The "frequency" scenario of the "Man Made CAT Liability" sub-module

1) The CAT TF has recommended EIOPA / the EC to introduce a scenario in the "Man Made CAT Liability" sub-module that would measure the impact in terms of capital requirement of a type of event that would involve a multiple of small liability claims, as a complement to the scenario that would involve a small number of large liability claims.

Starting from the same "gross" claims amount, the impact of each of these scenario can diverge according to the structure of the reinsurance bought by the insurer:

Usually insurers will buy reinsurance to cover the larger losses, but reinsurance purchasing practices will vary with regard to the levels of protection bought to cover against the accumulation of small losses (which most likely sit below the retention of the excess of loss programme) 
2) The type of events targeted by the "frequency" scenario can be diverse:

The costliest example from the past is the "asbestos" disaster, other examples are as diverse as collective malpractice like the misselling of a financial product by a lot of small professionals; in France the question was raised recently whether MDs could be individually sued for prescribing a drug outside its recommended usage (under incitement from the pharmaceutical company); IT specialists could be individually sued for installing a flawed software, in the UK, independent financial advisors were sued in the 1990s for pensions mis-selling and related issues etc …

We note that exclusions do sometimes operate on these policies however these will be protecting against very specific closed sources of systemic risk and do not rule out all future sources of systemic risk. 

3) The European Commission suggests not to introduce the "frequency" in the "Man Made CAT Liability" sub-module
The CRO Forum has produced a document summing up an internal study that would argue against the "frequency" scenario. We understand that its main arguments are:

-The scenario would be too complex to apply in the standard formula


-The small claims would usually be below the reinsurance retention


-Therefore:



a) There would be no reduction between the "gross" and the "net"



b) As a consequence there would be no use for "net" scenarios anymore and the "frequency" scenario would also be therefore always higher than the other scenario 

The EC would suggest to introduce a recital: "An assumption will be added to the recitals that the frequency scenario is not relevant"
4) The CAT TF would like to highlight the following points:

- The issue  underlying the "frequency" type of scenarios cannot be dismissed as not relevant: “Asbestos” was one the reasons of the “epidemic” of insurance bankruptcies in the 1980s, it is behind the “Lloyd’s spiral”, one of the (few) examples of possible systemic risk in the non life insurance world, and was probably instrumental in considering that Solvency I had to be replaced by a more “risk based” regime: Solvency II.

- The actual content of the study (number of insurers surveyed, quantitative results, etc) is not known to the CAT TF
-What is the interpretation of the CRO Forum's conclusion that in most / all cases the "gross" and "net" capital charges of the "frequency" scenario would be the same:

a) The proposed module is flawed: then it should be reconsidered by the CAT TF, but not necessarily dispensed of

b) The proposed module is not flawed, but the insurers are still not prepared to financially resist to such a scenario: 

Then the insurers / supervisors should urgently reconsider the level of reinsurance protection that the industry is currently buying to withstand such scenarios, both on a micro-economic level and at a macro-economic level.

- 

Clash covers (reinsurance covers which may protect against systemic sources of risk) are available in some markets; we acknowledge that the wording on these varies considerably and it is not always clear apriori when they would respond. It is the intention of the CTF that where clash covers exist they would be allowed to be considered within the “frequency scenario”

5) Conclusion

-The issue underlying the debate is a significant issue, 

-The "frequency" type of events cannot be dismissed from the standard formula on the sole ground of "complexity"

-Without the data produced by the CRO Forum, it is not possible at this stage to draw any serious technical conclusion leading to a radical decision

-The CAT TF suggests therefore that a technical debate be opened with the CRO Forum on the basis of their actual data  
-The CAT TF has proposed a concrete formula to include this risk in the SF, and the CAT TF is opened to consider any change to the formula deemed relevant that could result from the technical debate 

