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Climate Change: an uninsurable risks?
Climate change in the Netherlands is strongly linked with water. Water is one of the most important economic drivers of the Dutch economy as well as one of the biggest concerns. Many parts of the country lie below sea level. The Netherlands has a very long coast line which mainly concerns the North Sea coast and the Wadden Sea. In addition the Netherlands contain several river delta: from the rivers IJssel, Rhine, Meuse and Scheldt.

In the Netherlands, the need for alternative thinking about these risks became apparent in 1953, when a spring tide hit the southwest of the country. Nearly two thousand people died. Over two hundred thousand livestock was killed. Sixty thousand farms and houses were destroyed. Because of the salt in the seawater, agriculture became impossible for many years. 

'Alternative thinking' about these risks resulted in the so-called Delta works. The Delta works system includes dams, sluices, locks, dikes and storm search barriers. These works considerably shortened the coast lines, reducing the number of dikes that had to be raised and making the Netherlands a far safer country.
Since the flood disaster in 1953, Dutch insurers do not provide coverage against damage caused by floods or earthquakes anymore. These risks are considered to be uninsurable, because of the amount of damages and the limited capacity of the Dutch insurance market. Theoretically, reinsurance could be a solution for this problem. But in as far as available, reinsurance seems to be expensive, especially nowadays, as a result of the high financial losses which international reinsurers have suffered in the last couple of years. 

Alternative Risk Transfer?
This uninsurable risk in the Netherlands serves as a nice example of the need to look at alternative risk transfer mechanisms of a more financial nature, instead of building dikes. Alternative risk transfer can help to 'insure' uninsurable climate risks. 
Typical innovative instruments for the hedging of climate-related risk are weather derivatives, catastrophe bonds and industry loss warranties. These financial instruments do not shift the climate risks within the insurance business, but transfer those risks to a new market: investors on the capital market. 

Which is interesting, because the capital market has a market capacity, much wider than the capacity the insurance industry alone has available. To give an example: a one percent fall of the stock markets – not very uncommon these days – results in a world wide loss of about $ 600 billion. Even the worst natural disaster so far did not get close to these figures.

Especially since the credit crunch, climate risks can provide interesting new investment opportunities for investors. Interest rates on catastrophe bonds are relatively high. Climate risks are not linked to the stock market or other economic developments. Therefore, climate risks may help large investors to spread the risks in their portfolio.

Structure
When it comes to reinsurance, alternative risk transfer by means of the capital market is a kind of insurance linked securitisation. 
The risk incurred by an insurer is transferred to a Special Purpose Vehicle ('SPV'). The SPV transfers the risk on to investors on the capital market by issuing bonds. Dutch regulatory law explicitly provides that these financial instruments do not constitute insurance contracts.

The insurer pays the SPV a premium. The SPV passes the proceeds to a trustee for further reinvestment. The return generated through reinvestment and the premium payment from the insurer are used for payment to the investor if no catastrophic event occurs. If a named catastrophic event occurs, the trustee withholds interest and/or principal payments. These amounts are then used to fund the SPV's payment to the insurer. The investor's reward for taking catastrophic risk is a relatively high interest rate paid by the bonds. 
Insurance linked securitization can also be beneficial for the insurer. As in substance a method of 'reinsurance', it allows the insurer to reduce capital requirements and to increase its ability to write new business.

However, it should be noted that the 2005 EU reinsurance directive (2005/68/EG) determines that if a Member State allows such an SPV, the SPV is subject to reinsurance supervision. Under the directive, these SPV's are subject to a 'light supervision regime'. Because of the funding by way of issuing bonds, the SPV runs a smaller risk than normal reinsurers. The exact regime may differ from member state to member state. Consequently, the way in which such securitisation structure helps a direct writer to reduce its capital requirements may also differ from member state to member state.
For instance, under the capital requirements for insurers in the Netherlands, the SPV structure only results in capital reduction for the insurer, if (i) the risk is truly and fully transferred to the SPV, so that no residual risk remains with the insurer, (iii) the SPV is fully independent from the insurer, and (iii) the SPV is fully funded by third parties such as the bond holders.

A safer world? 
The first catastrophe bond was issued in the mid '90s. Most catastrophe-linked securities have been sold in the United States. In the Netherlands, the use of these financial instruments by insurers as a reinsurance tool is still in its infancy.
 However, reinsurers and pension funds appear to invest in these instruments.
In 2006, the catastrophe bond market reached a total value of about $ 6 billion, which is only less than one tenth percent of the total word wide bond market.
So far, the most important disadvantage of catastrophe bonds seem to be the relatively high costs associated with the SPV structure. However, catastrophe bonds may be cost-competitive with traditional reinsurance for high-severity and low-probability risks and for larger-sized transactions. Obviously, insurance-linked securities are only justifiable when other loss-financing alternatives are more expensive. Capital market instruments, like catastrophe bonds, should thus be characterized as a supplement, rather than an alternative, to reinsurance.

As a supplement to reinsurance, alternative risk transfer – like the Delta works in the Netherlands – may help to create a safer world in two ways.

First it may help to spread the risks of climate change by 'insuring' by means of the capital market risks that are uninsurable within the insurance market.
Second, by doing so, it may enhance prevention. These alternative types of reinsurance will enable the insurance industry to take on climate related risks and, consequently, in this field to act as a proactive risk manager e.g. by endorsing or requiring loss-prevention behaviours or technologies.
 

� See definition of non-life insurance in the Wft. Also the International Swaps and Derivatives Association (ISDA) has made it clear that for instance Credit Default Swaps do not classify as an insurance contract. See: P.C. Harding, Mastering the ISDA Master Agreement, London: Prentice Hall 2002, p. 143; and Janet M. Tavakoli, Credit derivatives & Synthetic Structures, John Wiley & sons, Inc 2001, p. 272-273.
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