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Tackling with
Macroeconomic Trends and
Tail-risks

Clemens Muth

Tackling with Macroeconomic Trends and Tail-risks

Mounting tail-risks in the world economy === Nunich R Group

Increased number of “wild cards” at the tail

forecast: e.g. 3.5%

probability (=expected value)
tail” otail
o /! oy
future GDP
growth in %
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Source: MR Economic Research

- Are tail risks adequately addressed by financial markets participants?
= Looking at the baseline forecast is not enough esp. nowadays

= Economists need to assess wild cards, not just to track the Consensus +/-
= Importance of integration of economists into risk management processes
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Tackling with Macroeconomic Trends and Tail-risks
Case study 1: More challenging environment for credifS= Vv recrom
markets as central bank hikes work thru the economy

i
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Tackling with Macroeconomic Trends and Tail-risks ——
Case study 1: Are credit markets enough prepared == Virecrom
for the upcoming cyclical cooling of the economy?
Global Credit derivatives outstanding (tn US$)
= Structural change in credit markets _ _m»
= Boom of the CDx market since the _ "
beginning of the century
= Increased role of non-banks in the - - "
credit market, incl. - Wmm?‘ii_slgﬂf—--""' s
= hedge funds _ 7 .
= pension funds creat demianies
. 1087 o 20m L2} 1.
= insurers
. Sowrces Bankfor Inter national Setlements; Inter national Swaps and Deriratives
= [ncreased complexity of structures Associatiory Brvish Barkers' Azsccintion: nd Fisk mapmie. )
" recil derivalives, 45 reparted hare, comprizs crsdit debank swaps, oredit-inkesd
including administration/settlement e e i
Source: International Monetary Fund, April 2006
6

12-3



The Geneva Association Etudes et Dossiers no. 323

320 - /N
310 4 \“f

300

04/05
06/05
08/05
10/05
12/05
02/06 -
04/06
06/06
08/06
10/06

< W0
S 9
N N
— O

Source: JP Morgan

- Do capital market participants (banks, non-banks) adequately measure and price liquidity
risk as the new structural set-up of credit markets goes into its first economic downswing?

Macro economy Market & regulation

Politics & society Nature & technology

- Are firms adequately including mega-trend risks
into their strategy and risk assessment?
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= Increasing deregulation (e.g. services industry) and international integration, reduced transportation
communication costs and competition leading to sustained price pressure

= More stable currencies, wage moderation, increasing pressure for fiscal discipline, supporting lower
nominal interest rates

= Consequences for insurers had to be incorporated (example: guarantees in life insurance)

wage index, indices for medical costs and claims inflation

160

Discrepancy /
between common Estimation of /
price indices and 140 claims inflation

claims inflation (Source: FFSA) ~

in France

= Included side effects 120 _—
of mega-trend
“structural disinflation”

= Risk of inadequate e
incorporation into 100
pricing and reserving
esp. in casualty lines
80 - : : .
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Source: MR Economic Research
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Tackling with Macroeconomic Trends and Tail-risks

... but “mega-trend” structural disinflation could
be seriously affected or reversed by “wild cards”

Miinchener Riick
Munich Re Group

Wl

“Comeback of US Inflation”:
US CPI 1915-2005

1. “100-year-event”: "
US-inflation rises to 15%*

2. “30-year-event”:
US-inflation rises to 8-9%*

3.“20-year-event”:
US-inflation rises to 5%*

\\\?}(’ Source: MR Economic Research

* illustrative

- Are insurers adequately understanding and addressing the risk of inflation vs. the trend of
structural disinflation?
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Tackling with Macroeconomic Trends and Tail-risks

Four questions for our discussion

Wl

Miinchener Riick
Munich Re Group

Are tail risks adequately addressed by financial markets
participants?

Do capital market participants (banks, non-banks) adequately
measure and price liquidity risk as the new structural set-up of
credit markets goes into its first economic downswing?

Are firms adequately including mega-trend risks into their strategy
and risk assessment?

Are insurers adequately understanding and addressing the risk of
inflation vs. the trend of structural disinflation?
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