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SUMMARY of EIOPA REPORT ON EUROPEAN INSURERS’ EXPOSURE TO PHYSICAL CLIMATE CHANGE RISK

Summary

Published on 20 May, this discussion paper focuses on assessing the materiality of the insurance sector exposure to physical climate change risk under a financial stability perspective.
The paper is part of the more general process of EIOPA aimed at integrating the assessment of ESG risks within the regulatory and supervisory framework and the analysis and evaluation work continues industry exposure to climate change risk that began on 15 December 2020 with the publication of a sensitivity analysis of transition risks related to climate change in the investment portfolio of European policyholders.
The paper presents the first results obtained on the basis of a data collection exercise of the insurance sector and focuses on property insurance the property branch with a focus on the risks considered more significant from a current and long-term perspective, such as the risk of storm, forest fires and floods.
Although the results show that the sampled insurers have would be able to manage the claims deriving from the three main natural disasters analysed, EIOPA believes that the industry's ability to continue to deliver financial protection against the consequences of natural disasters depends on their ability to measure the potential impact of climate change and adapt their business strategies.
The document also shows a substantial consensus on the part of the participants to the survey, on the impact of the physical risks of climate change in all activity lines and the importance of the role of adaptation and mitigation measures in reduction of risk levels in the future.
The report aims at:
Stimulating the discussion and raising awareness.
Understanding the share of the insurance sector’s exposure to climate related hazards via their buildings, content and business interruption insurance businesses to physical climate change risk.
Improving the understanding of how insurers are exposed to physical climate change risks.

1. CLIMATE CHANGE AND PHYSICAL RISKS: THE “NEW NORMAL” IN THE INSURANCE SECTOR

The chapter describes the impacts that could arise from extreme weather events/gradual global warming and their potential consequences on the non-life insurance business.

Physical climate change risks arise from the physical effects of climate change and can affect both asset (and liability side.

The impacts of climate change on physical risk could arise from both an increase of extreme weather events (acute impacts), and from gradual global warming (chronic impacts). Acute impacts can lead to damage to property, business disruption or reduced productivity. Chronic impacts, particularly from increased temperatures, sea levels rise and precipitation, may affect labour, capital and agriculture productivity.

Many challenges related to the understanding of potential consequences of these impacts are ahead, in particular:
The transposal of the expected global temperature increases into changes in frequency/severity of weather-related catastrophes;
The conversion of these estimations into economic impact on undertakings’ underwriting portfolio;
The understanding of the time horizons over which climate-related risks are most likely to materialize;
The long-term evolution of the insurance business to better adapt to climate change risks and opportunities.

For these reasons, an accurate assessment of physical climate-change related risks requires access to a unique set of granular data, scientific and actuarial expertise, new modelling methods as well as a deep understanding of the various business models employed in the insurance sector.

The report highlights three key components to consider when modelling physical risks:
The level of exposure estimating the potential share and composition of the population or the value and properties of assets at risk.
The hazard describing the physical characteristics, such as frequency and intensity, and so the probability of occurrence of weather-related events.
The vulnerability that reflects the propensity of exposed population or physical assets to suffer adverse effects from the impact of natural events.
Insurance coverage in place to insure the objects will determine the final financial and underwriting risk to which the insurance sector is exposed.

The report notes that over the long term, direct consequences of physical climate change risk are likely to affect insurers’ risk management/risk transfer/investment channels and their underwriting and pricing strategies. Physical climate change risks may have different impacts on insurance companies, both on assets and liability side, depending on their characteristics and impacts are likely to vary across regions.

Furthermore, a knowledge gap, the tendency to project from past data and, in particular, the uncertainties around future climate projections may lead to mispricing and under-reserving. And consequently, underwriting strategies may need to be adapted. 

Reinsurance may mitigate the risks for individual insurers, however, due to increasing severity/frequency of weather events, reinsurance may become more expensive/restricted/unavailable, thereby widening the insurance protection gap. 

Insurers can reprice contracts when risks change, but often past data is used, which may not fully capture the emerging climate trends. Or insurance coverage could become unaffordable for policyholders.  Against this background, may also expose insurers to reputational risks and have broader macroeconomic implications.

Insurers might thus need to explore innovative product design, such as impact underwriting, to keep insurance available and affordable and to avoid the widening of protection gaps. Also, information sharing, eg on risk assessment and possible adaptation measures, could play a role. 

2. APPROACH AND METHODOLOGY

The complexity and uncertainty in terms of time horizons and potential future pathway and developments make it difficult to precisely assess these risks. Therefore, this report should be seen as an exploratory, first learning exercise, aiming at understanding the share of the insurance sector’s exposure that may be at risk due to potential increase in frequency and severity of climate related hazards (such as flood, windstorm and wildfire) or the emergence of new perils which need to be increasingly monitored.

The impact of climate change is potentially more significant for the property insurance business. This study focuses specifically on the potential consequences of physical climate change risk on buildings, content, and business interruption insurance coverages. With this discussion paper, EIOPA aims at raising awareness, stimulating the discussion and understanding how insurers are exposed via their buildings, content and business interruption insurance businesses to physical climate change risk.

Assessing physical risk requires granular information on the geo-spatial characteristics of insurers’ exposures as well as data on physical risk hazard and vulnerability. Although Solvency II data is a good starting point for an exploratory analysis, additional and more granular information is required to measure the exposure to key climate relevant perils and assess the potential impact of physical risk under different horizons and scenarios. For this reason, EIOPA launched an ad hoc data collection.

The analysis focuses on four key weather-related perils: windstorm, wildfire, coastal and river flood.

The sample includes 35 groups, 9 non-life and composite solo undertakings with relevant exposure to fire and other damages to property business. The selected sample represents at least 50% coverage at country level for 24 jurisdictions. On aggregate, the groups and solos in the sample cover approximately 59% of the EEA-wide market in terms of gross premiums (for direct business) written in 2020 for fire and other damages to property insurance LoB.


3. MAIN FINDINGS

This chapter reports the main findings based on quantitative and qualitative data from the sample.

Understanding the EU insurance sector exposures
It should be noted that primary insurance conditions for natural perils coverage vary across markets and within each country. For example, damage contracts are often multi risk, covering all or a subset of the perils considered in the paper and in some MS flood/wildfire coverages are included in the property and fire insurance. Currently, most EEA countries do not require mandatory insurance coverage for natural catastrophes. The report includes an overview of national insurance schemes and product characteristics. 

Current trends in the insurance sector in terms of climate change
Climate change is exacerbating the frequency and severity of weather-related events. In particular, global warming is influencing weather related hazards.

The historical trends analysis of temperature and precipitation related variables reveals that negative consequences of climate change are already visible today. The report reveals different trends depending on the season and region considered. The identification of such trends is not trivial due to the complex interplay of socio-economic and natural factors.

Qualitative information was collected from participants on observed developments and their future expectations in light of climate change in relation to a broader set of weather-related hazards.

Historical consequences of major natural catastrophes in light of climate change
In the analysis three major natural catastrophes were considered, windstorm Ciara (February 2020), forest fire in Portugal (June 2017), Floods affecting several countries such as Germany, Czech, Hungary and Austria (June 2013).

The data gathered focused on claims and was split between commercial and residential exposures and by type of coverage. 

Current physical risk and forward-looking expectations 
The results highlight that more than 50% of the sample has not undertaken any climate change analyses yet and especially smaller insurers still need to build expertise. Depending on peril and time horizon, between 27% and 40% of the companies were unable to provide a qualitative assessment on global developments. In general, more information was provided in relation to their forward-looking expectations rather than on the already observed trends. 

Insurers highlighted that there is high level of uncertainty with regards to the future development of windstorm risk and clearer signals are expected to emerge towards the end of the century. Although participants do not foresee an increase in storms frequency, storm strength is expected to increase over the North Sea with potential negative consequences on Northern European exposure. Economic and insured damages caused by windstorm events might increase because of changes in other factors such as the rise of water levels in the winter and generally growing exposure. In a long-term, there is a risk of increased claims payments. All property-related lines of business are expected to be impacted and, for these reasons, insurance companies are already closely monitoring the potential evolution of this risk in most EEA countries.

With regards to river flood, participants expect an increase in frequency in most European regions, with potential negative consequences on the insurance portfolio in terms of higher claims payments. Several insurers report that they have already taken actions to limit the impact on the non-life insurance portfolio and business. They may decide to rise their risk-based premiums consequence to counterbalance the increase in flood risk caused by climate change.

Even if, at the European level, insurers do not consider wildfire a material peril for their underwriting portfolios, increasing trends have been experienced in the last 5-10 years in Southern European countries. In addition to the property business, insurance companies expect substantial increase in frequency and impact. However, several insurers mentioned that it was not possible to identify the policies located in forest areas subject to wildfire. Therefore, a first important step towards understanding of the potential implications of global warming on this peril would be to collect granular geospatial information at policy level.

Risks emerging are drought risk and risk of subsidence. Drought risk, caused by lack of precipitation is gaining in importance, and it is increasingly monitored in certain countries. Some insurers have already taken management actions to limit exposures. For subsidence risk no model is available and EIOPA notes it is one of the emerging perils to be monitored in the context of climate change.  
 
Generally speaking, according to the participants, considerations on the potential impact of climate change, are generally part of the regular pricing, underwriting and risk management insurance processes. In particular, in response to heightened physical risks caused by climate change, insurance companies are considering, or planning to intensify, several management actions. The main actions foreseen include a mixture of changes to the pricing, underwriting and reinsurance strategies, including premium increase and changes in deductibles or limits. In addition, insurance companies plan to continue to expand their internal capabilities and know-how to better understand and monitor the implications of climate risk developments on their business.

4. CONCLUSION AND NEXT STEPS

This report finds that the insurers in the sample historically have been well positioned to handle the pursuing claims. However, due to the increase in the probability of compound events, insurance companies may experience an increase in the magnitude and frequency of their NatCat claims.

The insurance sector’s ability to continue to offer financial protection against the consequences of these events relies on their ability to understand the likely impact of climate change and adapt their business strategies. All property-related lines of business are expected to be impacted by physical climate change risk and there is an emerging consensus that premiums are likely to increase, and that adaptation and mitigation measures will play a crucial role in reducing the risk levels in the future. Some insurers are also considering incentivising mitigation policies, apply higher deductibles/lower limits or policy restrictions as well as raising policyholders’ awareness.

The findings in this report indicate that a lot of work still needs to be done to prepare for these changes. Climate change related risks are long-term risks for which a standardised methodology for assessment is not yet widely and fully developed.

The survey results presented in this report highlight that a substantial share of the companies was unable to provide a qualitative assessment on global developments and very often struggled to provide data and assessment at a level of granularity required for an in-depth assessment of the risks which are likely to materialise in the coming years. 

Going forward, EIOPA will therefore continue its work with national competent authorities and the industry to push the sustainable finance agenda forward and continue bringing new results, analysis and policy proposals to the table to help prepare the insurance sector for the effects of climate change. EIOPA plans to continue its analytical work in this field with an overall aim of supporting further forward-looking views and analysis of physical risks in light of climate change.
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