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Bearing thebrunt Thesectorispayinga highpricefor
thefinancialservices failuresofothers
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Regulators run the risk of weakening the
stabilising role insurers traditionally play

within the financial markets 

I n autumn 2008, in order to
fend off the most serious
threat to the global economy
since the Great Depression of

the 1930s,governmentsdeployeda
wide spectrum of different tools.

Financial institutions deemed
systemically crucial were bailed
out. Others benefited from signifi-
cant capital injections and debt
guarantees from national treasur-
ies. In addition, central banks took
decisive and unconventional mea-
sures to secure sufficient liquidity
in the financial system and its key
players. To cushion the effect of the
financial crisis and accelerate eco-
nomic recovery, they embarked on
an ultra-loose monetary policy,
pushingshort-terminterestratesto
rock-bottomlevels.

When rates approached zero,
central banks started to pursue
additional unprecedented policies
of quantitative easing, printing
money by purchasing government
and corporate bonds from inves-
tors. As a result of these measures,
financial markets were flooded
with liquidity and the financial
crisis’ effect on the real economy
was successfully cushioned.

In addition, a collapse of the glo-
bal financial system as such was
prevented. And there is no change
tothesepoliciesinsightastheEuro-
pean sovereign debt crisis has
highlighted the fragility of eco-
nomic recovery.

When examining the conse-
quences of the financial crisis and
related policy responses on the

the banks borrow at,
basically, zero cost

effects on the one hand and the
short- and medium-term ramifica-
tions on the other.

Insurers were directly affected
by writedowns on their equity,
fixed-income and other asset port-
folios as the financial system began
to crumble. On assets exposed to
sub-prime mortgages and related
credit losses alone, total write-
downs, according to the Organisa-
tion of Economic Co-operation and
Development, amounted to more
than $250bn. The subsequent eco-
nomic slowdown had a further
adverse impact on equity markets
and credit quality, impairing the
insurance industry’s massive cor-
porate bond portfolios.

Economic slowdown
Indirectly, insurers were hit by the
economic slowdown which fol-
lowed the turmoil in financial mar-
kets. In 2009, developed countries
experienced the worst recession in
80 years. The ongoing sovereign
debt crisis in Europe – which has
been accelerated by the financial
crisis – conjures up the spectre of a
double-dip recession.

In response, households and
firms alike cut their insurance
budgets and premium volumes
contracted sharply.

Life insurers in particular con-
tinue to feel the pinch as interest
rates head for record low levels,
making companies struggle to
meet guaranteed policyholder
returns. The ultra-loose monetary
policies of central banks have
resulted in a positive yield curve,
withasizeabledifferentialbetween
short-andlong-termyields.

Banks greatly benefited from
this situation. Generally, banks
tend to prefer low interest rates to
reduce their funding costs,
whereas insurers benefit from
higher rates as their inverse
business cycle (collect premiums
first, pay claims later) makes inter-
est income a key pillar of their
business model. Leveraging the

present shape of the yield curve,

ferentiate between
direct and indirect

insurance industry,
it is important to dif-
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and lend longer term at attractive
margins. On that basis, the restora-
tion of their balance sheets has
been progressing much faster than
widely expected.

The flip side of this is insurers
and pension funds suffer and are
forced to impose painful reduc-
tions in returns on their policy-
holders and shareholders.

Ultimately, they are made to pay
the price for recapitalising banks.

These policies should be clearly
identified as resulting in a redistri-
bution of income at the expense of
savers – a dubious proposition for
both economic and societal rea-
sons. In addition, some pundits
consider quantitative easing and
other unconventional tools de-
ployed by central banks as a kind of
brinkmanship because their long-
term effect on inflation expecta-
tions is highly uncertain.

It is important to develop a clear
understanding of the actual and
potential costs arising from ultra-
low investment returns. As Japan
has demonstrated, insufficient
yields (compared to contractual
commitments vis-à-vis policyhold-
ers) can slowly imobilise life insur-
ance companies.

But one does not need to
embrace such a gloomy scenario
to be concerned about
the cost of the
yield regime
to insurance
policyhold-
ers and in-
vestors alike:
global insur-
ance assets
amount to close
to $24trn, which corre-
sponds to more than
10% of total global
financial assets.

A yield reduction of
as little as 100 basis
points would result in a
loss of investment income of
close to $240bn per annum, more
than three times the total costs for
hurricane Katrina every year.

A lasting negative impact on
investment income would be a

particular challenge for non-life
insurerswithloworvolatileunder-
writing results and life insurers
that have entered into contractual
minimum yield obligations.

Investment returns are a key
input to pricing insurance con-
tracts. Therefore, to make up for
lower returns insurers would have
to raise premium rates for non-life
and life insurance policies, as well
asreducethereturnsthey canoffer
to their life insurance policyhold-
ers. Asa consequence, someclients
wouldopt for lesscoverageortry to
manage their (pension) assets on
their own.

From a public policy perspective
this is not necessarily a desirable
outcome as individuals would
forego the expertise of one of the
world’s leading institutional asset
managers–theinsuranceindustry.

The challenges ahead of insurers
arecompoundedbyimpendingreg-
ulatorychanges.

The global trend towards risk-
based capital regimes – with Sol-
vency II arguable being the most
complex and sophisticated frame-
work – reduces insurers’ degrees of
freedom when investing their
assets. Looking ahead, market risk
(eg, the risk of changing interest
and foreign exchange rates) has to

be underpinned by considera-
bly more risk capital, mak-

ing investments in
higher-yielding asset
classes potentially
uneconomical. This
reduces the capacity

of insurers to act in a
counter-cyclical man-

ner, in particular
in the very long-

term lines of
business. Reg-
ulators, there-
fore, run the

risk of weaken-

ing the stabilising role insurers
traditionally play within the finan-
cialmarkets.

Unfortunately, the upcoming
insurance-related changes to
International Financial Reporting
Standards compound this undesir-
able effect as the mark-to-market
principle fails to properly reflect
the long-term character of insur-
ance liabilities and corresponding
assets, especially in times of stress
and illiquid markets.

Sovereign bonds carry the low-
est risk charges under Solvency II,
providing a strong incentive for
insurers to invest more heavily in
this asset class. However, as a
consequence of present monetary
policies top-rated fixed-income
securities yield at record low lev-
els. In addition, sovereign bonds,
well beyond the so-called PIIGS
countries (Portugal, Ireland, Italy,
Greece and Spain) are no longer
considered “fail-proof”.

Insurers, then, are caught in an
uncomfortable dilemma: to either
accept low-yielding investments in
government bonds (which do not
even offer “peace of mind” any-
more) or engage in higher-risk
asset classes which carry signifi-
cant – even prohibitive – capital
charges and imply a much higher
volatility of results.

Lawmakers may want to
acknowledge insurance policy-
holders are paying a high price for
restoring the balance-sheets of
those financial services players
who were instrumental in causing
the financial crisis in the first place
– higher premium rates primarily
in non-life business and lower
guarantees and profit participa-
tion on the life side.n
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