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Don’t Let Secondary Perils Be Your Primary Concern 
Now that catastrophe bond investors have weathered what was an�cipated to be an ac�ve 
hurricane season, aten�on is turning to the January 1st renewals. It was projected that record sea 
surface and global temperatures would negate the effects of El Niño, resul�ng in a hurricane season 
reminiscent of 2005. However, this scenario did not fully materialize. Although Hurricane O�s struck 
Mexico as a devasta�ng Category 5 storm, cat bonds covering US perils experienced a rela�vely 
quiet year. Hurricane Idalia was the only storm to briefly concern cat bond investors before making 
landfall in Florida as a non-event for the industry. 

While industry insiders are aware, those outside the loop may not know that the secondary peril 
season in the USA has been the costliest on record this year, with damages between USD 50-60 
billion as of the end of Q3, according to PCS. 2023 also set a new benchmark with 18 events each 
causing over USD 1 billion in damages, adding a heightened sense of severity to the high frequency 
of events. As a helpful refresh, in property insurance, secondary perils are those genera�ng frequent 
small to medium size losses, generally from events that are not named storms (tropical cyclones) or 
earthquakes. 

Insured Loss by Peril, Q1-Q3 2023, USD 93bn total 

 
Source: Gallagher Re, Natural Catastrophe Report, October 2023 

Risk models need further improvements to capture new climate patterns 

The shi�ing climate is leading to less predictable loss trends, compounded by factors like infla�on, 
popula�on growth in catastrophe-prone areas, and rising construc�on costs. However, the crux of 
the mater is risk selec�on. Cat bond investors and underwriters understand that there is not much 
they can do to influence the loss outcome when a peak peril zone is struck by a major storm, 
irrespec�ve of the underlying risk quality and selec�on. Yet, the same doesn't hold true for losses 
stemming from secondary perils such as hail, tornadoes, and non-named storms. 

Why do (re)insurers con�nue to incur substan�al losses from secondary perils? This is not a new 
topic: Swiss Re even wrote a paper in 2019 �tled “Secondary Perils – Not so Secondary.” For how 
long can we atribute poor results to unpredictable weather paterns instead of risk selec�on? 

There's no denying that modelling natural catastrophes poses a significant challenge. When there 
are cat bonds covering all natural perils (ANP) with an expected loss inside 1% and a mid-double-
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digit issuance spread, alarm bells should start ringing. We certainly don’t believe that cat bond 
pricing should be as simple as a spread over an expected loss, but it looks clear to us that the best 
proxy for a cat bond's risk profile is the spread where it trades, more than the probabilis�c 
indica�ons of risk models. The disconnect between modelled risk probabili�es and bond spreads, 
especially where secondary perils are involved, indicates that models have room for improvement. 

Secondary perils add to risk premia, ceteris paribus 

  
The above charts show the simple rela�on between the expected loss (EL) and the indica�ve mid 
spread for a sample of indemnity cat bonds, differen�ated by cover type (aggregate and per 
occurrence). The sample includes bonds covering US seasonal perils (e.g.  there are no earthquake 
only bonds). Red dots indicate bonds with the highest expected loss contribu�on from secondary 
perils. We observe two aspects:  

1) The market is in fact demanding a higher premium to hold secondary perils, compared to a 
named storm only exposure, and, on average, there appear not to be significant differences 
between aggregate and per occurrence structures in that respect 

2) We note a slightly more defined divergence as the contribu�on of secondary perils increase 
within the aggregate structures, which reflect the very nature of these perils of higher 
frequency, hence poten�ally more harmful for aggregate cat bonds 

 
Both findings are in line with what we were expec�ng and should not surprise anyone involved in 
insurance. The billion-dollar ques�on is whether this is enough to compensate for the rising risk 
posed by non-peak perils. We think the answer is not yet, and we fear this can hinder the market to 
grow at full poten�al.  

We all want the market to grow, after all 

Despite being off their peak, cat bond spreads s�ll offer one of the most atrac�ve entry points in a 
long �me. Wordings are the �ghtest they've been in years, and structures are skewed toward per-
occurrence coverages rather than aggregate. However, there is a risk that secondary peril loss trends 
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might deter some new capital from entering the market, as well as cause some exis�ng investors to 
reassess their commitment to cat bonds. 

For insurance to fulfil its social mandate and to help close the protec�on gap, secondary perils must 
remain within the scope of coverage all along the value chain. But at the same �me, they need to 
be structured both to maximise capacity and to adequately remunerate investors. We iden�fy four 
ways that can work in this direc�on in addressing market concerns on secondary perils: 

1) Dedicated non-peak perils classes of notes: there are already transac�ons where peril coverage 
differs by tranche. Taking this further would involve structuring an ANP deal into a named storm 
class and a non-peak peril one, perhaps with some con�ngency mechanics to ensure both get 
issued. Pricing will more accurately reflect the risks, avoiding the “free-ride” that secondary perils 
have taken. Investors with more conserva�ve and risk-averse strategies can maximize their 
par�cipa�on in the peak-peril class without passing on the whole deal. Other investors, and 
perhaps even new, non-dedicated ILS capital, might see the case to invest at a likely +20% yield, 
adding diversifica�on to their mul�-asset por�olios. Overall, investors would be beter off as they 
could structure their por�olios more tailor-made. Issuers may not achieve the same level of pricing 
compared to the all-in solu�on, but they would broaden the available capacity. 
 

2) Event caps and deduc�bles should become the norm: Very few cat bonds that cover secondary 
perils have a defined maximum event loss contribu�on. In a stringent market, these should be 
standard. By introducing, or raising deduc�bles and lowering caps, investors will be beter 
protected from atri�onal losses that should be absorbed by working layers of (re)insurance. 
 

3) Consider infla�on variability and vola�lity: Infla�on varies significantly across US states, so a 
blanket infla�on guard across a por�olio is subop�mal. Beter granularity around which factors are 
being applied, and where, would benefit investors. Demographics should also be carefully 
considered, as wealth accumula�on and construc�on in disaster-prone areas con�nue to influence 
losses. Also, a�er years of low infla�on and low infla�on vola�lity, we have now experienced several 
quarters of reversal in both trends. This can influence the development of claims and ul�mately the 
net loss an investor would suffer. As the infla�on regime has changed, so should the way infla�on 
is embedded in cat bond structures. 

 
4) Beter transparency of risk coding: Cat bond offering material can improve with respect of the 
key informa�on that would help investors make more informed decisions. Construc�on quality is 
o�en obscured into an ‘unknown’ category, roof age is typically provided on an ad-hoc basis outside 
of Florida, distance to the coast is rarely provided, and loss trends by individual risk type are not 
usually included. Underwriters in tradi�onal markets have access to this informa�on, yet it is o�en 
omited for cat bond investors. 
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Tenax Capital Team 

The team is available to answer your ques�ons, discuss topics and provide material upon request.  

Please direct your queries to Marco della Giacoma at dellagiacoma@tenaxcapital.com and Toby 
Pughe at tpughe@tenaxcapital.com 

 

TENAX ILS UCITS FUND: INVESTOR INFORMATION  
 
This document contains general market commentary and is issued by Tenax Capital Limited (“Tenax”) which is authorised and regulated 
by the Financial Conduct Authority (“the FCA”). The Tenax ILS UCITS Fund PLC is a Non-Mainstream Pooled Investment as defined in the 
FCA’s Handbook of rules and consequently this document is only made available to professional clients and eligible counterpar�es as 
defined by the FCA and also to persons of a kind to whom the Fund may lawfully be promoted by an authorised person by virtue of 
Sec�on 238(5) of the Financial Services and Markets Act 2000, the Financial Services and Markets Act 2000 (Exemp�on) Order 2001 and 
COBS 4.12.1R. Any other person who receives this document should not rely upon it. The informa�on contained herein (the 
“Informa�on”) is for illustra�on and discussion purposes only. It is not, and may not be relied on, as investment advice or as an offer to 
sell or a solicita�on of an offer to buy any security, including any investment or any interest in any fund or other security. Nor is it to be 
construed as a marke�ng communica�on in any jurisdic�on where Tenax is not authorised to conduct investment business.  
The informa�on is not sufficient to form a basis for deciding to make any investment. It does not contain material informa�on which may 
be relevant to any decision to invest, including specific informa�on pertaining to an investment in the relevant securi�es and important 
risk disclosures. There can be no assurance and no representa�on, express or implied, is made that the informa�on is accurate. The 
informa�on is provided as of the date indicated, is not complete, is subject to change, and no obliga�on is undertaken to revise or update 
it. Any offer or solicita�on of any investment in any security may be made only by delivery of the relevant confiden�al offering documents.  
Past performance is not indica�ve of future results and the value of your investment may go down as well as up. There can be no assurance 
and no representa�on is made that the strategy will make any profit and a total loss of principal may occur.  
Prior to making any decision to invest in any fund, you are advised to obtain the fund’s offering documents, to perform your own 
independent review (in consulta�on with you own legal, tax, accoun�ng and other advisors) of those materials, the fund, the fund 
manager as well as any performance data available to you. An investment in a fund may not be suitable for all investors. Any offer or 
solicita�on of an investment in any securi�es may be made only to qualified investors in accordance with applicable law.  
The Fund is organised under the laws of Ireland and authorised by the Central Bank of Ireland as UCITS for the purposes of the UCITS 
Regula�ons. Investment in the fund is only open to ‘Qualified Investors’, as defined in the Fund Prospectus. Any decision to invest must 
be based solely on the informa�on contained in the Company’s Prospectus, Key Investor Informa�on Document and the latest half-yearly 
report and unaudited accounts and/or annual report and audited accounts. Investors should read the fund specific risks in the Key Investor 
Informa�on Document and the Company’s Prospectus, which are available from the Investment Manager.  
In providing the informa�on, no ac�on has been taken to qualify any poten�al investor, in any jurisdic�on, including without limita�on 
in the United States under the Securi�es Act of 1933 or the US Investment Company Act of 1940. The Fund’s shares are not, and will not 
be registered under the US Securi�es Act of 1933, as amended, or qualified under any applicable state securi�es statutes. The Funds are 
not and will not be registered as investment companies under the US Investment Company Act of 1940, as amended.  
Past performance is not indica�ve of future results. The value of your investment may go down as well as up, and you may not receive 
upon redemp�on the full amount of your original investment. Par�cipa�on in the Fund(s) should only be made by persons with 
experience of par�cipa�ng in unregulated schemes and any other person who receives this document should not rely upon it.  
This is a marke�ng communica�on. Please refer to the Tenax ILS UCITS Fund prospectus supplement and to the Key Investor Informa�on 
Document (KIID) before making any final investment decisions. A copy of the English version of the prospectus of the Fund and where 
relevant the KIID rela�ng to the Fund may be obtained online from htp://www.tenaxcapital.com/ or alterna�vely obtained via email 
upon request by contac�ng the Head of Compliance & Risk at blagden@tenaxcapital.com. A summary of investor rights associated with 
an investment in the Fund is available online in English at htp://www.tenaxcapital.com/ or it may be obtained upon request via email by 
contac�ng blagden@tenaxcapital.com. A decision may be taken at any �me to terminate the arrangements made for the marke�ng of 
the Fund in any EEA Member State in which it is currently marketed. In such circumstances, Shareholders in the affected EEA Member 
State will be no�fied of this decision and will be provided with the opportunity to redeem their shareholding in the Fund free of any 
charges or deduc�ons for at least 30 working days from the date of such no�fica�on.  
In Australia this presenta�on is provided by 3PD Pty Limited ACN 642 919 926 (Australian Financial Services licence No. 532567) for 
wholesale investors only. The informa�on set out in this presenta�on is general in nature, does not contain any investment 
recommenda�ons or advice and does not take into account the objec�ves, financial situa�on or needs of investors. Inves�ng involves 
risk. Past performance is not an indicator of future performance. Before ac�ng on any informa�on, you should consider the 
appropriateness of it having regard to your par�cular objec�ves, financial situa�on and needs and seek advice. 
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