Loss & DCC 12/31/2015
Prior 10 15
2013 30 35
2014 150 75
2015 625 300

Year 2013 2014 Year 2013 2014
Prior 50 75 Prior = 500 - 450 = 550 - 475
2013 200 600 2013 = 800 - 600 = 1,300 - 700

Year 2013 2014 2015 Year 2013 2014 2015
Prior 250 675 725* Prior = 50 + 200 = 75 + 600 = 75+675+15 + 35

Year 2013 2014 2015
Prior 0 125 165

Year 2013
Prior = 0 = (475-450) + (700-600) = (475-450)+(700-600)+10+30

20152014

Year 2013 2014 2015
Prior 250 800 890

Year 2013 2014 2015
Prior = 250+0 = 675+125 = 725+165
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QUESTION 12 TOTAL POINT VALUE: 2.5 LEARNING OBJECTIVE: C1 
The following are excerpts from an insurance company's 2014 Schedule P  

 
The following 2015 paid and reserve information is provided for Fidelity/Surety (all figures are in 
thousands of dollars): 

 
Calculate the Prior Years row for the 2015 Schedule P, Part 2K. 
Sample 3 

Incurred @ 12/31/2013 for a 2015 statement 250 = (500 - 450) + (800 - 600) + 0 
Incurred @ 12/31/2014 for a 2015 statement 
800 = (550 - 475) + (1300 - 700) + (475 - 450) + (700 -600) 
Incurred @ 12/31/2015 for a 2015 statement 215 = (15 + 35) + (125 + 10 + 30) 

Sample 4 
Incurred @ 12/31/2013 for a 2015 statement 250 = (500 - 450) + (800 - 600) + 0 
Incurred @ 12/31/2014 for a 2015 statement 
800 = (550 - 475) + (1300 - 700) + (475 - 450) + (700 -600) 
Incurred @ 12/31/2015 for a 2015 statement 
890 = (550 - 475) + (1300 - 700) + (15 + 35) + (125 + 10 + 30) 
*Assuming the provided 15 and 35 unpaid loss and DCC amounts represent the change in unpaid and not 
the unpaid amounts at year end. 

Sample 5 
Incurred @ 12/31/2013 for a 2015 statement 250 = (500 - 450) + (800 - 600) + 0 
Incurred @ 12/31/2014 for a 2015 statement 800 = 250 + (550 - 500) + (1300 - 800) 
Incurred @ 12/31/2015 for a 2015 statement 215 = 800 - (600 + 75) + (15 + 35) + (10 + 30) 

Sample 6 
Incurred @ 12/31/2013 for a 2015 statement 250 = (500 - 450) + (800 - 600) + 0 
Incurred @ 12/31/2014 for a 2015 statement 800 = 250 + (550 - 500) + (1300 - 800) 
Incurred @ 12/31/2015 for a 2015 statement 
890 = 800 + (15 + 35) + (10 + 30) 

*Assuming the provided 15 and 35 unpaid loss and DCC amounts represent the change in unpaid and not the 
unpaid amounts at year end.    

Years in Which Years in Which
Losses Were Losses Were

Incurred Incurred
Prior 250 500 550 Prior 0 450 475
2013 XXX 800 1,300 2013 XXX 600 700
2014 XXX XXX 1,000 2014 XXX XXX 400

2012 2013 2014

Part 3K - Fidelity/Surety

Incurred Net Losses & Defense and Cost Containment
Cumulative Paid Loss & Defense and Cost 

Containment

Expenses (DCC) at Year End Expenses (DCC) at Year End

Part 2K - Fidelity/Surety

2012 2013 2014

Years in Calendar Year Unpaid Loss &

Which Losses 2015 Net Paid DCC as of

Were Incurred Loss & DCC 12/31/2015
Prior 10 15
2013 30 35
2014 150 75
2015 625 300
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Solutions to question 13 from the Spring 2017 exam  
TOTAL POINT VALUE: 3.75 LEARNING OBJECTIVE(S): C1, D 
Company A (Lead) and Company B (Non-Lead) are the only members of an intercompany pooling arrangement.  
No other reinsurance or pooling exists. Both companies began operations in 2015.  

Given the following information for 2015 (all figures are in thousands of dollars): 

 Pool Direct Written Direct Paid Loss & Loss Direct Loss & 
 Percentage Premium Loss Expenses Loss Expenses Reserves 

Company A 80% $6,350 $1,200 $3,400 
Company B 20% $1,000 $350 $1,175 

 
Part a: 1.25 points. Calculate the following amounts that would appear in each company's Schedule P, Part 1: 
i. Direct and Assumed Total Losses and Loss Expenses Incurred 
ii. Ceded Total Losses and Loss Expenses Incurred 
Initial comments: 
“Intercompany pooling is a common arrangement among companies in a group in which each of the participants fully 
cedes all of its business to the pool leader, and then each participant assumes back a specific % of the total.” 
“Schedule P will show only the pool member’s share of the pooled results.” 
 
Total Pooled Incurred Loss & LAE = 1,200 + 3,400 + 350 +1,175 = 6,125 
Company A share = 6,125 * 80% = 4,900 = Company A Direct/Assumed 
Company B share = 6,125 * 20% = 1,225 = Company B Direct/Assumed 
Company A Ceded = 0, since no other reinsurance or pooling exists 
Company B Ceded = 0 since no other reinsurance or pooling exists 
 
Part b: 1.5 points. Calculate the following amounts that would appear in each company's Annual Statement 
Exhibits and Schedules other than Schedule P: 
i. Direct and Assumed Written Premium 
ii. Ceded Written Premium 
iii. Net Written Premium 
Initial comments: 
“Other schedules and exhibits within the AS treat intercompany pooling as if it is a typical reinsurance arrangement.” 
Thus it shows Direct & Assumed, Ceded, and Net values. 
 
Company A Direct & Assumed = 6,350 + 1,000 (Co. A assumes all Company B) = 7,350 

 
Company B Ceded = 1,000 (Co. B cedes all direct to Lead Company A) 
Company A Ceded = (6,350 + 1,000) * 20% = 1,470 (cedes 20% to Company B) 

 
Company B Direct & Assumed = 1,000 + 1,470 = 2,470 
 
Company A Net = D&A – Ceded = 6,350 + 1,000 – 1,470 = 7,350 – 1,470 = 5,880 
Company B Net = D&A – Ceded = 1,000 + 1,470 – 1,000 = 2,470 – 1,000 = 1,470 
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Solutions to question 13 from the Spring 2017 exam  
TOTAL POINT VALUE: 3.75 LEARNING OBJECTIVE(S): C1, D 
 

Part c: 1 point. Briefly describe four disclosures regarding intercompany pools that should be included in a 
Statement of Actuarial Opinion. 

 

Any four of the following: 

• A description of the pool 

• Identification of the lead pool member 

• The names of all pool participants 

• State of domicile of each member 

• Each member’s pooling percentage 

 
See the Examiner’s Report for comments on candidates’ overall performance and expectations of a candidate. 
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General information about this exam 
This practice test contains 23 questions consisting of computational and essay based questions. 

Essay Computational 
Questions Questions Total 

Total Number of Questions: 22 1 23 
Total Number of Points: 42 5 47 

1. The recommended time for this exam is 2.50 hours.  Make sure you have sufficient time to take this
practice test.

2. Consider taking this exam after working all past CAS questions first.

3. Many of the essay questions may require lengthy responses.

4. Make sure you have a sufficient number of blank sheets of paper to record your answers.

Articles covered on exam: 
Article .......................................................... Author ......................................... Syllabus Section 

Chapter 3: Fed and Other Influences on Reg ...... Porter, K. ............ A. Regulation of Ins and U.S. Ins Law 
Rating Agencies ............................................... Feldblum.. .......... A. Regulation of Ins and U.S. Ins Law 
NAIC Hearing Impact on CBIS ........................... McCarty .............. A. Regulation of Ins and U.S. Ins Law 
GAO Report to Congressional Requesters… ........ GAO Report ........ A. Regulation of Ins and U.S. Ins Law 

Government Insurers Study Note ...................... CAS SN ......... B. Govt. and Industry Insurance Programs 
Terrorism Risk Insurance .................................. Webel .......... B. Govt. and Industry Insurance Programs 

Chapter 9: Capital and Surplus Account ............. E&Y ..................... C.  Financial Reporting and Taxation 
Chapter 10: Notes to Financial Statements ......... E&Y ..................... C.  Financial Reporting and Taxation 
Chapter 12, Five-Year Historical Data Exhibit ...... E&Y ..................... C.  Financial Reporting and Taxation 
Chapter 16: Statement of Actuarial Opinion ........ E&Y ..................... C.  Financial Reporting and Taxation 
Chapter 24: Int’l Fin Reporting Standards ........... E&Y ..................... C.  Financial Reporting and Taxation 
Chapter 25: Solvency II .................................... E&Y ..................... C.  Financial Reporting and Taxation 
Chapter 26: Taxation in the U.S,. ...................... E&Y ..................... C.  Financial Reporting and Taxation 
IRS Loss Reserve Discounting ........................... Feldblum .............. Removed 
ASOP - 36 ....................................................... AAA...................... C.  Financial Reporting and Taxation 
NAIC IRIS P&C Ratios ....................................... NAIC .................... C.  Financial Reporting and Taxation 
P&C Contracts #65 .......................................... NAIC .................... C.  Financial Reporting and Taxation 
SSAP 5 ............................................................ NAIC .................... C.  Financial Reporting and Taxation 
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Question 1 (1.50 points) According to McCarty in “The Impact of Credit-Based Insurance Scoring on the 
Availability and Affordability of Insurance”, list three problems with the use of credit scoring that stems 
from problems in the credit reporting system. 
 
 
Question 2 (3.0 points) According to Porter in “Insurance Regulation”, in the case of Group Life and Health 
Insurance Company V. Royal Drug company, the Supreme Court focused on three elements to determine 
whether the provider agreements in question constituted “business of insurance”. 
List these elements and describe the Court’s conclusion with respect to each element. 
 
 
Question 3 (1.0 point) According to Feldblum’s article “Rating Agencies”, briefly describe one similarity and 
one difference among rating agency capital standards. 
 
 
Question 4 (1.0 point) According to the GAO in “GAO Report to Congressional Requestors, Risk 
Retention Groups, Clarifications could Facilitate States’ Implementation of the Liability Risk Retention 
Act”, although RRGs have some regulatory relief due to the lead state regulatory framework established 
under LRRA, briefly describe four other laws administered by nondomiciliary states that RRGs are 
expected to comply with. 
 
 
Question 5 (2.50 points) According to the GAO in “GAO Report to Congressional Requestors, Risk 
Retention Groups, Clarifications could Facilitate States’ Implementation of the Liability Risk Retention 
Act”, answer the following questions.  
a  (1.50 points).  Briefly describe one similarity and two differences between Group Captives and RRGs 
b. (1.0 point).  Briefly describe one similarity and one difference between non-RRG Captives and traditional 

insurance companies. 
 
Question 6 (1.50 points)  According to the CAS Study Note “Government Insurers Study Note”,  
a  (0.50 point).  Explain why “Social Purposes” may be the main reason for government insurance programs. 
b  (1.0 point). Identify and describe two examples in support of your explanation in part a. 
 
Question 7 (1.50 points)  According to the CAS Study Note “Government Insurers Study Note”, answer the 
following questions with respect to the "Medicare, Medicaid and SCHIP Extension Act of 2007”. 
a  (0.50 point).  Briefly explain what this law sought to address with respect to the Center for Medicare and 

Medicaid Services. 
b  (0.50 point). What does the law require of Responsible Reporting Entities (RREs)? 
c  (0.50 point). What parties are subject to Section 111 of the act and briefly describe what this section of the 

act requires from them 
 
Question 8 (1.50 points)  According to Webel in “Terrorism Risk Insurance:  Issue Analysis and Overview of 
Current Program”, briefly describe how government loss sharing is dependent upon the size of the insured loss, 
and in general, the direction of the government’s share of losses since the inception of the initial act in 2002.   
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Question 9 (2.50 points) According to “Ernst and Young Text Financial Reporting Through the Lens of a 
Property/ Casualty Actuary”, Casualty Actuarial Society 2012, Chapter 9, Capital and Surplus Account”, answer 
the following questions: 
a. (1.0 point) Briefly describe what commonly gives rise to the recording of DTAs and DTLs.
b. (0.50 points) Briefly describe how net DTAs are recorded in the statement of income, and the rationale for
why they are recorded in such a manner.
c. (1.0 point) What must be considered first before determining the nonadmitted portion of DTAs, and how is
the nonadmitted portion of DTAs recorded.

Question 10 (2.25 points) According to the Ernst and Young text “Financial Reporting Through the Lens of a 
Property/ Casualty Actuary”, Chapter 12, Five-Year Historical Data Exhibit, answer the following questions 
based on the given information: 
As shown in the Statement of Income for XYZ, the net U/W loss of $2M was primarily driven by an 
increase in losses incurred during 2011 ($17M in 2011 vs. $13M in 2010, per line 2 of the Statement of 
Income). 

We then look at the 1-year development line (development in estimated L+LAE incurred prior to current 
year) within the 5-year exhibit to see whether this increase was attributed to prior-year development or 
current-year incurred losses. 

Data from XYZ Insurance Company 2011 Five-Year Historical Data (USD in 000s) 
2011 2010 2009 2008 2007 

73. Development in estimated losses and
loss expenses incurred prior to current
year (Schedule P, Part 2, Summary, Line
12, Column 11)

(875) (1,354) (1,618) (1,959) (896)  

The 1-year development line loss and defense and cost containment (DCC) development in 2011 on prior 
AYs was negative $875,000.  
a. (0.75 point) What type of development did XYZ experience in 2011 on the prior years in the aggregate.
b. (0.75 point) Briefly describe what the U/W loss in 2011 can be inferred due to current (2011) AY incurred

losses.
c. (0.75 point) What part of the annual statement can be referenced to confirm your response to part b,

above.

Question 11 (1.0 Point) According to Feldblum, S. "IRS Loss Reserve Discounting", answer 
the following: REMOVED
a. (0.50 point) Briefly describe the difference in how calendar year statutory incurred losses and tax basis

incurred losses are determined.
b. (0.50 point) Briefly describe what data is used to determine IRS reserve discount factors and how they are

computed.
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Question 12 (1.50 points).  According to Actuarial Standard of Practice No. 36, Statements of Actuarial 
Opinion regarding Property/Casualty Loss and Loss Adjustment Reserves, if the amount of ceded reinsurance 
reserves is material, the actuary should consider the collectibility of ceded reinsurance in evaluating net 
reserves.  
List 3 items that the actuary should obtain regarding the collectibility of ceded reinsurance. 
 
Question 13 (2.75 points) According to “Ernst and Young Text Financial Reporting Through the Lens of a 
Property/ Casualty Actuary”, Casualty Actuarial Society 2012, Chapter 16, Statement of Actuarial Opinion, 
answer the following questions: 
a.  (1.0 point) State the four required sections of the SAO. 
b.  (1.0 point) Briefly describe the four main reserve items the actuary is giving an opinion on within the 

Scope section.   
c.  (0.75 point) Briefly describe three other statements that can be commented upon within the Scope 

section. 
 
Question 14 (5.0 points)  According to “Ernst and Young Text Financial Reporting Through the Lens of a 
Property/ Casualty Actuary”, Casualty Actuarial Society 2012, Chapter 26, Taxation in the U.S., answer 
the following questions: 

The 20X8 accounting entries for a PC are shown below ($000,000): 
Statutory Underwriting Profit/Loss (5.0) 
Taxable Interest Income 14.4 
Tax-Exempt Interest Income 5.0 
Dividends Received from unaffiliated corporations 4.0 
Realized Capital Gains 10.0 
Unrealized Capital Gains 7.5 

 
 12/31/20X7 12/31/20X8 

Unearned Premium Reserve 225.0 240.0 
Loss and LAE Reserves 430.0 460.0 

Average Reserve Discount Factor 0.900 0.900 
 

All investments were made after 8/7/86.   
Calculate: 
(1) Statutory pre-tax income,  
(2) Regular taxable Income (RTI), and  
(3) Alternative Minimum Taxable Income (AMTI) 

 
 
Question 15 (1.50 points) According to SSAP No. 5 “Liabilities, Contingencies and Impairments of Assets”, 
answer the following questions. 
a.  (0.50 point) Briefly describe what a gain is.  
b.  (0.50 point) Briefly describe two conditions that must take place for a transaction or event to be 

considered a gain.   
c.  (0.50 point) Briefly describe what a gain contingency is and provide an example.  
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Question 16 (2.0 points) REMOVED
Based on Feldblum in “IRS Loss Reserve Discounting”, and using the data below, answer the following questions: 

a. (1.0 point) Identify an anomaly in the data and briefly explain what might the cause of the anomaly.
b. (1.0 point) Compute the incremental paid to incurred ratio used in computing the IRS discount factor

after correcting for the anomaly.

Question 17 (1.0 point) According to the NAIC’s Statement of Statutory Accounting Principles 65, “Property 
and Casualty Contracts”, list two disclosures that are required in the financial statements with respect to high 
deductible policies. 

Question 18 (3.50 points) According to the Ernst and Young Text “Financial Reporting Through the Lens of a 
Property/ Casualty Actuary”, Chapter 25, Solvency II, answer the following questions: 
a. (1.50 points) Under Pillar I on the liability side of the balance sheet, what does the SCR represent and

what regulatory action results if capital falls below the SCR?  What regulatory action results if capital falls
below the MCR?

b. (1.50 points) Briefly describe why critics feel  that the one-year 99.5% VaR is not an adequate measure
for bearing the risk to ultimate settlement.

c. (0.50 point) How is free surplus computed?

Question 19 (1.50 points) One of the IRIS tests is a surplus-aid-to-surplus test. 
a. (0.50 point)  How does IRIS define surplus aid?
b. (0.50 point)  What is the test ratio and the range of usual values?
c. (0.50 point)  List two reasons the surplus aid ratio is important.

Question 20 (1.50 points)  Other than the Two Year Overall Operating Ratio and the Gross Change in 
Policyholders Surplus Ratio, briefly describe the remaining two IRIS profitability tests by identifying the method 
of calculation and the usual range of values of each test. 

Question 21 (3.0 points) According to the Ernst and Young Text “Financial Reporting Through the Lens of a 
Property/ Casualty Actuary”, Chapter 25, Solvency II, briefly describe the key responsibilities of each of the four 
functional areas that satisfy the conditions (i.e. Fitness and Propriety, Outsourcing and Internal Control) of 
under Pillar II of Solvency II. 

AY Paid L+LAE Inc L+LAE
(1) (2) (3)

2000 $280,000 $300,000 
2001 $320,000 $330,000 
2002 $315,000 $360,000 
2003 $310,000 $380,000 
2004 $300,000 $400,000 
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Question 22 (2.0 points) According to the Ernst and Young text “Financial Reporting Through the Lens of a 
Property/ Casualty Actuary”, Chapter 10, Notes to Financial Statements, answer the following questions: 
a.  (1.0 point) Briefly describe two reasons why a reinsurer may dispute a claim. 
b.  (0.50 point) What action by the reinsurer is required to initiate a dispute. 
c.  (0.50 point) In addition to identifying a credit risk, what other actions may give rise to a recoverables 

in dispute? 
 
Question 23 (1.50 points) According to the Ernst and Young text “Financial Reporting Through the Lens of a 
Property/ Casualty Actuary”, Chapter 24, International Financial Reporting Standards, answer the following 
questions: 
a.  (0.50 point) How is insurance risk defined as “significant” under IFRS 4. 
b.  (0.50 point) How is insurance risk defined as “significant” under U.S. GAAP. 
c.  (0.50 point) Is the standard for defining if insurance risk as “significant” under IFRS 4 weaker or stronger. 
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Question 1 - Discussion 
1. A 2000 Consumer Reports study showed that 50% of credit reports contained errors.  
2. Identity theft and the proliferation of access to credit as evidenced by the problems in the mortgage 

industry produces problems.  
3. Credit reports also disproportionately negatively affect recent divorcees, recently naturalized citizens, the 

elderly, the disabled, those with certain religious convictions, and younger individuals who have not 
established credit histories. 

See McCarty, NAIC Hearing Impact on CBIS 
 
 
Question 2 - Discussion 
1.  The spreading and underwriting of risk. The pharmacy agreements did NOT involve the underwriting or 

spreading of risk. Rather, the pharmacy agreements arranged for Blue Shield to purchase goods and 
services that enable them to minimize costs and maximize profits. 

2.  A direct connection to the policy contract. The Court noted that the agreements were NOT between the 
insurer and the insured (which is a criteria of the “business of insurance” but were, rather, separate 
contractual arrangements regarding the sale and distribution of goods and services, not insurance. 

3.  The conduct of entities with the insurance industry. Intra-industry cooperation was necessary to assure 
accurate and responsible underwriting of risks. The agreements between Blue Shield and the participating 
pharmacies were NOT intra industry agreements; instead, they were agreements involving the purchase of 
goods outside the insurance industry. 

See Porter, Chapter 3, Fed and Other Influences on Regulation 

 

Question 3 - Discussion 
Similarity:  The agencies all use data from Annual Statements, SEC filings, analyst meetings, and earnings 
reports, and they discuss similar management issues in their interactive meetings with insurers.  
Difference:  Their capital formulas differ greatly, and stress the accuracy and flexibility of their models to 
attract clients (and by producing a better capital adequacy formula). 
See Feldblum, Rating Agencies 
 
 
Question 4 - Discussion 
1. Pay taxes on premiums and other taxes imposed by nondomiciliary (and domiciliary) states.  
 
2. Provide a copy of the plan/ study to the insurance regulator in the nondomiciliary states in which the 

RRG intends to conduct business before it can write any insurance coverage in that state 
 
3. Provide an annual financial statement to the insurance commissioner of each state it does business in 

(including a statement of opinion on L+ LAE reserves by a qualified loss reserve specialist or actuary) 
 
4. Submit to an examination by a nondomiciliary regulator to determine the RRG’s financial condition. 
See GAO Report to Congressional Requestors, Risk Retention Groups, Clarifications could Facilitate States’ 
Implementation of the Liability Risk Retention Act. 
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Question 5 - Discussion 
a.  Similarities between Group captives and RRGs: 

Group captives, like RRGs, may comprise several companies. 
Differences between Group captives and RRGs: 
Group captives, unlike RRGs, do not have to insure similar risks.  
Captives may provide property coverage, while RRGs currently may not.  

 
b.  Similarities between non-RRG captives and Traditional Insurers: 

Non-RRG captives, like traditional insurance companies, cannot conduct business in any state except 
their domiciliary state, unless they become licensed in that other state. 
Differences between non-RRG captives and Traditional Insurers: 
Regulatory requirements for captives are generally less restrictive than those for traditional insurers. 

 
See GAO Report to Congressional Requestors, Risk Retention Groups, Clarifications could Facilitate States’ 
Implementation of the Liability Risk Retention Ac 
 
Question 6 - Discussion 
a.  This may be the main reason for government insurance programs, as these social purposes can 

only be fully achieved within government-owned insurance programs.   
b1.  rehabilitation and vocational training of injured workers are important goals of a WC system that can 

be handled by the federal government;  
b2. requirements for loss mitigation in catastrophe insurance plans may be more easily accomplished 

under government programs.  
See CAS “Government Insurers Study Note”. 
 
 
Question 7 – Discussion 
a  This law sought to address the problem of CMS being unaware of primary payer responsibilities, 
whether or not a claim involved an MSA.  
 
b. The law requires claim payers, known as Responsible Reporting Entities (RREs), to report claim data 

to the CMS.  
 
c.  Specifically, Section 111 of the act requires the providers of liability insurance (including self-

insurers), no fault insurance and workers' compensation insurance (hereinafter "insurers") to 
determine the Medicare-enrollment status of all claimants and report certain information about those 
claims to the Secretary of Health and Human Services, through the CMS. 
d. See CAS “Government Insurers Study Note”. 
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Question 8 - Discussion 
Government loss sharing depends on the size of the insured loss.  In general: 
o for small losses, private industry covers the entire loss.  
o for a medium-sized loss, the federal role is to spread the loss over time and over the industry; the 

government assists but then recoups the payments through levies on insurers afterwards.  
o for a large loss, the government would cover most of the losses (but recoupment is possible  as well).  

The prospective government share of losses has been reduced over time compared with the initial act 
See Webel in “Terrorism Risk Insurance:  Issue Analysis and Overview of Current Program” 
 
Question 9 - Discussion 
a.  DTAs and DTLs arise most commonly due to: 

o differences in statutory and tax accounting (e.g. discounting of loss reserves, unrealized 
gains/losses and unrealized foreign exchange gains/losses) and  

o carryforward of previous operating losses to future tax years.  
b.  Similar to unrealized capital gains, net DTAs affect the BS but do not flow through to income. As a 

result, a direct adjustment is required to surplus to maintain A – L = Surplus.  
c.  The change in deferred taxes is determined before considering the nonadmitted portion because the 

change in nonadmitted DTAs is captured with all the other nonadmitted assets. 
See E&Y, Chapter 9, Capital and Surplus Account 
 
Question 10 - Discussion 
a.  This means that XYZ experienced favorable development in 2011 on the prior years in the aggregate.  
b.  As a result, the U/W loss in 2011 must have been due to current (2011) AY incurred losses, providing 

further evidence that catastrophes were the cause.  
c.  A review of AY 2011 loss and DCC experience per Schedule P can confirm this. 
See E&Y, Chapter 12, Five-Year Historical Data Exhibit 
 
Question 11 - Discussion 
a.  Calendar year statutory incurred losses are paid losses plus the change in full value loss reserves 

at the beginning to the end of the year. 
Tax basis incurred losses are paid losses plus the change in the discounted loss and loss 
adjustment expense reserves from the beginning to the end of the year. 

b.  IRS reserve discount factors are ratios of discounted to undiscounted loss reserves, and are 
computed using Schedule P line of business data. 

See Feldblum, IRS Loss Reserve Discounting 
 
 
Question 12 - Discussion 
1.  Solicit information from management regarding collectibility problems,  
2.  Significant disputes with reinsurers, and  
3.  Practices regarding provisions for uncollectible reinsurance.  
Note:  The actuary’s consideration of collectibility does not imply an opinion on the financial condition of any 
reinsurer. 
See AAA, ASOP 36 
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Question 13 - Discussion 
a.  The SAO is organized into four required sections: 

1. Identification 
2. Scope 
3. Opinion 
4. Relevant comments 

b.  The reserve items include: 
o Loss and LAE reserves 
o Retroactive reinsurance assumed reserves 
o Unearned premium reserves for long-duration contracts 
o Unearned premium reserves for extended reporting endorsements, such as those 

included in Schedule P Interrogatory No. 1 of the company’s Annual Statement 
o Other reserve items for which the actuary is providing an opinion 

c.  It also contains a statement about: 
o who provided the data relied upon by the actuary in forming the opinion and that either  
o the actuary performed a reconciliation of that data, or reviewed a reconciliation prepared by the 

company, to Schedule P of the company’s AS. 
o whether the company participates in intercompany pooling, and if so, to disclose this and the 

basis for reconciling data used in the actuary’s analysis to Schedule P. 
See E&Y, Chapter 16, Statement of Actuarial Opinion  
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Question 14 - Discussion 

 
See Chapter 26 E&Y – Taxation in the U.S.  

(1) Solution: Statutory pre-tax income includes:
underwriting gain
investment gain (with the exception of unrealized capital gains and losses)
other income (e.g. agents'balances charged off, finance and service charges), and
policyholder dividends.
The statutory pre-tax income is -$5.0M + $14.4M + $5.0M + $4.0 + $10.0M = $28.4 million.

(2) Regular taxable income = statutory underwritinmg income
+ taxable investment income
+ the prorated portion of tax-exempt investment income + the revenue offset adjustment
+ the loss reserve discounting adjustment 

Given TUI is -$5M.
Given TII is $14.4M.
Given Realized capital gains are $10.0M.

The prorated portion of tax exempt interest income is 15% x $5.0 = $0.75 million.
The taxable portion of dividends received is 30% x $4.0 = 1.2M,
The prorated portion of the DRD is 15% x 70% x $4.0M = .42M.

By the revenue offset provision, 20% of the increase in the UEPR is included in RTI:
20% x ($240.0 million - $225.0 million) = $3 million.
The increase in the reserve discount is added to taxable income:
(1 - 90%) x $460M at 12/31/X8 - (1 - 90%) x $430M at 12/31/X7 = $46M - $43M = $3M.

(2) RTI =
Given $5.00M [Underwriting loss]
Given $14.40M [Taxable interest income]
Given $10.00M [Realized capital gains]

$1.20M [Taxable portion of dividends received]
$0.75M [Prorated portion of tax-exempt investment income]
$0.42M [Prorated portion of dividends received deduction]
$3.00M [Revenue offset]
$3.00M [Adjustment for loss reserve discounting]
=$27.77M[Regular taxable income]

(3) AMTI = regular taxable income + 75% of the income that has escaped taxation.
RTI (after proration) = $27.77M.
    II not in RTI = 85% x $5.0M = $4.25M.

Recall dividend income included in RTI is (30% + 15% x 70%) x $4.0 = .405 * $4.M = $1.62M.
1.62 = .42 + 1.2 .595=1-(.3+.15*.7)

    Dividends received not in RTI = 59.5% x $4.0 = $2.38M.
AMTI = $27.77 million + 75% x ($4.25 million + $2.38 million) = $32.7425 million = $32,742,500.
AMTI = 32.74M
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Question 15 - Discussion 
a. A gain is an increase in surplus resulting from 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.  

b. 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.  

c. A gain contingency is defined as an existing condition, situation, or set of circumstances involving 
uncertainty as to possible gain 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).  

See NAIC, SSAP 5 
 
 
Question 16 - Discussion 
Suppose the 2009 Schedule P has the cumulative paid losses and incurred losses in Exhibit 5. 
Exhibit 5: Negative Assumed Loss Payment in the Tenth Year 

 
 
a.  The anomaly is the negative assumed payment in the oldest AY (2000) stems from a random fluctuation: 

the high paid to incurred ratio in the ninth year (2001), reflecting fewer claims remaining open than 
expected. Negative loss payments reflect data errors, reinsurance, or salvage and subrogation. 

 
b.  The revised cap for the 11th and subsequent years is the average assumed loss payment in the 3 oldest 

AYs: 1/3* (–3.64% + 9.47% + 5.92%) = 3.92%. 
 
 
 
Question 17 - Discussion  
1.  the amount of reserve credit that has been recorded for high deductibles on unpaid clams. 
2.  amounts that have been billed and are recoverable on paid claims.  
See NAIC, P&C Contracts #65 (page 9) - C 
  

AY Paid L+LAE Inc L+LAE Cumulative Pd/Inc Ratio Incre Pd/Inc Ratio Undisc % Unpaid
(1) (2) (3) (4)=(2)/(3) (5) based on (4) (6)=1.0-(4)

2000 $280,000 $300,000 93.33% -3.64% 6.67%
2001 $320,000 $330,000 96.97% 9.47% 3.03%
2002 $315,000 $360,000 87.50% 5.92% 12.50%
2003 $310,000 $380,000 81.58% 6.58% 18.42%
2004 $300,000 $400,000 75.00% 7.25% 25.00%
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Question 18 - Discussion  
a.  The SCR is the amount of capital to limit the probability of ruin over the next year to 0.5%, i.e. a one-

year 99.5% Value at Risk (VaR).  
o If capital falls below the SCR, it will be subject to regulatory intervention.  
o If it falls even further below the MCR, the company will not be permitted to operate.  

b.  Critics state that the one-year 99.5% VaR is not an adequate measure for bearing the risk to ultimate 
settlement.  
o Solvency II requires consideration of recapitalization based on adverse development in each 

future annual period, yet doesn’t assume you need to hold sufficient capital from inception to 
settlement without raising capital.  

o Therefore, critics of Solvency II believe using one-year 99.5% VaR as the capital standard in the 
risk margin calculation does not provide a true fair market value. 

d. Free Surplus = Assets - Technical provisions - SCR  
See E&Y, Chapter 25, Solvency II 
 
Question 19 - Discussion  
a.  Surplus aid consists of commissions on unearned ceded reinsurance premium.  

This amount cannot be determined exactly from the A.S., it must be estimated.  
i.  The Ceding Commissions ratio equals all reinsurance ceded commissions divided by reinsurance 

premiums ceded.  
ii.  The result is then multiplied by the amount of unearned premium on reinsurance ceded to non-

affiliated companies.  
b.  Ratio 4 equals Surplus Aid to PHS.  The usual range for the ratio includes results less than 15%.   
c.  2 reasons the surplus aid ratio is important:   

1. Significant amounts of surplus aid may indicate that PHS is inadequate. 
2. Surplus aid may improve results on other ratios enough to conceal areas of concern. 

See NAIC, IRIS P&C Ratios 
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Question 20 - Discussion 
Investment Yield Net Investment Income3.0% 100% 6.5%

Average Invested Assets (AIA)
≤ × ≤  

AIA =  Assets + Assets - Net IIBCY ECY

2
 

  AIA = Average Invested Assets = Cash + Invested Assets + Accrued Investment Income - Borrowed Money 
   BCY = Beginning of Calendar Year 
   ECY = End of Calendar Year 
The investment yield provides an indication of the quality of the insurer's investment portfolio. 
 
Net Change in PHS 
The net change in surplus is equal to {PHS - [change in surplus notes + capital and surplus paid-in or 

transferred] - the prior year's PHS}/ the prior year's PHS. 
Interpretation of Ratio Results: 
The usual range for the ratio includes results less than 25 % and greater than -10 %. 
This ratio measures the improvement or deterioration in the insurer's financial condition during the year. 
See NAIC, IRIS P&C Ratios 
 
Question 21 - Discussion 
Key responsibilities of each function include: 

o Internal audit: Produce a report at least annually to the board of directors on any deficiencies of 
the internal controls and any shortcomings in compliance with internal policies and procedures. 
This function should have unrestricted access to information and staff. 

o Actuarial:  
i. Ensure the reasonability of methods and assumptions used in calculating the technical 

provisions and providing a look-back analysis of best estimates against experience.  
ii. Provide opinions on the overall U/W policy and adequacy of reinsurance arrangements. 

o Risk management:  
Ensure the integration of any internal model with the risk management function. 

o Compliance: Ensure the internal control system complies with all laws and regulation, promptly 
reporting any major compliance issues to the board of directors. 

See E&Y, Chapter 25, Solvency II 
 
 
Question 22 - Discussion 
a.  A reinsurer may dispute either because: 

i. they are unwilling to pay due to a disagreement on the coverage or amount or  
ii. they are unable to pay due to insolvency.  

b.  A recoverable is in dispute once a written refusal to pay is received from the reinsurer.  
c.  Recoverables in dispute might represent attempts by a financially troubled insurer to over-recover 

from reinsurers. 
See E&Y, Chapter 10, Notes to Financial Statements 
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Question 23 - Discussion  
a.  Insurance risk is: “Significant if, and only if, an insured event could cause an insurer to pay significant 

additional benefits in any scenario, excluding scenarios that lack commercial substance.” 
b.  Under U.S. GAAP significance requires that it is “reasonably possible” that the reinsurer may realize a 

significant loss from the transaction.  
c.  The IFRS 4 has a much weaker standard for risk transfer than that currently in U.S. GAAP 
See E&Y, Chapter 24, Int’l Fin Reporting Standards 
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General information about this exam  
This practice test contains 22 questions consisting of computational and essay based questions. 

 

 
1.  The recommend time for this exam is 3 hours.  Make sure you have sufficient time to take this 

practice test. 
If you do not have 3 hours to sit for the entire test, consider working the questions in segments. 
 

2. The Total Numbers of Computational/Essay Points from the analysis above are the sum of all the 
computational/essay parts for each question.  Few computational questions appear on this exam due 
to the content within the articles listed on this test. 

 
3.  Consider taking this exam after working all past CAS questions first. 
 
4.  Many of the essay questions may require lengthy responses. 
 
5.  Make sure you have a sufficient number of blank sheets of paper to record your answers. 
 
6.  Video solution release dates are listed under the e-Review tab after logging into m.all10.com 
 
  

e6-Review Session 1
Total Essay Comp

Question 22 18 4
Points 50.5 41 9.5
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Articles covered on exam:

 

Article ........................................................ Author ....................................... Syllabus Section 

C2 - Development of Ins Regulation ................ Porter1 .............. A. Regulation and U.S. Insurance Law 

C3 - Development of Ins Regulation ................ Porter1 .............. A. Regulation and U.S. Insurance Law 

C4 - Development of Ins Regulation ................ Porter1 .............. A. Regulation and U.S. Insurance Law 

C5 - Development of Ins Regulation ................ Porter1 .............. A. Regulation and U.S. Insurance Law 

C8 - Insurance Regulation - C8 (8.3-8.6) .......... Porter1 ............. A. Regulation and U.S. Insurance Law 

NAIC Hearing on Credit-Based Ins Scores ......... Kucera.............. A. Regulation and U.S. Insurance Law 

Price Optimization .......................................... NAIC Price. ....... A. Regulation and U.S. Insurance Law 

NAIC Hearing Impact on Credit Based Scores ... McCarty. ........... A. Regulation and U.S. Insurance Law 

NAIC Solvency Regulatory Framework .............. NAIC ................ A. Regulation and U.S. Insurance Law 

Demystifying the Regulatory Web .................... Baribeau ........... A. Regulation and U.S. Insurance Law 

Insurance Regulation C12 (excl 12.12-12.17) .... Porter2. ............ A. Regulation and U.S. Insurance Law 

Rating Agencies (Oct 2011) ............................. Feldblum .......... A. Regulation and U.S. Insurance Law 

The Economic Crisis and Lessons ..................... Vaughan ........... A. Regulation and U.S. Insurance Law 

UBI Telematics - Part 1 ................................... NAIC Telematics A. Regulation and U.S. Insurance Law 

UBI Telematics - Part 2 ................................... NAIC Telematics A. Regulation and U.S. Insurance Law 

Reinsurance Commutation .............................. Klann. ................ E. Reinsurance Accounting Principles 

Basic Reins Accounting – Selected Topics ......... Blanchard/Klann. . E. Reinsurance Accounting Principles 

Pitfalls and Considerations in Risk Transfer ....... Freihaut/Vendetti. E. Reinsurance Accounting Principles 
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Question 1 
 
(4.25 points) 
 

a. (0.75 point) Briefly describe three arguments that support the need for insurance solvency 
regulation. 

 
b. (1.0 point) Explain why solvency regulation is more important for insurance than for other 

industries. 
 
c. (1.0 point) Describe one advantage and one disadvantage to insurance companies of having 

numerous state and federal agencies involved in solvency regulation. 
 
d. (1.5 points) Describe three techniques that state insurance departments and/or the NAIC use in 

regulating solvency of insurance companies 
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Question 2 
 
(1.5 points) For each of the following lines of business, briefly describe the degree of regulation and the 
rationale for such regulation from a buyer, legal and rating plan perspective. 
 
a. (0.50 point) Commercial General Liability 

 
b. (0.50 point) Private Passenger Auto 

 
c. (0.50 point) Workers Compensation 
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Question 3 
 
(1.0 point) Two important court cases are: 
 

 1868 – U.S. Supreme Court, Paul v. Virginia, and 
 

 1944 – U.S. Supreme Court, U.S. v. South-Eastern Underwriters Association. 
 
a. (0.50 point) For each case, briefly describe the opinion of the court with regard to insurance and 

interstate commerce. 
 

b. (0.50 point) Identify the jurisdiction in which insurance was regulated following the decision. 
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Question 4 
(1.75 points) 
 
a. (1.0 point)  State four factors frequently attributable to causing insolvencies. 

 
b. (0.75 point)  Identify three consequences insurance consumers may face from the insolvency of an 

insurance company. 
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1. Overview 
 

A.  Purpose, Two Main Components to the RBC System, RBC Report Filing 

1. Purpose:  The Risk-Based Capital (RBC) system was developed by the NAIC and has been used since 
1994 to early detect insurer insolvency.  

 
2. Two main components to the RBC system: 

1. RBC formula:  
o Produces a minimum level of required capital (the authorized control level benchmark, or ACL)  

The minimum level of required capital reflects what is needed to support the risks faced by 
insurer.  
The company’s recorded capital is compared to the minimum required capital, to produce the 
RBC ratio, which is compared to a range of values that define levels of company and 
regulatory action. 

2.  RBC Model Act for Insurers: Provides the state insurance regulator with authority to take specific 
action when a company’s RBC ratio falls below certain thresholds. 

 
3.  Entities are exempt from the RBC system include: 

o title insurance companies,  
o monoline financial guaranty insurers and  
o monoline mortgage guaranty insurance companies.  

 
4.  Insurers are required to file their RBC report with the NAIC by 3/1 based on information 

evaluated as of the prior year-end (12/31).   

The report:  
o provides its RBC calculations and management discussion and analysis of the RBC results.  
o is confidential; details of the calculation are not available to the public.  
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1. Overview 
 

B.  RBC Formula Overview, Asset Risk, U/W Risk and P/C Assets 

1.  Overview 

RBC is computed by applying factors to asset, reserve, recoverable and premium items reported in the AS.  
o The size of the factor depends on the level of risk; the greater the risk, the greater the factor.  
o Applying the factors to the AS items results in “risk charges.” 

Risks associated with a company’s business plans and strategy, management, internal controls, systems, 
reserve adequacy and ability to access capital are not considered as these are difficult to quantify. 
 
2.  Asset Risk 

Within the p/c RBC formula, there are 4 asset risk categories: 
R0 Asset risk — Subsidiary insurance companies 
R1 Asset risk — Fixed income 
R2 Asset risk — Equity 
R3 Asset risk — Credit 

R0 through R2 are risks associated with admitted invested assets, shown on lines 1 through 11, column 3, on 
the asset side of the BS (e.g., bonds, stocks, mortgage loans on page 2 of the AS).  

o The R0 charge considers default risk with investments in affiliated insurance companies.  
o The R1 charge considers changes in interest rates and potential default of fixed income investments.  
o The R2 charge considers changes in asset valuations for non-fixed income investments (e.g. stocks, 

real estate). 
o R3 considers the credit risk associated with receivables on the BS, which include items listed on lines 

12 and subsequent on the asset side of the BS, as well as risk with reinsurance recoverables. 
3. Underwriting Risk 

There are 2 underwriting risk categories in the p/c RBC formula: 
The reserve risk charge (R4) focuses on past business  
The premium risk charge (R5) is concerned with future business.  
o Reserve risk is the risk that the company’s L+LAE reserves will develop adversely, assuming the 

current reserve balance is adequate.  
o Written premium risk is the risk that 1 year’s worth of the future business will be unprofitable. 

 
Per the NAIC, “U/W risk is the largest portion of the RBC charge for most PC insurers.”  

o If we exclude the R0 component, which does not represent true 3rd-party asset risk, total asset risk 
is a smaller component of the formula than total U/W risk.  

4.  P/C Assets 

o About 60% of admitted assets of the p/c insurance industry were in bonds, with the next largest 
category dropping to 15% in stocks [(1%) in preferred stocks and (14%) in common stocks]. 

o P/C insurers hold short-term and liquid investments given the short duration of most p/c insurance 
products sold and the need to have funds readily available to pay claims. 
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1. Overview 
 

C.  Covariance Adjustment and Asset and Credit Risk Charges 

1.  Covariance Adjustment 

Risk charges R0 through R5 are incorporated in the RBC formula to calculate overall RBC as follows: 
2 2 2 2 2

0 1 2 3 4 5RBC R R R R R R       

o The square root calculation is a.k.a. the “covariance adjustment.”  
i. It is assumed that individual risk charges are independent of one another, and thus the 

formula reflects diversification among these risks by assuming that the aggregate risk is less 
than the sum of risk charges.  

ii. This is a reasonable assumption (e. g. the risk of default on invested assets (e.g. bonds, 
stocks) is independent of the performance of its loss reserves.  

iii. Taking the square root of the sum of the squares for R1  - R5 increases the dependency of 
the larger risks in the calculation and decreases the significance of the smaller risks in the 
overall aggregate RBC requirement. 

o R0 is outside the covariance adjustment because the risk for investments in insurer subsidiaries is 
believed to be correlated with all of the risks of the reporting entity (i.e. risk charges R1 - R5). 
Stated differently, RBC should not depend on organizational structure of the insurer; investments in 
subsidiaries that are subject to RBC do not provide diversification benefit. 

 
2. Asset and Credit Risk Charges 

o The asset risk charge for fixed income investments had almost no impact (0%) on the overall RBC 
charge for the industry because p/c insurers invest in relatively safe, high-credit quality bonds. 
 

o The asset risk charge for equity is relatively high (29%), reflecting the increased risk associated with 
these investments over fixed income.  
Common stocks represented 14% of total assets held by p/c insurers in 2011 (see table 2). 
 

o The charge for credit risk is due to the fact that this charge is applied to reinsurance recoverables 
after consideration of the provision for reinsurance to avoid double counting. 
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2. The RBC Charge for Asset Risk Associated with Ins. Co. Subsidiaries (R0) 
 

A.  R(0), (R1) and (R2) 

RBC depends on (1) the asset class, (2) type of subsidiary and (3) whether the subsidiary is subject to RBC.  
o R0 considers only those investments in insurer subsidiaries for which the subsidiary itself files RBC.  

For these entities the total R0 charge across all common stocks, preferred stocks and bond 
investments in a subsidiary is limited to: 
(1) the RBC of the subsidiary and (2) adjusted by the reporting entity’s ownership (pro rata) share in 
the subsidiary.  

o The charge for investments in insurance subsidiaries not subject to RBC (excluding alien insurers 

which are considered in R0) is included in R1 or R2, depending on if the investment is fixed income 
or equity based.  

o The R1 or R2 categories also include charges for investments in upstream affiliates, 
including parent and holding companies.  
This is important because of the placement of R0, R1 and R2 in the RBC formula.  

 
SSAP No. 88, Investments in Subsidiary, Controlled, and Affiliated Entities, define these terms as follows: 

Parent “An entity that directly or indirectly owns and controls the reporting entity.” 
Subsidiary “An entity that is, directly or indirectly, owned and controlled by the reporting 

entity.” 
Affiliate “An entity within the holding company or a party that directly or indirectly, via one or 

more intermediaries, controls, is controlled by, or is under common control with the 
reporting entity.” 
An affiliate includes a parent or subsidiary and may also include partnerships, joint 
ventures, and limited liability companies. ...” 

Control Power to direct or cause direction of management and policies of the investee, 
through the (a) ownership of voting securities, (b) by contract other than a 
commercial contract for goods or non-management services, (c) by common 
management, or (d) otherwise.  
Control shall exist if a reporting entity and its affiliates, directly or indirectly, own, 
control, hold with the power to vote, or hold proxies representing 10% or more of 
the voting interests of the entity.   

 
R0 measures the risk associated with subsidiary insurance companies based on: 

1.  Common stock, preferred stock and bond investments in an insurance company subsidiary, when the 
insurance company subsidiary is also subject to RBC filing requirements 

2. Investments in alien insurance company affiliates 
3. Off-BS or other items  
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3. The RBC Charge for Asset Risk with Fixed Income Investments (R1) 
 

A.  Overview 

R1 includes the charge for interest rate and default risk with FI investments in the following categories: 
1. Holding company [RBC charge is 0.225 * (holding company value ‐ carrying value)] 
2. Upstream affiliate [ the RBC charge is (0.225) * (carrying value of the bonds of the parent)] 
3. Insurance subsidiaries that are not subject to RBC (other than alien insurers)[NAIC factor = .225] 
4. Investment affiliate 
5. Other non-insurance subsidiaries [NAIC factor = .225] 
6. Unaffiliated bonds [see next page] 
7. Mortgage loans [RBC charge = (book/adjusted carrying value of the loans) * (0.050)] 
8. Miscellaneous assets, including cash, cash equivalents, other short-term investments and nonadmitted 

collateral loans.  
The RBC charges for each investment are as follows: 
o (0.003) * (book value of cash, net cash equivalents and other short-term investments) 
o (0.050) * (admitted collateral loans) 

 
9. Replication (synthetic asset) transactions and mandatorily convertible securities 
10. Off-BS collateral and Schedule DL, Part 1, Assets 
 
In general, the charge = a NAIC factor * the book/adjusted carrying value of the investment.  
In addition, there are 2 charges reflecting the level of diversification in the entity’s fixed income portfolio.  
1. The bond size factor, and  
2. The asset concentration factor. 
 
For the Industry in 2011: 
Investments in bonds of unaffiliated entities account for over 1/2 the risk charge within the R1 category. 
The charge for bond size and for FI in other non-ins subsidiaries comprised the remainder of the R1 charge.   
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3. The RBC Charge for Asset Risk with Fixed Income Investments (R1) 
 

B.  Unaffiliated Bonds and the Bond Size Factor 

The RBC charge for unaffiliated bond investments = (book/adjusted carrying value of the bond) * a factor, 
where the factors vary based on the bond class, as shown below 

NAIC bond class RBC factor 
Class 01 — Highest credit quality  
U.S. government, guaranteed by U.S. government 0.000 
U.S. government, not backed by full faith and credit of U.S. government 0.003 
All other 0.003 
Class 02 — High credit quality 0.010 
Class 03 — Medium credit quality 0.020 
Class 04 — Low credit quality 0.045 
Class 05 — Lowest credit quality 0.100 
Class 06 — In or near default 0.300 

 
The bond size adjustment factor is a  separate charge to reflect the level of diversification 

o Bonds subject to the bond size adjustment factor include unaffiliated bonds in classes 02 through 06, 
plus non-U.S. government bonds in class 01. 

o The bond size adjustment factor is computed as the weighted average number of issuers in a 
portfolio subject to the adjustment, with the weights prescribed by the NAIC depending on the 
number of issuers.  

The bond size factor = (total in column 3)/( total in column 1) - 1.0. For example: 

if a reporting entity invests in 500 bonds, the bond size adjustment factor would be 0.2 =(580/500) - 1 
Example of Bond Size Adjustment Factor 

  Weighted 
# of bond issuers Weights # Issuers 

 (1) (2) (3) = (1) * (2)
First 50 50 2.5 125 
Next 50 50 1.3 65 
Next 300 300 1.0 300 
More than 400 100 0.9 90 
Total 500 1.2 580 

The bond size factor is applied to the RBC calculated for bonds subject to adjustment.  
The bond size factor applies to portfolios having fewer than 1,300 bonds; for portfolios having 1,300 or more 
bonds the factor is zero. 
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3. The RBC Charge for Asset Risk with Fixed Income Investments (R1) 
 

C.  Asset Concentration Factor (ACF) 

 
o Doubles the RBC charge for the 10 largest issuers that the insurance company is exposed to.  
o Reflects the increased risk associated with large concentrations in single issuers. 
 
The 10 largest issuers are determined by summing the insurer’s total investment (book/adjusted carrying 
value) across all investments (fixed income plus equity) for each issuer.  
The RBC charge for each fixed income and equity asset is computed for the 10 largest issuers.  

o the resulting RBC charge for fixed income is included as the asset concentration RBC within R1; the 
charge for equity is included as the asset concentration RBC within R2.  

o the RBC charge is limited to a maximum of 0.300 for each fixed income and/or equity investment. 
 
R1 income assets subject to the ACF  include the 10 largest investments in each of the following: 

o Unaffiliated bonds in classes 02 through 05 
o Collateral loans 
o Mortgage loans 

R2 assets that are subject to the asset concentration factor include following: 
o Unaffiliated preferred stocks and hybrid securities in classes 02 through 05 
o Unaffiliated common stock 
o Investment in real estate 
o Encumbrances on invested real estate 
o Schedule BA assets (excluding collateral loans) 
o Receivable for securities 
o Aggregate write-ins for invested assets 
o Derivatives 
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3. The RBC Charge for Asset Risk with Fixed Income Investments (R1) 
 

C.  Asset Concentration Factor (ACF) Example 

Example to illustrate the calculation of the asset concentration factor. 
 Assume that the fixed income and equity investments made by an insurer subject to the asset 

concentration factor are limited to 15 issuers and investments are limited to the assets listed in the 
Table 50 below.  

 The following provides the total adjusted book/carrying value of these investments  
Example 

Adjusted Book/Carrying Value for Assets Subject to Asset Concentration USD 000 
 Fixed Income Assets  Equity Assets  
   Unaffiliated   Total Assets
 Unaffiliated  Preferred Unaffiliated Investment Subject to 
 Bonds Collateral Stocks Common Real Asset 
Issuer Name Class 2 - 5 Loans Class 2 - 5 Stock Estate Concentration
1 Asppill Drug    1,200  1,200 
2 Deal Mart  1,000   1,000 
3 U.S. Express 1,000    1,000 
4 MacroHard Inc. 900    900 
5 Dill Computing   900   900 
6 Tropical Bev Co. 820     820 
7 Popsi Co.   800   800 
8 Texas Oil Inc. 550     550 
9 Westwood Resorts  200   35 235 
10 Dakota Energy 220     220 
11 Bear Pharmaceuticals    200  200 
12 Mediapr o 200     200 
13 Pear Computer    100  100 
14 Jane Moose 80     80 
15 KO Media    25 50 75 
Total 3,770 1,200 1,700 1,525 85 8,280 

 
o Only the first ten of these issuers (Asppill Drug through Dakota Energy) are considered in computing the 

asset concentration factor.  
o The asset concentration charge is (RBC charge for each asset class)*(RBC factor for that class).  

Assume each of the bond investments is class 2 and each of the preferred stock investments 
is class 3.  
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3. The RBC Charge for Asset Risk with Fixed Income Investments (R1) 
 

C.  Asset Concentration Factor (ACF) Examples 

Calculation of the asset concentration RBC within R1 and R2. 
Example 

Calculation of Asset Concentration RBC 
 Book/Adjusted  Additional 

Fixed Income Assets Carrying Value Factor RBC 
Class 2 Unaffiliated Bonds 3,490=3770-200-80 0.010 35 
… 
Class 5 Unaffiliated Bonds 

- 0.100 - 

Collateral Loans 1,200 0.050 60 
Mortgage Loans - 0.050 - 
Subtotal Fixed Income 4,690 0.020 95 

 Book/Adjusted  Additional 
Equity Assets Carrying Value Factor RBC 
Class 2 Unaffiliated Preferred Stock - 0.010 - 
Class 3 Unaffiliated Preferred Stock 1,700 0.020 34 
… 
Unaffiliated Common Stock 

 
1,200 

 
0.150 

 
180 

Investment Real Estate 35 0.100 4 
Encumbrance on Investment Real Estate - 0.100 - 
Schedule BA Assets - 0.050 - 
Receivable for Securities - 0.050 - 
Aggregate Write-Ins for Invested Assets - 0.050 - 
Derivatives - 0.050 - 
Subtotal Equity 2,935 0.074 218 

Grand Total Asset Concentration   312 
 
The asset concentration for fixed income investments within R1 is $95K and the asset concentration for 
equity within R2 is $218K, resulting in a total asset concentration RBC of $312K 
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3. The RBC Charge for Asset Risk with Fixed Income Investments (R1) 
 

C.  Asset Concentration Factor (ACF) Examples 

 
The AS for Fictitious Insurance Company was used to build a full example of the NAIC calculations.  

 Schedule D is not included in the AS for Fictitious, so assumptions were made in preparing the 
calculation, such as the distribution of fixed assets by RBC class.  

 The table below provides the R1 portion of the calculation for Fictitious. 

 
 
  

R1 Charge for Fictitious Insurance Company 

NAIC Risk-Based Capital 2011 

 Amount Charger RBC 

R1 Calculation — Fixed Income Assets Held Factor Charge 

Cash and Cash Equivalents 154,000 0.0030 462 

Total Other Short-Term Investments 829,000 0.0030 2,487 

Mortgage Bonds 245,000 0.0500 12,250 

Net Admitted Collateral Loans 0 0.0500 0 

Bonds    

U.S. Government 6,395,684 0.0000 0 

Class 01 U.S. Government Agency Bonds 0 0.0030 0 

Class 01 Unaffiliated Bonds 46,060,660 0.0030 138,182 

Class 02 Unaffiliated Bonds 4,987,460 0.0100 49,875 

Class 03 Unaffiliated Bonds 704,112 0.0200 14,082 

Class 04 Unaffiliated Bonds 352,056 0.0450 15,843 

Class 05 Unaffiliated Bonds 117,352 0.1000 11,735 

Class 06 Unaffiliated Bonds 58,676 0.3000 17,603 

    

Subtotal — Bonds subject to bond size factor 58,676,000  247,319 

Estimated number of bonds 120  

 Count Multiplier Weighting

0 to 50 50 2.50 125 

50 to 100 50 1.30 65 

100 to 400 20 1.00 20 

More than 400 0 0.900 0 

Sum (weighted average) 120 1.750 210 

Bond size factor RBC 247,319 0.750 185,490 

Asset concentration RBC 87,825,000 0.0012 105,390 

Total R1 Charge — Fixed Income Assets Risk  553,398
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4. The RBC Charge for Asset Risk Associated with Equity Investments (R2) 
 

A.  Overview 

R2 includes the charge for risk associated with equity investments in the following: 
1. Holding company [ RBC charge is 0.225 * (holding company value ‐ carrying value)] 
2.  Upstream affiliate (i.e., parent company) 
3.  Insurance subsidiaries that are not subject to RBC (other than alien insurers) 
4. Investment affiliate 
5. Other non-insurance subsidiaries 
6. Off-BS collateral and Schedule DL, Part 1, Assets 
7. Replication (synthetic asset) transactions and mandatorily convertible securities 
8. Insurance affiliates that are subject to RBC 
9. Unaffiliated stocks [RBC charge =(book/adj carrying value) * (a factor based on the NAIC class) 

10. Real Estate, 11. Schedule BA and 12. Miscellaneous Assets 
The RBC charges for each investment are as follows: 
o 0.100 times the book value of real estate (Schedule A assets) 
o 0.200 times the book value for other long-term invested assets (Schedule BA assets) other than 

collateral loans 
o 0.050 times the book value for receivables for securities, aggregate write-ins for invested assets 

and derivatives 
 
The RBC charge for: 

o the first 6 items listed above follows the same approach as for fixed income securities in R1, except  
the calculation is applied to the book/adjusted carrying values of common and preferred stocks 
instead of bonds.  

o in addition, as for R1, half of the charge for replication transactions and mandatorily convertible 
securities listed above as item 7 is applied to R2. 

 
Similarly, there is the additional charge for asset concentration in the 10 largest issuers for each type of 
equity investment.  
The calculation is performed as described previously in “The RBC Charge for Asset Risk Associated with Fixed 
Income Investments (R1). 
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4. The RBC Charge for Asset Risk Associated with Equity Investments (R2) 
 

B.  Example - R2 for Fictitious 

 
As with the calculation of R1 for Fictitious,  assumptions were made because only excerpts of Fictitious’ AS 
were available (e.g. the distribution of stock by RBC class) 
 

R2 Charge for Fictitious Insurance Company 
NAIC Risk-Based Capital 2011 

Total RO Charge — Affiliated Insurance Co. Asset Risk   0 
Total R1 Charge — Fixed Income Asset Risk   553,398 
 Amount Charge RBC 

R2 Calculation — Equity Assets Held Factor Charge 

Unaffiliated Preferred Stock    
Class 01 Unaffiliated Preferred Stock 10,880 0.0030 33 
Class 02 Unaffiliated Preferred Stock 0 0.0100 0 
Class 03 Unaffiliated Preferred Stock 0 0.0200 0 
Class 04 Unaffiliated Preferred Stock 23,120 0.0450 1,040 
Class 05 Unaffiliated Preferred Stock 0 0.1000 0 
Class 06 Unaffiliated Preferred Stock 0 0.3000 0 

Unaffiliated Common Stock    
Non-government money market funds 0 0.0030 0 
Other admitted unaffiliated common stock 19,340,000 0.1500 2,901,000 
Non-Insurance Affiliated Common Stock 0 0.2250 0 
Real Estate 3,845,000 0.1000 384,500 
Encumbrances 0 0.1000 0 
Schedule BA Assets Excluding Collateral Loans 4,628,000 0.2000 925,600 
Receivables for Securities 0 0.0500 0 
Aggregate W/I for Invest Assets (5,000) 0.0500 0 
All Other Invested Assets 79,000 0.0500 3,950 

Asset concentration RBC 87,825,000 0.0010 87,825 
Total R2 Charge — Equity Assets Risk 4,303,948 
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5. The RBC Charge for Credit Risk (R3) 
 

A.  R3 for Non-Invested Assets and Reinsurance Recoverables 

Credit risk reflects counterparty (the entity owing the insurer money) credit exposure for receivables, 
including those for reinsurance, and the risk the counterparty will default (or not pay in whole or in part). 
R3 is the charge for credit risk associated with the following: 

1. Non-invested assets 
2. Reinsurance recoverable (reinsurance RBC) 
3. Health credit risk (for entities writing 5%+ in accident and health premiums in any of the last 3 yrs). 

1. Non-invested assets 

R3 includes the charge for risk with credit exposure from the following non-invested assets on the BS: 
1. Investment income due and accrued 
2. Amounts receivable relating to uninsured plans 
3. Federal income tax recoverable 
4. Guaranty funds receivable or on deposit 
5. Recoverable from parent, subsidiaries and affiliates 
6. Aggregate write-in for other than invested assets 

The RBC charge = (net admitted value in column 3 of the asset side of the BS) * (0.050), with the 
exception of investment income due and accrued, which receives a factor of 0.010.  
o The charge for investment income due and accrued = RBC factor applied to unaffiliated class 02 

bonds because most of the II due and accrued comes from bonds 
2. Reinsurance recoverables 

The R3 charge for reinsurance recoverables: 
o is computed as 10% of the reinsurance recoverable amounts in column 15 of Schedule F, Part 3 

Recoverables from a reporting entity’s cession to U.S. parents, subsidiaries and affiliates, state-mandated 
involuntary pools and associations, and federal insurance programs are: 

o excluded from the calculation 
o less risky because they are due from either a related entity or supported by a governmental body. 

The recoverables due from reinsurers subject to the charge are: 
o reduced for the provision for reinsurance as calculated in Schedule F, Part 7.  
o because the provision for reinsurance considers all reinsurers, the provision must be allocated to 

those reinsurers that are subject to the R3 charge. 
o 10% was determined judgmentally. 
o the charge has been criticized by insurers who argue that the charge doesn’t differentiate between 

highly rated reinsurers or those recoverable that are backed by collateral. 
The RBC charge for reinsurance recoverable: 

o is split 50%/50% between R3 and R4 if the reserve RBC (see discussion below) exceeds the 
sum of the credit risk RBC for non-invested assets and reinsurance recoverables.  

o otherwise, the full amount of the reinsurance recoverable RBC charge is included in R3. 
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5. The RBC Charge for Credit Risk (R3) 
 

B.  R3 for Fictitious  

 
R3 Charge for Fictitious Insurance Company 

NAIC RBC 2011 
Total R0 Charge — Affiliated Insurance Co. Asset Risk   0 
Total R1 Charge — Fixed Income Asset Risk   553,398 
Total R2 Charge — Equity Asset Risk   4,303,948 
    
 Amount Charge RBC 

R3 Calculation — Credit-Related Assets Held Factor Charge 

Non-Affil and Alien Affil Reinsurance Recoverables 11,229,25
8 

0.1000 1,122,926 

Subject to RBC    
Interest, Dividends, etc. Due and Accrued 726,000 0.0100 7,260 
Federal Income Tax Recoverable 2,437.000 0.0500 121,850 
Recoverable from Parent, Subs and Aff. 0 0.0500 0 
Agg. Write-ins for other than Inv. Assets 586,000 0.0500 29,300 
All Other 10,000 0.0500 500 
Total 1,281,836 

  
Half of Reinsurance Recoverables Moved to R4 Calculation 561,463 

  

Total R3 Charge — Credit-Related Asset Risk 720,373 
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6. The RBC Charge for Reserve Risk (R4) 
 

A.  Overview 

R4 is the largest of the RBC charges for the p/c insurance industry.  
o it contemplates the risk that a reporting entity’s loss and LAE reserves will develop adversely.  
o it is calculated separately by line of business using Schedule P data for the last 10 years. 

 
R4 is the charge for reserve risk associated with the following: 

1. Reinsurance recoverable (reinsurance RBC) 
2. Unpaid loss and LAE (reserve RBC) 
3. Excessive premium growth 
4. Accident and Health (A&H) claim reserves (health RBC) 

1.  Reinsurance RBC 

o represents the minimum amount of capital  needed to survive the risk of reinsurer default. 
o is equal to the other half of the reinsurance recoverable amount computed in R3 unless the reserve 

RBC is less than the RBC for reinsurance plus non-invested assets.  
If this is the case, the entire reinsurance RBC charge is included in R3 and the reinsurance RBC 
within R4 is zero.  

The reserve RBC limitation is put in place so the insurer cannot diversify away a portion of its credit 
risk where the company has limited net reserves. 

2.  Reserve RBC 

o is determined by applying a set of factors (called company RBC percent) to the company’s net loss 
and LAE reserves before non-tabular discount.  
Nominal (undiscounted) reserves are used because consideration for II is made by applying the 
same set of discount factors to all p/c insurers (called the adjustment for investment income).  
The use of a common method for considering investment income puts all p/c companies on an 
equivalent basis rather than having differences due to discount rates and payout patterns. 

o calculation is performed separately by LOB using the same LOB as used in Schedule P, except 
certain lines of business are combined.  
The occurrence and claims-made categories are combined for other liability and product liability, 
and reinsurance property and financial lines are combined. 

 

Once the calculation of the base L+LAE reserve RBC is done by LOB, 2 adjustments are made:  
o one for loss sensitive (e.g. retrospectively rated) contracts 
o one for loss concentration.  

Similar to the asset concentration factor in R1 and R2, the loss concentration factor considers diversification in 
the RBC calculation. Both result in reductions to the reserve RBC. 
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6. The RBC Charge for Reserve Risk (R4) 
 

B.  Calculation of Reserve RBC 

Step 1. Calculation of Base loss and LAE reserve RBC charge by line of business  

 

1. Base Loss and LAE Reserve RBC Charge 

 = [[Company RBC % + 1] * Adjustment for investment income] – 1 

 * [Net loss and LAE reserve + Other discounts not in the reserves]. 

The net loss and LAE reserves are from Schedule P, Part 1, column 24, and are net of tabular discount. 
 
2. Company RBC % 

For each LOB, the company RBC % is determined based on a: 
o 50% weighting applied to the straight industry reserve RBC % and  
o 50% applied to the industry reserve RBC % (adjusted for the company’s own experience).  

 
The industry reserve RBC % is given by the NAIC and is the same for all p/c insurers.  

o these percentages “are based on detailed analysis of historical reserve development patterns in Parts 
2 and 3 of Schedule P for each major LOB.” 

o are determined by computing the ratio of  
i. net incurred loss and defense and cost containment (DCC) development during a particular 

year from Schedule P, Part 2, to  
ii. the net loss and DCC reserves as of the prior year.  

o the industry % factor is selected based on the average for all p/c industry insurers, by LOB. 
 
Company Development Factor 

The reporting entity’s own loss experience is considered by adjusting the industry reserve RBC % by the 
company “development factor” by LOB.  

This development factor is calculated as the ratio of the: 
i. sum of incurred loss and DCC from 9 prior AYs evaluated as of the current year to the 
ii. sum of the initial evaluations of those incurred amounts.  

 
The reporting entity may not rely on its own experience in determining the company RBC % if: 

1. Either the initial or current values shown in Schedule P, Part 2, are negative for any year. 
2. The current value is zero for any year. 
3. The sum of the initial values is zero across all years. 

 

3.  Adjustment for investment income (II) 

4. Other discounts not included in the reserves 
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6. The RBC Charge for Reserve Risk (R4) 
 

B.  Calculation of Reserve RBC 

Step 2. Calculation of Loss & LAE RBC by line of business after Discount 

 
Loss & LAE RBC after discount= Base Loss & LAE Reserve RBC Charge— Loss-sensitive discount. 

 = Step 1 Charge— Loss-sensitive discount. 
Where the loss-sensitive discount 

= Loss-sensitive discount factor * Base loss and LAE RBC charge from Step 1 
 
The loss-sensitive discount factor is: 

o 30% for reserves with direct loss-sensitive contracts and  
o 15% for reserves with assumed loss-sensitive contracts.  
The difference is from the potential offset with contracts for commissions that are also loss sensitive. 

Reserves attributed to direct and assumed is found in column 3 of Schedule P, Parts 7A and 7B. 
 
Rational for the Adjustment for loss-sensitive business 

o provides a discount for business written by the insurer on contracts for which the premium is 
determined based on the insured’s loss experience (i.e. retrospectively rated contracts).  
Since the loss experience is shared in with the insured, the risk of adverse loss development is also 
shared, and thus the insurer needs less surplus to survive this risk, resulting in a discount to the 
company’s RBC reserve charge to reflect this reduction in risk.  

o This discount is computed separately by LOB. 
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6. The RBC Charge for Reserve Risk (R4) 
 

B.  Calculation of Reserve RBC 

Step 3. Calculation of Net Loss & LAE RBC 

 
Net loss and LAE RBC = Loss & LAE RBC after discount for all lines * 1,000 * Loss concentration factor. 

= Step 2 Charge* 1,000 * Loss concentration factor. 

 

Where the loss concentration factor =  
Net loss & LAE for the largest line * 0.30

Net loss & LAE for all lines combined
.70   

 
Rationale for the Adjustment for loss concentration 

o the reserves for each LOB would not be expected to develop adversely or favorably at the same  
 
All adverse loss development may not be a random fluctuation in losses (e.g. when all loss reserves are 
increased to improve its earnings position); adverse development across lines may not be totally 
independent. This formula recognizes there may be some interdependence between LOBs. 

o A monoline writer would not receive any discount;  1.00 * 0.300 + 0.700 produces a loss 
concentration factor of 1.000.  

o However, a company writing 60% of its business in its largest line would receive a discount to its 
RBC reserve risk charge of 12%;  0.880 = (0.60 * 0.300 + 0.700) = a discount of 12% 
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6. The RBC Charge for Reserve Risk (R4) 
 

B.  Calculation of Reserve RBC 

Illustration of reserve RBC calculation for Re Ins Company 
The source of the company’s own data is Schedule P, which is provided in thousands of U.S. dollars. 

 
The reserve RBC included in the R4 charge for REIC is $6,573,735.  

o The driver of the reserve RBC is the company L+LAE RBC %.  
o This % is higher than the industry RBC % in line 3 because REIC’s ultimate estimates tend to 

develop adversely, as evidenced by the ratios of company development to industry development in 
excess of 1.000 in line 8 above. 

  

RE Insurance Company 

 Total All  

Given the following data:  HO/FO PPAL WC OL Lines Source 

(1) Industry Average Loss & LAE 
Development Ratio 

0.962 0.989 0.999 0.954  Provided by NAIC 

(2) Company Average Loss & LAE 
Dvpt Ratio for prior 9 years 

1.070 1.100 1.125 1.150  Company Schedule P, 
Part 2 

(3) Industry Loss & LAE RBC 0.201 0.192 0.324 0.511  Provided by NAIC 

(4) Adjustment for Investment Income 0.938 0.928 0.830 0.852  Provided by NAIC 

(5) Company Net Loss & LAE Unpaid, 
gross of non-tabular discount 

10,000 8,000 17,000 12,000 47,000 Company Schedule P, 
Part 1 

(6) Other Discount Amount Not 
Included in Unpaid Loss & LAE 

- - - -  Company data 

(7) Portion of Reserves on Retro-
Rated Plans: 

      

 (a) % Direct Loss Sensitive 0.0% 0.0% 20.0% 0.0%  Company Schedule P, 
part 7A, col 3 

 (b) % Assumed Loss Sensitive 0.0% 0.0% 0.0% 0.0%  Company Schedule P, 
part 7B, col 

      Total All  

Calculation of Reserve RBC  HO/FO PPAL WC OL Lines  

Step 1: Base Loss & LAE Reserve RBC       

(8) Ratio of Company Average 
Development Ratio to Industry 

1.112 1.112 1.126 1.205  = (2) / (1) 

 

(9) Company Loss & LAE RBC % 0.212 0.203 0.344 0.563  = 50% of (3) + 50% of 
(8)*(3) 

(10) Base Loss & LAE Reserve RBC 
Charge 

1,369 931 1,964 3,980  ={ [ ( (9)+1 ) * (4) ] - 1 } 
* { (5) + (6) } 

Step 2: Loss & LAE RBC After Discount       

(11) Loss-sensitive Factor   0.060   = 30% of (7a) + 15% of 
(7b) 

(12) Loss-sensitive Discount   118   = (11) * (10) 

(13) Loss & LAE RBC After Discount 1,369 931 1,846 3,980 8,138 = (10) - (12) 

Step 3: Net Loss & LAE RBC *1,000       

(14) Distribution of Loss & LAE 
Reserves by line 

21% 17% 36% 26%  =(5) by line / (5) total 

(15) Loss Concentration Factor     0.809 =0.300 *Max of (14) + 
0.700 

(16) Net Loss & LAE RBC * 1,000     6,573,735 = (13) * (15) * 1,000 
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6. The RBC Charge for Reserve Risk (R4) 
 

C.  Excessive premium growth 

2 reasons estimating unpaid L+ LAE reserves is more uncertain for insurers growing rapidly: 
1. The insurer does not have as much insight into new business as it does into current business. 
2. Estimating unpaid claims is more difficult for a growing company rather than a steady state one.  

 
Excessive growth is defined as a 3-year average growth rate in GWP in excess of 10%.  

o The growth rate for any single year is capped at 40%.  
o The excess percentage (excess of 10%) is the RBC average growth rate factor. 
Average growth rate factor 
= Minimum {maximum (average gross premium growth over three years, 0.10), 0.40} – 0.10. 

Excessive premium growth charge for loss and LAE reserves = 
RBC average growth rate factor * 0.450 * net loss and LAE reserves. 
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7. The RBC Charge for Written Premium Risk (R5) 
 

A.  Overview 

This is the charge for reserve risk associated with: 
1. Net written premium (written premium RBC) 
2. Excessive premium growth 
3. Health premium (health premium RBC) 
4. Health stabilization 

 

1. Written premium RBC 

Written premium risk is the risk that future business written will be unprofitable.  
o Similar to the reserve RBC, the written premium RBC is computed by applying a set of factors to the 

company’s NWP during the current year by LOB.  
o The calculation is done on the same LOBs as the reserve RBC with different factors used. 

 
As with the reserve RBC, once the calculation of the base NWP RBC is calculated for each LOB, two 
reductions are made:   

o 1 for loss-sensitive business and  
o 1 for premium concentration (reflects diversification in writings across LOBs). 

 
The mechanics generally follow those used in the reserve RBC charge, and only differences in the computing 
the WCRBC are shown. 
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7. The RBC Charge for Written Premium Risk (R5) 
 

B. Written Premium RBC 

Step 1:  Base net written premium RBC charge (by line of business) 

= Net written premium for the current calendar year 
* [[Company RBC loss and LAE ratio * Adjustment for II] + U/W expense ratio - 1.000]. 

 

Company RBC loss and LAE ratio 

The company RBC L+LAE ratio is the crux of the WP risk charge.  
For each LOB, the company RBC L+LAE ratio is based on a: 

o 50% weighting applied to the industry RBC loss and LAE ratio and  
o 50% applied to the industry RBC loss and LAE ratio adjusted for the company’s own experience.  

The reporting entity’s own experience is considered by: 
o adjusting the industry L+LAE ratios by  
o the ratio of the company average L+LAE ratio to the industry average L+LAE ratio.  

The company average L+LAE ratio is an average over the past 10 AYs of the net loss and LAE ratios 
provided in Schedule P, Part 1, column 31.  
L+LAE ratios for any AY in excess of 300% are capped at that value 

The reporting entity may not rely on its own experience in determining the company RBC L+LAE ratio if: 
1. Either the NEP or L+LAE ratio for any AY is zero or negative. 
2. More than 1 year’s NEP is less than 20% of the average over all years (if only 1 year meets this 

criteria the company can exclude this year from the average). 
3. More than 3 years’ NEP are less than 20% of the average over all years for all lines (otherwise the 

company can exclude this specific year from the average). 
 
Adjustment for investment income 

The II factors are provided by the NAIC and calculated using the same assumptions as in the reserve RBC, 
except that discounted years differ because written premium is discounted as opposed to reserves. 
 
Underwriting expense ratio 

The company’s own U/W expense ratio for the current year capped at 400%. It is equal to the ratio of: 
o other U/W expenses incurred in the current year per line 4 of the IS to 
o total NWP for the current year from Part 1B, column 6 of the U&IE. 
 
Underwriting expense ratio = 

Other underwriting expenses/Written premium. 
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7. The RBC Charge for Written Premium Risk (R5) 
 

B. Written Premium RBC 

Step 2 NWP RBC after discount 

 = Step 1 Base net written premium RBC - Loss-sensitive discount. 

 
Similar to the reserve RBC: 

o a 30% discount is applied to the portion of the base NWP RBC that is attributed to direct loss-
sensitive contracts, and 

o  a 15% discount is applied to the base NWP for assumed contracts.  
o The portion of NWP attributed to direct and assumed loss sensitive contracts is found in column 6 of 

Schedule P, Part 7A and 7B, respectively. 
 
Step 3:  Net written premium RBC  

= Total NWP RBC after discount * Premium concentration factor. 
 
The premium concentration factor is determined by: 

o taking the % of total NWP that the largest LOB represents,  
o multiplying this percentage by 0.300 and then  
o adding the result to 0.700.  

 
As with the loss concentration factor,  
a monoline writer would not receive any discount 1.00 * 0.300 + 0.700 = a premium concentration factor of 
1.000.  
However, a company writing 60% of its business in its largest line would receive a discount to its NWP RBC 
charge of 12%, or a premium concentration factor of 0.880 (= 0.60 * 0.300 + 0.700). 
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7. The RBC Charge for Written Premium Risk (R5) 
 

C. Calculation of Written Premium RBC 

The source of the company’s NWP data is Part 1B of the U&IE, provided in U.S. dollars. 

 

The written premium RBC that is included in the R5 charge for REIC is $3,542,797.  
The company average L+LAE ratio for the past 10 years (line 2) is: 

o better than the industry average L+LAE ratio (line 1) for the personal lines (HO/FO and PPAL) and  
o worse for the commercial lines (WC and OL).  

Thus, the company L+LAE ratio in line 9 is lower than the industry ratio in line 3 for the personal lines and 
higher for the commercial lines.  

o The ratio is substantially higher for OL given the poor average loss ratio over the past 10 years, 
which is causing a higher overall WP RBC for OL than the other three lines of business, despite the 
fact that the premium writings are the lowest for OL. 
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7. The RBC Charge for Written Premium Risk (R5) 
 

D. Excessive Premium Growth 

The RBC average growth rate factor is calculated the same as that for reserve risk, but differs in how it is 
applied. For R5 : 

o the excessive growth charge is applied to NWP and multiplied by 0.225, rather than 0.450.  
o the NWP is obtained from the total line in Part 1B, column 6, of the U&IE.  
o as with the 0.450 factor, the factor applied to NWP of 0.225 has been adjusted for discounting by 0.90. 
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8. The RBC Model Act 
 

A.  Minimum State capital Levels vs .RBC as a minimum level of capital adequacy. 

Each state’s statutes define a minimum amount of capital for an insurer to obtain a license in that state.  
o These amounts vary by state and by LOBs but are usually low, from $1M to $5M.  
o These minimum capital amounts do not account for the characteristics and risk level of insurers. 

 
RBC requirements attempt to individualize minimum capital requirements; RBC is not a target-level of capital 
that strong insurers should hold; rather, it computes a minimum level of capital adequacy. 
 
RBC is compared to a company’s total adjusted capital, equal to the company’s page 3 PHS, reduced by: 

1. The non-tabular discount from Schedule P, Part 1, Summary, columns 32 and 33. 
2. Tabular discount on medical reserves included in Schedule P, Part 1, Summary, column 24. 

 
RBC ratio = Total adjusted capital / ACL = Total adjusted capital / (Total RBC after covariance * 0.50). 

o ACL is the point at which the insurance commissioner is authorized to take control over the company 
under the RBC Model Act.  

o ACL is equal to 50% of the RBC value. 
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8. The RBC Model Act 
 

B.  Action Levels for Adjusted Capital as a % of ACL benchmarks 

 
 Action Required if Inside Range 
 Adjusted capital as By State Insurance  
Action Level % of ACL Benchmark Department By Company 

1. Company 
action level 

150% to 200% 
150% < [Adjusted surplus/ACL 

RBC] < 200% 

None initially Must submit a plan of action to 
the insurance commissioner of 
the domiciliary state explaining 
how the Company intends to 
obtain the needed capital or to 
reduce its operations or risks to 
meet the RBC standards. 
 

2. Regulatory 
action level 

100% to 150% Commissioner has the 
right to take corrective 
action against the 
insurance company, such 
as by restricting new 
business. However, all 
action by the state 
insurance department is 
discretionary; nothing is 
mandated. 

Must submit a plan of action to 
the insurance commissioner of 
the domiciliary state explaining 
how the Company intends to 
obtain the needed capital or to 
reduce its operations or risks to 
meet the RBC standards. 

3. Authorized 
control level 

70% to 100% 
70% < [Adj surplus/ACL RBC]< 

100% 

Regulatory action still 
discretionary, but the 
insurance commissioner is 
authorized to take control 
of the company. 

None initially 

4. Mandatory 
control level 

Below 70% Insurance commissioner 
of the domiciliary state 
must rehabilitate or 
liquidate the company. 

None initially 
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8. The RBC Model Act 
 

C.  RBC and the Five-Year Historical Data exhibit 

 
2 metrics of RBC are disclosed in the Five-Year Historical Data exhibit 

o total adjusted capital and  
o the ACL.  

 
TABLE 106 RBC ratios for Fictitious from its 2011 Five-Year Historical Data exhibit. 

Data from Fictitious Insurance Company 2011 Five-Year Historical Data (USD) 

RBC Analysis  2011 2010 2009 2008 2007 
28. Total adjusted capital 31,024,000 31,608,000 35,793,000 2,572,000 34,567,000

29. Authorized control level 
risk based capital 

5,552,000 6,097,300 5,854,000 5,685,000 6,517,000

       
 Total adjusted capital as 

a % of ACL (= line 
28/line 29) 

559% 518% 611% 573% 530% 

 
The company’s RBC ratios have been well over 300 points above the company action level (ranging from 
150% to 200% of ACL), the first action level within the RBC system. 
 
As shown in the AOS in the Appendix, Fictitious’ range of reasonable reserve estimates is $43M to $57M with 
an actuarial central estimate of $50M and carried reserves of $51.557M.  

o If the high end of the range was to materialize, adjusted capital would decrease by $5.443M 
($57M - $51.557M).  

o At $25.581M, the adjusted capital would still be well above the company action level of $11.776M 
by $13.807M.  

o Some Appointed Actuaries look to the impact on capital from a movement in reserves relative to 
the high end of the actuarial range when selecting a materiality standard (see Chapter 16). 

 
RBC is not meant to be the only tool used by regulators to evaluate solvency and should not be used in 
isolation. 
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8. The RBC Model Act 
 

D.  Trend Test 

 
Companies with RBC ratios > 200% are not necessarily free from regulatory attention.  

o A company with a RBC ratio between 200% and 300% and a combined ratio > 120% are subject to 
a trend test.  

o The trend test is an early warning that an insurer may be on a path to incur an RBC ratio below 
200%, thereby triggering the company action level.  

o Companies meeting the trend test criteria are required to comply with the company action level. 
 
The combined ratio is calculated as the sum of: 

(1) Loss and LAE ratio:  CY net incurred loss and LAE/ NEP from the Statement of Income. 
(2) Dividend ratio:  policyholders dividends/ NWP rom the Statement of Income. 
(3) Expense ratio 
 = [other U/W expenses incurred + aggregate write-ins for U/W deductions from the Statement of Income

NWP from the U&IE. 
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Ernst & Young Fin Reporting and 
Taxation– NC29 

Part IV. Statutory Filings to Accompany the Annual Statement   

 
Two main components to the RBC system 

 
1. RBC formula:  
 
o  Produces a minimum level of required capital (the authorized control level benchmark, or 
ACL) using an approach that is standard to all insurers in an industry group (e.g. p/c).  
The minimum level of required capital is reflects what is needed to support the risks faced by 
insurer. The company’s recorded capital is compared to the minimum required capital, to 
produce the RBC ratio, which is compared to a range of values that define levels of company 
and regulatory action. 
 
2.  RBC Model Act for Insurers: Provides the state insurance regulator with authority to 
take specific action when a company’s RBC ratio falls below certain thresholds. 

 

Ernst & Young Fin Reporting and 
Taxation– NC30 

Part IV. Statutory Filings to Accompany the Annual Statement 

 
The Four Asset Risk Categories within the RBC Formula 

 
Within the p/c RBC formula, there are 4 asset risk categories: 
 
R0  Asset risk — Subsidiary insurance companies 
 
R1  Asset risk — Fixed income 
 
R2  Asset risk — Equity 
 
R3  Asset risk — Credit 
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Part IV. Statutory Filings to Accompany the Annual Statement 

 
The 2 Underwriting Risk Categories within the RBC Formula  

Ernst & Young Fin Reporting and 
Taxation– NC32 
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Ernst & Young Fin Reporting and 
Taxation– NC31 

Part IV. Statutory Filings to Accompany the Annual Statement   

 
The 2 Underwriting Risk Categories within the RBC Formula 

There are 2 underwriting risk categories in the p/c RBC formula: 

R4  Underwriting risk — Reserves 

R5  Underwriting risk — Net written premium 

 

Ernst & Young Fin Reporting and 
Taxation– NC32 

Part IV. Statutory Filings to Accompany the Annual Statement 

 
The RBC Formula including Covariance Adjustment 

Risk charges R0 through R5 are incorporated in the RBC formula to calculate overall RBC as 
follows: 
 
RBC =  R0+Sqrt[R1^2 + R2^2 + R3^2 + R4^2 + R5^2] 
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INSURANCE COMPANY SUBSIDIARIES 

Ernst & Young Fin Reporting and 
Taxation– NC34 

Part IV. Statutory Filings to Accompany the Annual Statement 

 
R1 - THE RBC CHARGE FOR ASSET RISK ASSOCIATED WITH FIXED 

INCOME INVESTMENTS 
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Part IV. Statutory Filings to Accompany the Annual Statement   

 
R0 - THE RBC CHARGE FOR ASSET RISK ASSOCIATED WITH 

INSURANCE COMPANY SUBSIDIARIES 
 

R0 measures the risk associated with subsidiary insurance companies based on: 
 
1. Common stock, preferred stock and bond investments in an insurance company subsidiary, 
when the insurance company subsidiary is also subject to RBC filing requirements 
 
2. Investments in alien insurance company affiliates 
 
3. Off-BS or other items 
 
Table 78 highlights the relevance of the above items to the R0 charge based on the 
compilation of the RBC results for the industry in 2011. 

Ernst & Young Fin Reporting and 
Taxation– NC34 

Part IV. Statutory Filings to Accompany the Annual Statement 

 
R1 - THE RBC CHARGE FOR ASSET RISK ASSOCIATED WITH FIXED 

INCOME INVESTMENTS 
R1 includes the charge for interest rate and default risk with FI investments in the following 
categories: 
1. Holding company 
2. Upstream affiliate (i.e. parent company) 
3. Insurance subsidiaries that are not subject to RBC (other than alien insurers) 
4. Investment affiliate 
5. Other non-insurance subsidiaries 
6. Unaffiliated bonds 
7. Mortgage loans 
8. Miscellaneous assets, including cash, cash equivalents, other short-term investments and 
nonadmitted collateral loans 
9. Replication (synthetic asset) transactions and mandatorily convertible securities 
10.Off-BS collateral and Schedule DL, Part 1, Assets 
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Part IV. Statutory Filings to Accompany the Annual Statement   

 
Purpose and Rationale for the bond size factor  

Ernst & Young Fin Reporting and 
Taxation –NC36 

Part IV. Statutory Filings to Accompany the Annual Statement 

 
Purpose and Rationale for the Asset Concentration Factor 

 
  



 2016 by All 10, Inc. 
 

Ernst & Young Fin Reporting and 
Taxation– NC35 

Part IV. Statutory Filings to Accompany the Annual Statement   

 
Purpose and Rationale for the bond size factor 

The bond size factor.  
 
o  The size factor reflects additional modeling for different size portfolios that shows the risk 
increases as the number of bond issuers decreases.  
 
o  The bond size factor adjusts the computed RBC for those bonds that are subject to the size 
factor to more accurately reflect the risk. 
 
o  The bond size adjustment factor measures the degree of diversification in the investment 
portfolio. 
 
The bond size adjustment factor is computed as the weighted average number of issuers in a 
portfolio subject to the adjustment, with the weights prescribed by the NAIC depending on the 
number of issuers. 
 
See Table 85 

Ernst & Young Fin Reporting and 
Taxation– NC36 

Part IV. Statutory Filings to Accompany the Annual Statement 

 
Purpose and Rationale for the Asset Concentration Factor 

 
o  doubles the RBC charge for the 10 largest issuers that the insurance company is exposed to. 
 
o  reflects the increased risk associated with large concentrations in single issuers. 
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Part IV. Statutory Filings to Accompany the Annual Statement 

 
R2 - THE RBC CHARGE FOR ASSET RISK ASSOCIATED WITH EQUITY 

INVESTMENTS 

Ernst & Young Fin Reporting and 
Taxation– NC38 

Part IV. Statutory Filings to Accompany the Annual Statement 

 
THE RBC CHARGE FOR CREDIT RISK (R3) 
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Ernst & Young Fin Reporting and 
Taxation– NC37 

Part IV. Statutory Filings to Accompany the Annual Statement   

 
R2 - THE RBC CHARGE FOR ASSET RISK ASSOCIATED WITH EQUITY 

INVESTMENTS 

o   The amount of adverse development is computed in Sch P, Part 2, Summary, and is also 
provided in the 1 year development line of the Five-Year Historical Data exhibit. 

o If the company had adverse development as described above, an explanatory paragraph is 
required so that the regulator can determine what additional review, if any, is required. 

Ernst & Young Fin Reporting and 
Taxation– NC38 

Part IV. Statutory Filings to Accompany the Annual Statement 

 
A THE RBC CHARGE FOR CREDIT RISK (R3) 

 
Credit risk reflects: 
o  counterparty (the entity owing the insurer money) credit exposure for receivables, including 
those for reinsurance.  
 
o  contemplates the risk that the counterparty will default (or not pay in whole or in part) and 
the risk in estimating the amounts recorded for counterparty receivables. 
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Part IV. Statutory Filings to Accompany the Annual Statement 

 
3 categories considered within the R3 charge for credit risk  

Ernst & Young Fin Reporting and 
Taxation– NC40 

Part IV. Statutory Filings to Accompany the Annual Statement 

 
The R3 charge for reinsurance recoverables: 
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Ernst & Young Fin Reporting and 
Taxation– NC39 

Part IV. Statutory Filings to Accompany the Annual Statement   

 
3 categories considered within the R3 charge for credit risk 

 
 
1. Non-invested assets 
 
2. Reinsurance recoverable (reinsurance RBC) 
 
3. Health credit risk 

Ernst & Young Fin Reporting and 
Taxation– NC40 

Part IV. Statutory Filings to Accompany the Annual Statement 

 
The R3 charge for reinsurance recoverables:: 

 
o  is computed as 10% of the reinsurance recoverable amounts in column 15 of Schedule F, 
Part 3 
 
o  reflects the risk that reinsurers can’t or won’t pay amounts the reporting entity expects to 
receive under the terms of its reinsurance contracts. 
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Part IV. Statutory Filings to Accompany the Annual Statement   

 
Splitting the RBC charge for reinsurance recoverable 

between R3 and R4 
 

Ernst & Young Fin Reporting and 
Taxation – NC42 

Part IV. Statutory Filings to Accompany the Annual Statement 

 
4 Categories the IRIS ratios are grouped into 
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Ernst & Young Fin Reporting and 
Taxation– NC41 

Part IV. Statutory Filings to Accompany the Annual Statement   

 
Splitting the RBC charge for reinsurance recoverable 

between R3 and R4 
 
o  is split 50%/50% between R3 and R4 if the reserve RBC (see discussion below) exceeds the 
sum of the credit risk RBC for non-invested assets and reinsurance recoverables.  
 
o  otherwise, the full amount of the reinsurance recoverable RBC charge is included in R3. 

Ernst & Young Fin Reporting and 
Taxation– NC42 

Part IV. Statutory Filings to Accompany the Annual Statement 

 
4 Categories the IRIS ratios are grouped into 

 
1.  Overall ratios 
 
2.  Profitability ratios 
 
3.  Liquidity ratios 
 
4.  Reserve ratios 
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