Publikationen der Kolner Forschungsstelle Riickversicherung
Band 13/2022

Retrocession within ESG-compliant business
orientation

Jorg Dirks, M.Sc. / FCII

ivwKoln

Institut fiir Versicherungswesen

Fakultat fur Wirtschafts-
und Rechtswissenschaften

Technology
Arts Sciences

TH Koln



Technology ivwKoln
Arts Sciences Institut fir Versicherungswesen

TH Koln

15t Annual Meeting of the Forderkreis Riickversicherung
[Sponsoring Group Reinsurance]
Researchers’ Corner, 24 June 2022

Retrocession within an

ESG-compliant business orientation
Jorg Dirks, M.Sc. / FCII

= ESG (Environmental Social Y P
Governance) criteria are to be ‘@ Il]I
understood as a broader term for CSR /'\

(Corporate Social Responsibility) N

§ "g
Contribution to sustainable development

- : antz Social Governance
by the business community e (Soziales) (Aufsichtsstrukturen)

= BaFin, EIOPA, Green Deal & EU

- Klimaschutzstrategien - Menschenrechte - Compliance
taxonomy — Umweltschutz - Gesundheitsschutz - El:llkohmanage;nent
— Emissi dukti — Arbeitssicherheit - Ethisch vertretbare
= Principles of Sustainable _ Bi’g;i:;r;is,; uetion _ Faire Unternehmensfiihrung
- Arbeitsbedingungen - Verhinderung von
Insurance/UNEP [.] i gung Kormuption
= Net-Zero Insurance Alliance =[]

Analyse der potenziell vorhandenen ESG-Risiken

s The influence of ESG in retrocession:
% N A
Agent / Broker | Rilckversicherings- Retrozessions- | = Investment strategy

makler makler
= Product development

ESG-konforme Geschéaftsausrichtung f 5{)
N
— “
I -3
Ruckversicherer ‘Retrozessmnare‘

t Advantages & disadvantages

= Recalibration of appetite for risk
= ESG rating

= Competitiveness

= Underwriting

‘ Retrozessionare = Appetite for risk

Retrozedenten vs. Retrozessionare

ESG- Faktoren sind fur
Retrozessioniare
weniger wichtig, wenn sie

Kapazitat anbieten = Business strategy

Taking ESG risks into account:
Retrozedenten bei der

‘ ESG- Faktoren sind fiir
_Kapazitatssuche wichtig

= Internal governance structures
= Risk management

= Pricing




15t Annual Meeting of the Sponsoring Group
Reinsurance

Researchers’ Corner, 24 June 2022

Retrocession within an
ESG-compliant business orientation

Jorg Dirks, M.Sc. / FCII

Jorg Dirks (M.Sc., FCII) is a full-time underwriter at
Hannover Ruck SE, where he works in the field of
‘Retrocession & Capital Markets’. He is also an
employee of the Cologne Research Centre for
Reinsurance at the Cologne University of Applied
Sciences, where his research focusses on topic of
retrocession within an ESG-compliant business
orientation. The emphasis here is specifically on the
opportunities and challenges that result when
considering ESG criteria within a business organisation, and the ways in which these
criteria affect retrocession.

The impacts of climate change are increasingly making issues of sustainability a
focus for firms and the general populace. With public debate around the use of
resources, or concerning fairer working conditions, spurring attention to this topic,
firms find themselves confronted with criteria of sustainability. As large institutions in
particular, such as BaFin, EIOPA and the EU Commission, are advancing the ESG
agenda, the insurance sector must also deal with the criteria.

With the creation of the Net-Zero Insurance Alliance (NZIA), leading primary insurers
and reinsurance firms have joined forces at the initiative of the United Nations (UN)
to help transition to a climate-neutral economy by changing practices in underwriting,
claims processing and risk management. In line with the targets of the Paris Climate
Agreement, they want to convert their insurance and reinsurance portfolios to ‘net-
zero greenhouse gas emissions’ by 2050 (Assekurata et al., 2021).

Sustainability criteria are subsumed under the acronym ‘ESG’ and are thus not
confined to climate change. In essence, what are known as ‘ESG criteria’ are defined
as a standard of sustainable investing in the fields of Environment, Social and
Governance (cf. Haberstock et al., 2019).



Primary insurers and reinsurance companies alike, as well as retrocession partners
and investors, are increasingly incorporating aspects of sustainability into their
business decisions. They take the sustainability of investments of capital into
account, for instance, along with relevant decisions in a contractual partner’s
underwriting or social commitment. This is why a convincing sustainability profile can
also gradually evolve into a competitive edge.

Companies that neglect this issue must fear reputational damage as a consequence.
Across-the-board consideration of the concept of sustainability in a business model
of a primary insurer or reinsurance firm is thus quite extensive and touches upon
nearly all of the relevant divisions of a company (cf. Faber et al., 2021).

The core business of the reinsurance sector is constantly shaped by new risks and
global challenges.

An ESG-compliant business orientation extends far beyond investing processes.
ESG criteria must be increasingly integrated into the underwriting processes as well.

An ESG-compliant business orientation and a corresponding adaptation to
underwriting presents fresh challenges for the reinsurance and retrocession market,
as certain ESG criteria present a hurdle to ongoing business activities in underwriting.
Specifically, the discrepancy between competitiveness and the principles of good
corporate governance needs to be carefully analysed. Implementing an ESG-
compliant business orientation in retrocession goes hand in hand with a recalibration
of the appetite for risk and with the inclusion of uniform future ESG ratings that can
lead to both advantages and disadvantages in competitiveness.

If one compares ESG factors between retrocedants and retrocessionaires, it can be
said that ESG factors are important for retrocedants in the search for capacity. These
factors are less important, on the other hand, to the supply of capacity for
retrocessionaires. This is borne out by the fact that, as retrocedants already have to
deal with ESG criteria during upstream underwriting of the incoming risks, they
already have a more complete overview of these factors. Retrocedants also have to
deal in detail with possible retrocessionaires and their ESG strategy as part of an
effort to maintain an ESG-compliant business orientation.

An ESG-compliant business orientation and consideration of ESG risks inevitably
leads to adaptations in business strategy, internal oversight structures and risk
management, and to a change in the pricing of retrocession risks.



Discussion

e We note considerable differences in approach in the primary insurance market,
in the reinsurance market and in the retrocession market. The further along the
value chain a stakeholder happens to be, the less transparent the risks it covers.
Is ESG as a topic viewed as a ripple in the value chain, beginning first in primary
insurance and ending in retrocession, and thus perhaps no longer as
pronounced?

The ESG issue is not viewed as a uniform ripple along the entire value chain.
Particularly in the business relationship between retrocedants and
retrocessionaires, ESG criteria take on a new, separate meaning, which is why
one can rather speak of a separate, second ripple. Moreover, there are other
factors that play an important role in retrocession and the search for capacity —
factors that do not equate with underwriting in the inward area of a reinsurance
firm.

¢ \What chances does a retrocessionaire have to comport itself in an ESG-compliant
manner if it does not view its retrocedants globally, as the retrocessionaire cannot
view the world-wide portfolios in detail? How does the reinsurer position itself to
act in an ESG-compliant manner?

The retrocedant must orient itself strategically in advance in order to see whether
the retrocessionaire also meets the ESG criteria. Both parties need to address
this issue to ensure uniform transparency.

e Might ESG ratings lead to changes in pricing or to an advantage in pricing?

If a positive ESG rating (by established rating agencies) exists, this also results
in pricing advantages (both as an advantage in traditional reinsurance and in the
retrocession sector).

For retrocedants and retrocessionaires alike, detailed evaluations of ESG ratings
tend to be uniformly rooted in risk management and in contractual arrangements.

The thesis is based on the fact that a positive corporate rating of ‘AAA’, for
example (e.g. by S&P) can lead to better loan terms than a ‘BBB’ rating can.
Moreover, a more favourable ESG rating would also promote a better reputation
for both retrocedants and retrocessionaires.

Please contact Jorg Dirks (joerg.dirks@th-koeln.de) with any questions or comments.
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