




Aon Global Professional Risks

Professional indemnity risk (also known as professional liability risk or errors and omissions risk)
refers to the liability accruing to a professional from the failure of that professional to supply advice
or services to clients (or in some cases third parties) sufficient to meet the standard of care required of
that professional by tort law.

Reinsurance coverage comes into play through the decision by insurers to offload some of their risk
to reinsurers, i.e., specialty insurers that provide insurance for insurance companies. This practice
brings additional surplus to the table and serves to reduce the volatility of the insurer. "Reinsurance
program" describes the specific types of reinsurance purchased, distinguishing between excess of loss
(which provides reinsurance once an individual claim reaches a specified threshold) and stop loss
(which provides reinsurance once all losses in a policy year reach a specified threshold).

Risk adjusted/exposure adjusted refers to methods by which the total premium charged by a multi­
owner captive is allocated to its various owners. While the aggregate premium could simply be
divided by the number of insureds that own the captive, an arguably fairer way is to recognize that
insureds possess different risk characteristics deserving of relatively higher or lower premiums.
Using a multi-owner captive owned by accounting firms as an example, we know empirically that
certain services (e.g., attest) are riskier than other services, so the premium might reflect the added
risk associated with a firm whose practice profile consists of a larger percentage of assurance services
than another accounting firm. A premium allocation that recognizes the increased riskiness of
assurance services would be said to be risk-adjusted. In addition, within a certain type of service
(e.g., audits) we also know empirically that losses closely correlate with the number of exposure
bases, in this case, audits conducted. A premium allocation that recognizes the increased riskiness of
performing more audits than another firm would be said to be risk-adjusted.

Risk financing mechanisms refers broadly to arrangements by which insureds elect to protect
themselves against the financial effects of an unplanned or unexpected evenl. Commercial risk
transfer insurance and captives are both examples of risk financing mechanisms.

Risk sharing refers to the distribution of risk among multiple policyholders. In the commercial
insurance context, risk is shared among all the insurer's policyholders. In the multi-owner captive
context, risk is shared among policyholders who are also the insurer's owners.

Risk transfer refers to a mechanism in which the financial effects of an individual's risk of loss is
transferred to another party. Risk transfer most commonly takes place via the purchase of insurance
but may also be accomplished by non-insurance means such as indemnifications or hold-harmless
agreements.

Unexpected losses refers to those losses that fall outside of a reasonable actuarially predicted range
normally grouped within a few standard deviations of the average. Insurers (including captives)
estimate losses within certain confidence levels (i.e., degrees if certainty) and use those estimates to
set rates. While commercial insurers generally set rates based on "expected" or average losses,
captives often use more conservative confidence levels for two reasons: as monoline insurers, their
claims picture is more volatile and, having less policyholders' surplus than commercial insurers, they
are less prepared to address the effects of volatility.
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