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Meaning of Reserves — CAs & Insurer

Chartered Accountant’s Understanding of Reserve

> Appropriation of Profit

General Insurer / Actuary’s Understanding of Reserve

» Charge to Profit
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Premium to Profit — Typical P&L Elements
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Different Types of Reserves

» Unearned Premium Reserve — UPR

» Premium Deficiency Reserve — PDR

» Incurred but not reported — IBNR

» Incurred but not enough reported — IBNER
» Case Estimates / Reserve

» Catastrophe Reserve — Cat Reserve
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Flow of Reserves

UPR

*In line with accounting
concept of accrual /
matching

#Released with passage of
time

¥ Formula driven - largely on
1/365t% Method

# Regulatory restriction
prohibiting release in excess
of 50% of NWP

PDR

>Needed if cost of servicing Dhedcu oliflis

the portfolio is in excess of Staggs profit or
UPR loss is generated

»Released with passage of
time on same line as UPR. IBNR

3 Grouping of Risk /
Business to form a portfolio
is an important
considerations

»As name suggest, it is for
claims not reported to the
Company till the balance

sheet date.
» Statistically estimated :
using generally accepted Case Estimates IBNER
actuarial techniques. »Reserve identified against ¥»Reserve provided for
a defined claim portfolio /block of identified

claims, where case reserve

¥ Assessed by claim riay ndl be adlegiiate

assessor based on specific

information of claims > Could be both positive or
available at the point of time negative.
UPR — Unearned Premium Reserve >Estimated along with IBNR
PDR — Premium Deficiency Reserve
IBNR — Incurred but not reported
IBNER — Incurred but not enough reported
Case Estimates — Outstanding Claims Final Profit or Loss Realization after

@ kotak’
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Premium Reserves — UPR

Uniform Earning Pattern

Marine Insurance

Uneven Earning Pattern

@ kotak’



UPR Calculations for EAR / CAR

Actual Exposure

Risk | ;
exposure : \ ;

Linear Exposure

Arrival of high value equipment

Project Period

Important to Understand the risk

Exposure

@ kotak’
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IBNR Estimation — Overall Process

Cumulative Historical o
Claims Data g o
= E IBNR
. —+ c
(Run Off Triangle) LowerTHanale i& 5 Minus g IBI&\I&ER
arrived at using § 2
estimated development 7 g

factor

Development Factors are Estimated

Ultimate claims is what is
estimated based on historic
patterns...IBNR & IBNER s
just a byproduct
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Chain Ladder Method — Primary Reserving

Tool for IBNR/ IBNER

Historical Cumulative Claims Paid Data from Transaction System

Financial Year

2008 2009 2010 2011 2012 2013
+ 2008 100 225 394 650 975 1,218
.-E 2009 400 920 1,610 2,657 5,313
© 2010 600 1,410 2,468 5,305
S 2011 750 1,80 4,050
o 2012 900 2,610
< 013 1,500
Chain Ladder A of Cumulative Claims Paid
Development Period
0 1 2. 3 4 L
+ 2008 100 225 394 650 975 1,218
.g 2009 400 920 1,610 2,657 5,313
< 2010 600 1,410 2468 5,305
E 2011 750 1,800 4,050
o 2012 900 2,610
= 2013 1,500
Development Factors (DF) from run off A
Development Factors
0-1 1-2 2-3 3-4 4-5
+ 2008 2.250 1750 1.650 1.500 1.250
-g 2009 2.300 1750 1.650 2.000
,U_, 2010 2.350 1750 2.150
3 20m 2400 2250
o 2012 2.900
= 2013
Development Factors
Individual DF 2.440 1875 1.817 1.750 1.250
Cumulative DF 18.181 7.451 3.974 2.188 1.250

@ kotak’

Different Matrices

» Claims paid (Gross / Net)

» Claims Incurred (Gross/
Net)

» Claims Number
» Avg Claim Cost

Different Time
Elements

» Developmentas time
elapses (Horizontally)

» Emerging Trend for every
new accident cohort
(Vertically)

» Any financial year impact
(Diagonally)

»Simple Average
»Weighted Average
»Geometric Mean

Different Cohort

» Underwriting Period
» Accident occurrence
» Reporting date

Different Method

» Basic Chain ladder
» BF Method (Bayesian)
» Bootstrapping

»Curve fitting
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Other Elements of Reserving and Methodology

» Premium Deficiency Reserve (PDR)

» Unexpired Risk Reserve (URR) — UPR + PDR

> Case Estimates
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Flow of Reserves=>»
1. UPR 2. PDR 3.IBNR & IBNER | 4. Outstanding

1. UPR is the reserve for 1. PDRis created if the 1. Estimated for the 1. Outstanding reserve is
unexpired portion of estimated ultimate losses that have not created when a claim
risk claims is greater than yet been reported as is reported

the UPR as at the at the Reserving date.

Purpose : _UPR is (_:reated Reserving date _ 2. Is an estimate since
immediately after . When claims get the actual losses are
premium is received . PDR, if required, is reported this moves to most likely not known

created after Outstanding Reserve when a loss is
estimating the and eventually gets intimated.
Ultimate Claims &IBNR paid.

. Is calculated by . Ultimate claims is first . Is estimated on a 1. Isestimated on a
apportioning the estimated and the ULR historic aggregate individual claims basis
written premium to is known (ULR = claims basis
the actual number of Ultimate Claims / 2. No standardised

Approach unexpired days as at Earned Premium) . Generally accepted formula/approach for
the Reserving date methods include Basic estimating this;
. PDR is calculated by Chain Ladder, BF, Cape requires professional

. Generally this multiplying the Cod; stochastic judgment
approach is termed as Expected ULR above modeling can also be
1/365ths method 100% by the UPR performed

ESt'rS;ted Actuaries Actuaries Actuaries Claims/Loss Assessors

@ kotak’




» Meaning of Reserves — CAs & Insurer
* Premium to Profit — Typical P&L elements
 Different Types of Reserves

* Flow of Reserves
e Premium Reserves
e Claims Reserves

» Effects of Reserving
How it affects « Examples of Reserving and Financials

Financials « Final Word
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Effects of Reserving

Over Reserving

First Order Impact
1. Worsen apparent profitability; cause lack of SH
confidence
. Reduce solvency margin
. Possibly causing problems regulatory / rating agencies
. Reduce overall returns to SH

Second Order Impact
1. Increase in Premium rates
2. Lack competitiveness in product pricing
3. Delay payment of taxes

Comments
. Over reserving happens when the actual claims paid are
less than the estimated reserves (outstanding + IBNR)
. Mostly because of a conservative outlook of the future
. Prudent reserving is desirable to withstand seasonal
swings and catastrophes

Under Reserving

First Order Impact
1. Could lead to shortfall of funds and inability to meet
liabilities as they become due
2. Speed up the payment of taxes and dividends
3. Lower solvency capital; higher solvency margin

Second Order Impact
1. Reduction in premium rates
2. Untimely capital requirement
3. Serious regulatory implications

Comments

1. Under reserving happens when the actual claims paid are
more than the estimated reserves (outstanding + IBNR)




Examples of Reserving...

» Indian Third Party Motor Pool — needed additional INR 100 Billion of
Capital Infusion
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Examples of Reserving...Disclosure by a US insurer

Calendar year

e |10 el DM PO 1] L] Ml M2 2011 el ITE ]

Mrovision for losses and loss
Adjustment CXPENSes 14.843.2 144672 145048 160493 172322 1964588 192128 17,7491
Less: CTR Lifet! 21.5 349 276 253 4.2 2.6 1749 15.2

14.821.7 144323 144772 160240 172080 196282 19,1949 17,7339
Cumulative payments as of:

One yvear later 31678 31360 31266 33559 36276 43235  4,081.1
Two years later 51308 53364 53076 54414 60767 71531

Three vears later 67849 70007 68463 70631 79203

Four years later 81246 83187 79327 83333

Five yvears later 90790 9,189.1 80369

SIx years later 97306 10,0394

Seven years later 10.458.1

Reserves te-estimated as of:

One year later 144204 14,7460 146160 158938 173164 190212 183756
Two vears later 1449318 148444 14,7266 159597 170136 185294

Three years later 14,5799 149124 149216 157056 16,7210

Four years later 14.679.5 151275 148289 15,4304

Five years later 149068.6 150010 14,6631

Slx years later i4247.2 150017

Seven years later 14,964.2

Favourable (unfavourable) development (142.5) (579%4) (1859) 5931.6 4870 10988 819.3

Comprised of = favourable (unfavourable):
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Examples of Reserving...

> Audit Practices in other Jurisdictions
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Final Word....

To Under-reserve it to Under-Price

- By Warren Buffet
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Any Questions...
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