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Trend in sovereign cat pools in recent years
2019 (2017) CCRIF ARC PCRIC (formerly: PCRAFI)
Earthquake (EQ) Drought Earthquake
Insured risks Tropical cyclone (TC) Tropical cyclone Tropical cyclone
Excess precipitation (XSR) Flood
Disposals/additions St. Lucia, Bermuda, British Virgin Islands, Monserrat, Kenya, Malawi, Mali, Solomon Islands,
P Sint Maarten, Panama, Guatemala Mauritania, Niger Vanuatu
Gross premium income
(in USD m) 36.3 (22.8) 10.4 (6.5) No data (2.3)
Payouts 23.1 (8.1) .
(in USD m) 8.3 (31) 3.5in 2018 to Tonga
Cover amount .
(in USD m) 755 (725) 34.3 (95) 45 (2018: 45)
Caribbean (TC/EQ): 132.6 xs 25 / Cat bond: 30
Caribbean XSR: 42 xs 7 60 xs 7 Reinsurance cover: 38
2017 | Central America (TC/EQ): 20 xs 1.5
Excess loss — Caribbean (TC/EQ): 170 xs 25/ Sublayer: 20 xs 5
Reinsurance Reinsurance cover: (2018:
(in USD m) Caribbean (XSR): 44.2 xs 7.7 30xs 3 45) ; ‘
2019 | central America (TC/EQ): 20 xs 1.5 m
Central America (XSR): 12 xs 3

Theses / Recommendations for future years

Communication:

» Enhanced dialogue with governments to create transparency (PCRIC)

» Improving the approach taken to unmet expectations-> Baseline risk, insurance companies not the sole instrument against disasters
(ARC)

» Expanding the product range in cooperation with tje countries to attract new members to the pools (ARC)

Technology / Products:
» Improving model accuracy to reduce baseline risk-> Investments in data (ARC)
» Risk modelling of parametric micro-insurance companies—> no displacement by private sector + hedging of reinsurance cover

(ARC and PCRIC)
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In recent years, three sovereign catastrophe risk
pools have developed worldwide, offering climate
insurance against natural disasters in emerging and developing economies:

e Caribbean Catastrophe Risk Insurance Facility (CCRIF) in the Caribbean
o African Risk Capacity (ARC) in Africa
o Pacific Catastrophe Risk Insurance Company (PCRIC) in the Pacific region

These pools have emerged against the backdrop of limited fiscal room for manoeuvre
in emerging and developing economies. Increases in tax revenues or capital
allocations are scarcely possible in these economies. Moreover, debt on the capital
market often ends in debt relief, and this can jeopardise refinancing. Ultimately, the
only measure remaining is to provide donations and aid that can be made available
by the G7 countries, the World Bank or the World Health Organization, among others.

It must be in donors’ interest to invest these funds as effectively and meaningfully as
possible. Thus, the decision was made to undertake a public transfer of risk to the
insurance industry, as this approach presents the following advantages:

e Resilience due to fast payout mechanisms in the event of a natural disaster,
as climate insurance is backed by a parametric index trigger. The parametric
index trigger has an increased baseline risk, meaning that the actual loss
amount deviates from the contractually regulated claim payment. Still, the
baseline risk is lower than it would be under a purely parametric trigger. In
addition to quick payout, the trigger also offers further advantages in the form
of low moral risk and high transparency.
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e Emergence of a unified network for the conclusion of insurance cover
e Creation of risk diversification across several countries, some with different
risk profiles
¢ Risk pooling reduces the premium for climate insurance
o Reduced operating costs due to standardized programme
developments
o Reduced costs of raising capital
o Reduced information costs due to improved and standardised
information
e Diversification of risk across multiple countries with different risk profiles,
together with the creation of standard products, means that larger
transactions are possible, and this may be of interest to the reinsurance
market

As a next step, the trend of the three pools from 2017-2019 was presented in greater
detail. All pools offer climate insurance against earthquakes, tropical cyclones and
excessive precipitation. ARC also insures against drought and flooding.

CCRIF in the Caribbean (at once the largest and, in recent years, the most-used
pool) registered a great number of additions. Accordingly, gross premium income
increased by one-third and stood at USD 36.3 million. The coverage amount also
rose to USD 755 million. The trend in reinsurance cover is also encouraging. All of
the pools are covered by excess-loss reinsurance. In the Caribbean pool, the excess
loss was slightly increased to USD 170 xs 25 million (USD 132.6 xs 25 million in
2017) in respect of earthquakes and tropical cyclones. It is also encouraging that a
new cover of 12 xs 3 could be built up for Central America for excessive precipitation.

The trend for ARC and PCRIC has been quite different: Many countries have left the
African pool in recent years, and this has had a correspondingly negative impact on
the coverage amount (USD 34.3 million) and the excess loss with only USD 30 xs 3
million (USD 60 xs 7 million in 2017). This development occurs against the backdrop
of frequent occurrence of baseline risk, with the pool thus falling short of its
expectations. These unmet expectations have led many countries to exit the pool.
Unfortunately, PCRIC has also experienced some departures. In addition, the design
of this pool is not clear to outsiders, and information is difficult to gather. In the case
of the other pools, it was possible to collect figures through annual reports, but this
was not possible for this pool.

Theses and recommendations for the years ahead were derived from on these
findings:

e Enhanced dialogue advisable with governments to create transparency,
particularly with regard to PCRIC



Improve the response to unmet expectations. With regard to ARC, baseline
risk often applied, and countries were notified that the insurance solution
would suffice as the sole response to natural disasters in future. In fact,
climate insurance can only constitute a small, and above all a rapidly
payable, component for ex post financing as a result of natural disasters.

To attract new members, the product range should be expanded in
cooperation with the countries. In the case of ARC, a drought insurance was
erroneously modelled with a plant that was ultimately not planted at all.
Misunderstandings such as these are naturally preventable and serve to
increase baseline risk.

Deriving from this, model accuracy needs to be improved to reduce baseline
risk, particularly by investing in portable data.

It is also advisable to model the risk of parametric micro-insurance schemes;
to date, only CCRIF has successfully practised this. This avoids
displacement by the private sector; and, from a certain order of magnitude,
steps such as these can become interesting for the reinsurance market
again.

Discussion

To what extent does the size of the pools play a role here? Is it worth it for
reinsurers to invest in the pools if they are still quite small?

Only ‘CCRIF’, the Caribbean pool, can report a positive trend in recent years.
At the same time, this pool is the oldest and has often proven its value in the
past (e.g. payouts during ‘HIM’ in 2018). The positive development of CRRIF
was already discussed during the presentation.

Many (re)insurers are already investing in the pools (including Allianz, Munich
Re, Swiss Re, SCOR, Renaissance Re, XL Catlin, etc.) Particularly in the case
of ARC and PCRIC, which are very small to begin with and have retrenched
in recent years, a recommendation is difficult to make. These pools are also
having difficulty recruiting new, qualified employees. The primary lack here,
aside from positive performance, is a shortage of transparency. The next few
years will prove crucial to the effort to demonstrate long-term sustainability.

Can corruption be excluded in this context?

At this point, it is difficult to assess the extent to which corruption plays a role.
| am not aware of any publication on this topic, but this question is often raised.
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The properties of the parametric index trigger, among other things, will help
remedy corruption. As the benefits obligation is exclusively a function of a
physically measurable criterion of a natural event, the moral risk due to this
form of trigger must be assessed as very low.

e From an insurance point of view, what role do countries, pools and donors
play?

Countries = policyholders

Pools = insurers

Donors = subsidies/know-how, e.g. through the G7 countries or the WHO,
are transferred to the pools. This results in a transfer of public risk to the
insurance industry (public-private partnership)

Please contact Wolfgang Koch (wolfgang.koch@th-koeln.de) with any questions or
comments.
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