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he third quarter of 2005 has

seen a series of events that

has significantly tested the
re/insurance industry. The indus-
try’s focus has been on the size and
complexity of the loss from Hurri-
cane Katrina; the largest insured
loss in history. Katrina and then
Rita grabbed attention, but the
quarter was impacted by losses
across numerous regionsincluding
severe flooding in Switzerland,
Hurricane Emily in Mexico and
torrential rains in India.

While the industry will
respond effectively to Katrinaand
the other losses in the quarter,
there are questions to be asked
regarding the frequency and
severity of extreme weather
events, and lessons to be learned
regarding appropriate exposure
control. Additionally, when con-
sidering the strength of a balance
sheet, Katrina should not distract
focus from other potential shock
losses that can impair a compa-
ny’s capital position, such as accu-
mulated exposure to casualty
reserves or an overweight posi-
tion in equity investments.
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REINSURER FINANCIAL SECURITY

Katrina: responding
effectively

While the industry comes to terms
with the impact of Hurricane Katrina,
questions about reinsurers' financial
security will be asked by the industry,
says PartnerRe's Tad Walker.

From time to time, we as an
industry are tested. Katrina will
prove to be one of these tests. In
time, however, it will stand as a
remarkable testament to the
value of our industry and to the
sustainability of the reinsur-
ance business model. With esti-
mated losses of $35bn to $60bn,
over half of which will likely
flow into the reinsurance mar-
ket, the re/insurance industry
will respond as intended to help
individuals and communities
rebuild their lives. This relief
will be efficiently delivered
through an established infra-
structure, built on well-tuned
processes, and backed by suffi-
cient capital. And it will come as
a result of reinsurers’ ability
to optimally balance the risk
of assuming volatility for cedents
with a reasonable return to
shareholders.

While the reinsurance business
model will perform well in
response to Katrina, and is likely
to be validated in its social and
economic value, some of the spe-
cific assumptions underlying the

pricing of reinsurance products
will be questioned.

Questions of frequency and
severity of extreme weather
events are in the forefront of sci-
entific research. Continued
flooding in Europe, record num-
bers of severe hurricanes and
typhoons, and more regular win-
ter storms need to be explained
when considering the pricing of
our product. There is not yet a
consensus in the scientific com-
munity regarding the cause of the
increased frequency in these
extreme events. With specific
regards to hurricane activity, the
debate is largely focused on
whether we are in a multi-
decadal cycle or whether we are
seeing the impact of longer-term
change in climate.
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TODAY: As the industry comes to terms
with the impact of Hurricane Katrina, we
look at questions of frequency and severity
of extreme weather events.

TOMORROW: A look at how the
use of numerical weather prediction
to reconstruct historical events can
be used for catastrophe models.

WEDNESDAY: Pricing motor non-pro-
portional programmes, and in particular
high priority layers, requires consider-
able insurer/reinsurer transparency and
cooperation as regards the chosen
index and its statistical derivation.
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REINSURER FINANCIAL SECURITY

Assessing security and
exposure is paramount

n the catastrophe market, the

models upon which we depend

are built on event setswhich are
intended to be reflective of fre-
quency spread over thousands of
years. They are not intended to
reflect short-term or multi-decadal
cycles. Accordingly, the period of
extreme weather events that we are
experiencing is not adequately
addressed by industry pricing
models and re/insurers need to rely
on current scientific thinking as
well as recently observed activity in
order to adjust pricing.

Some projections suggest that, if
in fact we are in a multi-decadal
cycle as some think, the peak for
hurricane frequency in the Atlantic
basin will be next year. In the face
of an observed increase in frequen-
cy, technical pricing of extreme
weather events such as hurricanes
and flooding will go through a
period of upward adjustment.

The industry will respond well to
the recent events, but cedants will
need to be increasingly selective in
their choice of reinsurers. The
industry will stand its test, but indi-
vidual reinsurance models will be
questioned. Increasingly, the mea-
sure of security will move from a
myopic focus on the balance sheet,
to a broader standard of risk man-
agement. Questions of business
strategy will have equal weighting
to the strength of a balance sheet.
Key questions will include:

* Howmuch capital should arein-
surer put at risk for any individ-
ual shock loss?

* How much credibility is put in
modelled PML as a measure of
sensitivity to shock losses?

* How much reliance is placed on
retrocessional protection in
managing risk?

* What type of balance is achieved
in a portfolio of insurance and
reinsurance risks?

Shock losses for a reinsurer can
come from several sources. The
obvious are derived from natur-
al catastrophes, increased casu-
alty reserves or losses in the
financial markets. What distin-
guishes strategies amongst rein-
surers is  the tolerance
management sets for each of
these risk categories and the risk
management frameworks they
build around these risks.

Following Hurricane Andrew,
a new class of reinsurers was cre-
ated as monoline catastrophe
companies. While successful
through the first few years of a
hard part of the cycle, when the
turn in market conditions came,
most of the class of 1994 sought
to broaden their portfolio of risks
to allow for diversification and
efficient use of capital. Only a
handful of companies with a sin-
gular focus on catastrophe risk
remain in today’s market. Katrina
will highlight the difficulty of exe-
cuting a strategy dependent on
one risk class.

For some reinsurers in the mar-
ket, Katrina will bring losses in
excess of 20% of their capital
base. Cedants who value security
foremost are likely to be uncom-
fortable with anything more than
a 20-25% drop in capital. With
increased levels of disclosure,
cedants are able to measure their
reinsurer’s exposure to such
events before they occur, by mea-
suring how much of a reinsurer’s
capital is exposed to any one-in-
100-year event.

Any such event should not result
in more thana20-25% drop in cap-
ital. In the absence of a liquid capi-
tal market with which to replenish
a balance sheet, a company that
bears a risk that exposes their capi-
tal at a level above that range to a
single event subjects itself to the

A military helicopter flies over flooded homes in Chalmette, La.

potential spiral associated with
capital loss and a potential ratings
downgrade.

The political risks associated
with major events, the public
response in times of stress, the
demand surge resulting from a
series of events, or the failure of
defence systems are all areas that
can significantly increase actual
loss over modelled output. Rein-

surers who manage their accu-
mulations to PMLs derived from
catastrophe models run the risk
of seriously underestimating
potential exposure to a specific
event. Following Katrina,
cedants and regulators will
increasingly focus on total
exposed limits when measuring
the risk assumed within a cata-
strophe XL book.
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A company’s reliance on
retrocession coverage is another
good stress test. Losses from Kat-
rina, with Rita so closely on its
heels, have led to questions
about the security of the retro-
cession market.

Accumulated exposure to
casualty losses can impair a rein-
surer’s balance sheet. As with
natural catastrophe risk, cedants
should look beyond ratings
agency analysis and seek to
understand the risk management
framework that a reinsurer
establishes to control exposure to
this class.

A casualty shock loss is
defined as adverse prior-year
development leading to reserve
increases. A cedant should look
for a disproportionate level of
casualty business in a reinsurer’s
book, the level of a company’s
reserves relative to the industry
average, whether a company’s
casualty business is increasing or
decreasing at the right points in
the cycle, and the level of diver-
sification within a company’s
casualty book.

A useful stress test would be to
take the total casualty premiums
for a reinsurer’s most recent four
year period, multiplied by a
number of loss ratio points,
divided by capital. Looking at
historic casualty loss develop-
ment, using 15-20 loss ratio
points would give you a good
approximation of how exposed
that company’s capital is to accel-
erated casualty loss trends.

A reinsurer seeking to balance
its exposure to different risk
classes will need to consider not
only the liability side of the bal-
ance sheet but also the asset side.
Assuming equity risk within the
investment portfolio can offer
desired diversification from
other risk classes. However, an
overweight position can lead to a
large loss of capital and impair
the balance sheet. We saw this in
2002 when European reinsurers
absorbed shock losses when their
large equity holdings were sub-
ject to a rapid drop in global
stock markets.

A fair measure of risk of shock
loss can be determined by apply-
ing a 20% decline in equities as a
percentage of net capital.

Katrina is an event that caus-
es us to pause and consider
some of the underlying
assumptions in the reinsurance
business model. In its totality,
the industry will respond very
effectively to Katrina. However,
specific questions will be raised
and debated. Are we in a period
of increased frequency and
severity of natural disaster as
suggested by recent experience
of typhoons, flooding, and hur-
ricanes? What is the appropriate
level of capital that a reinsurer
should expose to a single event?
Can catastrophe models be
relied upon as a measure for
effective accumulation control?

Hurricane Rita, Sept 2005

Some projections suggest that, if in fact we are in a multi-decadal cycle

as some think, the peak for hurricane frequency in the Atlantic basin

will be next year. In the face of an increased frequency, technical

pricing of extreme weather events such hurricanes and flooding will

go through a period of upward adjustment

As we consider these ques-
tions, we should not lose sight
of the other shock losses that
can arise within the very com-
plex risk framework that rein-
surers live within. The next
shock loss cannot be foreseen,
but severe development of
casualty reserves, emergent
latent liabilities, or a sharp
decline in global stock markets
should not be forgotten
in the debates that will sur-
round Katrina.

In the end, a reinsurer that
manages its business to ensure
long term security should take all
of these things into considera-
tion, and a cedent should feel
free to ask how they do that.

Tad Walker is Head of PartnerRe’s
Catastrophe Business Unit.

Hurricane Denis, July 2005
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Hurricane Charley, July 2004
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