Reinsurance under SAM
What does it really do for
your capital requirements?

Introduction
The SAM framework is highly complex and it can be quite challenging to get a
clear sense of how it will impact on your business. One such area that is particularly
complex is reinsurance as a risk mitigating tool.
Our experience shows that it is very difficult to pre-empt what risk and capital effect
you will see coming through the SAM framework for various reinsurance structures
and levels of reinsurance cession.
In this document we have attempted to simplify some of those complexities. We
aimed to provide a high level and somewhat generic view of how reinsurance and
capital requirements behave under SAM in order to help you plan the first step of
your decision making process.

Warnings and Limitations
• This document only provides a high level
overview
• This is not a detailed technical guide
• You should always check the details properly
before making business decisions
• A number of simplifying assumptions have
been used
• Each insurer is unique and therefore the effects
could be unique
• The results are from the perspective of a direct
insurer
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The basis used to present the figures
The following assumptions have been used:
• The portfolio consists of commercial- and personal-lines property classes,
which both include buildings & motor cover.
• There is a quota share arrangement which covers all the business; it is the
cession on this treaty which is varied in order to produce the results given
below.
• Catastrophe risk is included and there is non-proportional reinsurance in
place for the catastrophe risk. The inner deductible of the Cat XL layer is
held constant as a portion of retained exposure.
• All of the insurer’s assets are assumed to be cash or reinsurance assets.
• The reinsurance programme is assumed to use two AA-rated reinsurers,
each taking an equal share of the cession.
• Cash is assumed to be invested evenly between four banks, each with a
BBB credit rating.
• The SCR cover is assumed to be 100%.

GRAPH 1 shows that the SCR increases steadily as a percentage of
retained business volume for cessions from 0% to 80%. For cession
over 80%, the SCR begins to increase exponentially as a percentage
of retained premium volume.
This exponential increase in SCR as a proportion of net earned
premium at high cessions is due to the Counterparty Default Risk and
Concentration Risk charges, which constitute a larger part of the total
SCR as more business is ceded.
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GRAPH 2 shows that Non-life Underwriting Risk decreases as a percentage of the SCR, as cession
increases. This is due to more underwriting risk being accepted by the reinsurers.
Operational Risk is driven by gross premium and reserve volumes and is thus not affected by
changes in cession. It is however capped at a maximum of 30% of BSCR. In the graph above,
Operational Risk increases steadily until it hits the 30% of BSCR ceiling at about 55% cession.
The Counterparty Default Risk is an increasing function of cession because as the insurer cedes
more business, it is only transferring default exposure in respect of deposits for default exposure in
respect of reinsurance assets and risk-mitigation impact. Although the reinsurers in this example have
a higher credit quality than the banks, the absolute decrease in the Counterparty Default Risk is small
compared to the absolute decrease in the Non-life Underwriting Risk.
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Market risk (in this example consisting only of concentration risk) also increases as a percentage of total
SCR because increasing cession serves to move concentration exposure away from deposits and onto
reinsurance without making a big difference in the absolute level of concentration risk.
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GRAPH 3
The decreasing
marginal benefit
of reinsurance

40%

60%

80%

100%

GRAPH 3 shows the ratio between the gross volume of business that can be written by an insurer
when making use of reinsurance over the gross business volume written by the insurer when
making use of no reinsurance. Three lines are given, which indicate three different credit ratings
for the reinsurers.

Common question: “If I cede 50% of my business, can I write twice as much?”
This graph shows that there is a decreasing marginal benefit to reinsuring business. If, for a given
amount of capital an insurer could support business with a volume of X with no reinsurance, the insurer
could not support a business volume of 10X by retaining only 10%.

Gross premium volume boost (log scale)

From the graph it can be seen that ceding 90% of the business allows the insurer to write about 2.5 times more
business than without reinsurance if the reinsurers are BBB rated. This ratio is highly dependent on the specific
business underwritten by the direct writer, and in particular the inherent catastrophe exposure. Business with
little or no catastrophe exposure can expect higher ratios.
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Take a closer look
For a more detailed breakdown of the exact implications of the framework
please contact us. We are able to provide tailored calculations and solutions to
accurately reflect the dynamics for your specific business.
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