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EIOPA Catastrophe Task Force

Guidance on the application of reinsurance
Working group members

The working group formed to consider guidance on the application of reinsurance consists of the following members.  This group is referred to as the Reinsurance Working Group (RWG) below.

	Trevor Maynard (Chair)
	Lloyds of London
	trevor.maynard@lloyds.com

	André-Philippe Sende
	CEA
	Sende@cea.eu

	Amelie Deleurence 
	CEA
	deleurence@cea.eu

	Anthony Hams 
	ICISA
	anthony.hams@atradius.com

	Jérôme Isenbart
	CCR
	jisenbart@ccr.fr

	Fabrice Felden
	Swiss Re
	fabrice_felden@swissre.com

	Herve Pinaud
	CROF
	herve.pinaud@groupama.com

	Sejal Haria
	FSA
	Sejal.Haria@fsa.gov.uk


Comments were also provided by Mireille Aubry (covea).
Scope

The Catastrophe Task Force (CTF) agreed that the first step towards providing guidance on the application of reinsurance would be to list a number of key questions, with commentary which the CTF could discuss at their next meeting in Frankfurt on 19 October.

The RWG should work together to list all the key questions for consideration – plus provide some commentary.
General comments: 
We need to be very careful that our guidance does not result in firms playing the system, either by: 

-          providing too much specificity so firms buy reinsurance that deals with the specific scenarios calibrated and do not allow consider the broader risks to which they are exposed or

-          too little specificity that allows firms to pick scenarios which result in a relatively small capital charges.
Level 2 currently gives us a fair degree of flexibility as to how we net down for catastrophes. Annex L.3 in QIS5 provides examples of some reinsurance contracts and how netting down could work.  Would something along these lines in the guidance be useful?    

How would supervisors be able to challenge submissions.? 
Would firms be required to include a netting-down spreadsheet with their SCR submission?
Questions for consideration
Are the gross losses from the formula under the factor-based approach thought to be a single event - or an annual aggregate loss?
The RWG believes that the Solvency II standard formula is seeking to model an annual aggregate loss from various classes or perils.  That said, formula 9.175 seems to suggest a single event only must be considered – is this already decided or still up for discussion?
[Discuss:  Aggregate loss seems to be supported]

If annual aggregate - should we consider the losses as one single large event anyway - or multiple events?  
Although, in our view, the Standard Formula seeks to model an annual aggregate loss this can still be thought to come from a single large event in the year (with all other events being thought of as attritional and covered by premium and reserve risk), or multiple “medium” sized events.  Many reinsurance programmes are purchased to alleviate the risk from single large events, hence we believe it is appropriate for the standard formula to test exposure to multiple smaller losses to test sideways exhaustion of reinsurance programmes.  
If multiple events - how many and in what proportions?
For discussion: Undertakings should consider the worst of the following two scenarios:

(1) The annual Gross loss arising from the standard formula arises from a single large event; and

(2) The annual Gross loss arising from the standard formula arises from three equal medium sized events.
In suggesting three events we are taking account of the fact that reinsurance treaties typically allow for 1 reinstatement.  There is a risk that this treatment will drive treaties to add another reinstatement (and so on).  The CTF should consider whether option (2) should look at “n” events where n is 2,3,4,5.
Under the multiple scenario example it is assumed that events occur sufficiently close in time that it is not possible for undertakings to purchase additional back up covers or to take any other risk transfer steps (purchase ILWs, issue cat bonds, seek group cover etc).
[Discuss:  There are several views here – some believe that 2 events is all we should consider – others that 3 events would actually be a better “sideways” stress test.  ]

[Discuss:  The cat module reflects the peak exposures of the insurers including a simulation of multiple events estimated by the respective percentage losses. Therewith, sideways protection of reinsurance covers is tested. (Is it?) It could however be also appropriate to consider on the man-made side.  ]

[Discuss:  The “Recession” event for Credit and Suretyship is not a “single” event’. Even if one could come to a single meaningful definition of what a Recession is, the timing of which would still differ from country to country. Moreover, it would trigger thousands of “unexpected” claims that would have occurrence dates spread out over a significant time period (more than a year). In addition, it would be unclear as to how to classify these unexpected losses; which came out of SCRpr and which out of CAT ; in summary; the CAT recession can’t be about 1,2,3.. events. Which does not mean that per-event reinsurance programme would not have material risk mitigation impact. Should we place a caveat that this may not work for all CAT scenarios?]

What lines of business should be assumed to be affected?

To be discussed.
What guidance should we give on the order of events or interactions with other modules?
To be discussed.
How to allow for / apportion global programmes?

We believe that reinsurance should first be allowed for by country (or country group) to produce (semi-)Net Losses by region – then these semi-net losses should be included in the geographical diversification formula – finally global programmes should be applied to this diversified semi-net loss.
A reallocation to the lines of business should be possible. We think that considering reinsurance should be possible at every stage of the calculation depending on the undertaking’s specific reinsurance programme. 
[Discuss: Some felt there would be a need for a partial correlation matrix…simple worked examples are going to help!]
How to allow for aggregate deductibles?
Aggregate deductibles can be allowed for under the multiple event scenario only (scenario (2) above).
Some complex examples were provided for consideration: 

· In the case of specific natcat perils some have an Annual Aggregate  National cover that works on the sum of  three   NATCAT perils  (Flood + Earthquake + Subsidence)  including all attritional losses under those perils for the year;

· some have  annual climate retention covers where the retentions under natcat perils are added together with the attritional losses of the year of those perils and the total is covered under the cumulative climate retention; and

· some have aggregate deductibles on XS covers that are globally applied across different perils, so have the problem of partitioning the deductible between the different perils to avoid double-counting of the deductible.
How are the calculations of the gross loss under method 1 (e.g. 9.76 for windstorm exposure) to be understood?

Discuss: Method 1 estimates the gross exposure per peril over all exposed countries. Afterwards different events are calculated based on the respective gross estimates. In the light of reinsurance covers that are based on the annual aggregate loss, can the gross or the derived net loss be seen as the annual aggregate exposure of the entity? In this case, the aggregate covers would be fully available to cover losses. Or are the estimated amounts specific events that reflect the peak exposure, while attritional losses are estimated elsewhere? In this case, aggregate reinsurance covers could not be fully applied in the Cat module, since parts of the cover might be "consumed" by attritional losses. 
In the case of some natcat scenarios (Hail and Flood) that are applicable to both Fire & MPD(motor) we are dealing with two separate reinsurance treaties – how should this case be dealt with?

For discussion. 

How to allow for Cat bonds or ILWs etc?

Alternative Risk Transfer mechanisms may be included but basis risk must also be taken into account.  Undertakings must estimate the scenarios for which the ART has reduced risk and then consider the residual risk for non-covered scenarios.  
Could we parametrise this by looking at past use of ILWs across the market.  E.g. if in past catastrophes ILWs have provided risk transfer 20% of the time then we only allow 20% of their value?

[Discuss:  Some feel that firms should be able to take some credit where these products directly affect their peak exposures – e.g. a Florida ILW which alters peak exposure away from Florida.  Others believe we should not be giving guidance because such contracts can only properly be modelled using internal models.  ]
How to allow for aggregate Stop Loss treaties?
Aggregate Stop Loss treaties (typically from a parent company to a subsidiary) may be allowed for.  These should be applied to the final (semi-net) result from the standard formula.
The “double counting” problem of the CAT scenarios occurs here as well: Let’s say you have an aggregate stop loss. Can one apply its full impact both to the SCR premium and reserve as well as CAT risk?  Perhaps a question can be formulated as follows “If a non-proportional reinsurance arrangement has an impact on both the SCR for premium and reserve risk as well as one or more CAT scenarios, is it OK to work out the impact on SCRpr and SCRcat separately and not jointly?”
There may be issues with assessing risk mitigation effect of stop loss arrangements on aggregate losses incurred during a period longer than a single year. 
How to allow for Facultative treaties?
In some cases, whilst Fac treaties will reduce losses, their effect is felt by a few properties amongst a large portfolio – an argument could be made that these should be ignored.  However, for some smaller portfolios, and some lines of business (e.g. offshore energy) a Fac treaty may significantly reduce the risk for a given portfolio.  If, conceptually, the scenario “underlying” the standard formula relates to an event in which the Fac treaty would pay out – and if other scenarios would lead to gross losses less than the Net loss that would apply by application of the Fac Treaty -  then allowance may be taken for the Fac cover.
Discuss:  It might be difficult to provide guidance on netting down factors for Fac treaties impact. Maybe easier for lines (non Nat Cat) where the view of a large risk is more common.
What if the reinsurance covers just one line of business (e.g. Aviation)?
Where the reinsurance covers one line of business within a standard formula group (e.g. aviation under MAT) then reinsurance may be applied to the premium relating to that class to reduce its impact in the formula.
Discuss: It is also possible to change this approach to a exposure consideration (i.e. apply reinsurance to the extent as the respective line contributes to the exposure in the standard formula estimations).
The CEA delegate noted

“We had a first proposal from one of our members which we would like the Cat TF to consider. This proposal for a very simple recognition of reinsurance is a modified version of QIS 5-Technical Specifications:”

Gross-to-net

1. The output of all sub modules may be gross or net depending on whether the undertaking has reinsurance protection and whether this should be applied at a region level or peril level or a LoB level. When netting down, undertakings should take care to adjust and interpret formulae accordingly.

2. An example for estimating the net capital requirement for the relevant scenarios may be applying the following formulae:

Where the XL cover follows a proportional cover:

MAX ((SCR*QS)-XLC, 0) +MIN ((SCR*QS), XLF) + REINST

Where a proportional cover follows an XL cover:

MAX (SCR-XLC, 0) *QS +MIN(SCR, XLF) *QS + REINST

Where

SCR= the capital requirements calculated with one of the above mentioned formulae. The calculation level depends on the particular reinsurance structure of the undertaking.

QS= quota share retention. Allowance must be made for any limitations, e.g. event limits which are frequently applied to QS treaties 

XLC= the upper limit of the XL programme that is applicable in case of the scenario event

XLF= the XL retention of the XL programme that is applicable in case of the scenario event.

REINST = the reinstatement premium or premiums (in case of scenarios with a succession of 2 or more identical events)

In order to avoid putting in more complexity undertakings should manage their “netting down” themselves in an appropriate way based on the text above. If there is the allowance for recognition of reinsurance on every stage of the calculation of the CAT-capital requirements, even more complex reinsurance programs might be considered (on peril level, on LoB-level, on country-level, ….










