CAT BOND REVIVAL

2010 ILS outlook

Michael Frith & Kevin Butler
Renewed interest in insurance-linked securities has seen this
business returning to the Bermuda and Cayman markets, aided
by recent regulatory changes

e insurance-linked securities

(ILS) market continues to play an

important role in the insurance

and financial services industries
in both Bermuda and the Cayman Islands.
In the past year, there has been a renewed
interest in ILS structures such as catastro-
phe (cat) bonds, driven in part by the need
to diversify investments and risk transfer
strategies, but also helped by recent regula-
tory developments designed to facilitate
such structures.

Bermuda

In Bermuda, the Bermuda Monetary
Authority (BMA) introduced amendments
to the Insurance Act in late 2008 that
introduced the concept of Special Purpose
Insurers (SPIs). These new SPIs provide
an efficient and cost-effective vehicle

for sophisticated insurance ‘sidecar’” and
ILS transactions that would otherwise be
established within a traditional insurance
company structure under the Bermuda
insurance regulatory framework.

The amendments creating this new class
of insurance vehicles are part of the BMA’s
ongoing efforts to enhance and develop
the regulation of insurers and ensure that
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Bermuda retains its reputation as an in-
novative and responsive jurisdiction. The
detailed guidance provided by the BMA to
the industry on the application of the new
class of business was developed in close
consultation with leading industry partici-
pants and aims to reflect the needs of those
industry participants while maintaining an
appropriate level of regulatory oversight.

It is anticipated that SPIs will be an at-
tractive vehicle for use in sophisticated cat
bond and life securitisation transactions,
among others, noting that, unlike tradi-
tional insurers, the nature of the underlying
risk is irrelevant when determining whether
the business is ‘special-purpose business’ (as
described below). Accordingly, insurance-
linked transactions having either long-term
(life) or general business underlying risks
may be carried out through SPIs.

SPIs will be licensed to write an entirely
new category of insurance business referred
to as ‘special-purpose business’. In es-
sence, in order to be deemed to be writing
special-purpose business and to be licensed
as an SPI (thus enjoying the benefits of
an expedited application process, overall
lighter regulation and nominal capital re-
quirements, relative to traditional insurers),
the applicant will be required to evidence

that the business it intends to write will
be ‘fully funded’ and that the parties to
the proposed transaction are sufficiently
‘sophisticated’.

The question of what is meant by fully
funded and sufficiently sophisticated has
been intentionally left to the discretion
of the BMA, in order to allow maximum
structural flexibility. However, certain key
criteria have been outlined in the guidance
provided by the BMA.

Fully funded

When considering whether a particular
transaction can be deemed fully funded,
the use of cash, time deposits and subor-
dinated debt are specifically identified in
the legislation as being appropriate for
this purpose. However, the BMA will also
consider other financing mechanisms,
and when determining whether or not a
particular class of assets is suitable for these
purposes, will have regard to factors such
as:

(i) the extent to which full disclosure has
been made of the fact that cedants’
claims will necessarily be limited to
assets held by the SPI; and

(11) that full disclosure has been made
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to the parties (initially and on an
ongoing basis) as to the investment
guidelines being utilised and the
asset quality from time to time. There
is otherwise no specific restriction on

the types of assets that may be held.

Sophisticated participants

The approach to regulation of collateral
described above is coupled with the other
essential element of the SPI; that they are
open to use by sophisticated participants
only. The transactions contemplated by
this new structure are necessarily very
sophisticated and technically advanced,
and as such, the BMA will have regard to
the sophistication and business acumen
of the parties involved before approving a
particular structure as an SPI.

Benefits

Where an applicant satisfies the above
criteria, and is licensed as an SPI, it will be
subject to an expedited application process
as well as a lighter regulatory regime than
that of traditional insurers. The most nota-
ble regulatory differences, particularly in the
transaction cost-conscious ILS context, are:

*minimum capital requirement of $1;

*the margin of solvency (the amount
by which assets must exceed its li-
abilities) is also $1;

ereturns of capital are not subject to
the restrictions applicable to tradi-
tional insurers;

*in appropriate circumstances un-
audited management accounts (for
example, prepared in accordance
with GAAP, TFRS and so on) may
be accepted by the BMA in lieu of
audited or statutory accounts;
and there is no requirement for a
loss-reserve specialist.

These legislative changes, and the BMA's
policy in respect of the application of the
changes, will serve to facilitate the contin-
ued development of sophisticated insur-
ance transactions in Bermuda. Cat bonds,
insurance sidecars, life securitisations and
transformer vehicles are just some of the
possible users of the SPI concept, with the
built-in flexibility of the legislation and the
continued accessibility of the BMA allowing
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the industry to develop new concepts and
uses as needs warrant.

Cayman Islands

While the legislative changes described
above have helped to make Bermuda a
more attractive jurisdiction for cat bonds
and other ILS structures, the Cayman
Islands’ cat-bond track record and result-
ing professional and service infrastructure
continue to make it a leading jurisdiction in
this specialised industry as well. The Cay-
man Islands is still seeing healthy growth
in insurance-linked securities and this is
largely due to its established involvement
with the capital markets over the years.

The Cayman Islands has been incorpo-
rating and licensing insurance companies
used to issue cat bonds for years. A compa-
ny wishing to implement such a structure
applies for a ‘Class B’ insurance licence,
which has no set capital requirements,
allowing the Cayman Islands Monetary
Authority (CIMA) the flexibility to issue the
licence with only nominal capital in place.

The flexibility of the regulatory regime
in the Cayman Islands, together with the
established infrastructure and reasonable
costs, have been instrumental in building
the Cayman Islands’ track record and will
most likely be instrumental in continuing
to see ILS structures (and cat bonds in par-
ticular) established in the jurisdiction.

In addition, CIMA remains a very re-
sponsive regulator, and since CIMA
has seen so many vehicles used for cat
bonds, the application and licensing proc-
ess is well developed and very straight-
forward.

It is also important to note that investors,
rating agencies and other professionals
involved in a cat-bond transaction have
become very comfortable with the Cayman
Islands and as such, rarely have concerns
about the structure or legal consequences
of using the Cayman Islands as a jurisdic-
tion.

As the need for diversification becomes
ever more apparent in the financial sector,
the popularity of ILS structures can
only increase and the innovative and
sophisticated international financial
centres of Bermuda and the Cayman
Islands provide a fertile ground to
develop the market. (&3

I CAT BOND GROWTH

In mid-January 2010, Fitch Rat-
ings published a report predicting
that the volume of catastrophe
bonds issued in 2010 is expected
to be at least as strong as 2009.
Fitch counted 19 new insurance-
linked securities (ILS) transactions
in 2009 with a total issuance vol-
ume of nearly $3.5bn, all but one
of these were property catastro-
phe bonds plus one catastrophic-
mortality bond.

The Hartford Financial Services
Group confirmed the placement
of an $800m cat bond to cover a
portion of its US hurricane expo-
sure, through Cayman Islands spe-
cial purpose vehicle (SPV) Foun-
dation Re lIl.

On 5 January Swiss Re an-
nounced it had entered info a
fransaction with Cayman SPV
Redwood Capital XI for $150m of
natural catastrophe protection for
California earthquake risk.

BNP Paribas said on 30 Decem-
ber 2009 it had placed $225m of
natural catastrophe protection
for Cayman SPV Lakeside Re Il in
a tfransaction sponsored by Zurich
Financial Services Group, also to
cover California earthquake risk.

Munich Re also made inroads
into the securitisation market with
an over-subscriped $225m cat
bond announced on 28 Decem-
ber 2009, again to cover Califor-
nia earthquake risk for Zurich Fi-
nancial Services through Lakeside
Re ll.

Travelers Indemnity Co doubled
its initial 7 December issue of a
$250m cat bond for US hurricane
risks through Cayman SPV Long-
point Re Il.

Earlier in December BNP Pari-
bas also arranged €75m of catas-
frophe bonds via Dublin SPV Atlas
VI Capital. BNP Paribas worked
SCOR in structuring and manag-
ing the transaction, for coverage
of European windstorm and Japa-
nese earthquake events.
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