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Introduction

I Reinsurance is simply insurance taken by insurers (the cedent)

I Reinsurance transfers both risk and premium to other insurers
and provides diversification of risks and substitutes for equity
or debt

I It plays a unique role in crop insurance due to the involvement
of the government through subsidized reinsurance and through
the extensive involvement of the private reinsurance industry

I My objectives:
I Outline the basic principles of reinsurance
I Discuss some of the typical arrangements and terminology
I Give an overview of the US Standard Reinsurance Agreement

(SRA)
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The Reinsurance Industry

I Today there are above 200 reinsurance companies, with the
top 10 accounting for 50% of premium (Source: SwissRe)
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The Reinsurance Industry

Source: AMBest
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The Reinsurance Industry

I Reinsurance markets focused on life and P&C in North
America (Source: SwissRe)
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Agricultural Reinsurers

Source: Kasten
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Agricultural Reinsurers

Source: Kasten
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Background on the US Industry

Source: Aon-Benfield
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Background on the US Industry

Source: Aon-Benfield
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Coinsurance

I Not reinsurance but a closely related risk sharing mechanism

I Risk is covered by a number of insurers, typically working
through a broker

I A leading office calculates and collects premiums and manages
pool shares

I A broker may fulfill many functions of the lead office
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Functions of Reinsurance

I Financing

I Diversification

I Stabilization

I Reduces need for debt accumulation

I Expands capacity (most states require that maximum
retention must be less than 10% of surplus)

I Catastrophe protection

I Service provision (underwriting, auditing, modeling, research,
etc.)

I May be used as premium arbitrage

I “Retrocession” = reinsurance by reinsurers
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Reinsurance Agreements

I Facultative:
I “One-off Insurance”
I Ad-hoc coverage of individual risk or collection of risks
I Negotiated separately for each insurance contract
I Usually purchased to cover risks insufficiently covered under

treaty arrangements

I Treaty Reinsurance:
I Ceding company and reinsurer execute contract to reinsure an

entire class or book of business
I Reinsurer accepts insurance terms as written by cedent without

individual underwriting
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Reinsurance Types: Proportional

I Reinsurers take a stated percentage share of each policy and
receive a share of premiums

I Reinsurer allows a ceding commission to the cedent to cover
costs/profits

I Two basic types:
I Quota Share—Reinsurer covers a predetermined share of each

policy
I Reinsurer’s proportional coverage may differ by risks
I Surplus Share (variable quota share)—Ceding company retains

first layer of loss (depending on type of risk) with reinsurance
attaching above the retention limit

I Surplus share allows cedent to hold small policies and transfer
risk of larger policies

I With surplus share, resinsurer’s share may differ by type and
size of risk
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Reinsurance Types: Non-Proportional or Excess

I Typically written in layers

I Pays on claims exceeding the retention
I Two basic types:

I Excess of Loss
I Per Risk XL (Working XL)—Excess of loss coverage on a

single risk
I Catastrophe XL—Excess of loss from multiple policy losses

from one event
I Aggregate XL—Targets accumulation or frequency of Loss

I Stop Loss—Covers losses in excess of a threshold (common in
classes of insurance)

I Stop Loss is common in crop insurance
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Reinsurance Brokers

I Brokers play a very important role in placing reinsurance
I Three major players (market shares confidential)

I Guy-Carpenter
I Aon-Benfield
I Willis

I Remember that crop insurance is more than just federal MPCI

I Hail

I Private add-ons

I It is often argued that government involvement is necessitated
by systemic nature of agricultural risks and limits on
reinsurance capacity

I Not a persuasive argument given size, scope, and scale of
reinsurance industry

I Many other forms of reinsurance—cat bonds, default swaps,
etc. ($trillions in capacity)
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Crop Hail

Source: Aon-Benfield
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Crop Hail

Source: Aon-Benfield
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The Standard Reinsurance Agreement

I Agreement between RMA and private insurance companies
(AIPs)

I Determines expense reimbursements and risk-sharing by the
government, including the terms under which the government
provides subsidies and reinsurance

I 2008 Farm Bill specified need for new SRA

I Former SRA criticized as being too generous and costly

I Reimbursements based on percentage of premium (higher
prices increased costs—$881 million FY2004-2006 to $1.6
billion in 2009)

I Company underwriting gains had also increased proportionally

I All companies had signed by July 13, 2010
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SRA Costs

Source: CRS (Shields)
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SRA Costs

Source: CRS (Shields)
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Changes to SRA

I Reduced A&O Subsidy

I Eliminated developmental fund

I Changed Assigned Risk Fund to a National Residual Fund

I Changed SRA profit/loss sharing terms

I Introduced state groups (intended to encourage participation
in underserved states)
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Specific Changes

I A&O subsidy reductions
I 2008 (prior to 2008 Farm Bill) 20.50%
I 2009 18.50%
I 2011 16.25%

I Agent commission cap of 80% at state level with additional
compensation up to 100% of A&O subsidy

I Beginning in 2011, delayed payout of A&O subsidy and
underwriting gains (to Fall of current crop season for A&O
and October of following season for underwriting gains)
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State Groups
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Guy Carpenter Side-by-Side Comparison

Source: Collins (Guy Carpenter)
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Guy Carpenter Side-by-Side Comparison

Source: Collins (Guy Carpenter)
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Guy Carpenter Side-by-Side Comparison

Source: Collins (Guy Carpenter)
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Guy Carpenter Side-by-Side Comparison–Max Net Gains

Source: Collins (Guy Carpenter)
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Guy Carpenter Side-by-Side Comparison–Max Net Losses

Source: Collins (Guy Carpenter)

Goodwin (NCSU): October 7, 2013 Agricultural Reinsurance



Studies of Rates of Return

I Milliman and Roberts contracted by USDA to evaluate
impacts of SRA

I Defined reasonable rate of return as cost of capital or typical
returns of P&C carriers

I 1989-2008 crop insurance returns estimated as 16.6% (3.8%
above average industry reasonable rate of return)

I Industry commissioned Grant Thornton LLP to study

I Defined profitability relative to premium

I Estimated return as 14.2% for crop insurance, compared to
17.5% for P&C carriers
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