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Liability Cat Bond: You Won’t See This on Animal Planet

by Joel Chansky FCAS, MAAA

Experts have verified the existence of a new species. It makes its
home on island nations, behaves in a fashion similar to a reinsurer,
and bears a resemblance to a catastrophe bond. In fact, it 7s a cat
bond, only instead of insuring against short-tailed property losses, it
protects against long-tailed liability claims.

We're calling this new species a liability cat bond. While it has only
been spotted once in the wild, there is little doubt we will see more
of them in the near future. Unlike traditional catastrophe bonds,
which generally do not require ongoing actuarial rigor, liability cat
bonds require an actuary to estimate liability /osses throughout the
term of the bond.

For large companies secking an alternative to reinsurance, the liabil-
ity cat bond can prove a valuable vehicle—so long as the investment
community sees enough of a return to justify future investment
(early liability cat bond sightings are inconclusive in that regard).

There is a finite amount of reinsurance capacity, with billions avail-
able worldwide. Compare that to the trillions of dollars available in
the capital markets. A company might find a reinsurer willing to
insure a $100 million dollar loss, but can they find one willing to
cover single-year losses that exceed that threshold? It is difficult to
adequately spread around risk and fill a reinsurance dance card when
aggregate losses reach ten digits, which is why “securitizing” insur-
ance risks in the capital markets has become an attractive option.

Cat bonds were born in the early 1990s following Hurricane
Andrew—a seminal event because it revealed the limits of reinsur-
ance. Since then, companies, insurers, and reinsurers have used cat
bonds to provide another layer of insurance, often protecting against
an insurers unlikely third or fourth hundred-million-dollar loss—
the one that finally exhausts insurance or reinsurance capacity. See
Exhibit 1 for a historical perspective on cat bonds.

How does a catastrophe bond work? Let’s say a company (“insured”)
wants a billion dollars worth of coverage over and above what they

already have available. Instead of paying an insurance premium and
hoping the insurer is still around when the money is needed, the
insured works through a special-purpose insurance vehicle (SPV).
The SPV can be independent or owned by third parties. It essential-
ly collects the money ahead of time from the investment communi-
ty and sets the rates up front in the bond offering/circular. Over the
term of the bond the SPV pays investors interest at a rate that con-
templates the duration of the bond, as well as the risk of loss of prin-
cipal. If there is an event, the bond issuer (SPV) has the money on
hand to pay the losses; if there is no event, the bond issuer returns
the principal to the investors.

Cat bonds live in tax-advantaged jurisdictions—island nations such
as Bermuda, the Caymans, or other domiciles favorable to an SPV.

The SPV borrows from investors and pays them a quarterly coupon.
It also sells the reinsurance to the insured, receiving reinsurance pre-
miums and paying claims, if any. Finally, the SPV administers the
bond throughout its term, mediating between the investors and the
insured when necessary. See Exhibit 2 for a diagram of the flow of
funds among parties involved in an SPV.

Cat bonds offer a unique proposition for an investor. The cat bond
often constitutes the insured’s last line of defense and is only accessed
in certain situations; either when particular criteria are met (for
example, a certain wind speed may trigger a cat bond) or after all
other insurance mechanisms are exhausted. If it becomes necessary
to tap into the cat bond, bondholders stand to lose their principal.
This is the major difference between a cat bond and other bonds,
where bondholders only stand to lose their principal in the event of

a default.

Why should an investor consider a cat bond? Because this asset
provides a potentially favorable return that is uncorrelated with the
market, making it ideal for diversifying a portfolio. 2001 was a ter-
rible year for underwriters and the insurance industry at large, but
cat bonds still “returned 9.45% that year, outperforming the
Merrill Lynch High Yield Master II index by almost 500 basis
points.” Cat bonds have become increasingly popular in ensuing
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years, with $2.3 billion issued in 2005 and over $2 billion
issued as of July 2006.

To date, cat bonds have focused on shorter-tailed property
risks (risks that are likely to be resolved in a faitly short peri-
od of time). Most cat bonds have a multi-year term. While
property claims can often be resolved, or at least assessed, in
a relatively short period of time, massive liability losses may
require many more years before final resolution.

When cat bonds were first conceived, liability and other
long-tailed risks were ruled out. Short-tailed risks, such as
property, were deemed the best candidates for cat bonds.

EXHIBIT 2

Flow of Funds: Liability Catastrophe Bond
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Using catastrophe bonds to insure third-party liability risks

is a long-tailed exercise, presenting a much different endeavor. Third-
party liability claims may result from bodily injury, contamination,
negligence, malpractice, or employee discrimination—each of which
have tails that can extend well beyond the life of the bond, since claims
can take years of litigation to settle. Yet a cat bond, by its nature,
requires a mechanism for bringing finality.

Enter the actuary. Actuaries can estimate the value of future claims and
project the ultimate cost of liabilities before they are settled. This role
has a name in the liability cat bond world: the Loss Reserve Verification
Agent. In this role, an actuary has the job of forecasting the cost of
unresolved claims, attesting to liability estimates, and confirming that
these estimates adhere to actuarial principles.

An actuarial analysis is also required before the liability cat bond is
issued. Prospective investors will require independent loss projections
along with the estimated probabilides that their principal will be
impaired or hit.

Liability cat bonds are well-suited for very large corporations, for cor-
porate pools, or for insurers—any entity that has significant third-party
liability risks. Many organizations currently go without insurance for
these risks, since they are beyond the capacity of the insurance/reinsur-
ance industry. However, a lack of capacity does not eliminate the need
to protect against multi-billion-dollar liability risks; witness the furors
over asbestos and Vioxx, among others.

Time will tell whether the capital markets deem liability cat bonds a
worthy investment. The potential for a complete loss of principal may
overshadow otherwise strong returns. But our bets are on the liability
cat bond finding a place in the market. As organizations find they can
insure the heretofore uninsurable, investors will find a way to make lia-
bility catastrophe bonds a worthwhile investment.

Joel S. Chansky, FCAS, MAAA, is a Principal with the Boston office of
Milliman. Joel specializes in alternative market issues. He has assisted
with the formation and/or ongoing actuarial needs of many self-insurers,
captive insurers, and risk-retention groups. Joel can be contacted at
Jjoel.chansky@milliman.com or at +1 781 213.6200.
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