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OPTIMISING CAP LIVE
UNDERWRITING §
[AROUGH RISK
INSIGHTS

Paul Woehrmar:ﬁ*"ér'n.d,‘Florence Tondu-Méligue, of Zurich, examine the process of underwriting
through risk’ msights with a focus on the French captive owner market
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he macro perspective shows us

that the French captive owner

market comprises more than 50

ultimate captive parents whose

captives are mostlylocated in Lux-
embourg and Dublin. Taking everything
into account, including life- and non-life
programmes and the size of French captive
owners, the resulting Gross Written Pre-
mium (GWP) is substantial. Independent
of the current market cycle, captive owners
need to understand whether or not their
captive net retention reflects the optimal
level. The following article provides guid-
ance on how to achieve this goal.

The value of risk insights for captive owners
The evaluation of the optimal retention
level is required in order to efficiently allo-
cate the company’s scarce capital to the
most adequate risk carriers and to min-
imise the total cost of risk. As the below
picture (see figure 1) clearly demonstrates,
this can be determined by combining the
risk transfer cost and opportunity cost
curve. The optimum level varies in each
case depending on the underlying calcula-
tion elements for each curve, meaning that
every company has an individual exposure
and claims profile as well as a specific capi-
tal cost structure. Investment in risk man-
agement therefore involves qualitative and
quantitative considerations, which are also
relevant to the issue of how much internal
capital should be allocated to risk financing.
The amount to be made available is on one
hand determined by the level of the compa-
ny’s opportunity costs, as compared to an
investment in the company’s core business
areas, and on the other by the expected
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return on equity in the (re)insurance sector,
which prices its return expectations into
the (re)insurance premium payable. This
approach is directed towards traditionally
insurable risks.

Two distinct approaches to gain “risk
insights”

Captive owners can follow the “fully-cus-
tomised” or the “semi-customised” path
to develop an optimal captive risk reten-
tion. The first approach is based on the
individual risk profile and therefore a real
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Costs

Total cost of risk

Opportunity cost
(cost of capital)

Risk transfer cost
(insurance premi-
ums, interest, etc)

Retention level

Optimal retention

...in order to efficiently allocate the company’s rare capital to the most

adequate risk carriers and to minimise the total cost of risk

tailor-made analysis. The second approach
bases the analysis on an industry segment
benchmark. Large corporate
should have access to such data in a con-
sistent manner.

insurers

A fully-customised analysis refers per
line of business to the specific risk profile
of the captive owner and identifies the key
figures that drive the risk, provided that
the following company information is
available (see figure 2, next page).

Since various factors can drive the risk
profile of a captive owner like size, indus-
try, geographic locations, growth potential
and other factors, a certain level of infor-
mation is required to get a realistic sam-
ple. If individual captive owner data is not
available, sometimes industry data might
instead be captured for a first indication
on possible captive limits.

Interestingly, in Zurich’s captive port-
folio for selected industry segments we
have experienced that, for instance, the
“retailer segment” runs very similar
claims statistics for the risks related to
property and liability. This allows us to
first provide captive owners of this seg-
ment risk insight results without per-
forming a tailor-made analysis. This has
resulted in a tangible recommendation
of a per occurrence and annual aggregate
captive limit per line of business.

“Quantitative risk analysis in order to
develop optimal captive retentions are of
interest for captive owners,” says Fran-
coise Carli, independent Captive Con-
sulting specialist and former Group Risk
Insurer of Sanofi. “Especially in our cur-
rent market environment captive owners
should receive an insurer’s view which
includes opportunities for a multi-line
and multi-year term under a holistic con-
sideration” she adds.

Stages of making an optimal retention

level happen (see figure 3, next page)

Customer experiences have shown a typi-

cal project involves four key stages:

+ Identification of risk through the analysis
of historical claims and exposure data

+ Risk evaluation

+ Structuring and calculation of the opti-
mal risk transfer

- Cost/benefit analysis
effective implementation
Phase 1: Risk identification through the

analysis of historical claims and exposure

data. If company-specific historical claims

data is available, these empirical figures

to determine
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Detailed information about:
Customer’s loss history
Policy and claims number
Date of claim occurrence
Claims reported date-
Deductible amount
Amount paid out and

Programme structure of the
lines of business

Exposure developments of

the previous years:

* turnover figures (for liabili-
ty business)

+ sums insured (property
business)

» number of rental days
(motor fleet)

+ number of surgeries
(hospital business)

reserved
* Type of claim
o * Location or country where
Description of coverage it happened

are processed on the basis of individual
claims over the last five to 10 years. If it is
not possible to derive appropriate distribu-
tion functions for the size and frequency of
individual claims in relation to the anal-
ysis period, the company can be assessed
against the corresponding sector bench-
mark. In the absence of any large or major
claims whose value is incorporated into
the retention calculation, so-called expo-
sure analyses are generally also carried out
parallel to the quantitative investigations
of historical claims figures. To this end, the
analysed companies are compared against
the benchmark for the corresponding sec-
tor. The exposure method makes it possi-
ble to simulate potential claims scenarios.

Phase 2: Risk evaluation. The existing
distribution functions are used to deter-
mine expected claims figures and vari-
ances as well as to generate information
on frequency distributions and thus the
claims quantiles. At the end of the first two
phases it should be possible to derive an
actuarial price for the risk financing of the
individual customer portfolio.

Phase 3: Structuring and calculation of
the optimal risk transfer. Once a quantita-
tively calculated (technical) price has been
determined, it is possible to define the
optimal risk management investment for
a retention. The determination of an opti-
mum level strives to generate the following
increased company-specific benefits:

The transparency of claims data, e.g.

classified by business unit and risk,

which can be used by management as a

basis for making decisions

The transparency of claims data to facil-

itate discussions with corporate insurers

Optimised retention and minimised

Claims status

transfer costs achieved through individ-

ual pricing

Efficient use of internal capital to cover risk.

Phase 4: Cost/benefit analysis to deter-
mine effective implementation. The various
implementation options are now assessed
and weighed against each other by means of
an economic analysis. The results of a study
of this kind show the level of quantitative
risk management investment in compar-
ison to the expected actuarial gains where
the company bears the risk itself.

The choice of an effective risk financ-
ing instrument to manage retained risk
is influenced at all times by the corporate
structure of the insured company, for
instance whether it operates on a national
or international scale.

Conclusion

Optimal risk management remains a
constant challenge for providers of insur-
ance capacity and customers alike. In the
current market environment, the man-
agement of natural catastrophe exposure
might become an important part of risk
insight analysis. Furthermore, insight
knowledge is also of interest for internal
risk management purposes, since risks
will be better understood and conse-
quently better managed. Since corporate
customers and insurers are in pursuit
of the same goal, namely to increase
risk quality, they are looking at a win-win
situation which could therefore also lead
to a mutually agreeable long-term busi-
ness relationship.

Zurich Commercial Insurance is com-
mitted to assist captive owners with their
large and complex insurance require-
ments and interested in entering into long-
term business relationships. &
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