
G U I D E

Advanced Skill Certificate in Insurance Underwriting and Risk Management

Reinsurance Principles

Reinsurance Principles:

Reinsurance is a key concept in the insurance industry that involves transferring a portion of risk from one
insurer to another insurer. This practice helps insurers manage their risk exposure and protect their financial
stability. Understanding the principles of reinsurance is essential for insurance underwriters and risk
managers to make informed decisions and effectively manage risk in the industry.

Key Terms and Vocabulary:

1. Reinsurance:
Reinsurance is a contract between an insurer (ceding company) and a reinsurer, where the reinsurer agrees
to indemnify the insurer for a portion of the risk assumed by the insurer under its policies. Reinsurance
helps insurers diversify risk, improve their solvency position, and protect themselves against catastrophic
losses.

2. Ceding Company:
The ceding company is the insurer that transfers a portion of its risk to a reinsurer through a reinsurance
contract. The ceding company retains some risk exposure while passing on a portion of the risk to the
reinsurer in exchange for a premium.

3. Reinsurer:
A reinsurer is an insurance company that agrees to accept a portion of the risk assumed by the ceding
company in exchange for a premium. Reinsurers help insurers manage their risk exposure and protect their
financial stability by sharing the risk burden.

4. Retrocession:
Retrocession is the process where a reinsurer transfers a portion of the risk it has assumed from a ceding
company to another reinsurer. Retrocession helps reinsurers manage their risk exposure and diversify their
portfolio by spreading risk across multiple parties.

5. Facultative Reinsurance:
Facultative reinsurance is a type of reinsurance where the ceding company negotiates with the reinsurer on
a case-by-case basis for each risk or policy. Facultative reinsurance is typically used for high-value or
complex risks that do not fit within the scope of the ceding company's treaty reinsurance.

6. Treaty Reinsurance:
Treaty reinsurance is a type of reinsurance where the ceding company and the reinsurer enter into a long-
term agreement to transfer a specified portion of the ceding company's risk portfolio to the reinsurer.
Treaty reinsurance provides automatic coverage for all risks that fall within the terms of the agreement.
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7. Surplus Reinsurance:
Surplus reinsurance is a type of reinsurance where the reinsurer agrees to indemnify the ceding company
for losses that exceed a specified retention limit. Surplus reinsurance provides additional coverage beyond
the ceding company's primary insurance limits.

8. Excess of Loss Reinsurance:
Excess of loss reinsurance is a type of reinsurance where the reinsurer agrees to indemnify the ceding
company for losses that exceed a specified threshold, such as a specific dollar amount or a percentage of
the ceding company's net retention. Excess of loss reinsurance helps protect the ceding company against
catastrophic losses.

9. Quota Share Reinsurance:
Quota share reinsurance is a type of reinsurance where the ceding company and the reinsurer agree to
share the risk and premium of all policies underwritten by the ceding company. In quota share reinsurance,
the ceding company retains a fixed percentage of the risk, and the reinsurer assumes the remaining
percentage.

10. Proportional Reinsurance:
Proportional reinsurance is a type of reinsurance where the ceding company and the reinsurer agree to
share the risk and premium of all policies underwritten by the ceding company based on a predetermined
ratio. Proportional reinsurance includes quota share and surplus reinsurance.

11. Non-proportional Reinsurance:
Non-proportional reinsurance is a type of reinsurance where the reinsurer indemnifies the ceding company
for losses that exceed a specified threshold, without sharing in the premium income of the ceding company.
Non-proportional reinsurance includes excess of loss and stop-loss reinsurance.

12. Risk Transfer:
Risk transfer is the process of shifting the financial consequences of a loss from one party to another
through a contractual agreement, such as a reinsurance contract. Reinsurance allows insurers to transfer a
portion of their risk exposure to reinsurers in exchange for a premium.

13. Risk Retention:
Risk retention is the amount of risk that an insurer retains on its own balance sheet without transferring it to
a reinsurer. Insurers use risk retention to demonstrate their commitment to underwriting quality risks and to
maintain control over their risk exposure.

14. Underwriting:
Underwriting is the process of evaluating and selecting risks to be insured based on their likelihood of loss
and profitability. Reinsurers play a key role in the underwriting process by providing capacity and expertise
to insurers in assessing and managing risk.

15. Premium:
A premium is the amount of money paid by the insured to the insurer in exchange for insurance coverage.
In reinsurance, the ceding company pays a premium to the reinsurer for accepting a portion of the risk
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assumed by the ceding company.

16. Loss Ratio:
The loss ratio is the ratio of incurred losses to earned premiums, expressed as a percentage. Reinsurers use
the loss ratio to assess the profitability of the reinsurance contract and determine the adequacy of the
premium charged by the ceding company.

17. Combined Ratio:
The combined ratio is the sum of the loss ratio and the expense ratio, expressed as a percentage. Reinsurers
use the combined ratio to evaluate the overall performance of the reinsurance contract and assess the
ceding company's underwriting and operational efficiency.

18. Solvency:
Solvency is the ability of an insurer to meet its financial obligations and continue operating in the long term.
Reinsurance helps insurers improve their solvency position by providing additional security and financial
stability through risk sharing and diversification.

19. Catastrophe Risk:
Catastrophe risk is the risk of large-scale losses caused by natural disasters, such as hurricanes, earthquakes,
or wildfires. Reinsurers help insurers manage catastrophe risk by providing excess of loss reinsurance and
retrocession to protect against catastrophic losses.

20. Underwriting Capacity:
Underwriting capacity is the maximum amount of risk that an insurer or reinsurer is willing and able to
assume based on its financial strength and risk appetite. Reinsurers provide additional underwriting capacity
to insurers by sharing the risk burden through reinsurance contracts.

Practical Applications:

Understanding the key terms and vocabulary of reinsurance principles is essential for insurance underwriters
and risk managers to effectively manage risk in the industry. By applying these concepts in practice,
insurance professionals can make informed decisions and enhance their risk management strategies.

For example, when evaluating a complex risk that exceeds the ceding company's underwriting capacity,
insurance underwriters can negotiate facultative reinsurance with reinsurers to provide coverage for the
specific risk. Facultative reinsurance allows insurers to tailor the reinsurance coverage to meet the unique
needs of the risk and enhance their overall risk management strategy.

In another scenario, when assessing catastrophe risk exposure in a high-risk geographic area, insurance
underwriters can use excess of loss reinsurance to protect against large-scale losses from natural disasters.
Excess of loss reinsurance provides additional coverage beyond the ceding company's primary insurance
limits, helping insurers manage catastrophic risk effectively.

Challenges:

Despite the benefits of reinsurance in managing risk and improving financial stability, insurance
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professionals may face challenges in implementing reinsurance principles effectively. Some of the common
challenges include:

1. Pricing Risk:
Determining the appropriate premium for reinsurance coverage can be challenging, as insurers need to
balance risk transfer with cost considerations. Insurers must accurately assess the likelihood of loss and set a
premium that reflects the risk assumed by the reinsurer.

2. Regulatory Compliance:
Complying with regulatory requirements for reinsurance contracts can be complex, as insurers need to
ensure that the terms and conditions of the reinsurance agreements meet regulatory standards. Insurers
must stay informed about regulatory changes and ensure compliance with local and international
regulations.

3. Claims Handling:
Managing claims under reinsurance contracts can be challenging, as insurers need to coordinate with
reinsurers to settle claims accurately and promptly. Insurers must establish clear procedures for claims
handling and communication with reinsurers to ensure smooth claims resolution.

4. Reinsurance Capacity:
Securing adequate reinsurance capacity can be a challenge, especially in high-risk or volatile markets where
reinsurers may limit their exposure. Insurers must diversify their reinsurance panel and establish strong
relationships with reinsurers to access sufficient capacity for their risk management needs.

By addressing these challenges and applying reinsurance principles effectively, insurance professionals can
enhance their risk management strategies and protect their financial stability in the dynamic insurance
industry.
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