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The following paper discusses industry loss warranties (ILWs).
The aim of this essay is to analyze basis risk with the help of
Excel simulation study and to perform a risk and pricing
sensitivity analysis. Furthermore, on the basis of obtained
results the hedging effectiveness of ILW contracts in
comparison to traditional reinsurance shall be assessed. In
company with traditional reinsurance and catastrophic bonds
(cat bonds) ILWs protect buyers against natural catastrophes.
The increased number of natural disasters in last years
(Hurricane Katrina and Ivan in 2005, Hurricane Irene in 2011)
led to lack of supply capacity in the traditional reinsurance and
retrocession market. Insurers required additional capital.
Therefore new and innovative catastrophic instruments - such
as industry loss warranties or cat bonds - were developed (see
Gatzert and Schmeiser, 2009, p.2). These new index-linked
instruments have several advantages in comparison to
traditional reinsurance, e.g. reduction of moral hazard or
lower underwriting costs,...
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