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Speaker Pierre Laurin:Well, Good afternoon. I guess we might as well start. For those who don’t know me, I’m
Pierre Laurin. I’m a principle at Towers Perrin, and I’m the head of the Canadian Practice of ??. In my prior life,
I think it’s pretty relevant to what I’m going to talk about today, I was nine years the buyer of reinsurance for one
of the biggest commercial alliance Rider (ph) in the United States. We were also the second biggest buyer of
reinsurance in the United States, second only to AIG. So we bought approximately $3 billion of reinsurance every
year so we had to have a very, very strong reinsurance policy.

This is what we are going to be talking about today is how those elements of reinsurance are mixed with risk
management issues, and actually how cat bonds. We’re going to talk about index linked securities are actually
linking to that philosophy. So basically what we’re talking about today is really as I mentioned we’re going to talk
about risk management issues. How does reinsurance fit into this philosophy? Talk more specifically about
insurance index linked securities, cat bonds, of course, side cars, PCS index triggers which are also know as
insurance loss warranty and then look at where the trend of the ILS over times, and, of course, trends in terms of
the future. The one thing I have to admit that you can see we have a pretty big agenda here, also that I also have
an hour and a half. That’s going to be actually very long an hour and a half if nobody asks any questions. It will
be long for me. It will be long for you. So please feel free to ask questions as we go along. I will welcome them. I
think it will make this a little bit more interesting as opposed to listening to me talk all the time.

So what is risk management? Why do we buy reinsurance? I think we have to take it for granted that
reinsurance is a source of capital. It’s I think, well I think, a very easy concept in a sense that you buy reinsurance
to reduce volatility. Volatility itself is actually a source of capital requirement. So by reducing volatility by buying
in excess of loss cover, you reduce your needs of capital. So reinsurance actually is a source of capital in that regard.
Of course, also on a quarter share basis, a reinsurance structure also provides capital by providing capacity. So
again let’s just work on the assumption that we all agree with that principle that reinsurance is capacity, is capital.
The same concept does apply to reinsured, and reinsurers, in the sense that, of reinsurers also have the same issue
of limiting on their volatility by buying reinsurance, and they actually call intercessions. So in that sense this is very
important to realize that a lot of the things we’ll be talking about today are actually applicable to both insurance,
and reinsurance company. But the biggest issue we have on the table is actually really to insure the quality, and



insure that this capital you get from the reinsurance market actually is not eroded. A lot of risk management issues
that we have that we’re talking about today really are linked to that issue.

One element that we looked at when I was in a prior life in the United States, we looked at the ratio of

reinsurance receivables to surplus. We had the unenviable ratio of 150% of reinsurance receivable to surplus. That
was actually, we had more than 50% of our surplus actually owed by the reinsurers. So that figure actually put us
a very high importance in the quality of our reinsurance market, and a very good receivable to get from the
reinsurers. In Canada, I looked at those numbers we had over the past three years, and basically we can see that
the past three years of course the ratios went down from approximately 55% down to 35% approximately over time.
Again, I have to admit this is a very small screen. I hope you can see it. If you cannot see any numbers or, in fact,
I’m not a very strong proponent of the colours we have in our slides, but anyway any questions on the colours or
anything else, please say so, and I’ll try to explain the numbers better.

So basically you can see on the line graph that the ratio of reinsurance receivables to surplus actually went
down, of course, with the increase, and the controversy of equity over that time. It’s obvious to say, that with the
increase of surplus many companies actually have reduced their session(ph) to reinsurance market. So you can see
that, it’s obvious that you can see the ratio of receivables went down over time. None the less, it actually went down,
I think, faster than one would have expected. Actually, this is a lot of risk management thought process with
regards to retention security of reinsurance actually have taken hold in Canada. But, again, if you compare that
35% ratio to the 150% ratio that I was dealing with when I started my job in the United States, there’s a totally
different environment of reinsurance.

So what are the issues that we need to look into? Reinsurance as I mentioned is a source of capital. However,
you always have the issue of availability of reinsurance, and you need also to find ways to increase the quality of
that capital. So one of the issues that we looked at, at the time, was actually to find ways to diversify our source of
capital. Diversification has different meanings. It could be increase of quality of the reinsurance market. It could
be increasing, for example, introducing a very strong security list with maximum exposure to any specific reinsurers
with mandatory computation clauses. A lot of elements actually were dealt to again improve the quality of that
reinsurance receivable, and also to look at our prospective basis, what kind other sources of capital we can use to
support the business. We looked also at cash flow issues in terms of insuring that the reinsurers, there’s a difference
between ability to pay, and willingness to pay, and definitely the cash flow issues are important to looking into this
element. Another, of course, final one that we looked at also is a multi-year impact. In a sense, the ability to keep
a cover stable for a number of years.

So what we’ve done, actually that’s a structure that I’ve had put in place myself, when I was in the United States,
is our property cat cover. I will be using a lot of that information that we talk about today on property cat. We
had a structure where we had, of course, a very high retention, about $150 million retention. Then we had what
we call “traditional layers of reinsurance.” As we went up in the layers, on the traditional layers of reinsurance, we
changed the allocation of the percent of session to reinsure with regards to rating. So as we went up on the layer,
we actually given more participation to the AA, AAA, well there’s no AAA anymore, but to the higher rated
companies so that actually the top players actually had more participation, the top layers as opposed to the bottom
layer. The reason for that is because if you have a big event, you want to insure that this event, I’m talking about
a big catastrophe, remains in what we call an “earnings event” as opposed to a “balance sheet event.” So when you
have, for example, small events, and it’s all within your retention, that will affect, of course, your earnings. Your
retention earnings will go down because you have more losses. But if the reinsure top layer, if you have a situation
where your top layers are being attached on the cat cover, you have a situation where you’re certainly not the only
one, you have a safe assumption to make that you’re not the only one to be hit in the market, and that all the gains
at loss. By doing that, you also have the situation, and it’s potential that some of the weaker players may actually
not have the ability to pay. Again, talking about the willingness to pay, they have other fish to fry, and then they
will not pay the claim on time for you or for your needs.
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So we actually changed the philosophy in terms of allocation of participation of the reinsurance according to
credit rating as the layers went up. Then we say, “Okay, well, that’s not good enough. We need to insure that even
a top player for a very big event where they would a billion dollar, and more ?? that we need to insure that it’s even

more securitized. We have to insure the call the money will be there when we need it.” So we introduced a new
concept which was a collateralized layer. This was, basically the concept of that is that you actually have a trust fund
set up right at the beginning or inception of the program. So at 1-1 all the reinsurers were putting 100% of their
participation layer, into a trust fund before the event as a return at the inception of the program. Of course, should
there be an event be occurring, you have the first right side covered so money’s already there. So it’s fully
collateralized. You got no issues about cash flow. You’ve got no issue about ability to pay or even willingness to pay
because we had full control of the trust fund. Of course, the money, the interest rate belongs to the insurer, the
reinsurer, but we had control, and access to the money ourselves.

You say, “Well, that’s still not good enough. Now we need to do something to look at other capital sources.”
At the time, they said, we’re on of the biggest players in the commercial alliance. Our capacity needs were such
that we needed to have, to access other markets. So we introduced a cat bond, and, for my pains, and my sins, I’m
the main architect of the Campri (ph) cat bond which was implemented in 2005. This cat bond was, I think, the
first commercial alliance cover. It was the first commercial alliance that paid on an indemnity basis. For the first
actually paid for indemnity for flood, and also the shortest lived. We put the program in place in August 2005.
What happened in September ’05? Oh, Katrina. You may remember that the major reason for the losses in Katrina
is because of the dikes that fell down. The flood component was actually a major component into the loss. So had
we not included, into the flood coverage into the cat bond, the cat bond would not have paid. So woke up that
morning said, “Okay, that worked.” That was actually the one thing that was actually very important that we, I
was even told by my boss that it was a career limiting move, if this cat bond didn’t pay. So it was important to ensure
that it actually worked. I’ll be using that cat bond as an example of what we’ve done over time. Again, this cat bond
is the one I’ve done. It’s not the only one, of course, as many more have been done, but that’s the one I know best.

So a little bit of recircle (ph) context, index linked security starting about ’97. In my sheet, I put ’92, and I
knew it was a typo. It should be ’97, but anyway. It really was in response to two risk management issues that
were actually starting in that period of time. It was also a very hard market. It was a lack of capacity. So a lot of
people actually were starting to find, needed a new source of capital. So the very first index linked security was
actually based on regard to response to hard market. The reinsurance market wasn’t meeting the needs. We needed
to find other sources to do it. Well, that’s not quite true. The incident ratio market was not meeting the needs.
We needed to find ways to address the prices that reinsurance market was providing to the cedents (ph), and
actually make it happen.

So what was the idea? We said, “Okay, well we need to find a way to increase reinsurance recapacity. We need
to find a way to reduce earnings volatility.” Again that’s typical reinsurance cover. “We need to reduce the capital
volatility. In a sense, ability to get access to capital, and we need to diversify it, because you cannot put all your
eggs in one basket. Again, the example I was using earlier about the fact that we had a very stringent security list.
At one point, and time, you get to a point where if you actually have a too stringent security list, you get all you
exposure against one specific reinsurer, and you get to a point where actually that specific reinsurer has too much
exposure against your own capital. So we actually had standards which was saying that we couldn’t take, for
example, more than 10% of their surplus against our exposures. We had against us was 1%. So we had to actually
again standard that’s linked the reinsurance receivables both past, and future against our program. If they reinsurer
had too much exposure against us either, as I said, we implemented a mandatory commentation (ph) programs or
we just put them in a program. We couldn’t afford it. There was too much exposure.

So going back to diversification of capital, we need to find other ways to foot capital. Also, we found that,
again, the structure of index linked securities actually are a very important part of a stringent component of how
you deal with insurance, and reinsurance, in a sense, and now it becomes a real integral part of a risk management
thought process. As I mentioned earlier, it’s also an alternative to the traditional reinsurance for private investors.
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That’s really what is important in this element here is the fact that, of course, any kind of structure are two players.
Talking about Jacques Demers, I have to be careful what kind of players we’re talking about here.

We have, of course, the cedent which is the person seeing the claims, and, of course, the reinsurer who actually

is providing capital. In this instance, we’re talking about private investors who are willing to provide capital to
support your business. The other good thing about the ILS is the fact that it can be customized to any kind of line
of business. Historically, when it very first started, it was USA who started putting the programs in place. USA,
as you may know, is one of the biggest personal alliance writers in the United States, humongous frequency,
humongous database, very high quality information. So they started working with programs that were, you know,
with a high level of predictability. Well, actually now it moved to commercial alliance, as I said, it moved to now
actually I heard of any or no cover. So it’s a little bit more different now.

So what are the three major categories of index linked securities structures? There’s what we call cat bonds.
There’s side cars, and PCS index triggers. My daughter this morning was saying, “Well, is it a dog bond or what
is it?” Then she started drawing a little picture of a cat on a motorcycle and a dog in a side car, and everything. So
it was actually interesting to see her sort of put all those different elements together. So it’s a cat bond for
“catastrophe bond,” and a side car, and PCS index, as I said, is industry loss warranty which we’ll talk about in a
few minutes. So, again, any questions so far or too fast, too slow, fine? Okay. (laughter) ??

So what are the types of cat bonds we have? Cat bonds can be categorized by types of trigger. The word,
“trigger,” means that what is the trigger that actually makes a payment to against the cover. On a normal reinsurance
cover, we have what we call the UNL, the Unlimited Insured Loss, no, that’s not it. Anyway, it’s UNL ??. Sorry?

U-F: Ultimate Net Loss.

Speaker Laurin: Thank you. Ultimate, I knew it was ultimate. Thank you. Ultimate Net Loss, the idea here is
that when the ultimate net loss actually reaches the attachment point, the reinsurance starts to pay. So on a cat bond,
to start from the bottom left, got indemnity. So basically the cat bond will pay when the ultimate net loss reaches
a certain trigger, certain attachment point. On the totally other side of the scale, which we could call the pure
parametric, these are based on totally independent triggers outside of losses. For example, the best example would
be an earthquake. If an earthquake would actually reach, for example, eight on the Richter scale, the cat bond would
pay. So it’s totally independent of your own losses, totally independent of even the industry losses, it’s just based
on the event itself. Could be, for example, the size of the catastrophe, be it category five or whatever the size of
the event. So the trigger is totally based on the description of the event, totally independent of losses themselves.

You move then to the parametric index. Parametric index is a mixture, of course, of a little bit of mathematics,
which are the index outside the box, and your losses. So the parametric index basically says, well, let me first run
the model loss so it will be easier to explain the parametric index. The model loss basically says you have a portfolio
which you currently use, and with which you have estimated your exposure using RMS or AR or whatever model
you use. That model will generate a result, and a curve, an exceedings portability curve. Basically we’ll say that for
100 to 250 year event we have $500 million cover, and that’s for the attachment point. This number doesn’t
necessarily represent your own losses. It represents what the model thinks. So in the model loss parameter, the
trigger, basically what happens is that following an event RMS / AR will actually give what we call a “footprint.”
That footprint is then put into the model, and with your own losses, and your own exposure base, we’ll then see
if actually the trigger is attached to the model itself. So again, it’s totally independent. Sorry?

U-M: (off mike) Do you specify exposure base?

Speaker Laurin: Yes, you do. You actually have to actually…

U-M: Second time with you December 31st dataset, if you’d grown 10% since then it’s your tough luck?



PROCEEDINGS OF THE CANADIAN INSTITUTE OF ACTUARIES Vol. 19, September 2008

Speaker Laurin:No, we’ll talk about that the resetment (ph) of the attachment point. I said, I will talk about that.
But you’re right, that’s exactly one of the problems we have on this issue. That’s a good point. So yes exactly to a
point, you actually send a portfolio in or you run your portfolio through the model, and if the model says, through

the footprint that was given through the system, or the RMS or the AR, says that you actually exceed your
attachment point, the cat bond pays. If not, it doesn’t pay. Not withstanding, it’s totally independent of your own
losses themselves, actual losses.

On the parametric index, it’s the same idea. The big difference is that the characteristics of the portfolio are
predetermined. So once you actually have a portfolio which is determined once, and that portfolio has a given
characteristic. That characteristic will stay constant over the period of time, over the whole period of the cat bond.
So it doesn’t matter if you increase your volume, change your volume. That index actually is, or those characteristics
are filled in, and then again they flow through the footprint of the event, through the model, and if it’s actually
hit then you actually get paid.

The industry index is another one. Industry index again is totally independent of your own personal losses,
but are based on the industry event. Good example is, right now, IKE. IKE was meant to be about $20 billion.
Actually that was the first estimates. Right now, it’s down to $12, $14 million. So if the attachment point was $15
billion, the cat bond would have paid first. But now actually as the estimate is down below that figure, then it will
not pay. Again these are totally independent of your own losses.

So that’s what we’ll talk about now. We’re gonna’ talk to you in terms of basis risk. Anybody know what basis
risk is? Yes. Okay, basis risk is…

U-M: ?? they pay back enough to cover your losses.

Speaker Laurin: Not quite. It’s the difference your actual losses and what they actually get the money back. So
it’s basically, on an indemnity base, on a true reinsurance program, your losses are above the attachment point; you
get 100% of the 1:1 losses. So you get, in theory, no basis risk. As you move away from that situation, you move
towards a more index parametric base or move toward an index based structure. Of course, these triggers are
independent of your own losses themselves. So that you have, of course, a bigger basis risk. In theory, if you follow
the market, for example, on a model loss, if the model is very good, if you have a very, very large loss, the model
should also reflect that. So, in theory, that’s why we can see that the basis risk move from the left which is very no
basis risk to an indemnity base to a very high basis risk to a sponsor of when good parametric because again these
are totally independent of the losses, actually losses you have.

Now the other axis is the transparency for the investors. Again, I already mentioned earlier there are two sides
of the coin. Our side is the cedent(ph) side which is the risk to the sponsor. Of course, now the investors who will
be providing the capital also have some risk. Their risk is, they would say, they don’t like it as much on a transparency
wide because you don’t know, you have no control over the elements as you go down. So for them, investors prefer
the pure parametric, in theory, because the cedent has no control of the situation, it’s totally independent of their
loss or actually it’s talking about their rolling the dice. You know, they know exactly what’s happening.

On the bottom end in indemnity based, you could have a situation; the indemnity could have an impact on
claim management procedures by the company. It could have an impact on laws. For example, you may have seen
on the Katrina, I think it was State Farm that was for sued for their flood coverage, quite significantly. Just lately,
they just got a reprieve, and actually they won the suit. But had that suit not been won, talk about a subsequent
event, that would have been pretty awful, in terms of the amount of money they would have to pay. So if they were
indemnity based for in terms of investor perspective, that law, the case law would actually have an impact on the
investors. So we always have these two conflicting powers or, for lack of a better word, interests. In theory, the
sponsor prefer indemnity base because they have better control. They actually get 100% of the money back.
However, that reduction of basis risk is at a cost. We’ll talk about that in a couple minutes.
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So to give you some example of what is the characteristic of a cat bond, in theory, and for the most part, you
have one sponsor. So basically a sponsor is the cedent basically. So the cedents actually buy the reinsurance cover.
Also, the company actually sponsors the program. It’s event based. So you have to talk about hurricanes, we talk

about earthquake and we talk about ice storms. So you have to talk what those elements are included.
It’s also, in a cat bond, it’s the important element is also only the model exposure are covered. Now that

actually this is the first time I’ve heard about the fact that this is actually just slightly changing right now in the
cat bond; where owing to the softness of the market right now, some non-model exposures are starting to introduce
themselves. But when I was creating a Campri(ph), the biggest exposure was flood. RMS at that time did not have
a flood, and still doesn’t actually, doesn’t have a flood cover. They don’t model flood. In fact, that’s one reason
actually it took us two years to put Campri in place because we needed to insure that RMS changed it’s model to
include flood coverage or flood exposure. So that’s how we forced, encouraged strongly RMS to produce some data
to include the flood coverage, and the exposure be covered. Again, force is fully collateralized because then the
money’s up there up front.

There are also what we call non-indemnity triggers into those covers. One of the biggest problems about a
cat bond is actually the disbursement of funds. Those triggers, for example, in theory, and like U&L(ph 25:37)
type of a situation, you get paid on a paid basis. So when your losses get to above certain pay loss are actually
above a certain trigger, you get the money back from the reinsurance market. Non-indemnity triggers are typically
on an incurred basis. They take into account the assigning of losses also. This element actually is very important
because that determines how much money you pay to the reinsurer, to the investors. When the triggers are actually
reached on a non-indemnity based, you then get actually a break in the premium. You only pay certain amount.
So that’s actually important components of the cat bond actually changing when those non-indemnity cover
triggers are actually attached. Because you appoint the regular resettle attachment points, I’ll talk about that in a
couple of seconds, if I may.

The strict disbursement on the proceed(ph 26:35). Cat bonds are on auto-pilot. There’s no management in
this thing. It’s meant to have nobody. Everybody’s doing nothing. We got together, and did this early today, but
there’s nobody managing this program. It’s on auto-pilot, and all the different elements are predetermined. Actually
I was told after the fact that some of the small errors we did on Campri is that there was a timing issue in terms
of disbursement that we missed by, it was a month delay. We missed that time frame on those settlements. So we
lost a month of payment, but none the less. We couldn’t change those even though both sides of the table agreed
that the wording should have been perfected, we couldn’t change it. We had to actually operate, as I said, this is
totally on auto-pilot. Generally, it’s a high basis risk. So basically you’re trying to limit those basis risks, and, of
course, high yield for investors.

So this is what a cat bond looks like. Actually it looks complex but actually it’s not that bad. It’s actually easier
than it looks. If you start from the top right, sorry, top left, “sponsor,” so a sponsor is a person that actually, as I
mentioned, is a cedent, who is interested in buying in a cat bond. So that sponsor will pay to the SPV, or the
Special Purpose Vehicle, a premium, and that will be akin to any premium you pay to your reinsurance market.
That premium is provided to… Well, before we do that, the ones that talk about sponsors pay the premium to
the insurer. On the right hand side, the investors have put in place all the funds or all the cover ahead of time to
basically their bonds. So they basically invested the money, give the money to the insurer. However, the insurer
doesn’t hold any money. The money resides in a trust account. There is no money anywhere else into this graph
than in the trust account. So what happens though the trust account though, of course, will generate some income
or investment return. The swap counter party on the left will guarantee the fluctuation on the interest rate of the
trust account, and basically insure that the trust account generates, in this example, libore(ph), or what ever number
you wanted to put in, but basically a given rate of return on the investment account, on the trust account that were
actually generated by the assets that support the program. So the swap counter party acts as a balancing element,
and ensures that we produce the right rate of return.



So the trust account generates libore, and libore then, the rate of return is then paid back to the investors. So
the investors get two elements. They get the libore which is actually the investment on the trust account, plus a
premium paid by the sponsor. So that would be the total amount of money that the investors get. That’s why we

talk about higher yields. It’s typically the premium that you get from the sponsor. Actually, it’s typically actually
provides higher margin than you would get normally on corporate bond. Once they assume there will be no event,
if there is no event, and the hold period has been exhausted, the trust account liquidates itself automatically, and
all the funds are returned back to the investors. But if there is an event, now the trust account pays claims to the
sponsor. Depending on the trigger, if it’s indemnity based or parametric, you pay either very fast or very slow
depending on those elements. Again, those rules are very well defined at the beginning. Whatever is in excess of
those covers actually gives back to the investors at the end of the day. As I mentioned earlier, Campri, we actually
said, “We’re the first one that ever been attached to a cover” and we actually exhausted the line totally. We paid, I
think, $60 million, and we got $190 million back. So it’s a good return, from that perspective. Any questions on
this structure?

U-F: ??.

Speaker Laurin: Libore is the…

U-M: ??.

Speaker Laurin: I don’t… Sorry, sorry?

U-M: London ??.

Speaker Laurin: You said, London, so it’s UK ?? very risk free.

U-M: ??

Speaker Laurin: It’s a risk-free rate type of thing in the UK. So going back to the attachment point and that’s
actually a very important element because, especially on indemnity base or a model situation, the attachment
point will vary over time. The attachment point is determined in a cat bond on an exceeding probability, so

basically a one in 250 year event, and a one in 500 year event. But as your portfolio changes over time, that
attachment point will change. So there’s a reset that occurs on a regular basis. That’s actually both on the top, and
bottom end. So the timing of the reset is essential because that actually determines when you determine your
attachment point. So typically you should try to coordinate your renewal dates with your traditional reinsurance
as much as possible. But going back in terms of, if you use an example for today’s environment, you use, for
example, July 1 data for the 12-1-1 renewal date. So you have a portfolio, you run your RMS models through it,
and then that determines what you’re going to be buying. But what happened is that, solely on a prevent basis, you
got an initial attachment point which is determined prior to the inception of the program. So using the July data,
you determine what is an attachment point for 1-1. Typically, anyway, using Campri as an example, we had in July
1; we had another run of the data. That was done, and that would be actually what we would call the true
attachment point for the cover for the year. So the attachment point actually will be recalculated, and based again
on the exceeding probability as determined in the program. So again let’s say a 250 year event or 500 year event,
these kind of then determine what would be the attachment point of the cover. So of course you could have
potential gaps in your cover. For example, if you drew your portfolio between the 12 months period, the attachment
point would go up. You have maybe a $25 million gap or that kind of thing. So it’s very important to have an early
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view of that attachment point. So we can actually turn it around pretty fast to the reinsurance market, and actually
cover that gap.

On a post-event event, also the attachment can be also; actually it was reconfirmed post-event also. Again, in

the Campri example, owing to the time frame we actually determined the attachment point in the event itself.
There was a month. So there was no calculation. We didn’t recalculate the attachment point. But if, for example,
you did the attachment using July data, as I say, ’08, and the event occurred in June ’09, that was before the reset
of the attachment point then you actually would be doing a post-event attachment point review. Then you can
have a real problem because you can have a true gap in your coverage or an overlap. It’s unlikely, but it’s possible
if you have an overlap. So the reset of the attachment point actually is a very important element on the cat bond.

So compared to traditional reinsurance, cat bond actually uses, typically, it’s an excess of loss structure. So going
back to the picture I had earlier, you’ve got the sponsor who actually buys reinsurance from the SPV. This contract
between the sponsor and the SPV is a true reinsurance contract. So the good thing about this is actually you don’t
have to modify your internal systems. Everything flows perfectly. It’s actually another reinsurer, and this is an example
as Campri. So as a cedent actually it’s a very good thing. Of course, it’s fully collateralized where typically reinsurance
programs are not. It’s a different source of capital. It’s also what I call, “defiance of,” it’s a specified peril as opposed
to an all-risk peril. Cat programs are an all-risk peril basis typically. So it covers, for example, World Trade Centre
was covered under the cat programs. That would have not have been in a typical cat cover, cat bond cover.

One element also which we didn’t touch too much is consolidation issues. One of the killer questions we had
on Campri was that we didn’t want any to ensure that Campri would not be consolidated within a corporation in
a holding level. To be frank, this is beyond my skill set, and knowledge why that was the case. But that was one of
the specific instructions that were given that we need to ensure that whatever structure we put in place to ensure
that would not be consolidated. At the time, we were following a US gap on Fin 46, and it was deemed at the
time that it was not consolidated. All I can say is that the cat bonds themselves; some companies may want to have
it consolidated because they may want some additional capital. To be frank, I didn’t quite understand all the ins
and outs of the consolidation issue, but it’s an element that you need to consider when you do put a cat bond in
place that what you want to happen. I’ll talk about that in a few minutes also, but it’s IC 12 on FRS actually
introduced a new element with regards to consolidation.

So for the debt investors, what are the advantages of doing cat bond? Why would you want to do that for an
investor? So again it provides a somewhat relatively higher yield because you actually get more money as you invest
in a corporate bond. You have the ability to customize the terms and conditions quite to your liking. So basically
you can define what type of risk you want to take. You can, of course, clearly define the risks, and parameters you
want to play with. But last, but not least, which I think is a very important element for them, is the strong
diversification. Cat bonds typically are not correlated with their typical investment portfolio. So that’s actually a
good element at times. The investment actually is worth the diversification element.

From a sponsor prospective, of course, the big thing is actually, we talk about the risk management issues. Cat
bonds do address those issues. There’s no question about that. It’s one of the best tools you can have. Diversification
of capital, we talked about that, a cause of collateralization of cover, ?? coverage, and. of course, multi-year coverage
which is also a very strong positive element.

One element I think I would like to talk about is actually the difference between indemnity, and parametric,
and the differences between the two elements or the two sides of the equation I talked about earlier. We said earlier
about the indemnity elements are actually based on the company losses as compared to parametric which are based
on model data or external triggers. So basically again indemnity has no basis risk, and parametric has higher basis
risk for the cedent. On the indemnity side, you get reimbursed as you pay your losses. On the parametric, you can
actually get your money right now. Of course there are two extremes in that element, but as I said earlier, there are
also big costs associated with that. Typically, parametrics are cheaper, relative terms, than indemnity based because
there’s “more risk” to the investors then you would have on a parametric basis. So there’s a cost component that if
you want to have an indemnity based cover, you’re going to have to pay more. There are also more administrative



issues that will need to be dealt with. Parametrics are easier to handle, especially if you’re pure parametric. There’s
no reset, there’s nothing, it’s just based on whatever the event is. On indemnity base, you have to reset the
attachment point, you have to provide data. So there’s a lot more work to be done, and I understand there’s a lot

more administration also. So, again, indemnity, and parametrics one is not not necessarily worse than the other.
Typically, sponsors do prefer indemnity because the reason why they want is to eliminate the basis risk as much
as possible, and, typically are willing to pay the margin required to have indemnity based. But that varies, and some
people actually have some different views on this.

So what are the requirements for a cat bond? Cat bond is not for the faint-hearted. This is clear. Okay, as I
said, it took us two years to put it in place. We had three runs at it. I stopped it twice because it didn’t meet our
requirements. We had to redo the languages. Going back to the picture, you see all the different lines were
individual contracts. So we had about ten different contracts in this structure. So again everything’s on auto-pilot,
but it requires a lot of work. It requires a fair amount of sophistication, and is also rooted; to me cat bonds are
rooted in a risk management process. It is not for the fun of the game. Why do you do this? You do it because you
want to control your capital, you want to increase the security of your capital, you want to diversify your capital.
So it’s rooted in the ERM thought process. If you apply it just on the pure sexy way to do it, it’s not sufficient. As
I said, it cost a bit more than traditional reinsurance; also, a very strong way to address risk management issues.
Yes, Chris?

Mr. Chris Van Kooten: ?? the underlying investment risks. We had our party in a libore.

Speaker Laurin: Yeah.

Mr. Van Kooten:Two years ago, I was probably slam-dunking ??. Did that change in the last month? Do you think?

Speaker Laurin: Very likely, but that’s a swap counter party responsibility. That swap counter party actually gets
reimbursed for that. You pay for a certain margin for that, too. So that structure, I would be surprised, actually it’s
an essential element of the structure because investors of bond, they will get a, let’s say, 10% of return on the yield,
and, of that, 7 maybe from the premium, and 3 from the investment. So all those numbers actually are
predetermined. So yes I would agree with you that this is an element which actually will fluctuate. But, in this
element, the swap counter party will be the entity who is actually taking the risk for that. So in order for the whole
thing to stand, you have to have that swap counter party to ensure the return because, as I said, the investors on
the cat bond get a given return, not more, not less.

Okay, now we talked about cat bond. We talk about side cars. On side cars, it’s totally different element here.
Typically, side cars are for reinsurers. Traditionally, new reinsurers have come into the player into the post a new
large event. Typically, you have a situation, for example, at World Trade Centre. You got Endurance. You got
Montpellier of this world actually came into play. Post Andrew, I believe, was ace in Excel. So there are promotions
actually, I went to Bermuda, and I created a new reinsurance ?? post in large events. The reason for that is, of
course, that they believe that post in large event, the reinsurance market will harden. The premium will go up. So
that it should be a good time to get into the market. However, for the current players, of course, there’s a capital
issue. You have to pay the loss. Their own capital is actually under pressure because they most likely have been taken
down. But they themselves want to, with a reduced market, reduced capital base want to increase your writing
because they themselves know that market will harden.

So the other element, of course, in a side cars is the models themselves. We all know that, under Katrina, RMS
following has made some significant changes on the model because they realize that the models actually were not
good enough to reflect the losses. So all those elements say, “Okay, how do we deal with this issue? We have an
event. We want to get into the market. How are we going to deal with that?” So another lesson from the prior
promotion was the fact that many of the new insurance have actually very short term horizon. They wanted to get
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in. For example, I use the example that I know very well because Endurances used to be part of my prior company.
Well, actually, I was working for Zurich, it’s a no-no situation. But anyway Zurich had a $250 million investment
in Endurance at the beginning. Their perspective was a very short perspective time frame. They wanted to get out

in two years time. They wanted to take advantage of the market, post-World Trade Centre. But they also wanted
to get out of the market very fast. The problem at the time though was that in order to get into the market you
had to create a whole new infrastructure. You had to create a company. You had to create CEO’s, underwriters,
claims managers and systems. You had to create an infrastructure. You couldn’t just get into the market. So we had
very short-term horizon, very high opportunity perspective. Many actually of the IPO’s on those survivors, actually
some of the promotion actually did not survive because some of them did not make it. Many of those entities
actually on the para-promotions actually were IPO’d out, and then going back to Endurance as an example, they
bought back Zurich’s shares at par, but that’s another issue. So they were able to get their own money back and
actually now become a strong reinsurer in their own right.

But try to put yourself into the investor’s perspective saying, “I don’t want that. I want a structure that will
allow me to get in and out of the market with minimum administrative costs, minimum friction costs, and have
the ability to just hone in on two years worth of experience.” So what they’ve done is that they created what they
call the “side car.” A side car in a very broad term is a reinsurer that provides a quarter share of cover to another
reinsurer on a very, very broad basis. So basically it’s a reinsurer that will take on capacity from another reinsurer.
So again, typically, it’s just one sponsor.

Actually, I could give you a good example of with Montpellier. Montpellier was actually one of the first ones
that did create a side car. The problem was that they invested their own capital in a side car, as opposed to using
external capital. So that didn’t really help them because they didn’t get additional capacity. You’re just putting
money in their different buckets. So the purpose of additional side cars is to get additional capacity or additional
investment from a third party. So you actually do get additional capacity. So I didn’t write this down but it’s
typically on a quota-share basis. Again, it’s portfolio based. But while it’s actually based on the event evaluation of
the portfolio of the reinsurer is of course modelled, it will cover on model exposure because the original structure
or the inflow is actually through the UNL cover. So they’re basically under cat programs. So what actually gets
seeded out is all the losses that the reinsurer itself will cover. So it will cover both model and non-model exposure.
It’s typically on the indemnity cover. I don’t know if there’s was side car are not. I maybe wrong but I don’t believe
there were any.

There’s no reset of attachment points because it actually pays on day one. But there are capacity resets. For
example, the front reinsurer, the sponsor writes too much or not enough, they actually may require more surplus
because this is all based with regards to premium to surplus ratios. So if you actually have too much risk, you put
it into, the bonds themselves are subject to a class, a rating and the rating is based on the riskiness of the portfolio.
If you’ve got too much portfolio, in ratio to the capital surplus, then your bond value actually goes down. So
they’re what we call actually capacity resets. Actually force us to either stop ceding into the side car or it requires
additional bonds to be issued. Again, these are again auto-pilot structures, the strict disbursement of proceeds, low
basis risk for the sponsor because he actually gets dollar for dollar. Again it’s somewhat for the investor on the side
car bond holder. It’s a high yield, higher than corporate yield, but typically lower than cat bonds because you’ve
got your portfolio impact. On a cat bond you can actually determine how high up you want to be only on your
cover. On the side car, you actually get, of course, the portfolio impact. So the yield is compensated by the stability
of the results.

Typically it’s actual on the short tail business. Again, cat covers; typically they have a portfolio of cat exposures.
One of them actually which is fun actually or interesting actually as that the side car is truly a reinsurer, it does
require actual opinion. So that withstanding there’s nobody managing at the helm. Everything’s on auto-pilot. It’s
a legal entity and it does require a natural opinion. One thing which actually I was surprised to see is that some
of them actually do have what we call, “payback mechanism.” Meaning that if their losses are too high, the sponsor
has to pay pack the side car entity. That actually has a strong impact on risk transfer. If you have too much of those



elements then you got, of course, situation then you’re transactions aren’t recognized as reinsurance accounting.
You get into deposit accounting and get a whole slew of problems. So you don’t want to be there. So that’s the
structure of a side car. Again, you’ve got the reinsurer who’s basically the sponsor which will pay money to the side

car through the premium to its holding company. The money again is not in the side car itself. The holding
company’s actually in the collateral of trust. So money flows all the way down to the collateral’s trust, in terms of
the premium, sorry.

That’s another characteristic of a side car is the fact that you’ve got equity investors and bond investors. I’ll
talk about each one separately in just a couple minutes. Again the same idea is that the debt investors themselves
get a given proceed, in terms of like a natural bond, like a normal bond. Equity investors themselves, of course,
get results on the equity and the actually get, if there’s a profit, they actually can profit as would we, the reinsurer
on the front end also. So basically the money goes from the reinsurer to the side car into reinsurance company goes
into a collateral trust. The investment from the right hand side goes from the investors to the holding company,
who actually owns the side car. So the owning structure is very important here because of the equity investors. The
equity the investors themselves will have a share in the profit or losses into the side car reinsurance entity. Debt
investors themselves will only get, of course, the return on their bond’s value. So it’s a somewhat simpler structure
because there’s no swap counter parties, as all the risks are shared between the sponsor and the side car. The point
again of the side car is to provide capacity on a quarter share basis to the reinsurer. It allows the equity investors
and debt investors to participate in the program and get in and out very fast because you can close the side car
tomorrow if you want to. There’s no obligation of longevity or anything like this.

So how are they predican (ph), oh, we just talked about that, we’ll just skip that. One element actually is very
important. You have the legal structure of side car actually is very different from a cat bond. In a sense that they
have quarter share structures, but they also have, of course, equity structures; where cat bonds have no equity
partners into this element. These are just some examples of all the different legal documents you need to go
through: the collateral trust agreement, you’ve got a debt prospectus, you’ve got some legal enforceability is very
important because if you, as I said earlier about Montpellier, they put their money in their own side car. The rating
agency said, “What’s the point? Thank you very much. We’ll go back with the change in rating.” They reissued a
second side car which external money at that point and then actually was able to increase the rating after that.

The terms of the anatic (ph) issue for a side car, of course, the investors themselves have to look at a business
profile or portfolio. So they themselves are linked to a corporate, what the cedent company can provide. It’s re-
linked to the underwriting program. You want to control the sponsor’s activities; so that actually the side car will
have quite an impact in terms of the management of the company also or at least some directions. These are just
things I need to go through, when you actually do the model. You have to look at the models. You have to look
at the provability. The cause of the assets in a collateral trust actually is very important element, because that’s
when the money will be paid. They will be used to pay their losses. Again, these are on auto-pilot. You don’t want
to be in a situation where the money that was ceded from the cedent into the trust fund will not be there after the
fact. So going back to your point, Chris, in terms of if those monies actually lose a full impact because of the
market, there’s nothing behind that right now that supports the quality of the assets on the trust fund basis.

Okay, compared to traditional reinsurance, side cars, they basically, as I said, typically use the quarter share
basis. It depends strongly on the cedent companies reserving and claim practising. So basically the cedent controls
the loss experience. The performance of side cars again is a matter of reinsurance. They, of course, they will collect
premium and pay losses. So it is akin to a reinsurance company. But again the danger of that is that you can, is
actually very short-lived. It’s highly structured, again limited purpose in a sense that it can only do one thing
which is to provide capacity to that reinsurer. It cannot do anything else. It cannot go and buy something, write
something else. It can only provide a quarter share program to the cedent element. As I said, it’s absence of active
management team. So it’s a very low cost in terms of operation. It’s on auto-pilot. Everything is done through the
trust fund and the cash fund is very tightly controlled.
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So for the sake of this perspective of the equity investors, so what is the advantage of the equity? Why would
you want to go put money into a side car? Well the advantage of an equity perspective is, of course, you have an
opportunity to get into the market very fast. You can actually without having the need to create the full

administration structure, so a whole management structure. You have basically no legacy issues because you’re only
writing on a perspective basis. It’s a low cost, all things relative. Again you don’t have to get marketing teams. You
don’t have to get claim managers. You just put a shell in place. It also allows for a very rapid exit. That’s what
investors want to do. They want people to get in the market, take advantage of the hard market and then get out.

So the debt investors, now remember there’s three paid players are your equity investors, your debt investors
and the sponsor. In this instance, the debt investors themselves have a choice between a cat bond and a side car.
Again they have a relatively high yield as compared to corporate bonds. So the same thing about ability to, again
we didn’t talk about that here, but it has ability to diversify the portfolio. Also the fact it’s also not what we call a
growing concern because if there were a major loss, the side cars typically are not what we call recapitalized. We
just let it fall. It pays the loss in that sense you walk away. So that’s really, again put that in perspective. Side cars
are meant to support on a short term basis capacity needs in a time of crunch, time of difficult times.

From the cedent company’s perspective, that actually is a very useful tool because you can actually, the cedent
itself actually has a higher control with regards to terms and conditions. You can actually get very good ceding
commissions out of that. So it can actually help pay your own administration costs. You can actually get market
shares through a hard market because if your capital were actually depleted through prior loss and you want to
continue playing the market, having this side car allows to play in the market and follow same time, not have the
capital support your business. Again for the cedent company perspective, if now the capital is back up, you can
get rid of the side car and actually keep it all for themselves. I’ll talk about again diversification of source of capital.

So that’s a side car. So we saw the cat bond, we saw side cars. Now we’re going to talk rapidly about the PCS
index for securities. PCS basically, as I mentioned earlier, are also called, “industry warranty loss.” So basically
these are driven by the industry loss themselves. The good thing about these actually is they are very liquid
investments, in a sense that they actually are being traded very rapidly. Cat bonds are also traded, but not traded
to this extent. Especially in a pre-event or when you have, so there’s actually some time frame where those
investments have actually been traded. It’s a very popular form of investment, interestingly enough. The interest
in ILS, ILW, excuse me, or PCS index actually have increased over the past few years. Again the advantage of that
it’s also totally independent of the buyer. So if you want to collateralize or diversify your investment portfolio, try
to get some market offset against your own potential losses, by buying those ILW’s you can actually get some
money back, if you have actually have a large loss and your reinsurance program, for example, doesn’t pay.

So let’s talk rapidly about the growth of the program. As I mentioned earlier, these events, the large events for
the work for a censure, like Gene, Katrina, Wilma, actually were typically historically the drivers of the purchase
of cat bonds. So, it would be the large events actually where you can actually, the tar market actually was the driver
of those elements. However, we seen in 2006 and 2007, a significant growth in the purchase of cat bonds and ILS,
index linked surveys. So the important element here is the fact that we start realize the fact that ILS are now a part
of risk management tools. They move from a tactical perspective to a strategic basis. I have to admit that people
now are realizing that ERM-type of thought process is very important. Now they realize that cat bonds actually
are here to stay and actually are a very good source of diversification of capital. So in 2006, 2007 seen this incredible
element. In fact in 2007, I believe, Merna Re, which is the biggest cat bond ever showed by State Farm, $1.2
billion of cat bonds. It’s a humongous amount of money and this is just fully funded. So that actually is a big
change. You can actually see the columns are actually the amount of money and the blue curve itself is the number
of transactions. Of course, the two of them follow one another, but you can see that actually the averages actually
went up so that the size of the transaction went up over time also.

There also has been a change with regards to the types of peril being covered on the covers. So historically
it was the earthquakes and hurricanes. If you look, I don’t know if you can see very well, but the yellow lines are
the hurricanes. The blue lines are the earthquakes. You can see in 1999, the European windstorms started to
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play. Then of course Japanese earthquake and typhoon again also started to play. On the other, that’s where you
start to have some worker’s compensation coverage. You’ve got, of course, Campri, and Commercial Alliance
that came into play also. So you can see the big, big change with regards to the size of the transaction, but also

the spread of the event being covered. You can also see the change of the transaction by types of triggers. You can
see historically it started off with the blue line being the indemnity. So basically when you started off at the
beginning, you started to be indemnity based. The concept of parametric was not quite in place yet. So it was
really based in indemnity. Then, the indemnity lost favour somewhat to the expense to the parametric because
investors themselves felt more comfortable.

The one I like is actually in 2005, actually the big spike, that’s where we implemented Campri, and lo and
behold, in 2006 nobody wanted to sell indemnity base anymore because that’s the one cover that actually was
blown. So you can see that the blue line actually went down in 2006. Interestingly enough, actually now we can
see that indemnity coverage are now getting more interested people or there’s actually a resurgence of indemnity
covers. You can see also the models, as I talked about in a different element, but the hybrids are also getting
interested. Then also the PCS ones I talked about earlier, the white line actually almost goes all the way through.
So, really, you can see that the, that, sorry? But that the spread of the types of cat bonds actually are now very wide.
There’s been a wide diversion in terms of exposure. So you can actually have, anybody wants anything have their
way to pick and choose what they want to have.

So in terms of trends, in the US, the new concept called the, “shelf offering.” The shelf offering, the idea is
really to put in place a structure where all the predetermined elements of the cat bonds are already predetermined.
You can actually add and reduce the limits without having to rewrite the whole thing. Historically when you
wanted to have no limit, you had to rewrite the whole program, go back to the market and actually have the whole
process all together. So now they have the new shelf offering that actually “pre-can” the structure of the cover and
actually allows, for example, if you have potential of, let’s say, $500 million and you would get it for only $200
million then you have an option to go and get $300 million more, should you wish at another date. So shelf
offering actually has a big impact. One of the significant impacts that actually allows you to reduce the cost of
issuing cat bonds, which is one of the major impediments of cat bonds themselves.

Some of the softening in the terms and conditions, as I mentioned earlier, some non-modelled exposures are
now creeping into cat bonds, which actually was very big surprise to me. But more interestingly actually, now
they’re actually moving to investment grade. Typically cat bonds are B, double B, actually the low B’s type of
rating. But, now actually the Merna Re transaction yesterday is an AA or AAA, I’m not sure, actually very high
up. So they are investment grade level. Actually that’s a big, big in terms of thought process. So that will increase
also the liquidity of those cat bonds. Where before the cat bonds themselves, as I said, I wouldn’t say they are
illiquid, but they’re sure not as liquid as a normal investment fund.

Primary insurers are getting more in the game, where before it was mostly reinsurers. You had the big players
like USAA and State Farm which has always been there. You’ve got Liberty has always been there. Swiss Re is one
of the biggest players. But again most of the reinsures were in there. But now the primary insurers are getting in
place. Another thing that actually is sort of a big monkey wrench in the whole thing is the consolidation issues, as
I talked earlier about the fact that IFRS is actually getting a lot more presence in the whole process, where we saw
this morning that US Gap is even considering the possibility of implementing IFRS in the United States. For us
in Canada, it’s a done deal. We’re going to see that in 2011. So the SIC 12 which basically changes, I wouldn’t say
changes, but adds some precision to the rules, not rules, the concepts that the principle that had underlying on
IFRS. IFRS is principle based and really based on control. SIC 12 moved from control to risk and benefit. So
basically saying that determines if you want to consolidate or not, the SPV. Again, FIN 46 is also on a, what you
call a variable interest principle. Don’t ask me too many questions on this one element because I’m not sure I can
answer all those. But there’s again, they are very close, the SIC 12 and actually FIN 46 actually were closer. So but
the point I’m trying to make here is that you have to take this element into consideration when you put the cat
bond into place.
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In Canada, I’m trying to say, “Well, okay, we didn’t see that many cat bonds in Canada. So will they happen?
What will happen?” One of the characteristics in Canada as I mentioned very first thing in the beginning of my
presentation and we saw that the reinsurance receivables to a surplus actually, I would say, but lower than in United

States. It’s about 35% right now. We got strong capital base. There’s also a strong availability of the reinsurance
market. The quality of the reinsurance market in Canada is very high. Also the limits themselves, the capacity
requirements in Canada are lower than in United States. So most of the reinsurance market can actually meet, as
relatively, actually as the cedent would say, “They’re never cheap enough,” but very good terms, their capacity
requirement. In fact, I only know of Merna that actually covers Canadian exposure. That’s the first one. But the
only reason why Canadian exposures are included in it is because it’s a world-wide cover and has almost everything
in its bucket. It has hurricanes, earthquakes and US extra earthquakes. I’m not sure if actually has Japan in it, but
it has a lot of different elements into it. So Canadian exposures were included in this cover to, well, it was in
conjunction with the bigger pot being the hurricanes and the earthquake exposures in the United States.

Another difficulty in Canada is the fact that our models, while being refined and worked on, I don’t think are
being really truly tested. In a sense that our frequency of events are not very high, we didn’t have that many
earthquakes, even though our ice storms are, we have a few of them but again certainly not at a frequency that you
would have in the United States with regards to hurricanes where you can actually test those models. Cat bonds
are heavily dependent on models. So in order for the cat bonds to take off in Canada, I think we have to improve
our models here. Having said that, there’s increasing awareness of ILS in Canada, there’s a lot more people interested
in talking about it. But I think in order to develop a true Canadian market in the cat bonds; I think there are a
couple of elements we need to go through. One which is none the less the biggest elements actually the quality of
the models and actually get a size in terms of our exposures.

So, let’s hear your prepared remarks. Chris?

Mr. Van Kooten:What the smallest size of the cat bond traditionally?

Speaker Laurin: I think it’s as low as $50 million, I believe.

Mr. Van Kooten: Oh.

Speaker Laurin: Yeah, it can be actually fairly low. Campri was about $200 million with a 10% corporate spacing.
So, it was $190 million. So these are not humongous numbers. But at the time, it was actually considered to be
big. Of course, they are dwarfed by today’s numbers. But that was five years ago, three years ago. Yes.

U-M: How do you account for, from a cedent point of view, how do you account for the cat bond?

Speaker Laurin: The same way as you would account for, the question is, “How do you account for a cat bond
transaction?” The same way as you would account for another reinsurer. In fact that’s a big advantage of the
structure, the fact that the assumer risk is a reinsurance company actually. He does have a reinsurance license. Yes,
he does have a reinsurance license. So it would actually flow through, in fact in the relationship between the cedent,
the sponsor and the reinsurance is a reinsurance contract. So, the whole thing actually flows into your system
through a reinsurance contract and there’s no change to the transaction itself. So that’s a strong advantage of this
actually as I mentioned, you just change the name of the reinsurer, add code 99 and then you’ve got the new
reinsurer in place. Any other questions? Well then thank you very much for your attention.

(Applause)


