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[bookmark: _GoBack]Identification of largest man-made catastrophe exposures on gross vs. net of reinsurance basis
This short paper is provided to supplement EIOPA’s paper, On man-made catastrophe risks and reinsurance, to aid discussion on the topic of whether the identification of the largest exposure in the fire, marine and aviation risk submodules should be assessed on a gross or net of reinsurance basis.
EIOPA’s paper provides an example which clearly demonstrates that the current sequencing of the calculation (ie identifying the largest exposure prior to the application of reinsurance) can result in reduced risk sensitivity.
Recommendation
To account for the issue raised by EIOPA, we propose that the identification of largest concentration of exposures within the fire, aviation and marine risk submodules is carried out net of facultative reinsurance but gross of any treaty reinsurance. 
Furthermore, we propose that the CAT WS considers a simplification for any undertakings to use their maximum fire risk exposure specified, and verifiable, as part of their reinsurance program.
Considerations and examples
Facultative reinsurance (each exposure the ceding company wishes to reinsure is offered to the reinsurer and is contained in a single transaction.)
For both proportional and non-proportional types of cover, we believe it should be relatively straightforward for companies to assess their maximum exposure for each policy.
In this regard, we believe it would be appropriate to require the identification of the largest risk exposure to be carried out, net of facultative reinsurance.
Example A (similar to EIOPA’s example)
Exposure 1: industrial unit with sum insured of €12m with proportional facultative reinsurance covering 75% of the exposure. 
[bookmark: _Hlk492547022]Exposure 2: Five commercial units with sum insured of €10m (€2m each). Company policy is to purchase facultative cover XL €1m. The maximum exposure gross and net of reinsurance is different.

	
	Gross
	Net

	Exposure 1
	€12m
	€3m

	Exposure 2
	€10m
	€5m



Treaty reinsurance (the ceding company makes an agreement to cede certain classes of business to a reinsurer)
To consider the impact of treaty insurance, we have set out below simplified theoretical examples of the different types of cover and their impact on the fire risk concentration.
Example B - Insurer has quota share treaty with retention level of 70%
Exposure 1: industrial unit with sum insured of €12m. 
Exposure 2: Five commercial units with sum insured of €10m (€2m each). The maximum exposure gross and net of reinsurance is the same


	
	Gross
	Net

	Exposure 1
	€12m
	€8.4m

	Exposure 2
	€10m
	€7m



Example C - Insurer has surplus reinsurance with retained line of €2m. The treaty covers 10 lines.
Exposure 1: industrial unit with sum insured of €12m. 
Exposure 2: Five commercial units with sum insured of €10m (€2m each). The maximum exposure gross and net of reinsurance is the same


	
	Gross
	Net

	Exposure 1
	€12m
	€2m

	Exposure 2
	€10m
	€10m



Example D - Insurer has treaty XL cover, per risk with €2m retention 
Exposure 1: industrial unit with sum insured of €12m. 
Exposure 2: Five commercial units with sum insured of €10m (€2m each). The maximum exposure gross and net of reinsurance is different


	
	Gross
	Net

	Exposure 1
	€12m
	€2m

	Exposure 2
	€10m
	€10m



Example E - Insurer has CAT XL cover with €5m retention 
Exposure 1: industrial unit with sum insured of €12m. 
Exposure 2: Five commercial units with sum insured of €10m (€2m each). The maximum exposure net of reinsurance is consistent across both exposures


	
	Gross
	Net

	Exposure 1
	€12m
	€5m

	Exposure 2
	€10m
	€5m



Other considerations
We believe there are several other factors which should be considered by the CAT WS
· Insurers are likely to have a maximum risk appetite for fire risk. If this is specified as part of reinsurance structure then the sequencing of the calculation may not be material.
· Insurers may be using multiple covers in their reinsurance program which may increase the calculation complexity significantly.
· It has been noted that the complexity to derive the exposure on a net basis is materially more complex than deriving on a gross basis and applying the reinsurance structure.



