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GC Securities* Catastrophe Bond Market Update: First 
Quarter 2011  
 
The Most Active First Quarter on Record, 
Global Catastrophe Activity Highlights Value 
of Catastrophe Bond Market 
The first quarter of 2011 was the most active first quarter in the history of the 
catastrophe bond market in terms of new issuance. All told, four transactions came to 
market securing USD1.02 billion of new and renewal risk transfer capacity. This is a 
significant increase over the USD300 million issued during the first quarter of 2010 
and previous first quarter high-water mark of USD615 million posted during the first 
quarter of 2008. Issuance was diverse in terms of risk profile and structure, although 
U.S. hurricane risk was a common theme in all four transactions. All transactions 
marketed during the first quarter of 2011 priced within or inside of their initial spread 
guidance.  
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Aside from strong issuance, the story of the first quarter in the catastrophe bond 
market and the world as a whole was the tragic and devastating “Great Tohoku” 
earthquake that occurred off the northeast coast of Japan on Friday, March 11. This 
earthquake registered a 9.0 magnitude according to the U.S. Geological Survey 
making it the largest and fourth largest earthquake in recorded history of Japan an the 
world, respectively. On a modeled basis (as of this writing) this event is expected to 
cause between USD15 billion and USD30 billion of insured loss and as much as 
USD300 billion of economic loss. The Tohoku earthquake had an immediate and 
noticeable impact not only on catastrophe bonds with exposure to Japanese 
earthquake risk, but also on the catastrophe bond market generally, particularly in the 
context of other first quarter catastrophe events including significant flooding and 
Cyclone Yasi in Australia, the (second) Christchurch earthquake in New Zealand and 
the recent RMS U.S. wind model update.  
 
Valuations of cat bonds (both Japan earthquake exposed and otherwise) declined for 
the second half of March after the Tohoku earthquake, reflecting expected principal 
losses to Japan earthquake exposed cat bonds, mark to market losses (primarily with 
respect to certain second and/or subsequent event bonds expecting to shift to first 
event bonds) and also perception of potential for a general increase in the price of 
catastrophe risk protection. However, it is important to note that in the aftermath of one 
of the largest earthquakes in recorded history the catastrophe bond market continued 
to trade in an orderly and disciplined fashion. Additionally, investors report that their 
own capital providers, for example, institutions that have made or are planning to 
make allocations to the insurance linked securities (ILS) asset class, are responding 
well to the potential for principal loss associated with the event. Capital providers are 
prospectively focused on the implications for future issuance and investment 
opportunities rather than looking to reduce their exposure to the asset class. 
 
 

Issuance Activity 

First quarter issuance activity kicked off in February with a takedown from Swiss Re’s 
Successor shelf program.  

 The Successor X Class IV Notes provide USD305 million of protection for U.S. 
hurricane and California earthquake events to Swiss Re.  

 The Hartford, a veteran capital markets sponsor, also returned to the cat bond 
market in February with a second takedown from its Foundation Re III Ltd. shelf 
program. The Foundation Re III Ltd. 2011-1 notes provide The Hartford with 
USD135 million of four-year protection from U.S. hurricanes in a covered area 
spanning from Texas to Maine.  

The final two transactions of the first quarter 2011 closed in March.  

 East Lane IV Ltd., sponsored by Chubb, was most notable for its significant size. At 
USD475 million it was by far the largest transaction of the first quarter and in fact 
among the largest in the history of the catastrophe bond market. This transaction, 
which closed on March 7 and priced inside of initial spread guidance provides 
Chubb with USD225 million of three year protection from the Class A Notes and 
USD250 million of four year protection from the Class B Notes against hurricanes, 
severe thunderstorms and earthquakes occurring in the Northeast United States.  
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 The final transaction of the first quarter, USD100 million Queen Street II Capital 
Limited served as a modified renewal of Munich Re’s initial Queen Street Capital 
transaction which matured on March 21, 2011. Notably, Queen Street II Capital 
Limited, which provides Munich Re with three year protection for U.S. hurricanes 
and European windstorms, was able to successfully close within the initial spread 
guidance and at the announced transaction size, notwithstanding the occurrence of 
the Tohoku earthquake (virtually all investors continued to participate at their pre-
Tohoku earthquake pricing and capacity levels) and the release of the RMS U.S. 
model change, both of which occurred during the Queen Street II Capital marketing 
period. 

 
Table 1 

 
 
 

Catastrophe Bond Redemptions 

In the first quarter of 2011, USD1.24 billion of catastrophe bond risk capital matured. 
USD553 million of this amount was exposed exclusively to European windstorm. Of the 
remaining USD685 million, two separate transactions of USD150 million each were 
exposed to California earthquake and U.S. hurricane respectively. The remaining USD385 
million, comprised of two transactions, was exposed to multiple worldwide perils including 
U.S. hurricane and earthquake, European windstorm and Japan earthquake. Notably, the 
one maturing transaction with exposure to Japan earthquake, USD235 million Atlas 
Reinsurance IV Ltd., matured in January, well before the Tohoku earthquake struck in mid-
March. 
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Risk Capital Outstanding 

Total risk capital outstanding declined by USD223 million (1.8 percent relative to year-end 
2010) during the first quarter despite USD1.02 billion of new issuance. Over the past two 
quarters, approximately USD3.03 billion of risk capital has been issued. This is the second 
highest sequential two quarter issuance total in the history of the catastrophe bond market. 

 

Figure 2 

 

 

Issuance Composition 

All of the USD1.02 billion issued in the first quarter of 2011 had exposure to the peril of 
U.S. hurricane. USD135 million was exposed to U.S. hurricane exclusively, USD100 
million was exposed to U.S. hurricane and European wind on a joint basis and USD475 
million was exposed to Northeast U.S. hurricane, earthquake, thunderstorm and 
windstorm perils. 

 

Expected Loss Characteristics 

The risk profile of new offerings increased relative to 2010, to a weighted average 
expected loss of 2.02 percent. While additional new issuance during the balance of 
the year could reduce the new offerings’ expected loss for 2011, we note that the 
weighted average expected loss from 1997 through the first quarter of 2011 is 1.58 
percent and there has only been one year in the last six years where the weighted 
average expected loss of primary issuance in a calendar year has been less than this 
long-run mean. This increase in risk profile can be explained by an increasingly 
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sophisticated and informed investor base, a reduction in the broad based availability 
of affordable leverage for catastrophe bonds and prevailing reinsurance market 
conditions. In relatively scarce capacity environments, such as 2006 and the first half 
of 2009, where minimum clearing spreads tend to increase, protection buyers are 
inclined to increase the expected loss of each transaction in order to improve price 
efficiency. In relatively plentiful capacity environments, such as the second half of 
2009 and 2010, where minimum clearing spreads tend to decrease, protection sellers 
(with an improved ability to understand more “in the money” covers) are inclined to 
prefer riskier transactions in order to achieve target portfolio returns. The fact remains 
that, relative to the early 2000s, financial leverage for catastrophe bonds is less 
available, which tends to augment the tendency for higher risk catastrophe bond 
structures.  
 

Figure 3 

 

 

It is important to note that the increase in the expected loss of deals brought to the 
catastrophe bond market and the inclination of catastrophe bond investors to accept riskier 
transactions in declining premium environments does not imply an easing of the market’s 
analytical discipline. Nor does it imply a focus reduction on terms and conditions by 
catastrophe bond market participants. Rather, it signifies an improvement of the 
catastrophe bond market’s ability to evaluate, understand and, where modeling and 
disclosure are sufficient, competitively price a more diverse range of perils, risk profiles, 
structures and triggers. Going forward, this increased sophistication and measured 
expansion of investor appetite for risk should be a catalyst for productive and healthy long-
term growth for the catastrophe bond market. 
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Industry Loss Warranties 

The industry loss warranty (ILW) market hardened significantly during the final weeks of 
the first quarter. Catastrophes in New Zealand, Australia and Japan have increased 
demand for additional protections for the remainder of 2011, while the output from RMS 
RiskLink v11 appears more pronounced than anticipated in all the major hurricane zones 
of the United States. A period of intense trading immediately following the Tohoku 
earthquake saw pricing for U.S. wind risk increase by 20 percent (largely due to model 
concerns) and U.S earthquake risk increase by 15 percent (largely due to concerns about 
earthquakes creeping eastward from the Pacific Rim). More recently, however, the market 
is in a more reflective mood where new capacity is entering the space in an attempt to 
take advantage of rate increases. This new capacity and an abatement of protection buyer 
interest have moderated any further price increases and, in the short term, the ILW market 
pricing is showing signs of remaining stable at current levels. 

 

First Quarter Market Dynamics and Outlook for the Balance of 2011  

First quarter market dynamics were altered by the Tohoku earthquake on March 11 
particularly in combination with other first quarter losses emanating from flooding and 
Cyclone Yasi in Australia and the (second) Christchurch which occurred on February 21. 
Additionally, though to a lesser but still relevant degree, RMS’ release of its latest North 
American hurricane model, RiskLink v11, on February 28, also influenced market opinion 
on general valuation levels.   

During January and February market conditions were generally in line with 2010 year-end 
expectations and, as mentioned, issuance was exceptionally strong, particularly on the 
heels of such a strong fourth quarter in 2010. The market’s focus very much remained on 
the size of the issuance pipeline and managing through the more than USD2.0 billion of 
scheduled maturities set to occur prior to June 30, 2011. From a secondary trading 
perspective, activity was light, with trading interest driven by some small to medium size 
accounts seeking to generate liquidity in order to participate/support new transactions from 
long-standing sponsors. The East Lane IV Ltd. transaction in particular, due to the 
market’s perception of pricing, regional risk profile and Chubb as a high quality sponsor for 
an indemnity triggered transaction, was particularly well received. Once expectations of 
the potential for upsize began to firm, some investors did look to exit existing positions in 
order to support larger East Lane IV orders. Deal specific trading aside, however, activity 
was light as catastrophe bond buyers continued to outstrip sellers, particularly for 
diversifying perils, non-U.S. Texas to Maine wind exposed catastrophe bonds and for the 
(relatively few) transactions carrying higher coupons.  

In the aftermath of the Tohoku earthquake the market’s focus shifted to evaluating the 
probable impact of the event on existing catastrophe bonds and, to a lesser extent, on the 
implications for future issuance. Approximately USD1.43 billion of catastrophe bonds, 
consisting of fifteen individual classes from ten separate transactions associated with six 
sponsors, have exposure to Japan earthquake risk. In terms of risk capital, the USD1.43 
billion of catastrophe bonds represented approximately a 12 percent share of the 
USD11.97 billion of natural peril exposed catastrophe bonds outstanding at March 31, 
2011. Due to differing trigger designs and other structural features, the principal at risk in 
each of these bonds from the Tohoku earthquake differs significantly. 
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Table 2A 
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Table 2B 

 

 

In the immediate aftermath of the Tohoku earthquake the secondary market was able to 
maintain good order as the loss implications and expectations were digested and priced 
into the most likely exposed bonds. Muteki Ltd., a USD300 million catastrophe bond 
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(ultimately benefitting Zenkyoren) which utilizes a parametric trigger based on ground 
motion measurements via K-Net, quickly arose as investors’ primary bond of interest. 
During the days following the earthquake event until additional information concerning the 
stations’ readings became available (and confidence increased about the likelihood of a 
partial or total loss), the Muteki bond did continue to trade. Importantly, throughout the 
discovery process, there remained a consistent bid in the market, and while in many cases 
these bids were put forth at distressed levels by non-core cat bond investors; the 
continuous presence of liquidity throughout a period of significant uncertainty is further 
evidence of the maturation of the cat bond market.  

Multi-peril bonds with exposure to Japan earthquake risk also traded down during March, 
reflecting mark to market losses on aggregate transactions and formerly second event 
bonds that are now “activated” and exposed to first event losses going forward. Marks on 
non-Japan earthquake exposed catastrophe bonds were affected as well due to concerns 
about reinsurance rates globally in light of the first quarter 2011 loss activity and impact of 
the RMS RiskLink v11 release. The loss activity of 2011 thus far, while not expected to be 
a “capital” event for the industry, has, in many cases, exhausted reinsurers’ annual 
catastrophe risk budgets –  even prior to the onset of U.S. wind season. Renewals at June 
1 and July 1 will demonstrate how reinsurers are reacting to the first quarter 2011 
headwinds. 

 

Figure 4 

 

 

We note that while capacity sellers have sustained significant losses during the first 
quarter, Guy Carpenter estimates that going into 2011 the industry was carrying 
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approximately USD19 billion of excess capital. However, the prospective rate environment 
is less certain than it was at January 1.  

The range of opinions associated with the prospective rate environment in the traditional 
market is contributing to increased uncertainty with respect to catastrophe bond issuance 
for the second quarter and balance of 2011. While on the one hand, significant 
catastrophe activity should serve to increase the perceived value of multi-year 
collateralized protection in the eyes of protection buyers, concerns about cat bond market 
pricing and capacity still remain. Some sponsors have elected to take a wait and see 
approach (putting planned pre-U.S. wind season transactions on hold) while paying close 
attention to the pricing environment in the traditional market leading up to the June 1 
renewals.  

On balance, it is apparent that protection buyers do continue to recognize the value of the 
catastrophe bond market and the features of catastrophe bond protection. Features such 
as full collateralization and multi-year protection are recognized in an increasingly explicit 
sense during the transaction evaluation process. Relative "all-in" pricing is critical, as it 
reflects the additional benefits of catastrophe bond protection as well as transaction costs, 
when comparing the traditional and catastrophe bond markets. To the extent the 
catastrophe bond market, in this particular environment, can demonstrate coordination and 
a reasonable level of consistency with the traditional market, it would provide a measure of 
assurance to protection buyers currently contemplating new transactions. It is also worth 
nothing that while the returns on outstanding catastrophe bonds did have a negative 
month (due to mark-to-market effects reflecting potential losses, etc.) during March, the 
long-term cumulative return profile does still compare favorably to alternative asset 
classes. 

 

Figure 5 
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With respect to activity in the third and fourth quarters, it seems reasonable to expect that 
Asia-Pacific issuers will have an increased need for protection and potentially could be 
more appreciative of the value of multi-year fixed spread protections. The Tohoku event 
has also provided an opportunity for market participants to identify structural 
improvements for future transactions that should improve transparency, reduce basis risk 
and improve post event loss determination processes going forward. With respect to other 
perils (particularly European windstorm), the prevailing rate environment, the continued 
expansion of the PERILS database and other trigger enhancements should still present 
value to both protection buyers and sellers and therefore additional issuance from these 
regions would not be surprising. Finally, while in recent years the catastrophe bond market 
has been predominantly utilized by primary companies, it is possible that rating agency 
and capital concerns, scarcity with respect to traditional retrocession covers and a desire 
to structure more certain multi-year capacity, could prompt reinsurers (as a group) to 
return to the market during the balance of the year. 

At the beginning of 2011 consensus estimates pegged expected issuance for the year at 
between USD5 billion and USD7 billion. By and large those estimates were re-confirmed 
at the recent SIFMA Insurance-Linked Securities conference, which is widely attended by 
industry participants. With over USD1 billion of issuance already and positive underlying 
market fundamentals, the chances of reaching at least the low end of these issuance 
totals is still feasible. Relative pricing between traditional and capital markets will be 
important as will the occurrence or non-occurrence of additional catastrophe events.  

Finally, it is important to highlight that the sympathies and thoughts of GC Securities and 
Guy Carpenter (and market participants, generally) are foremost with those personally 
affected by the Tohoku earthquake, Cyclone Yasi and the Christchurch earthquakes. We 
note that the catastrophe bond market, by providing consistent and effective protection for 
these types of events, has an important humanitarian and socially beneficial role in the 
reconstruction efforts. 
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• Barry Law, Managing Director 
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• David Rothstein, Vice President 
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Guy Carpenter & Company, LLC is the world’s leading risk and reinsurance specialist and a 
part of the Marsh & McLennan Companies. With over 50 offices worldwide, Guy Carpenter 
creates and executes reinsurance solutions and delivers capital market solutions* for clients 
across the globe. The firm’s full breadth of services includes line of business expertise in 
Agriculture; Aviation; Casualty Clash; Construction and Engineering; Excess and Umbrella; 
Life, Accident and Health; Marine and Energy; Medical Professional Liability; Political Risk and 
Trade Credit; Professional Liability; Property; Retrocessional Reinsurance; Surety; Terrorism 
and Workers Compensation. GCFac® is Guy Carpenter’s dedicated global facultative 
reinsurance unit that provides placement strategies, timely market access and centralized 
management of facultative reinsurance solutions. In addition, GC Analytics™ utilizes industry-
leading quantitative skills and modeling tools that optimize the reinsurance decision-making 
process and help make the firm’s clients more successful. Guy Carpenter’s website address is 
www.guycarp.com. 
 

 

* Securities or investments, as applicable, are offered in the United States through GC 
Securities, a division of MMC Securities Corp., a US registered broker-dealer and member 
FINRA/SIPC. Main Office: 1166 Avenue of the Americas, New York, NY 10036. Phone: 
(212) 345-5000. Securities or investments, as applicable, are offered in the European 
Union by GC Securities, a division of MMC Securities (Europe) Ltd., which is authorized 
and regulated by the Financial Services Authority. Reinsurance products are placed 
through qualified affiliates of Guy Carpenter & Company, LLC. MMC Securities Corp., 
MMC Securities (Europe) Ltd. and Guy Carpenter & Company, LLC are affiliates owned by 
Marsh & McLennan Companies, Inc. This communication is not intended as an offer to sell 
or a solicitation of any offer to buy any security, financial instrument, reinsurance or 
insurance product. 

 

Chi Hum, Cory Anger, Hong Guo, Ryan Clarke and Brad Livingston are registered 
representatives of MMC Securities Corp. 

 

 

DISCLAIMER 
Guy Carpenter & Company, LLC provides this report for general information only. The 
information contained herein is based on sources we believe reliable, but we do not guarantee 
its accuracy, and it should be understood to be general insurance/reinsurance information 
only. Guy Carpenter & Company, LLC makes no representations or warranties, express or 
implied. The information is not intended to be taken as advice with respect to any individual 
situation and cannot be relied upon as such. Please consult your insurance/reinsurance 
advisors with respect to individual coverage issues. 
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Statements concerning tax, accounting, legal or regulatory matters should be understood to be 
general observations based solely on our experience as reinsurance brokers and risk 
consultants, and may not be relied upon as tax, accounting, legal or regulatory advice, which 
we are not authorized to provide. All such matters should be reviewed with your own qualified 
advisors in these areas. 
 
Readers are cautioned not to place undue reliance on any historical, current or forward-
looking statements. Guy Carpenter & Company, LLC undertakes no obligation to update or 
revise publicly any historical, current or forward-looking statements, whether as a result of new 
information, research, future events or otherwise. 
 
This document or any portion of the information it contains may not be copied or reproduced in 
any form without the permission of Guy Carpenter & Company, LLC, except that clients of Guy 
Carpenter & Company, LLC need not obtain such permission when using this report for their 
internal purposes. 
 
The trademarks and service marks contained herein are the property of their respective owners.   
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