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AS THE traditional insurance and reinsurance markets recover from the losses sustained in the wake of September 11, 2001 and endure tumbling investment markets, the market for alternative risk transfer structures continues in the background at a slow and steady pace. 

Executives in the divisions of the major re/insurers who dabble in these capital-market solutions now wince at the term "alternative risk transfer" (ART) a phrase coined in the 1990s as a means of describing any number of non-insurance financial structures. 

ART, as they will tell you, does not begin to describe the numerous different devices such as catastrophe bonds, weather derivatives, securitisations, finan-cial reinsurance, etc that have all been grouped under the same banner. 

Football transfer 

Perhaps most high-profile among these structures in recent months has been the catastrophe bond high-profile by the standards of risk-hedging structures, anyway. 

Just last week, world football's governing body, Fifa, announced plans to issue a catastrophe bond to protect its investment for the 2006 World Cup in Germany, faced as it was with insurers that are growing increasingly reluctant to underwrite large-scale sporting events. 

Capital-market investors will cover the event in case of cancellation or postponement, with reports citing Credit Suisse First Boston as lead manager on the deal, and Fifa confirming it to be worth the princely sum of $250m. 

Fifa says it has been forced to take a capital-market course of action due to the refusal of insurers to cover risks such as terrorism for such a large event. 

Their decision is perhaps not surprising, following as it does well-documented difficulties experienced in securing insurance for the 2002 finals in South Korea and Japan after the terrorist attacks in New York, when Axa, which had been due to cover the 2002 event, withdrew from their £617m ($969m) cover. 

At that time, Berkshire Hathaway Group subsidiary National Indemnity Co insured the event against risks of cancellation at costs thought by analysts to be far in excess of the original cover. 

And while cat bond issuers have no illusions that their product will rival the traditional market and most have no desire for them to do so they are proving to be a niche product which has found its niche. 

ART history 

Catastrophe bonds first came into existence in the mid-1990s. Also known as risk-linked securities, they are securitised instruments issued by insurers and reinsurers to transfer to capital markets the risks associated with natural disasters. In the last 12 months, a number of structures have seen the light of day. 

In Asia, Taiwan launched a pilot $100m bond on August 1 in its first debt fundraising overseas. These three-year bonds will be issued by state-controlled Central Re and were described on launch as a risk-hedging alternative to reinsurance. 

A report this year by Marsh's capital markets arm and Guy Carpenter suggested that the past year had seen record issue of catastrophe bonds, although, at a value of $1.2bn, the amount is only marginally up on the past two years. 

The figure for 2000 the previous best year for bond issuance was marginally less at $1.1bn while the 2001 figure was down at only $967m. This is not in line with the expectations many people had for the market in its early days, when it was thought that it could rival the traditional risk transfer markets. 

"There is no question many people felt that would be the case," comments Mr McGhee. "We weren't one of them, though. We see [the cat bond market] as a slowly growing and still-small complement to the risk transfer market." 

The author of that report, managing director of Marsh & McLennan Securities Christopher McGhee, is in no doubt that the market will continue to grow. 

"It's a little hard to say how many cat bonds will be issued this year, but there's no reason to believe there won't be some," he told Insurance Day when the report was published. "There has been some activity lately and several structures are in the works. We are generally optimistic that [the market] will continue to grow, but I wouldn't like to say how rapidly." 

So far, around 50 cat bonds of various sizes have been issued and Swiss Re has been at the forefront of the cat bond market with initiatives such as its Arbor programme, which will provide it with $205m protection against several natural catastrophe risks. 

The scheme is designed as a successor to the Pioneer programme, which was set up last year to provide $255m worth of protection for perils across the world. Like Pioneer, the Arbor programme uses special purpose vehicles (SPVs) based in the Cayman Islands to indemnify Swiss Re in the event that one of the catastrophes occurs. 

Swiss Re's capital markets division explained that the rationale behind the Arbor programme was to tap into a broader investor market. 

As a result, two Arbor SPVs were established in Cayman. Arbor I issued bonds totalling $95m, rated B by both Standard & Poor's (S&P) and Moody's, to appeal to investors comfortable with risk and wanting to be paid for bearing it. 

Arbor II's bonds, totalling $27m, were rated A+ by S&P and A1 by Moody's and are designed to encourage investors who might normally be uncomfortable with underwriting risk to tap into the sector. 

In conjunction with the two Arbor companies, four other SPVs have been established in the Caymans, and each has issued bonds relating to specific perils, including north Atlantic hurricanes, European windstorms, Californian earthquake and Japanese earthquake. 

As the bonds hedge against the same natural catastrophes that traditional reinsurers have to mitigate against, risk-modelling firms are finding themselves able to get in on the act too. Eqecat, for example, announced that it has provided the risk analysis in Japan for a $470m bond, the largest cat bond issued to date based on total amount of risk transferred. 

The bond was issued through special-purpose Cayman Islands companies, once again established by Swiss Re, on behalf of Zenkyoren (the Japanese national mutual insurance federation of agricultural co-operatives). 

The five-year transaction, consisting of three individual tranches, covers potential losses from second event occurrences of major earthquakes and/or typhoons in Japan. Eqecat is probably the leader in providing risk assessment services to the insurance-linked capital markets, and has participated in over $2.5bn of transactions since 1997. The company has also provided the risk assessment for 60% by value of the property insurance linked securities outstanding at year-end 2002. 

Weather derivatives
One of the other markets that has seen some renewed interest in the past year has been weather derivatives although some analyst and experts in the ART field think that more companies should be making use of these structures. 

The market in weather derivatives started around 1997 in the US and then later in Europe, largely involving energy companies. The 2003 annual survey carried out by the Weather Risk Management Association (WRMA) reported a total of 11,756 contracts transacted, with a total notional value of nearly $4.2bn. Weather risk management futures and options traded on the Chicago Mercantile Exchange (CME) accounted for 7,239 contracts, whilst the other 4,517 contracts were over-the-counter risk transfers. 

The most heavily traded weather risk has been temperature (making up around 85% of all contracts), followed by rain-related (9%), a few wind-related and snow-related (2% each) and a handful of others. 

The question why weather derivatives have not played a greater part in the hedging of risk outside of the traditional insurance market has no clear answer, other than the fact that buyers do not want to pay up for something they might never need. 

Most commonly, it is the energy market that uses these products; but with a proliferation of strange weather events taking the world by storm blizzards in the US, floods and then freak high temperatures in Europe, and so on taken alongside expected events in high-risk flood and hurricane areas and new reports on the continuing effects of global warming, other corporations should perhaps at least begin to examine their options. 

New view 

The way that insurance players with capital-market interests see alternative products has changed since their early days, with products such as financial reinsurance falling out of favour in the transparent 21st century. But so long as these products continue to adapt and be tailored specifically to the needs of the client, they can only flourish as the traditional market feels its way through a period of uncertainty. There is still a fear of using them in some sectors; but for those with a little imagination, these are viable alternatives.

