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» Compulsory insurance is currently being discussed in DE and CH Familiar solutions:
» (Natural) disasters are rare and have a high potential for loss § Compulsory insurance

» Gaps in cover due to lack of insurance solutions or lack of awareness Insurance pool
o
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(pandemics, cyber, etc.) State guarantees
Premium payment to primary insurer

Source: OECD Financial Management of Earthquake Risk 2018
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» Compulsory insurance for buildings Earthquake insurance not obligatory; there are other
» Risk carriers: public monopoly insurers (Kantonale solutions instead:
Gebaudeversicherer, KGV); exception GUSTAVO » Building insurance, Canton of Zurich earthquake
cantons with free choice of primary insurer insurance with a limit of CHF 1 bn
» Insured hazards: High water, flooding, storm, hail, » Additional 17 cantonal building insurers (KGVs):
avalanches, snow pressure, rockfall, stone,cmpahd ‘Schweizerischer Pool fiir Erdbebendeckung’ with limit of
landslide y - CHF 2bn, as voluntary service of the KGVs
by & _» Private insurers offer earthquake cover
u Kantonale Gebéudeversicherungen (KGV) )’ Around 15% of buildings insured against earthquakes
GUSTAVO cantons (private insurers) Source: Federal Office for the Environment - Versicherungsschutlz bei Erdbeben (2022)
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Risk transfer in exchange for  Contingent liability Summary of the proposed cover
payment/—\ 7 Buildings up to CHF 25 m subject to compuls. insur.,

includes approx. 99.5% of all buildings
( & Premium rate 0.7% of insured sum, deductible 5% of
| g‘a‘n‘ﬂ i insured sum, at least CHF 25,000
Maximum sum CHF 20 bn
Exclusions: Contents, business interruption, clean-up
Definition of an event: Earthquakes of intensity 6 or
higher on the EMS-98 scale
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Compulsory insurance for earthquakes as a ‘contingent liability' (insurance without ongoing premium payment to
primary insurers)

Only in event of an earthquake of relevant magnitude are all building ownerg, |ﬂ§§ﬁ%eﬂ£ﬂ &%ﬁﬁm%&%%%&m%ﬁﬁ
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» High market penetration » Because losses are financed retroactively, funds are
» Losses financed by all building owners, not the state collected only when needed in the short term
» No reserves constituted or invested on the capital market, » Who collects the funds is unclear
low costs » No differentiation according to individual risk

No generations of subsidising as severe earthquakes
occur very rarely

» Contingent liability can quickly close the gap in earthquake cover at no immediate cost to policyholders

> Implementation still uncertain; already many attempts to introduce compulsory insurance for earthquakes

> New business opportunity for private primary insurers: Cover for contents, events with a return period > 500 years,
business interruption, clean-up costs, hedging the policyholder’s deductible

> An idea for cover of previously unknown dangers of serious proportions? Further areas of application?
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No later than with the heavy rainfalls of 2021, discussions
in Germany have resumed around the introduction of
compulsory insurance for natural hazards. Natural hazards exhibit a high potential
for loss, and insurance is a building block with which to bolster resilience. In practice,
there are already a host of functioning solution concepts to provide cover for natural
hazards, including insurance pools and state guarantees. All of the concepts,
however, are predicated on payment of an ongoing insurance premium.

Compulsory insurance for natural hazards already exists in Switzerland. With the
exception of the Canton of Zurich, however, earthquake insurance is not covered
under this compulsory insurance (cf. Swiss Federal Council 2022). Although severe
earthquakes are very infrequent in Switzerland, they are a natural hazard with great
potential for serious damage. Some 15 percent of buildings in Switzerland are insured
against earthquakes (cf. AG Eventualverpflichtung Erdbeben 2022, p. 10).

To date, the effort to integrate earthquakes into compulsory insurance has not
succeeded. Under a new initiative, there would be no ongoing payment of premiums
for potential compulsory insurance, and the hazard would be treated as a contingent
liability instead (cf. Swiss Federal Council 2022). In the event of an earthquake, all
building owners would pay a portion of the damage cover. This represents a
departure from classic insurance with ongoing premium payments. The mode of
operation of contingent liability, together with its advantages and disadvantages, will
be described below.

In contrast to cases of protecting against other natural hazards, insurance coverage
in the event of earthquakes is incomplete. There is neither a mandatory requirement
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nor an insurance solution in place for all of Switzerland. Consequently, only about 15
percent of buildings are insured against earthquake damage (cf. Christine Wanner
2022). The following insurance solutions exist in Switzerland for buildings (and are
described here in greatly abbreviated form):

o The Canton of Zurich requires building insurance for the risk of
earthquakes (cf. Canton of Zurich 1 January 1976, IV. Versicherte
Schaden Section 21), with insurance cover is capped at CHF 1.0 bn (GVZ
Gebaudeversicherung Kanton Zuarich 2021)

o 17 cantonal building insurers have created the Swiss pool for earthquake
cover, providing building owners with CHF 2.0 bn in insurance cover at no
additional premium, although this is a voluntary service — there is no
entittement to  compensation. (Cf.  Vereinigung  Kantonaler
Gebaudeversicherungen VKG 2023)

o Private insurers offer earthquake insurance for buildings, among other
things (cf. AG Eventualverpflichtung Erdbeben 2022, p. 10 f.)

Payment of an insurance premium is one of the prerequisites for conclusion of an
insurance contract. An insurance company will only assume future insurance claims
once it has received premiums. The concept of contingent liability represents a
departure from this principle. There, premiums are collected only after the event (cf.
Christine Wanner 2022).

A variety of options are currently being analysed and discussed. As a result, changes
may still be made to the final design. Summary of key elements of the proposal (cf.
AG Eventualverpflichtung Erdbeben 2022, p. 15 ff.):

e Covered risks: Buildings up to a value of CHF 25 m,
no federal buildings

e Premium rate: 0.7% of the insured sum of the building
e Income: approx. CHF 20 bn

e Deductible: 5% of the insured sum, at least CHF 25,000

e Excluded: Contents, business interruption, clean-up costs

¢ Definition of an event: Earthquake exhibiting an intensity of at least 6.0
according to of the European macroseismic scale EMS-98

The insurance obligation is to be limited to buildings with a value of up to CHF 25 m.
This achieves both a high proportion of total buildings, around 99.5 percent, while,
on the other hand, large building complexes and federal buildings are not included in



order to accelerate the assessment and payment of claims in the event of an
earthquake. Buildings with a higher insurance value can be protected through private
earthquake insurance (cf. Schochli 2022).

Contingent liability will be calibrated in such a way to protect against damage due to
an earthquake of a severity level witnessed only every 500 years. The 500-year
recurrence period serves as a standard for earthquake assessment in the
construction sector (cf. AG Eventualverpflichtung Erdbeben 2022, p. 16 f.).
Contingent liability would apply even in the event of smaller earthquakes with a
recurrence period of 50 to 150 years (corresponding to an earthquake of a magnitude
of around 6.0). By way of comparison: In Switzerland, earthquakes with a magnitude
of 5.0 occur roughly every eight to 15 years (cf. Schochli 2022).

The concept of contingent liability has some advantages. If contingent liability were
used, 99.5 percent of all buildings in Switzerland would be insured against
earthquakes in one fell swoop. Financing of the damage would be provided by all
building owners, not through the state budget (cf. AG Eventualverpflichtung
Erdbeben 2022, p. 28). There would be no subsidy spanning several generations,
either, as severe earthquakes are rare, and a benefit obligation would only arise in
the event of damage (see Vereinigung Kantonaler Gebaudeversicherungen VKG
2021, p. 2).

On the other hand, there are also disadvantages. From the point of view of the Swiss
Insurance Association (SVV), the concept can be considered as more of a retroactive
tax than as insurance (cf. SVV 2023). In addition, only damage to buildings is
covered. Building contents and business interruptions remain excluded from cover.
Moreover, funding is called up only after an earthquake. This would occur at a time
moment when many of those who have been affected are in need of short-term
financial support. Under classic insurance, the damage would be pre-financed
through the insurance premium. Apart from this, contingent liability does not consider
individual risk. As a result, it is conceivable that, with time, less vulnerable regions
would subsidize more vulnerable regions.

Some cantons have limited funds available for earthquake relief. Building owners
have no contractual claim to this, however. Private insurers also offer extensive
earthquake cover. Nevertheless, financial hedging against earthquakes by insurance
companies in Switzerland is very low.

The concept of contingent liability presented here has the potential to close the gap
in cover in the event of damage due to earthquakes. Building owners would incur
costs only in the case of an insured event. A gap in cover would still remain, however,
with regard to lost building/household contents and financial losses incurred.




Discussion

BaFin has already announced that companies with a low risk profile do not have
an obligation to identify scenarios in the ORSA. Have specifications been defined
to indicate when this applies to these companies?

According to BaFin, companies with a weak risk profile (future LRPU) are exempt
from implementing (long-term) climate-change scenarios in the ORSA and from
justifications in case of insignificant risk of climate change. If climate-change risks
are significant for companies with a weak risk profile (LRPU), the ORSA report
must at least indicate the extent to which they are exposed to climate-change
risks, and what climate-change-based medium-term effects they expect for their
future trend in claims, their capital needs and their investments, and how they
intend to respond to these. Unfortunately, no limits are known in this regard.
Consequently, during the first year, LRPU companies must argue effectively, and
the feedback obtained from supervisory authorities will be relevant to the effort to
extrapolate the future course of action.

In the context of natural-hazard insurance, compulsory insurance is under
consideration; in the long term, this would more than double insurance density in
this line (parallel to an increase in the numbers of claims due to climate change).
Shouldn’tinsurers then take care to insure fewer properties in future than currently
permitted in the zones of the German system of flood-risk classification [ZURS]?

Thus far, of course, it has been difficult to predict whether state specifications
might be instituted in this regard in future. Where appropriate, stronger conditions
as to what may and may not be insured would have to be imposed for
constructional requirements in underwriting (with a corresponding impact for
reinsurance as well). It would also be conceivable for the insurer to be able to
agree in the short term to a security obligation that is independent of state
specifications.
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