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Abstract

The prevalence of catastrophes around the world has captured public atiention
It has also made insurers and governments consider the risk management of
catastrophes, how they can be lessened in severity (and sometimes in frequency).
This paper considers the ways in which countries in FLurope, and the Furopean
Union have dealt with the issue of the role of government and insurer. The major
question is: 10 what extent is exposure fo calastrophe a private (insurer) or
public {government) matier? Examples are given from the situation in France,
Germany, Spain and Switzerland

The conclusion is that catastrophe risk management is largely considered 1o be a
corporate concern, provided by ihe insurance indusiry, even though some insur-
ance principles are difficult to apply. Governments sometimes provide a frame-
work, but otherwise their intensity and involvement differs widely. The role of
reinsurers in spreading regional catastrophic risks is substantial. and they also
engage in risk modelling and disaster risk financing on a country basis There is
no ‘kuropean Risk Management’, but a wide range of diverse solutions on a
national or even local basis. Finally, the situation in some other parts of the
world is described,

Introduction

Catastrophes, natural and man-made, seem to be increasing. Natural disasters include storm
(hurricane/typhoon), earthquake, flood, tsunami, plus the threat of viral epidemics). Back in
1996 Bernstein’s book on risk warned us that “discontinuities, iregularities, and volatilities
seem to be proliferating ... and even the planet Earth seems to be under attack” (Bernstein,
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1996° 329). Inthis first decade of this century, there have been exceptional meteorological
events and unsettling developments: winds have reached peak levels, plus the strongest hurri-
canes ever recorded, and with tropical cyclones and storms appearing even in Europe (Swiss
Re, 2006 Munich Re, 2006; Kron, 2006)). Reinsurers have warned that nising temperatures
will make floods and hurricanes become more common across the world. Man-made disas-
ters include terrorism, (bombs and planes, and bio-terrorismy.

The risk thermostat of the average citizen is being recalibrated as this new millennium advances
(Nichols, 2004). The risk realization by citizens, and their expectation of government interven-
tion, is putting pressure on governments to implement disaster prevention and remedies (Kitseree
and Lawrence, 2006). The Twin Towers atrocity in 2001 galvanised the practice of risk man-
agement: nobody had conceived that such a thing could happen, and cause such death and
destruction. That attack was then the most expensive insurance event in history, and high-
lighted the vulnerabilities and limitations of economic, financial and contingency insurance sys-
tems (Liedtke, 2006).

A characteristic of the 2004 Tsunami in Southeast Asia (caused by an earthquake measuring 9
on the Richter scale, with waves travelling at 800 km per hour), the Pakastini earthquake in
2005, and the 2010 Haiti earthquake, was that mostly it was poor people affected and they
occurred in areas of low insurance penetration: as insurance claims were low, their significance
is almost forgotten. Hurricane Katrina in USA in 2005 was the most costly insurance event
ever recorded, worse than the terrorist bombing of the Twin Towers in 2001, and its expen-
sive location ensured subsequent evaluation and analysis of the insurance and government
response.

Insurers and governments respond to these mammoth risks in different ways and from country
to country. For insurers, the 2001 WTC terrorist incident, although not a natural disaster, was
a major test of insurers’ macro issues, such as solvency adequacy, insurance capacity,
uninsurability of some risks, and inadequacy of traditional forms of risk management, all of
which are very relevant issues for catastrophe risks generally.

There are basically three aspects when considering catastrophes: risk reduction (pre- and
post-loss), risk sharing {cost and compensation), and crisis handling. From another perspec-
tive, the issue is the extent to which governments and insurers should share responsibility for
each of the three aspects. What are their respective roles?
Approaching the Topic
Typically, only small parts of a country are exposed to specific catastrophe perils (such as
Y Y f

earthquake or flood). The two basic issues which need decisions are:
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s Are catastrophe risks and events a private problem (for insurers) or a public
matter (for governments)..

s Howissolidarnity defined, and between whom? Solidarity means the sharing of
risk between insured, insurer, reinsurer and government. It is like an advanced
form of mutual insurance.

When confronted with fundamental insurance issues, it is wise to reconsider the basic prin-
ciples of msurance, for they really are fundamental, and to ignore them or breach them could
be potentially disastrous. However, the following three basic principles of insurance operating
in an open market are hard to apply:

Risk-based pricing. Higher exposure should lead to higher premium, which can lead
to anti-selection. That, in turn, can lead to higher premiums because of imbalance in
the pool ofinsured risks. The result is an unstable system and lack of coverage.

Group-balance concept, This concept means that a group of insureds in a region
potentially affected by catastrophe, share the burden whether or not they are affected
by an actual event. The group could also be aregion or country. This is hardly appli-
cable without public incentives or pressures. The problem if there is no incentivisation
15 that the affected group could not bear the cost otherwise. An example is Florida

JSA where if insurance 18 not provided or subsidized, then houses would not be built
after a hurricane.

Limitation of exposure. This principle protects insurers from insuring risks beyond
their financial capacity to pay resulting claims. However, with catastrophe risk, some-
times the total amounts at risk (accumulation per event) are way in excess of the total
insurance market capacity.

Next, we turn to the political / government perspective, and discover more problems. Gener-
ally, politicians and governments have:
« nointerest to pay for claims and public welfare following a *catastrophe’
e aninterestto avoid wide fluctuations of budgets
s animterest to havea stable insurance industry and market
« beeninfluenced by certain lobby groups to subsidize some catastrophe coverage
{such as crop insurance for hail damage).

The Organization of Catastrophe Risk Management
Risk management is essential in countries whose people, infrastructure and economy could be

devastated by catastrophe. The question is: Who should organize this? Inreaching a solution
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to this question, some related issues first need to be considered:

» Do we want a public ‘redistribution of funds’ for catastrophe exposure?

s If'so, who organizes this: is it an industry task or a public matter?

e Whatisthe (target) group?

e Isthe solution voluntary or obligatory?

e Isthe solution local or national?

e What are the specific exposures from a specific peril in a given region? (This
enables risk modeling}.

o Isitjusta ‘reimbursement’ of losses’ afier the event happens, or ‘real Risk man-
agement” which would include research and loss prevention, etc?

There is no ‘European answer’ to these questions, not even a ‘European Union answer’.
Instead, there are almost 50 national answers for approximately 10 different catastrophe perils
(natural and man-made).

Industry Involvement and Focus

Next, we consider the extent of involvement in catastrophe risk management. Thereis a wide
range of insurance industry and/or government involvement:

e Private supply of catastrophe covers

e Industry or governmental pool solutions

o Cooperation with a state-owned body

e Relnsurance

» Indirect government support (tax allowance for fluctuation reserves)

# Acceptance as a personal risk (leading to government case-by-case decisions)

e Combinations of these.

It 1s impossible in this article to discuss all the technical details. because so many factors are
mvolved, including

*  Historical background *  Loss potentials

*  Type of government involvemen *  Rusk of underinsurance
*  Legal basis/ Status *  Claims handling

*  Premium/ Loss pool *  Limits, deductibles

* Insured perils * Rensurance

*  Definition / declaration of a ‘catastrophe’ *  Taxation

*
5%

Premium calculation/ pricing Proactive risk management

This article therefore concentrates on a few relevant examples from several countries which
illustrate the range of individual ‘European’ solutions.

























