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Accounting for climate-change scenarios in the ORSA
Wolfgang Koch, M.Sc. / FCII

» According to the German Federal Financial Supervisory Authority (BaFin), climate-change scenarios in the
ORSA are a focus for oversight this year
» Specific EIOPA/BaFin requirements:
— Proportionality principle (depending on the companies’ risk profile)
— At least two long-term (min. 30 years) scenarios of temperature increase (< 2°C and = 2°C)
» The disclosures required in ORSA are currently under discussion (e.g. GDV working group)

Scenario selection by the ‘Network for Greening "~ Different methodological approaches for
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* ORSA 2022: simple, quantitative analyses as a basis for deriving qualitative statements
» The climate-change scenarios developed by the NGFS can serve as a guide

 Investing: Particularly characterised by transition risks
» Personal insurance: Long contract terms
» Non-life/accident insurance:
— Short-term adjustment options (premiums, scope of cover, etc.)
— The frequency and losses due to natural hazards will increase
— Changes due to amended construction law (climate-conscious construction)
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Consideration of the topic of ‘Accounting for climate-
change scenarios in the ORSA’ was deemed useful,
since climate-change scenarios are set to be [
considered in the ORSA report for the first time this year and BaFin has repeatedly
addressed the fact that consideration of climate-change scenarios in the ORSA will
constitute a focus for oversight this year (cf. EIOPA, 2021a).

Previously known, specific EIOPA/BaFin requirements are that the principle of
proportionality will apply, depending on the risk profile of the firms involved. At least
two long-term scenarios for temperature rises over a period of at least 30 years must
be presented as well. One scenario will factor in a temperature rise of less than 2°C,
and another scenario will envision a temperature increase equal to or greater than
2°C (cf. BaFin, 2021). The disclosures required in ORSA are currently under
discussion in the companies. What follows presents a possible approach that was
discussed in the GDV working group, among other forums.

First, a selection must be made from among the scenarios; the scenarios developed
by the ‘Network for Greening the Financial System (NGFS)’ would be suitable for this
purpose and are presented in the following framework:

The NGFS is a group of central banks and financial supervisory authorities formed
to promote conversation around climate and environmental risk management. An
advantage of the climate-change scenarios developed by the NGFS are that they
currently constitute the standard for regulatory stress tests and scenario analyses,
with data made available to the public and regularly updated or broadened. All of the
scenarios drawn up by the NGFS are based on climate science. They are also based
on the latest climate models and supplemented by macroeconomic and socio-
economic modelling (see Network for Greening the Financial System, 2021). To meet
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BaFin requirements, it makes sense to select from the NGFS framework a scenario
with a high physical risk (e.g. the ‘Current policies’ scenario) and, on the other hand,
a scenario with a high transition risk (e.g. the ‘Delayed transition’ scenario).

In the next step, the climate scenarios selected must be methodically assessed. On
the one hand, in-house working groups could conceivably be constituted to conduct
a qualitative risk inventory for capital investment and actuarial practice.
Methodologically speaking, a re-valuation as of today (sensitivity analysis) would be
conceivable, for example. The existing balance sheet would then be used as a
reference scenario without projection. Under the neutral reference scenario, there
would be no interference with climate policy, but there would be no observable future
temperature rise, either. The initial scenario is then compared with the narrative of
the two selected scenarios (e.g. ‘Current policies’ and ‘Delayed transition’). In this
regard, proposals have already been put forward as to how the narrative of the
scenarios could be implemented quantitatively (cf. GDV, 2021a). The corresponding
analysis of sensitivities (impacts due to changes in individual parameters) would then
be applied to the balance sheet, the solvency capital requirements and, finally, to
overall solvency needs. This would at least permit a certain comparability of the
different scenarios.

A sample visualisation of the results for investment can be found in the following
graphic, based on the example of the inflation rate in Germany:

In this example, under the ‘Delayed transition’ scenario (red line), (sudden)
intervention in climate policy would occur from 2030, with inflation first rising sharply
as a result of rising energy prices. Compared to the baseline scenario (blue line),
however, an alignment can be observed that continues through the year 2050. Under
the ‘Current policies’ scenario (green line), on the other hand, there is no intervention
in climate policy over the entire period, and inflation consequently rises in the long
term versus the baseline scenario (cf. GDV, 2021b).

Ultimately, companies must deal with the results in the ORSA report on a qualitative
and, if indicated, quantitative level. In the short term, the ORSA report must address
the impact on own funds, SCR and overall solvency needs. In the long term, there is
a particular need for consideration of the business strategy and business operations.

Overall, simple quantitative analyses are expected to serve as a basis for the ORSA
2022 in an effort to derive qualitative statements based on them. But as the
supervisory authority has already indicated in this connection, a trend towards
quantitative analyses in the ORSA in the coming years is desirable. During the first
year, the climate-change scenarios developed by the NGFS can serve as an initial
guide. With many companies likely to follow this approach, this will also achieve
comparability between companies.



Special features will be observable for the various business lines. As the case of
inflation shows, capital investment is influenced by transition risks in particular. In the
case of personal insurance, the climate will change during the relatively long contract
terms, and this will have corresponding effects on the contracts. In non-life/accident
insurance, there tend to be options for short-term adjustments in terms of premiums
or scope of cover. In addition to the increasing frequency of and claims arising out of
natural hazards, changes due to the reformed construction law (climate-conscious
construction) will have profound impacts on construction costs, and thus on the
constitution of reserves in insurance companies as well (cf. DAV, 2021).

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.

Please contact Wolfgang Koch (wolfgang.koch@th-koeln.de) with any questions or
comments.
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