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The Property and Casualty Insurance (C) Committee held a public hearing during the NAIC 2007 Winter National Meeting. The purpose of the hearing was to gather information on the role of rating agencies and how rating agencies use catastrophe models to evaluate insurer’s credit risk
The Committee heard testimony from three organizations. The first was Martin Simons of the American Academy of Actuaries who discussed his recent activities with the Florida Commission on Hurricane Loss Projection Methodology. The hurricane activity during 2004 and 2005 was viewed as a wake-up call by some in the industry. These were very active years, and the increased two-year frequency, combined with increased coastal exposures, brought diverse methods of dealing with what the 2004 and 2005 hurricane seasons project for the future. Although the medium- or short-term hurricane models have not yet been determined to be acceptable for producing loss costs in Florida and other jurisdictions, these models are widely used by reinsurers and rating agencies in their analyses. Mr. Simon’s believed traditional ratemaking does not work for accurately measuring catastrophe exposures and catastrophe models can bridge the gap. He said there is no other method that can be used at this time.
Tony Diodato of A.M. Best Company indicated A.M. Best expects insurers to use some sort of a model, it could be an internally developed model. The output from any model is acceptable to them. However, they prefer the use of short-term models. They are looking to see the effect on insurer solvency and in doing so will evaluate its capacity to handle a second major catastrophe after the probability of the first major catastrophe occurring. In theory, if an insurer prudently manages its risk accumulations and is conservative in its appetite for surplus or earnings exposure, it should be able to withstand a reasonably severe event without a change to its rating. Bottom line they are looking for strong risk management and Best believes the keys to strong catastrophe risk management are: ensuring data quality in terms of the integrity, completeness and timeliness of the data collected; monitoring aggregate and potential loss exposures on a frequent and consistent basis; and, implementing controls that establish acceptable levels of exposure and integrate catastrophe management into the underwriting process. A.M. Best’s mission is to perform a constructive and objective role in the insurance industry towards the prevention and detection of insurer insolvency.
Thomas Upton and Taoufik Gharib of Standard and Poors indicated their mission is to assign credit ratings. A company’s ability to handle catastrophic risk is incorporated in their ratings on quantitative and qualitative bases. Catastrophic loss activity can have a significant impact on a company’s overall financial strength. Their standards have changed and will be implemented next year. Incurred losses from all catastrophes will increase over the next ten years and the higher risk will be imbedded in the ratings they assign.
Written testimony was provided to the Committee from two organizations. The first was Moody’s Investors Service. Seven key rating factors are reviewed underlying an insurance company or a reinsures’ business and financial profile. Moody’s has long considered catastrophe risk to be the most significant and volatile risk to capital over the short term. Their analysis assesses a company’s risk appetite and its ability to monitor and manage its risk exposures and also considers its reliance on reinsurance as a risk management tool. The catastrophe risk profile of individual property and casualty insurers can vary widely, depending on differences in risk-appetite, line of business focus, financial flexibility and capital adequacy, modeling sophistication/rigor, reliance on reinsurance (or other risk transfer mechanisms) and regulation.
Citizens for Homeowners Insurance Reform believes that since the rating agencies require an insurance company or reinsurer to use a catastrophe model, the rating agency should also be checking the accuracy of the models as the end result is that an insurance company charges its customers a higher rate.
Insurance regulators asked many questions of the rating agencies to learn more about their procedures. Regulators encouraged the rating agencies to involve regulators as they make changes to risk modeling assumptions.
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