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A .  INTRODUCTION 

The s u b j e c t  o f  l a y e r i n g  p r o p e r t y  r i s k s  which 1 was k i n d l y  

r e q u e s t e d  t o  h a n d l e  a t  t h i s  mee t ing  r e l a t e s  t o  t h e  i n t r o d u c -  

t i o n  o f  a new d imens ion  t o  t h e  b u s i n e s s .  

I n  v iew o f  t h e  r e c e n t  i n t r o d u c t i o n  o f  t h i s  f e a t u r e  1 b e l i e v e  

i t  is d i f f i c u l t  t o  be a n  e x p e r t  and  a t  t h e  u t m o s t  one  c a n  

c l a i m  some e x p e r i e n c e .  

F o r  t h i s  r e a s o n  1 have  i n s i s t e d  w i t h  MCE t h a t  t h i s  c e s s i o n  

s h o u l d  be  o f  a workshop t y p e .  



B .  PURPOSES, BENEFITS A N D  DISADVANTAGES OF LAYERING RISKS 

The  principie of l a y e r e d  c o v e r  i s  s i m p l e  : t h e  o v e r a l l  sum 

i n s u r e d  is d i v i d e d  i n t o  l a y e r s .  A t y p i c a l  e x a m p l e  w o u l d  b e  

t o  d i v i d e  t h e  c o v e r  i n t o  f o u r  s e c t i o n s  : u p  t o  P d s  1 , 0 0 0 , 0 0 0 ,  

P d s  1 , 0 0 0 , 0 0 0 . t o  P d s  5 m i l l i o n ,  P d s  5 m i l l i o n  t o  P d s  1 0  m i l -  

l i o n ,  m o r e  t h a n  P d s  1 0  m i l l i o n .  

E a c h  l a y e r  i s  t h e n  p l a c e d  w i t h  d i f f e r e n t  i n s u r e r s  a n d  

t r e a t e d  as  a s e p a r a t e  c o n t r a c t  w i t h  an i d e n t i c a l  w o r d i n g .  

T h a t  t y p e  o f  l a y e r e d  c o v e r  i s  q u i t e  common i n  l i a b i l i t y  

i n s u r a n c e ,  e s p e c i a l l y  p r o d u c t  l i a b i l i t y  a n d  p r o f e s s i o n a l  

i n d e m n i t y .  I t  i s  a f a i r l y  new i d e a ,  h o w e v e r ,  i n  f i r e  

i n s u r a n c e .  I t  h a s  d e v e l o p e d  r a t h e r  s l o w l y ,  s t a r t i n g  f rom 

t h e  o r i g i n a l  i d e a  o f  d e d u c t i b l e s  i n  f i r e  i n s u r a n c e .  

I n  t h e  l a t e  1 9 6 0 9 ,  many b r o k e r s  f o u n d  d i f f i c u l t y  i n  g e t t i n g  

f u l l  c o v e r  f o r  v e r y  l a r g e  r i s k s .  U K  f i r e  i n s u r e r s  a t  t h e  

t i m e  were m a k i n g  s e r i o u s  l o s s e s  a n d  t h e r e  was  a s h o r t a g e  o f  

f i r e  c a p a c i t y .  

Some v e r y  l a r g e  r i s k s  h a d  c o n s e q u e n t l y  a n  u p p e r  l o s s  l i m i t  

w r i t t e n  i n t o  t h e  p o l i c y  a n d  b r o k e r s  had  t o  s e e k  c o v e r  f o r  

t h a t  t o p  l a y e r  f r o m  t h e  c a t a s t r o p h e  i n s u r a n c e  m a r k e t .  

The  u s u a l  l a y e r s  a r e  : s e l f - i n s u r e d ,  up  t o  t h e  d e d u c t i b l e  

l i m i t ;  i n s u r e d ,  u p  t o  t h e  l i m i t  o f  t h e  e s t i m a t e d  maxirnum 

l o s s ;  a n d  t h e  t o p  c a t a s t r o p h e  l a y e r .  

The  m o d e r n  a d v o c a t e s  o f  l a y e r e d  c o v e r  t h e n  d e v e l o p e d  t h e ,  

s y s t e m  i n t o  a s  many a s  e i g h t  l a y e r s .  

A l t h o u g h  t h e  p e r i o d  o f  c a p a c i t y  s h o r t a g e  i s  l o n g  s i n c e  o v e r  

b r o k e r s  h a v e  f o u n d  a way by  l a y e r i n g  r i s k s  t o  c o m p e t e  w i t h  

t h e  t r a d i t i o n a l  t a r r i f f  m a r k e t s .  

A t  a l a t e r  s t a g e  t h i s  new p r a c t i c e  h a s  shown t o  g i v e  n o r e  

f l e x i b i l i t y  t o  a l 1  p a r t i e s  c o n c e r n e d  and  l a y e r i n g  h a s  now 

g r a d u a l l y  become a n  i n s u r a n c e  p r a c t i c e .  



The c o s t  o f  i n s u r i n g  b u i l d i n g s  a n d  f a c t o r i e s  a g a i n s t  f i r e  

c o n t i n u e s  t o  r i s e  w i t h  i n f l a t i o n  a n d  i n s u r a n c e  m a n a g e r s  a n d  

b r o k e r s  a r e  u n d e r  p r e s s u r e  t o  c o n t a i n  t h i s  r i se .  

S o m e  s o p h i s t i c a t e d  s c h e m e s  a r e  b e i n g  d e v i s e d  a i m e d  a t  

k e e p i n g  d o w n - c o s t s .  0 n e  o f  t h e  l a t e s t  t o  a p p e a r  c o n c e r n s  

" l a y e r e d "  f i r e  i n s u r a n c e .  

F i r s t  o f  a l l ,  t o  c l e a r  t h e  a i r  o n  w h a t  s o r t  o f  r i s k s  w e  a re  

t a l k i n g  a b o u t  we s h o u l d  d e f i n e  t h o s e  i n d i v i d u a l  r i s k s  

w h i c h  a r e  a m e n a b l e  t o  l a y e r i n g  a n d  t h o s e  w h i c h  a r e  n o t .  

N e g a t i v e l y ,  t h e r e  i s  n o  b e n e f i t  a t  a l 1  i n  l a y e r i n g  small o r  

m e d i u m - s m a l l  r i s k s  w h i c h  a r e  a b l e  t o  b e  h a n d l e d  e a s i l y  

i n s i d e  t h e  f r a m e w o r k  o f  a f u l l - v a l u e  i n s u r a n c e .  T h u s  

h o u s e h o l d e r ,  o f f i c e  a n d  g e n e r a l  l o w - h a s a r d  , l o w - v a l u e  r i s k s  

a r e  r a r e l y  g o o d  g r o u n d  f o r  l a y e r i n g  a s  t h e r e  i s  a l a r g e  

m a r k e t  o f  i n s u r e r s  w i t h  g r e a t  c a p a c i t y  t o  i n s u r e  t h e s e  on a 

f u l l - v a l u e  b a s i s  a t  v e r y  c o m p e t i t i v e  r a t e s .  

On t h e  o t h e r  h a n d ,  i n d i v i d u a l  r i s k s  w i t h  l a r g e  v a l u e s  and  

g r e a t e r  h a z a r d  ( e i t h e r  f r o m  t h e  p o i n t  o f  v i e w  o f  o c c u p a t i o n  

cr c o n s t r u c t i o n )  may w e l l  l e n d  t h e m s e l v e s  t o  t h e  l a y e r i n g  

c o n c e p t  b e c a u s e ,  b a s i c a l l y ,  a c o n v e n t i o n a l ,  f u l l - v a l u e  

i n s u r a n c e  m a r k e t  h a s  p r o b l e m s  i n  p r o v i d i n g  t h e  n e c e s s a r y  

c a p a c i t y  f o r  t h e  b r o k e r ' s  o r  t h e  i n s u r e d ' s  n e e d s .  

A l t h o u g h  t h i s  i s  s l i g h t l y  s i m p l i s t i c ,  i t  i s  n e c e s s a r y  t o  b e  

c l e a r  a t  t h e  s t a r t  o n  t h e  t y p e  o f  r i s k s  we a r e  t a l k i n g  a b o u t  

- g e n e r a l l y  t h e n ,  t h e  m e d i u m - l a r g e  t o  l a r g e - v a l u e  r i s k s  w i t h  

h a z a r d o u s  s i d e s  a t t a c h e d  l e a d  t o  b e  l a y e r e d .  

H a v i n g  s a i d  t h a t  we c a n  s p l i t  p u r p o s e  a n d  b e n e f i t s  o f  

l a y e r i n g  i n t o  t h r e e  c a t e g o r i e s  - t h e  b r o k e r ' s ,  t h e  i n s u r e r ' s  

a n d  t h e  i n s u r e d ' s  p o i n t s  o f  v i e w .  



A .  P U R P O S E  O F  AND B E N E F I T S  TO BROKER I N  LAYERING.  

WE S E E  THAT ALL THE O B J E C T I V E S  O F  A  BROKER CAN BE MET BY 

L A Y E R I N G .  

A )  P R O V I D E  THE B E S T  P O S S I B L E  S C O P E  O F  COVERAGE 

B) O B T A I N  THE B E S T  P O S S I B L E  TERMS ( P R I C E S )  

C )  P L A C E  THE R I S K  WITH GOOD F I N A N C I A L  S E C U R I T Y  

D )  HAVE AN INCREASED CHANCE TO COMPLETE THE R I S K  (HAVE 

A  L I N E  FROM MOST UNDERWRITERS) 

E )  P L A C E  T H E  R I S K  AT T H E  L E A S T  C O S T  TO T H E  BROKERAGE 

HOUSE ( P L A C I N G  & S E R V I C I N G )  

E )  PRODUCE THE H I G H E S T  COMMISSION INCOME ( T H E R E  IS  AN 

I N C E N T I V E  FOR THE BROKERS TO TURN THE NONEY AROUND). 



B. PURPOSE AND B E N E F I T S  TO I N S U R E R S  OR R E I N S U R E R S  

1 .  MORE F L E X I B I L I T Y  - UNDERWRITERS CAN P A R T I C I P A T E  ON A  

QUOTA SHARE B A S I S  OR S E L E C T E D  LAYERS. 

2 .  COMMITMENT I S  A PERCENTAGE O F  L I M I T  RATHER THAN S / I  

- P R O T E C T I O N  A G A I N S T  E R R O R S  I N  C A L C U L A T I N G  E M L ' S .  

3. C A T A S T R O P H I C  EXPOSURES ARE MORE P R E C I S E L Y  D E F I N A B L E .  

4 .  THE R E I N S U R E R S  HAVE CREATER CONTROL OVER THE PREMIUM 

THEY CAN OBTAIN FOR A G I V E N  R I S K  SO THAT THE REIN-  

S U R E R  CAN C I R C U M V E N T  ANY A P P A R E N T  U N D E R - R A T I N G  O F  

THE O R I G I N A L  R I S K .  

5 .  COMPANIES THAT EMFLOY WORKING E X C E S S  OF L O S S  T R E A T I E S  

A S  T H E I R  PRIMARY REINSURANCE COVER F I N D  I T  ADVANTA- 

GEOUS TO PLACE T H E I R  FACULTATIVE REINSURANCE ON AN 

E X C E S S  B A S I S  TOO. 

6 .  T H E  A D M I N I S T R A T I V E  C O S T S  A R E  F A R  L E S S  F O R  B O T H  

P A R T I  E S .  

7 .  T H E  R E I N S U R E R  H A S  NO L I A B I L I T Y  FOR T H E  F R E Q U E N C Y  

L O S S E S  ( S M A L L )  

8 .  THE CEDING COMPANY O B T A I N S  A  100 % PROTECTION AGAINST 

T H E  L A R G E  L O S S E S  WHICH COULD S T R A I N  I T S  F I N A N C I A L  

CAPACITY.  



C .  P U R P O S E  AND B E N E F I T S  TO I N S U R E D  

1 .  TAKES FULLY ADVANTAGE OF ALL MARKETS. 

2 .  REDUCES HIS TOTAL COST.  

3 .  G I V E S  H I M  P O S S I B I L I T Y  T O  S W I T C H  T O  A S E L F - I N S U R E D  

S Y S T E M ,  USUALLY THROUGH A C A P T I V E  INSURANCE COMPANY. 

4 .  1s L E S S  DEPENDENT ON A S I G N L E  LEADER. 

5. A L O S S  S I T U A T I O N  W I L L  OFTEN ONLY AFFECT ONE OR TWO 

L A Y E R S ,  THE E F F E C T  ON RENEWAL PREMIUM W I L L  BE L E S S  

IMPORTANT THAN I F  I T  WAS QUOTA SHARE. 



D .  DISADVANTAGES 

- WHEN T H E ' I N S U R A N C E  COMES UP FOR R E N E W A L  A N D  T H E  I N S U R E R  

I N  T H E  BOTTOM LAYER R E F U S E S  TO R E N E W ,  T H E  S C H E M E  

C O L L A P S E S  L I K E  A HOUSE O F  CARDS. THE BROKERS MAY HAVE 

D I F F I C U L T Y  I N  R E C O N S T I T U T I N G  I T .  

- THERE I S  A DANGER FOR GAPS I N  THE P O L I C Y  ( T E R M S  AND 

C G N D I T I O N S )  EX. : - WHICH COURT ? 

- D I F F E R E N T  WORDINGS 

- MORE P O T E N T I A L  LEADERS ON VARIOUS LAYERS.  

- CATASTROPHE LAYERS MAY R E Q U I R E  M I N .  PREMIUM PUSHING 

GVERALL C O S T  U P .  



C .  TYPES OF LAYERS A N D  T H E I R  STRUCTURING 

Types o f  L a y e r s  

If i n v e s t r n e n t  e a r n i n g s  on  t h e  i n s u r a n c e  f u n d s  and  a d m i n i s t r a -  

t i v e  c o s t s  are i g n o r e d ,  and  i t  b e i n g  assumed t h a t  t h e  company 

c h a r g e s  i t s  i n s u r e d  and i n  t u r n  pays  t o  i t s  r e i n s u r e r ,  a  

premium e q u a l  t o  t h e  a c t u a r i a l  v a l u e  o f  t h e  r i s k  t r a n s f e r r e d  

i n  e a c h  c a s e  t h e n  we h a v e  t h e  f o l l o w i n g  : 

1 .  D e d u c t i b l e  : t h i s  i s  a  lurnp sum d e d u c t i b l e  f r o m  e a c h  

c l a i m  o r  from an  a c c u m u l a t i o n  o f  c l a i m s  d u r i n g  a  c e r t a i n  

p e r i o d  ( a g g r e g a t e ) .  S imple  d e d u c t i b l e s  a r e  i n  w i d e s p r e a d  

u s e  t o  e l i m i n a t e  s m a l l  c l a i m s  w i t h  d i s p r o p o r t i o n a t e l y  

h i g h  c l a i m s .  La rge  d e d u c t i b l e s  have  t r a d i t i o n a l l y  been 

r e s i s t e d  by i n s u r e r s .  Fo r  example : t h e  F i r e  o f f i c e r  

commi t t ee  t a r i f f  i n  t h e  UK l i m i t e d  D / A  t o  Pds  10 ,000  a s  

e x c e p t i o n a l l y  Pds 25 ,000 .  The same i n  many o t h e r  coun- 

t r i e s .  N e v e r t h e l e s s  t h e i r  u s e  i s  i n c r e a s i n g .  The 

a g g r e g a t e  D / A  i s  l e s s  f r e q u e n t l y  e n c o u n t e r e d  i n  d i r e c t  

i n s u r a n c e  m a r k e t s  b u t  i s  common i n  r e i n s u r a n c e  t r e a t i e s  

a s  s t o p - l o s s  i n s u r a n c e  and may t h e r e f o r e  b e  a c c e s s i b l e  t o  

c a p t i v e s .  

2 .  S t o p - l o s s  - f i r s t  l o s s  : T h i s  i s  i n  e f f e c t  a  m i r r o r  image 

o f  t h e  d e d u c t i b l e  a r r a n g e m e n t .  With a f i r s t  l o s s  c o v e r  

t h e  i n s u r e d  i s  l e f t  t o  b e a r  t h e  b a l a n c e  o f  a n y  l o s s  

f a l l i n g  above  t h e  f i rs t  l o s s  l i m i t .  What a r e  d i s a d v a n -  

t a g e s  t o  t h e  i n s u r e d  a r e  a d v a n t a g e s  f o r  t h e  i n s u r e r .  The 

l a r g e  l o s s e s  a r e  g e n e r a l l y  t h e  l e a s t  p r e d i c t a b l e ,  c a u s e  

most  d i f f i c u l t y  i n  r a t i n g  and r e q u i r e  t h e  a l l o c a t i o n  o f '  

p a r t  o f  t h e  premium t o  r e s e r v e s .  C o n s e q u e n t l y  i n s u r e r s  

a r e  w i l l i n g  t o  g r a n t  more r e a l i s t i c  premium r e d u c t i o n s  

f o r  r e s t r i c t i o n  o f  c o v e r  on  a  f i r s t  l o s s  b a s i s .  The 

l o w e r  t h e  f i r s t  l o s s  l i m i t  i n  r e l a t i o n  t o  t h e  maximum 

p o s s i b l e  l o s s  t h e  l a r g e r  t h e  premium r e d u c t i o n  compared 



w i t h  t h e  f u l l ' v a l u e  í n s u r a n c e .  A s  p a r t i e s  t o  a  r e i n s u r -  

a n c e  c o n t r a c t  have c o n f l i c t i n g  i n t e r e s t ,  t h e  key f a c t o r  

i s  t h e  premium l o a d i n g  f o r  v a r i a n c e  s o  t h a t  t h e  o p t i m a l  

c o n t r a c t  must  a p p e a r  a s  a  r e a s o n a b l e  compromise between 

t h o s e  i n t e r e s t s .  T h e  f i r s t  l o s s  c o n c e p t  i s  u s u a l  t o  

p r o p e r t y  r i s k s  where t h e  l o s s  p o t e n t i a l  i s  t h o u g h t  t o  be 

f a r  l e s s  t h a n  t h e  f u l l  v a l u e  a t  r i s k .  

3. P r i m a r y  l a y e r  - s e l f  f u n d i n g  o r  n o t  

4. S a n d w i c h  l a y e r s  w i t h i n  PML / beyond  PML - b u f f e r  o r  

m i d d l e  l a y e r s  

5 .  Upper l a y e r s  ( u p  t o  MPL) 

6 .  C a t a s t r o p h e  l a y e r s  

7 .  S l e e p  e a s y  

The s t r u c t u r e  c a n  b e  a  d i r e c t  l a y e r i n g  o r  r e i n s u r a n c e .  

T h i s  a n a l y s i s  c a n  b e  c r i t i s i z e d  o n  t h e  g r o u n d  t h a t  t h e  

a s s u m p t i o n  t h a t  p remiums  a r e  e q u a l  t o  l o s s  e x p e c t a n c e s  

o b v i o u s l y  i s  h i g h l y  u n r e a l i s t i c .  I n s u r e r s  and r e i n s u r e r s  

n o t  o n l y  l o a d  t h e i r  r i s k  premium t o  a l l o w  f o r  e x p e n s e s  and 

p r o f i t ,  b u t  t h e  v a r i a b i l i t y  o f  l o s s e s  must  a l s o  be t a k e n  

i n t o  a c c o u n t .  C o n s e q u e n t l y  some o f  t h e  a d v a n t a g e s  t h e  

c e d i n g  company g a i n s  by e f f e c t i n g  e x c e s s  o f  l o s s  c o v e r  

r a t h e r  t h a n  p r o p e r t i o n a l  r e i n s u r a n c e  w i 1 1  t e n d  t o  be l o s t  

b e c a u s e  o f  t h e  r e l a t i v e l y  l a r g e r  a l l o w a n c e  t h e  r e i n s u r e r  

w i l l  n e e d  t o  make f o r  l o s s  v a r i a b i l i t y  when p r i c i n g  t h e  

c o v e r  p r o v i d e d .  

,Where r i s k  d i r e c t l y  l a y e r e d  u s u a l l y  f i n d  t h a t  t h e  sum o f  a l 1  

l a y e r s  d o e s  n o t  . equa l  f u l l  v a l u e s  n e c e s s a r i l y  ( a l t h o u g  t h i s .  

may b e  s o )  b u t  t h a t  t h e  t o t a l  r e s e m b l e s  a  L o s s  L i m i t  exceed-  

i n g  a  c a u t i o u s  e s t i m a t e  o f  t h e  Maximum -- P o s s i b l e  L o s s  (MPL). 



TYPES OF LAYERS 

1 .  DEDUCTIBLE 

2.  STOP LOSS - F I R S T  LOSS (LOSS L I M I T )  

3. PRIMARY LAYER ( S E L F  FUNDING OR NOT) 

4.  MIDDLE - SANDWICH OR BUFFER LAYER ( W I T H I N  OR BEYOND 

PML) . 

5. UPPER LAYER (UP TO MPL). 

6 .  CATASTROPHE LAYER. 

7. SLEEP EASY. 



TYPES OF LAYERS A N O  T H E I R  STRUCTURING 

S u r p l u s  R e i n s u r a n c e  

Probabi  li ty 

s i z e  o f  l o s s  

E x c e s s  R e i  n s u r a n c e  
--. 

S i z e  o f  l o s s  

L a y e r e d  S t r u c t u r e  - 

Probabi  l i  ty 

l o s s  



T Y P E S  O F  L I M I T S  

A. - MONETARY. L I M I T S  

- T I M E  L I M I T S  

- PERCENTAGE L I M I T S  

B - ANY ONE OCCURRENCE B A S I S  

- ANY ONE L O S S  B A S I S  

- ANY ONE L O C A T I O N / I N S U R E D  B A S I S  

- ANY ONE L O S S  BUS I N  THE AGGREGATE ANNUALLY FOR QUAKE 

AND FLOOD 

C.  - S I N G L E  R I S K  B A S I S  

- MULTI-LOCATION B A S I S  OR MULTI-RISK 



UPPER 

D I R E C T  L A Y E R E D ' S Y R U C T U R E  

PML 

PRIMARY 

FML 

A B C  D E  100 % share o f  r 

E X C E S S  R E I N S U R A N C E  S T R U C T U R E  

i s k  

o f  risk 



PROPOSED 1980 REINSURANCE ARRANGEMENTS 
FOR NON U.S. HPR PROPERTIES 

COMBINED PROPERTY DAMAGE AND BUSINESS INTERRUPTION 

1 IH M I L L I O N S )  



T y p e s  o f  l i m i t s  

A.  - M o n e t a r y  l i m i t s  

- Time l i m i t s  

- P e r c e n t a g e  l i m i t s  

B - Any o n e  o c c u r e n c e  b a s i s  

- Any o n e  l o s s  b a s i s  

- Any o n e  l o c a t i o n / i n s u r e d  b a s i s  

- Any o n e  l o s s  b u t  i n  t h e  a g g r e g a t e  a n n u a l l y  f o r  Q u a k e  

a n d  F l o o d  

- S i n g l e  r i s k  b a s i s  

- M u l t i - l o c a t i o n  b a s i s  o r  m u l t i - r i s k  

S t r u c t u r i n g  

D .  PRICING OF LAYERS 

1 .  R a s i c  p r i n c i p l e s  o n l y .  

No r i g i d  t a b l e s  

a )  Same  t e c h i n c a l  p r i n c i p l e s  a s  i n  q u o t a  s h a r e  r i s k s  

i . e .  

- c o n s t r u c t i o n ,  o c c u p a n c y  

- p r o t e c t i o n ,  h o u s e k e e p i n g  

- l o s s  e x p e r i e n c e  

- i n s u r e d  p e r i l  

- s c o p e  o f  c o v e r a g e  

b) Method o f  p r i c i n g  v a r i e s  w h e t h e r  

- d i r e c t  l a y e r i n g  ( w h e r e  premium amount  i s  c h a n g e d )  

- i n t e r n a 1  l a y e r i n g  ( r e i n s u r a n c e  o f  a n o t h e r  companb - 
p r e m i u m  e x p r e s s e d  a s  p e r c e n t a g e  o f  O G P  o r  ONP). 



P R I C I N G  O F  L A Y E R S  

1 .  B A S I C  P R I N C I P L E S .  

NO R I G I D  T A B L E S  

A )  SAME T E C H N I C A L  P R I N C I P L E S  AS I N  QUOTA SHARE R I S K S  I . E .  

- CONSTRUCTION,  OCCUPANCY 

- P R O T E C T I O N ,  HOUSEKEEPING 

- L O S S  E X P E R I E N C E  

- I N S U R E D  P E R I L  

- S C O P E  O F  COVERAGE 

B) METHOD O F  P R I C I N G  V A R I E S  WHETHER 

- D I R E C T  LAYERING (WHERE PREMIUM AMOUNT I S  CHANGED) 

- I N T E R N A L  LAYERING ( R E I N S U R A N C E  O F  ANOTHER COMPANY - 
P R E M I U M  E X P R E S S E D  A S  P E R C E N T A G E  O F  O G P  OR O N P ) .  

C )  WHETHER SUM I N S U R E D  IS 

- F U L L  VALUE 

- L O S S  L I M I T  

D )  F I R S T L Y  ONE MUST GAUGE THE OVERALL PREMIUM REQUIRED 

FOR THE F U L L  VALUE COVERED TAKING I N T O  ACCOUNT THE 

COVERED P E R I O  ( F ,  L ,  E ,  E T C .  P L U S  E C  OR AR) 

E )  I F  F I R S T  L O S S  ONE HAS TO APPLY ONE O F  THE F I R S T  L O S S  

S C A L E S  AVAILABLE 

F )  EACH LAYER I S  THEN CONSIOERED SEPARATELY 



FIRST L O S  SCALE 

$ of values $ of to ta l  prenium % of to ta l  premium 



PRIMARY LAYER 

T h i s  i s  i n  e f f e c t  t a k e n  a s  a Loss  L i m i t  w i t h i n  a n  o v e r a l l  

Loss  L i m i t  - a s  s u c h  L i o y d s  F i r s t  Loss  s c a l e  i s  n o t  o f  much 

h e l p  a s  p u r e l y  t a k i n g  d i f f e r e n c e  b e t w e e n  L o s s  L i m i t  $ 

f i g u r e s  f o r  o v e r a l l  p r i c i n g  o f  a l 1  l a y e r s  and L . L .  $ f i g u r e s  

f o r  P r i m a r y  c a n  p r o d u c e  s u c h  f i g u r e s  a s  t h i s  : 

L.L. % overal l  l ayers  Prem. $ Balance for  

upper layers  

1) 60 $ g e t s  87 $ f u l l  value prem. 5 $ gets  50 % 37 % 
2) " 11 11 II II II 10 $ gets  60 S 27 $ 

3) 50 $ ge t s  85 % f u l l  value prem 5 5 gets  50 $ 35 

4) " 11 11 
II 11 11 10 5 gets  60 $ 25 % 

Now, i f  you t a k e  p r o p o r t i o n  l a y e r s  above  p r i m a r y  b a s e  t o  t h e  

Loss  L i m i t s  o v e r a l l  c l a s s e s  you end up w i t h  : 

1) Total excess layers  = 91 2/3 $ x/s 8 113 % for  42 1/2 % overa l l  prem for  LL 

2) 11 II II = 83 1/3 $ x/s 16 2/3 % for  31 II 11 11 % " 
3) " 11 11 = 90 $ x/s 10 % f o r  41 % " 11 II 11 

4)  11 11 11 = 80 $ x/s 20 % f o r  29 1/2 $ II II II 

Now, b e a r i n g  i n  mind t h a t  i n  t h e  c a s e s  above  t h e  Pr imary  

p o r t i o n  o f  t h e  t o t a l  r i s k  v a l u e s  is v e r y  s m a l l  and i n  most 

c a s e s  (we a r e  t a l k i n g  o f  h i g h - r i s k  i n s u r a n c e s )  d o e s  n o t  

a b s o r b  a l 1  o f  P r o b a b l e  Maximum Loss  e s t i m a t e s ,  t h e s e  f i g u r e s  

w i l l  b e  t o t a l l y  u n a c c e p t a b l e  t o  t h e  i n s u r e r s  on t h e  l a y e r s  

above .  

A s  s u c h  i s  t h e  c a s e ,  t h e  amoun t  o f  premium g o i n g  t o  t h e  

P r i m a r y  l a y e r  h a s  t o  be l o u e r  t h a n  t h e  above  examples  would - 
g i v e  and t h e  amount o f  d i f f e r e n c e s  between t h e  f i g u r e  chosen  

and L l o y d s  f i r s t  l o s s  o r  s i m i l a r  s c a l e  w i l l  be  g r e a t e r  where 

more o f  t h e  P r o b a b l e  Maximum Loss  i s  t a k e n  up by t h e  l a y e r s  

above .  
? 

$ (2 7 í r  --- 
i 



PRICING OF SANDWIC'H L A Y E R S  

THERE IS NO F I X E D  RATING OR S C A L E S .  URDERWRITERS MUST WORK 

O U T  T H E I R  S C A L E S  I N  F U N C T I O N  O F  PML E X P O S U R E  W I T H I N  AND 

BEYOND PML. 

T H I S  G I V E N  : . 

Sandwich Layer 

maximum 

average 

minimm 

scale  

scale  

scale  

PML 

P R I C I N G  S T E P S  : 

A. WHAT L O S S  L I M I T  PERCENTAGE O F  FULL VkLUE RATE 

B .  WHAT I S  T H E  P E R C E N T A G E  V A L U E S  COVERED BY T H E  L A Y E R  

C O N S I D E R E D  O F  THE L O S S  L I M I T  

C .  WHAT PERCENTAGE O F  LAYER CONSIDERED IS  EXPOSED I N  T H E ,  

PML 

D. S E E  ON S C A L E S  PERCEKTAGE O F  ONR. 



PRICING OF SANDWICH LAYERS W I T H I N  A N D  BEYOND PML. 

EXAMPLE 

O I L  REFINERY TO BE COVERED AGAINST F. L .  EX. A .  

.T.V. : S 200,000,000 

MPL : S 1 00 ,000 ,000  

PML : S 40 ,000 ,000  

LOSS LIMIT : S 100,000,000 

OGR : 2 . 5  O / . .  O N  TV COMM. 15 % 

OGP : X 500 ,000  ONP : X 425,000 

PRIMARY : X 20 ,000 ,000  

1ST LAYER : X 30 ,000 ,000  X/S 20 ,000 ,000  

2ND LAYER : 53 50 ,000 ,000  X/S 50 ,000 ,000  

PRICING FIRST LAYER 

- UPPER L I M I T  I S  X 50 MI0 I . E .  50 % OF L . L .  THIS I S  WORTH 

8 5  % O N  FIRST LOSS SCALE. 

- LAYER X 30 MI0 X/S 20 MI0 COVERS 60 % X/S 40 $ 

X 30 MI0 I S  X 20 MI0 EXPOSED I N  PML I . E .  66 $ W I T H I N  PML 

SO AVERAGE M A X I M U M  SCALE I S  APPLICABLE. O N  THE X/S SCALE 

THIS I S  WORTH SAY 32.5 $ 

- LAYER SHOULD P A Y  32.5 5 OF 85 % OR 27.65 % 

I F  DIRECT LAYER RATE I S  25 O / . .  X 27.65 % = 0 . 6 9  % O N  TV'S 

I F  R / I  X/S LAYER RATE I S  27.65 % OF ONP 



PRICINC OF SECOND LAYER 

- UPPER LIMIT IS B 100 MI0 1.E. L.L. WORTH 100 % PREMIUM. 

- LAYER 5 0  MI0 X/S 50 MI0 COVERS 5 0  % X/S 5 0  8 .  B 5 0  

MI0 EXCESS IS ALL OUT OF PML - SO MINIMUM SCALE I S  APPLI- 

CABLE - WORTH 19 J.  

- LAYER SHOULD PAY 19 % 

- IF DIRECT LAYER RATE AT 0.48 " / o .  GN TV'S. 

- IF R/I EXCESS LAYER RATE AT 19 5 OF ONP. 



ALTERNATIVE APPROACH 

- APPLY SAME REASONING T O  THE SAME TWO LAYERS COMBINED I . E .  

g 80 MI0 X/S 20 M I O .  

- U P P E R  L I M I T  I S  S 1 0 0  MI0 WORTH 100 % 

- LAYER X 80 MI0 X / S  20 MI0 COVERS 80 $ X / S  20 $ AND I S  75  

J BEYOND AND 25  $ W I T H I N  PML. ON THE X/S S C A L E  T H I S  I S  

WORTH 39 1 / 2  $ . 

- T H E  I N D I V I D U A L  CALCULATION ADDED UP TO 4 6 . 6 5  $ 

- I N  P R E S E N T  S O F T  MARKET CONDITIONS THE E X P E R I E N C E D  UNDER- 

WRITER WOULD F I X  ON AROUND 42  % O F  O R I G I N A L  RATE,  S P L I T  AS 

FOLLOWS : 

8 30 MI0 X / S  20 MI0 AT 2 6  $ O F  ONP 

X 50 MI0 X / S  50 MI0 AT 1 6  $ O F  ONP 



METHODS OF PRICING MULTI-RISK OR MULTI-LOCATIONS 

AN IDENTIACL EXERCISE HAS TO BE DONE FOR EACH LOCATION OR 

RISK OF THE POLICY. 

THE NET PREMIUM IS CALCULATED FOR EACH LAYER AND EACH 

LOCATION. 

ONCE THIS I S  COMPLETED, ALL PREMIUMS ARE ADDED UP PER 

LAYER AND EVENTUALLY CONVERTED INTO A PERCENTAGE OF ONP. 

.X/P = % of ONP for primary 

Y/P = % of ONP for excess 

Z/P = % of ONP for upper layer 



P R I C I N G  O F  CATASTROPHE LAYER 

T H E S E  LAYERS ARE BOUGHT FOR UNKNOWN OR IMPONDERABLE R I S K S .  

T H I S  M I G H T  INCLUDE : 

- EARTHQUAKE 

- TSUNAMI ( T I D A L  WAVE) 

- VAPOUR CLOUD E X P L O S I O N  - BEYOND E X P E C T A T I O N  

- B O E I N G  707 DROPPING I N  THE MIDDLE O F  A PLANT.  

- OTHER UNFORESEEN EL,EMENTS ACTUALLY COVERED BY THE P O L I C Y  

TERMS. 

ALL FOREGOING COULD CGNCEIVABLY DESTROY ALL E S T I M A T E S  OF 

MAXIMUM P O S S I E L E  L O S S  (WHICH NORMALLY BASED ON F I R E  P E R I L S  

AND QUAKE I N  A KNOWN QUAKE A R E A ) .  

I N  THE FOREGOING EXAMPLE : 

I F  PL.ANT O U T S I D E  QUAKE AREA AND NOT NEAR A I R P O R T S ,  I N S U R E R S  

M I G H T  B E  A S K E D  TO Q U O T E  C A T  LAYER O F  S 2 0 , 0 0 0 , 0 0 0  X / S  X 

7 0 0 , 0 0 0 , 0 0 0 .  T H E  L O S S  L l M I T  BECOMES X 1 2 0 , 0 0 0 , 0 0 0 .  



PRICING STEPS 

A) ADD UP RATES FOR VARIOUS IMPONDERABLE PERILS. 

B) APPLY SAME EXCESS PRICING PRINCIPLE. 

C )  OFTEN PRICE WILL BE TOO LOW AND THIS PROVES THERE IS NO 

GOOD INDICATOR. 

D) RATE HAS TO BE GAUGED ON BASIS OF CATASTROPHIC EXPOSURE 

AND IS SHOWN OFTEN AS BEING MINIMUM PREMIUM ON LINE 

DEPENDING ON INSURER'S EXPERIENCE. 



TYPES OF  PREMIUM 

FLAT PREMIUM 

F I X E D  PREMIUM RATE @N ONP ( R / I )  OR RATE ON TV ( D I R E C T ) .  



MARKETING O F  LAYERS 

- MARKET 

PRIMARY - LONDON MARKET. 

- B R I T I S H  AND F O R E I G N  D I R E C T  W R I T I N G  COMPANIES.  

- LLOYDS UNDERWRITING SYNDICATE 

- SOME P R O F E S S I O N A L  R E I N S U R E R S .  

- SOME OVERSEAS COMPANIES.  

E X C E S S  - LONDON E X C E S S  UNDERWRITERS. 

- OR B H U S S E L S  MARKET. 

- OR COME P H O F E S S I O N A L  R E I N S U R E R S .  

- P A R I S  MARKET. 

- SOME U. S. COMPANIES.  

- MARKETING 

PRIMARY L6YER : - F I R S T  I N  LONDON TO E X T I N C T I O N .  

- THEN BLAh'KET MARKETING Wk' WITH UP TO 

150 COMPANIES.  

E X C E S S  LAYERS : - F I R S T  KIDDLE OFI SANDWICH LAYERS WITH 

LONDON OR B R U S S E L S  OR P R O F E S S I O N A L  

MARKET. 

- THEN TOP LAYERS 

FRONTING MORE AND MORE D I F F I C U L T  BECAUSE COMPANIES ARE 

MORE AND MORE CAREFUL ABOUT S E C U R I T Y .  


