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— Claims issued to
capital, distribute risk across investors, and

separate owners
* Risk Capital: ca
absorb catastrop

finance the acquisition of real

nip from control

pital principally intended to
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characterized by...

— Depth of subordination of claims
— Maturity structure of liabilities
— Voting rights of claimants
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risk (CaR)

e But is this
too
simplistic?
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protection
3. Funded vs. unfunded
4. Structure of risk capital facilities
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or snare in the ta

e Risk finance
— Event-contingent borrowing

— Delays the cash flow impact of an adverse event
without actually getting rid of the impact of risk
(and any return) on shareholders

— Shareholders of one or more other firms assume
event-contigent credit risk, not the actual cat

loss
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e Cash Flows
— Protect short-term liquidity position
— Preserves debt/underwriting capacity

e Accounting Earnings
— Enhance quality of earnings

— Decrease earnings volatility
— Subject to the latest accounting hoo-ha's
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Securitization

CLOCS
— Commitment fee was well below ROL of

earnings reinsurance cover

« Balance sheet protection elneUrance
— Provided rating agency and regulatory

— Preserved debt/underwriting capacity oS reiomsoere
following a big storm and subsequent
policy claims

Traditional
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 Many other alternatives
— EVT-based risk measures
— Downside/shortfall risk measures

* Don't confuse the concept with the
methodology used to implement it
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but methodological limitations abound

— Mapping NatCat and insurance risks into a
financial risk framework can be challenging

— The quality of the different component risk
measures may be quite dissimilar

* Be cognizant and wary of “technical
addiction”
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— Risk Finance = Debt

— Risk Transfer = Equity
 Examples:

— Risk reserves

— Captives and funded retentions

— Insurance-linked securities

— Pre-funded trust-issued contingent surplus notes
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— Traditional insurance and reinsurance
— Contingent cover

— Event derivatives

— Retrospectively rated blended finite
— Event-contingent debt
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e Lontract terms

— Payout structure (e.g., indemnity, valued,
indexed, modeled loss, etc.)

— Fac vs treaty (and proportional versus XOL)
— Low claims bonus, reinstatement options, etc.

o Attachment points
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"Insurance" companies buy from
their own Investors versus how
much they buy from external risk
capital suppliers.
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— Reduces organizational gaps/overlaps

» Risk capital structure is the outcome of capital
structure optimization
— Objective: Minimize WACC

— Constraints:
* Preserve target value of the firm
* Value/cash flow/earnings risk targets
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— Different risk measurement frameworks

— Different modeling frameworks (e.g.,
standard approach vs. internal models in
Solvency II)

e But is risk capital arbitrage "bad™
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