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industry.

he first two quarters
of 2011 have seen an
exceptional string

of natural catastrophe
losses. According to Munich Re, insured losses during that
period of time, at around US$60 billion, were five times
greater than the average since 2001 The average reduction
of shareholders’ funds at global reinsurers was in excess of
10%, as compared to year-end 2010.
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Short-term pricing outlook
So far, the run of insured catastrophe losses in 2011 has not
prompted any wholesale hardening of global reinsurance
markets. This is also due to the fact that global reinsurers
are faced with an accumulation of more frequent single-digit
billion US$ events which eroded their capital base without
triggering meaningful rate increases. Overall, reinsurance
capacity remains abundant and well above pre-crisis, year-
end 2007 levels, helped by scaled back share buy-backs and
the inflow of additional capital.

According to the major reinsurance brokers, the net de-
cline in reinsurance capacity this year is limited to about
5%. There is still excess capital in the global reinsurance
system. Except for those regions directly impacted by large-
scale catastrophe losses, pricing continues to be driven by
individual loss experience rather than losses elsewhere on
the planet.
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discusses the short- and medium-term outlook for the global reinsurance

At the same time, growth in reinsurance demand in the
developed world remains lacklustre as the economic outlook
continues to be uncertain, with the spectre of a “double
dip” looming large. Of course, markets would harden on a
global scale if a $50 billion plus event happened or global
financial markets slid back into a protracted downturn.

Regulatory challenges

Since the financial crisis, banks and insurers are contending
with significant regulatory headwinds. Capital requirements
are being tightened as credit, market and liquidity risk
feature more prominently on regulators’ agenda.

In addition, disclosure and reporting obligations are
becoming significantly more onerous. Many regulators fail
to properly distinguish between banks and insurers, espe-
cially when stipulating capital surcharges reflecting liquidity
risk and the systemic relevance of certain institutions. Of
course, many insurers’ and reinsurers’ pre-crisis claim that
their industries were set to converge with the banking busi-
ness, does not help the credibility of the current “We are
different” mantra.

However, from a reinsurance perspective, there also lies
opportunity in regulatory change: Direct insurers, ie the
customer base of reinsurers, are expected to face particular
difficulty in meeting higher risk-based capital requirements.
Many, if not most, of these companies lack an appropriate




diversification across geographies and lines of business. In
addition, family-owned and mutual insurers do not have
the option to tap public financial markets for additional
capital.

Against this backdrop, reinsurers’ traditional role as cost-
efficient providers of contingent capital should strengthen
in the wake of Solvency Il and other regulatory reforms.

Macroeconomic uncertainties

GDP growth, the rate of inflation and interest rates are key
determinants of the reinsurance industry’s fortunes. Eco-
nomic growth is the single biggest determinant of insurance
demand and, therefore, fundamentally affects the volume
of business which is available to reinsurers.

During economic downturns, as most recently in 2008
and 2009, insurance demand tends to decline dispropor-
tionately and direct insurers generally pursue a much more
restrictive approach to reinsurance purchasing. Both factors
combined explain why reinsurers are particularly hit by
recessions. Accordingly, the industry is highly concerned
about the spectre of a renewed recession which could, for
example, be triggered by another banking crisis in the wake
of an uncontrolled escalation of the European sovereign
debt saga or a significant fiscal tightening in the US.

In addition, there is tremendous uncertainty over future
monetary stability. On the one hand, the massive post-crisis
degradation of fiscal positions in many developed countries,
combined with ultra-loose monetary policies suggests that a
surge in inflation is a scenario to be seriously reckoned with,
simultaneously affecting investment returns, asset valua-
tions and future insurance liabilities. As far as the latter
is concerned: Inflation pushes claims costs up, eating into
reinsurers’ profitability, especially in long-tail business. An
inflationary surge in the near future would be particularly
painful as highly competitive reinsurance markets make
rate adjustments very difficult.

Scenario of deflation also possible
On the other hand, the opposite scenario of deflation can-
not be ruled out either.

As developed economies digest the legacy of the pre-2007
boom years and both the private and corporate sector face
the need to deleverage their balance sheets, the prospects
for a strong and sustainable economic recovery remain
dimmed. In addition, as debt-laden governments tighten
fiscal policies, economic growth could further slow. Against
this backdrop, the odds for a ‘double dip’ in the US, have
risen dramatically recently.

Another relevant risk factor is a “hard landing” of ma-
jor emerging market economies such as China, India and
Brazil. Their governments increasingly tighten monetary
policies to combat rising rates of inflation, attributable
to strong domestic growth, but also spikes in food and
commodity prices. In principle, these policies could be
mis-calibrated and choke domestic economies, sending
shockwaves across the global economy. From an insurance
perspective, deflation implies lower interest rates and a
continuation of meagre investment yields — a major threat
for an industry which collectively has to invest about $25
trillion in assets.

For reinsurers, therefore, the key challenge is to prepare
for both, diametrically opposed scenarios of inflation and
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deflation which can be viewed as Scylla and Charybdis - an
almost unprecedented challenge in the industry’s history.
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The inexorable rise of emerging markets
However, all these extremely serious short-term challenges
should not obscure some fundamental changes which may
play out medium-to long-term: There is a real possibility
that the global reinsurance market will be reshaped as
the economic balance of power keeps shifting towards the
emerging markets. There are the first signs that emerging
market countries are prepared to use their rapidly-growing
wealth and clout to challenge the dominance of traditional
western players in emerging and, potentially, developed
markets reinsurance, replicating the success of Tata, Lenovo
and others who have established global franchises .

Reinsurers from emerging markets have boosted their
technical capabilities, not least by more aggressively taking
on board talent from ‘Western’ countries. As a consequence,
the traditional “expertise gap” between global and regional
players, arguably the most relevant barrier to entry in rein-
surance markets, is narrowing.

The vulnerability of “Western” institutions exposed by
the financial crisis has also made regional and local ceding
companies more comfortable dealing with domestic alter-
native reinsurance carriers who not only offer acceptable
and improving levels of financial strength and technical
expertise but also a larger degree of cultural proximity.e

Dr Kai-Uwe Schanz is a Principal Partner at Dr. Schanz, Alms &
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