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Keystone Commentary
Why Reinsurance is Important to You


Many people have heard of reinsurance, mainly in passing.  But today, with the many bank and insurance company failures, its role has taken on greater significance.  Except for those that possess a good understanding of the insurance industry, most people pay little attention to what reinsurance truly means to them.


Keystone Mutual is committed to assisting Missouri physicians in making well-informed decisions.  In this issue of Keystone Commentary, we will provide a description of reinsurance and its important role in securing your future.


What is Reinsurance?  In its simplest and most basic form, reinsurance is “insurance for insurance companies.”  At its core, insurance is largely about spreading risk.  That is why Missouri physicians choose to obtain all types of insurance, including professional liability.  Having that insurance spreads the risk from the physician to the insurance companies.  


 Insurance companies are no different – they are (or should be) interested in properly spreading their risk.  This process of risk spreading involves obtaining their own insurance (reinsurance).  In doing so, the insurance companies become safer and more secure for their policyholders by enhancing their ability to cover claims and losses should they arise.


Who Provides Reinsurance?  Comparatively speaking, there are far fewer reinsurance companies worldwide than other types of insurers.  Most of the reinsurance market is based in London, England, and probably the most well-known reinsurer is Lloyd’s of London.  


Just as any other type of insurance company requires potential policyholders to complete an application and other documents necessary to underwrite the coverage, reinsurers require the insurance companies they reinsure to submit far more exhaustive material.  This is called a “submission,” and the underwriting process can take weeks or months.  The process is almost always managed by a third party, which is called a “reinsurance intermediary.” 


Once the arrangement is consummated, the insurance policy provided by the reinsurer to the underlying insurance company is called a “treaty.”


How Does it Work?  Similar to anyone who obtains insurance against a casualty, reinsurance insures insurance companies against loss.  Thus, for example, if a professional liability carrier issues a $1 million policy, it will agree with the reinsurer that each will bear a certain amount of any loss under that policy.


The underlying insurance company and the reinsurer will agree on the division of their “risk” or loss exposure.  There is wide variation in this regard.  Keystone Mutual, for example, has reinsurance coverage for all losses over $200,000 on each loss incident.  The $200,000 exposure is called “retention,” and is generally considered conservative by industry standards.


Companies, such as Keystone Mutual, that may experience any loss in excess of $200,000 (i.e., up to $800,000 on a $1 million policy) submit the excess to the reinsurer for coverage and no loss is incurred by the underlying insurance company for that amount.  This enables the reinsured insurance company to protect its assets so that they are available to its policyholders in the event of adverse claim activity.


Why Does Reinsurance Matter?  Reinsurance is important to Missouri physicians because – put simply – without it, their insurance carrier may not have sufficient assets to cover likely claims.  The inability to pay claims may render the physicians’ purchase of professional liability insurance worthless.


Insurance is purchased to spread risk – for protection.  Most reputable insurance companies recognize they have the same need – to spread risk.  Some professional liability insurers go so far as to have more than one reinsurer.  Keystone Mutual, for example, has three (all of which are A+ rated).  The reason for having more than a single reinsurer is to spread risk to the fullest extent.  This approach is also generally considered conservative in the industry.


Reinsurance is also important if the professional liability carrier is unrated by the various rating agencies (such as AM Best).  By being backed by highly rated reinsurers, an unrated professional liability carrier essentially takes on the rating of its reinsurers from a practical standpoint.  This is particularly the case if the professional liability carrier’s retention under the reinsurance treaty is extremely low.


How to Learn Whether Your Policy is Backed by Reinsurance.  Determining whether your professional liability carrier is solid and backed by reinsurers is to either ask or review their financial filings with their state of domicile.  If questions about reinsurance are submitted to either the carrier or its broker, it is important to distinguish between fact and “sales talk.”  This is because not all professional liability companies operating in Missouri have reinsurance.  This is particularly true in relation to mutual (or “383”) companies that provide professional liability insurance in Missouri.


Therefore, while the initial question should be whether the insurer has reinsurance, other good questions are:

1. Who is the reinsurer?

2. How many reinsurers provide coverage?

3. Where are the reinsurers located?

4. What is the AM Best rating of the reinsurer(s)?

5. What is the professional liability insurer’s level of retention (e.g., risk on each policy)?

6. What is the term (duration) of the insurer’s reinsurance treaty?

7. Does the reinsurance truly cover all claims that can arise under the professional liability carrier’s policies (i.e., as opposed to covering only one type of claim)?


Conclusion.  Unfortunately, Missouri physicians must depend on themselves to become fully informed about what is actually being purchased when it comes to professional liability insurance.  The most informed decisions will almost always be the best.  This is certainly true with regard to reinsurance – it is undeniably one of the most important aspects that should be considered when deciding which option brings the quality, security and wherewithal that every professional liability policyholder deserves.
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