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Insurers Are Well Equipped to Cope With 
Climate Change Challenge 
Risk-Management Tools Routinely Evolving to Control this Key ESG Risk  
 

 

 

Fitch Ratings considers climate change and its impact on natural 
catastrophe (nat cat) losses to be one of the most important 
environmental, social, governance (ESG) risks for non-life and 
composite insurers, and reinsurers. Nevertheless, climate change 
has a minimal impact on most insurance ratings within Fitch’s 
portfolio. 

EIM Has Minimal Impact 
An ESG Relevance Score (ESG.RS) of ‘3’ (minimal impact) is 
standard for Exposure to Environmental Impacts (EIM) for 
composite and non-life insurers and reinsurers, and as of end-2020 
the majority of these issuers scored ‘3’ for EIM. However, there are 
some exceptions, mostly non-life insurers with niche business 
focuses. 

Climate Change Included in Fitch’s Analysis 
Fitch incorporates climate change into its credit analysis mainly 
through assessing issuers’ nat cat exposure, and how this risk is 
managed. Fitch also accounts for nat cat exposure in its proprietary 
risk-based capital model, the Prism Factor-Based Capital Model 
(Prism FBM). 

Nat Cat Risk Well Managed 
The insurance industry deals with climate change within risk 
management, including in the modelling of capital requirements. 
The insurance and reinsurance sectors manage this phenomenon 
well by routinely adapting their risk-management strategies. 

EIOPA Suggests Changes to ‘Nat Cat’ 

Submodule 
Regulators are constantly adapting their capital requirement 
frameworks to better capture climate change risk. For example, the 
European Insurance and Occupational Pensions Authority (EIOPA) 
has recently proposed changes to the ‘nat cat’ submodule in the 
standard formula.  

Fitch believes that capital charges for nat cat risk exposures are set 
to increase in the future, with repercussions on pricing and the 
insurability of nat cat risks. 

Scope of This Report 
This report focuses on underwriting exposure to nat cat events. 
Secondary climate change-related risks for insurers, such as 
heightened regulator or public pressures to avoid investing in or 
insuring “brown” industries, are outside the scope of this report.  

  

“While the impact of climate change on nat cat 
risk poses a serious challenge to the 
(re)insurance industry, the industry has a 
toolbox at hand to manage this risk effectively, 
and so climate change has a minimal impact on 
most insurance ratings of our rated portfolio. 

This outcome is reflected in a standard ESG 
relevance score of ‘3’ (minimal relevance) that 
we have assigned for the Exposure to 
Environmental Impacts factor for non-life and 
composite insurers and reinsurers.” 

Robert Mazzuoli, CFA, Fitch Ratings 
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ESG.RS ‘3’ Is Standard for EIM 

An ESG.RS of ‘3’ (minimal impact) for EIM is the standard for 
composite and non-life insurers and reinsurers. As of end-2020, 
75% of the ESG.RS Fitch had assigned for EIM for EMEA insurance 
were ‘3’.  

However, the score can deviate if risk is significantly different to the 
average for the sector. Poor management of the EIM risk may also 
result in a higher Relevance Score.  

At end-2020, 23% of EMEA insurers were at ‘2’ and 2% at ‘4’ (no and 
medium impact, respectively). No changes occurred over the course 
of 2020 for EIM in the EMEA insurance portfolio.  

Exceptions with ESG.RS of ‘2’ and ‘4’ 
Lloyd's of London is the only issuer in Fitch’s rated EMEA insurance 
portfolio with an ESG.RS of '4' for EIM risk due to underwriting and 
reserving exposed to natural catastrophe risks. Its property 
business represented 45% of 2019 gross premiums written.  

Fitch views the exposure of the Insurer Financial Strength (IFS) 
rating of Lloyd’s of London (AA-/Stable) to worldwide catastrophes 
as high, although the company has reduced this in recent years.  

Non-life insurers with a niche business focus, such as the credit 
insurer COFACE SA (IFS: A+/Rating Watch Negative), or composite 
insurers with a low exposure to property business, such as 
NUERNBERGER Beteiligungs-Aktiengesellschaft (IFS: A+/Stable), 
typically have an ESG.RS of ‘2’ for EIM risk. Their exposure to nat cat 
risk is significantly below the sector average. 

 

Nat Cat Risk Affects Five Credit Factors 
Fitch assesses the nat cat exposure of an issuer and how this risk is 
managed predominantly in two credit risk factors: ‘Capitalisation 
and Leverage’ and ‘Reinsurance, Risk Mitigation and Catastrophe 
Risk’. Nat cat exposure also affects ‘Financial Performance and 
Earnings’ and, to a lesser extent, ‘Investment and Asset Risk’ and 
‘Reserve Adequacy’.  

The nat cat net exposure is an important driver for the calculation 
of the capital requirements an insurer needs to fulfil, both from 
Fitch’s credit perspective and the regulators’ point of view.  

Fitch also assesses the company’s risk mitigation strategy using 
reinsurance or other forms of mitigation such as securitisation. 
Fitch’s evaluation focuses on whether insurance companies have 
comprehensive and sufficient reinsurance protection, the financial 
strength of the chosen reinsurance panel, and whether there are 
significant collection disputes with the reinsurers.  

Securitisations typically have minimal counterparty risk as they are 
fully collateralised, but they carry basis risk if the pay-out is linked 
to industry loss indexes and not the individual risk profile.  

Prism FBM Incorporates Nat Cat Risk 
Fitch’s proprietary risk-based capital model, Prism FBM, reflects nat 
cat risk in the calculation of required capital by including a catastrophe 
risk charge on the property business exposed to nat cat risk.  

When provided, Fitch reviews results generated by insurers’ 
internal and licensed catastrophe models. Fitch reviews various 
confidence levels, including 100-year, 250-year, 500-year, and 
1,000-year probabilities – and beyond, when possible. Fitch 
believes a full evaluation of the extreme ends of the “tail” is useful, 
in part recognising that actual catastrophe events seem to occur at 
frequencies greater than implied by many models. 

Fitch prefers the use of tail value-at-risk (T-VaR) measures rather 
than a probable maximum loss (PML) approach, where available. 
The T-VaR quantifies the expected value of the loss given that an 
event outside a particular probability level has occurred. 

Climate change directly influences the calculation of the various T-
VaRs as they increase in tandem with an expected rise in severity 
and frequency of the nat cat claims. Therefore, climate change is 
well reflected in Prism FBM.  

Climate Change Drives Nat Cat Losses Higher 
The 10-year moving average of weather-related nat cat insured 
losses increased from USD9.6 billion in 1985 to USD80.8 billion in 
2020 (measured in 2020 prices), according to the Swiss Re Institute. 
Economic losses rose on average from USD57.5 billion to USD185.3 
billion over the same time period. 

Economic wealth creation and a rise in insurance density can 
partially explain this growth, but the frequency of nat cat events 
also increased significantly from a 10-year average of 58 in 1985 to 
185 in 2020.  

 

Exposure to Environmental Impacts 

This category addresses an issuer’s ability to manage risks and 
opportunities associated with direct exposure of its owned, 
controlled or governed assets and operations to actual or 
potential physical impacts of climate change. The category 
relates to an issuer’s ability to adapt to the increased frequency 
and severity of extreme weather, a shifting climate, sea level 
risk, and other expected physical impacts of climate change. The 
insurers’ management may involve mitigation strategies, such 
as enhancing the resiliency of physical assets or surrounding 
infrastructure as well as incorporation of climate change-
related consideration into key business or governance 
decisions (e.g., mortgage and insurance underwriting, planning 
and development of real assets projects). 

Reinsurance is part of the toolkit for clients to manage these 
risks, but the scores speak to the reinsurers’ ability to manage 
these risks which they take on behalf of their clients. Reinsurers 
need to actively manage these risks, employing a range of 
mitigation strategies such as diversification criteria, enhancing 
the resilience of physical assets and a range of good governance 
practices.  
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It is widely agreed that climate change and global warming have 
been an important factor leading to this increase in frequency as 
more extreme weather conditions have caused more floods, 
wildfires and convective storms globally. The frequency and 
severity of nat cats is expected to increase further. This raises the 
question of how the (re)insurance industry can respond to this long-
term trend.  

The key challenge is to avoid underestimating future claims 
developments as historical data are not reliable when it comes to 
nat cat risk. Regulators and business partners such as modelling 
companies or reinsurers offer research capabilities to help the 
insurance industry step up to the climate change challenge.  

 

 

Annual Contracts Allow Quick Adjustments 
In contrast to liability claims, property losses caused by nat cats 
settle in a relatively short time period, rarely exceeding two to three 
years. This limits the uncertainty around ultimate losses and the risk 
of inadequate pricing.  

Should reported claims exceed the budgeted ones, insurers and 
reinsurers can quickly adjust pricing when reinstating the coverage 
or in the next renewal season at the latest. These mechanics of 
property cat policies also insulate insurers and reinsurers against 
underestimating climate change effects on claims inflation as errors 
can be corrected quickly.  

The fast adjustment of pricing of and reserving for nat cat claims is 
also relevant for the calculation of insurers’ capital requirements. If 
ultimate loss estimates, and hence reserves, need to go up for a 
defined nat cat exposure, capital requirements for this exposure 
also increase, leaving the balance-sheet better-protected against 
this risk. 

Nat Cat Model Providers Constantly Update 

Their Assumptions 
Insurers can license nat cat models from third parties to assess their 
nat cat exposure and tailor the reinsurance protection to their 
needs. These models are built on historic data, but they increasingly 
use scientific research results to include forward-looking 
assumptions on what impact climate change may have on the 
frequency and severity of nat cat claims in the future.  

These models are particularly relevant for small and medium-sized 
non-life and composite insurers, and reinsurers, that cannot afford 
to develop their own internal nat cat models.  

Reinsurance Is Important for Managing Nat 

Cat Risk 
The global reinsurance market including alternative capital offers 
more than USD600 billion of capital to the primary insurance 
industry to transfer peak risks and strengthen the cedants’ balance 
sheets. Fitch estimates that a high-single digit percentage of 
premiums is ceded to reinsurers in non-life, with higher ceding rates 
in property, which is exposed to nat cat risk.  

Reinsurance companies can typically diversify their nat cat risks on 
a global scale – an advantage they offer to their cedants that often 
have cluster risks from a geographic or line-of-business 
perspective. Nevertheless, reinsurers themselves often use the 
instrument of retrocessions to transfer risks to financial markets or 
to other reinsurers to optimise their own risk profile.  

EIOPA Proposes Changes to Standard 

Formula 
EIOPA has published a discussion paper that deals with the 
question of if and how to include climate change in the nat cat 
solvency capital requirement calibration in the standard formula. 
EIOPA expects to publish its final report in spring 2021 after 
considering feedback from stakeholders.  
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Fitch’s ESG.RS Framework 

ESG.RS transparently and consistently display both the 
relevance and materiality of individually identified ESG risk 
elements to the rating decision.  

Together with Fitch’s dedicated Sustainable Finance Group, 
each analytical ratings team within Fitch worked globally to 
categorise and classify ESG credit risks at a sector level and 
subsequently score them for individual entities, transactions or 
programmes within that sector. Individual E, S and G relevance 
scores range from ‘5’ to ‘1’.  

A score of ‘5’ indicates factors that have a direct impact on the 
rating on a standalone basis. Conversely, a score of ‘1’ indicates 
factors that have no credit impact or are irrelevant to the sector 
and the entity, transaction or programme from a credit 
perspective.  

A relevance score of ‘3’ indicators factors that have a minimal 
relevance for the rating, either because the impact is very low  
or because it is managed in a way that results in no impact on 
the rating.  

ESG.RS are observational — they look at how much an ESG 
element affects a rating. The scores provide granularity on why 
ratings change and make the impact of ESG risks on a rating 
decision under Fitch’s existing criteria much more transparent.  

The scores do not make value judgements on whether an entity 
engages in good or bad ESG practices, nor do they assess how 
broadly sustainable a practice is, but they draw out which E, S 
and G risk elements are influencing the credit rating decision. 
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EIOPA focuses the discussion on the submodule ‘nat cat risk’ that is 
part of the module ‘non-life underwriting risk’. The submodule ‘nat 
cat risk’ uses nat cat risk models that have two flaws: they rely on 
historic data and they only have a 12-month time horizon. To 
mitigate these flaws EIOPA has proposed two types of action. 
Firstly, nat cat models that explicitly incorporate forward-looking 
parameters to capture climate change risk appropriately should be 
used. Secondly, the scope of the nat cat risk module should be 
broadened by including more countries, perils or lines of business or 
by introducing a load factor. As climate change is rapidly evolving, 
EIOPA also proposes a more regular recalibration approach for the 
future.  

Fitch believes this discussion paper shows two things: that the EU 
regulators are aware and concerned about climate change risk for 
the insurance industry, and that capital charges for nat cat risk 
exposures are set to increase in the future, with repercussions on 
pricing and the insurability of nat cat risks.  

Usage of Internal Capital Models for Nat Cat 

Risks Increases 
Internal capital models including modules for nat cat risk are 
widely-used amongst large or global (re)insurance groups today. 
This allows for a precise assessment of the insurer’s real exposure 
to nat cat risk taking into account diversification benefits. These 
internal models are generally more sophisticated than the standard 
formula can be and are updated frequently.  

More and more mid-sized insurance companies with a relevant 
exposure to nat cat losses have decided to develop an internal 
model for nat cat risk. Rising exposure and an increase in regulatory 
capital charges are the main drivers. The insurers often buy 
expensive reinsurance coverage to reduce the capital charges in the 
standard formula. An internal model, while cumbersome and 
expensive to develop, may ultimately reduce the regulatory costs 
associated with nat cat risk.  

Nat Cat Risk May Become Less Insurable 
As the severity and frequency of nat cat claims increases, driven by 
economic wealth creation, a rise in insurance density, and climate 
change, the insurance and reinsurance industry will have to provide 
more and more capital to cover the same amount of risk exposure. 
In consequence, they will need to raise their tariffs to be able to 
meet their return on capital requirements, something that will 
encounter increasing problems as clients may be unwilling or 
unable to pay for nat cat protection.  

One answer could be the gradual withdrawal from insuring nat cat 
risks, triggering the need for state intervention. As is already the 
case in Florida, for example, governments may decide to provide 
insurance cover above and beyond what the insurance and 
reinsurance industry may be willing or able to offer.  
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