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Hard or soft landing?
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Presenter
Presentation Notes
Global economic growth is slowing rapidly. Most of the developed world is either in or close to recession, emerging markets are likely to follow.

Equity markets down globally; Chinese market world’s worst performing equity market in 2008. Asset valuations generally down.

Financial institutions, mainly banks, are under pressure. GSE’s had to be rescued, now Lehman Brothers filed for bankruptcy, the future of AIG is questioned. 

Given this broad description of the economic environment, I’d like to use the next 30 minutes to discuss first in a bit more detail the macroeconomic environment, then, second, to turn to the implications for the insurance sector, and, third, to look at the risks to the outlook.   



http://cagle.com/caglecards/main.asp?image=/news/Recession08/images/bagley.jpg
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Note: IMF forecasts, August 2008 
Sources: Datastream, IMF

World real GDP growth,in %

After five years of rapid growth, 
the global economy is now 
slowing rapidly

Tightening credit conditions as a 
result of the credit crisis

Depreciating housing prices in various 
countries

Elevated inflation rates force central 
banks to raise interest rates at a time 
of economic weakness

Exchange rate misalignments reduce 
US trading partners’ competitiveness

Weakening international trade activity

Key aspects
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Global boom years

0

1

2

3

4

5

6

7

1
9

7
0

1
9

7
2

1
9

7
4

1
9

7
6

1
9

7
8

1
9

8
0

1
9

8
2

1
9

8
4

1
9

8
6

1
9

8
8

1
9

9
0

1
9

9
2

1
9

9
4

1
9

9
6

1
9

9
8

2
0

0
0

2
0

0
2

2
0

0
4

2
0

0
6

2
0

0
8

F

Macroeconomic 
environment

1%

Presenter
Presentation Notes
Longest period of global economic boom ever has come to an abprupt end. 

Economic growth has been broad based regionally, incl. emerging markets, and associated with increased global demand for energy & food, which lead to rising inflation. As many emerging markets fix or manage their exchange rates, inflation pressures were transmitted through to developed economies, particularly to the US, through imported inflation

Banks face now large writedowns, and are forced to cut back lending. 

Tighter lending is putting pressure on house prices. House prices are falling in various countries, incl. China (-25%).

High inflation is forcing central banks to raise rates at a time of economic weakness.  Infaltion situation is particularly difficult in emerging markets.

Fed cut rates drastically, which lead to further develuation of USD. Real economic adjustment costs will be borne mainly by other economies.

Weakening economic activity leads to lower global trade growth. Starting from the US, this is gradually affecting other world regions.  



Slide 4

Tensions in the financial markets 
persist
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Presenter
Presentation Notes
Message: The market turmoil persist, and are likely to persist for the time being, for the very least until year-end 2008, but probably even longer.

Banks short-term capital needs are huge (USD 900 bn by year-end 2009).

Central banks have become leery about the extent of non-government collateral on their balance sheets.

Before year-end, demand for liquidity usually rises.

=>Banks are likely to face difficulty refinancing and will be able to refinance themselves only at sharply higher spreads. Capital costs for banks will remain high.  
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Source: Moody’s Investors Service

Speculative grade default rate

Corporate credit risk could 
become the next big problem

Default rates to climb sharply

Slowing economic growth

Low credit quality due to rating 
downgrades

Seasoning of a high number of low-
rated high-yield issuers

The rise may test the stability of the 
credit derivative market

Key aspects
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Forecast

Macroeconomic 
environment

Presenter
Presentation Notes


Default rates are expected to rise sharply.

This will be a test for the systemic stability of the credit derivative market. The total notional amount of the global credit derivative market is more than ten times larger than the underlying volume of corporate credit risk. A question is how the contracts will be settled once the defaulted volume rises. 

Currently, there remains the open question how the CDS contracts of the GSEs and Lehman Brothers will be settled and whether the market will be able to cope with the defaulted volume, which is huge.  
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The end of the tunnel?
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Macroeconomic 
environment

Presenter
Presentation Notes
Banks writedowns have crossed the half trillion mark. European and US banks primarily affected, whereas asset writedowns of Asian banks remain very small. 

According to our estimates, insurance company losses (both realized and unrealized) amount to USD 160 bn. Monolines are included and account for USD 32 bn. That means traditional insurers and reinsurers‘ total credit losses amount to an estimated USD 128 bn. 47% are realised losses and 53% of losses are yet unrealised. 

These estimates are based on company results. They reflect publicly available data; data may be incomplete. The companies included are 14 of the largest insurers & reinsurers globally, incl. Swiss Re and Munich Re. In addition, the estimate include data provided by JP Morgan on US insurers. The JPM data extends only to Q1 2008, and does thus not include losses reported in Q2 2008. Figures for monolines come from IIF.
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The insurance industry is still well 
capitalised
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Shareholder's equity of 16 large (re-)insurers, 
Index June 30, 2007=100, at constant exchange rates

Sources: Company reports, Swiss Re Economic Research & Consulting 

The impact on insurance

Presenter
Presentation Notes
Global insurers have lost about 12% of their shareholders equity since the beginning of the crisis.

The set of US insurers in the sample have lost about 19% of equity.

The non-US companies lost about 10% of equity.

Conclusion: The losses are managable at this point of time. Generally, unrealised losses are likely to translate into lower profits in the coming quarters, if the markets do not recover.  
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Credit exposures of large insurers 
are substantial, but manageable
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The impact on insurance

Presenter
Presentation Notes
The financial crisis originates in the US subprime market. Gradually, more and more asset classes have been affected, and it‘s unclear which eventual losses will be associated with the current market downturn. There‘s a big discrepancy between mark-to-market and realized losses, due to lack of market liquidity.

Global insurers generally have moderate exposure, depending on which asset classes are considered to be risky. ING, AIG, XL Capital are the main exceptions.
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Insurance stocks have fared 
worse than the market, and just 
slightly better than banks
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Source: Bloomberg

European stock indices, rebased June 29, 2007 = 100

A time of trust A rude awakening
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The impact on insurance

Presenter
Presentation Notes


Equity markets remained resilient at first. Only in 2008, the market has declined strongly and is down now by about 30% since the beginning of the crisis. At first, the market seemed to believe that the crisis would not affect the real economy that much, and only this year, when the real economic effects became clearly visible, stocks began to fall more strongly. 

Insurers stocks have fared worse than the market. 

Life insurance stocks fared better than non-life insurers. Life insurers, being highly leveraged, are likely to be more affected by asset losses than non-life insurers. Non-life insurers face, however, soft market conditions and deteriorating underwriting profitability.

The market seems to consider the impact of the asset crisis on life insurers to be more negative than the deterioration of non-life insurers’ underwriting profitability.
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Values of subprime mortgage
related securities fall

Value of other 
asset classes fall

Costs of funding increase

Non-life claims rise

The impact of the credit crisis on 
the insurance industry

Global 
economic
slowdown

Financial crisis

Demand for individual 
insurance products 
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non-life market
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The impact on insurance

Presenter
Presentation Notes
Insurers are impacted on asset & liability side

Insurers exposure to subprime mortgage-related securities is generally moderate, but with more and more asset classes being affected, the industry is being hit on a mark-to-market basis.

Refinancing costs increased, as a result of falling equity & bond markets.

Some insurance business lines, particularly D&O, mortage guaranty insurance, and financial guaranty insurance are experiencing rising claims.

With the deterioration of the economy, the demand for individual insruance products is likely to decline. We see already some evidence for falling demand for unit-linked life insurance & single premiums life products, which are heavily related to falling stock markets. However, with the weakening economy, other products are likely to be affected.

On the other side, insurers are subject to softening market conditions in the non-life market. And there remains, from the viewpoint of a reinsurer, the issue of alternative capital, like sidecars. The size of alterantive capital is estimated to amount to USD 4 bn, which has been stable recently. This type of capital may potentially delay the turn of the cycle.  
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Source: Bloomberg

Credit default swap spreads (5yr, bps)

Mortgage guaranty insurers‘ 
prospects look grim

Defaults on privately insured mortgages
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The impact on insurance

Presenter
Presentation Notes
Mortgage guaranty business heavily dependent on rating agencies. Government Sponsored Entities require a AA- rating from mortgage insurers to be eligible to insure bulk mortgages.

Rating agencies recently downgraded several MGIs to levels below AA-, Triad Guaranty is in run-off.

Defaults on privately insured mortgages have increased by almost 50% over the last year.

Some of the mortgage insures are likely to push up against regulatory risk limits over the course of this year

Background information:

Mortgage guaranty insurance protects a lender if a homeowner defaults on a loan. Lenders generally require mortgage insurance on low down payment loans because studies show that a borrower with les than 20% invested in a house is more likely to default on a mortgage. The mortgage insurance company shares the risk of foreclosure with the lender. In the event of default the borrower will loose the home and the equity invested in it, and the mortgage insurer will have to pay the lender’s claim on the defaulted loan. Generally, home buyers, according to MICA, must make a down payment of at least 3 to 5% of a home’s value to be considered for MI. However, qualified borrowers with excellent credit standing can be approved with a mortgage loan with less than 3% down. Foreclosure costs amoun to 15% or more of the loan amount. Mortgage insurers insure against the losses associated with defaulted loans by guaranteeing payment to the lender of the top 20 to 30% of the claim amount. State regulation requires mortgage insurers to operate within a 25-to-1 ratio of risk to capital, which means they set aside 1 USD for every 25 USD of insured risk.
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Source: Company reports, Economic Research & Consulting

Net combined ratio of major credit insurance 
groups 

Credit insurers face a perfect 
storm, but capital base is 
sufficient 

Global economic downturn is 
leading to rising claims and delays 
of payments 

Rapidly rising claims come after 
years of soft market conditions and 
thus low premium rates  

Euler Hermes, the world’s largest 
credit insurer, reports 49% increase 
of claims compared to year before

Key aspects
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The impact on insurance

Presenter
Presentation Notes
Credit insurance insures an exporting company against the risk of buyer default. 

Credit insurance is in a soft market, a result of several years of extraordinarily high profits.  

Highly concentrated market; 3 companies control more than 80% of the global market. 

Credit insurers’ profitability is related to macroeconomic conditions. The global economic downturn leads to rising claims, due to payment delays and corporate bankruptciees. 

Given the current macroeconomic trends and the global reach of the downturn, credit insurers are expected to face further rises of claims. Credit insurers’ tools to mitigate losses will become effective over time. 



The effects of the credit crisis on 
insurers - A stylized ranking

Monoline financial 
guarantors

Mortgage 
guaranty insurers

Bancassurers

US life

D&O / E&O

Suretyship

Trade credit

Non-US life

Non-US non-life 

Expected losses: USD 30-40 bn, or about 75% of capital base 

Claims rising rapidly; 50% of capital base may be lost; ratings under pressure

Losses primarily due to their exposure as a bank

High leverage, over-proportional exposure to risky assets

ARS & subprime related lawsuits are rising, losses USD 3 bn – 9 bn expected

Exposed to public construction sector

Heavily exposed to global economic downturn

High leverage, but less exposure than US companies

Non-life insurers exposures generally manageable

Minor exposures

US non-life

The impact on insurance

Presenter
Presentation Notes
Financial guarantors are expected to loose 75% of their capital, after having entered the structured finance business some years ago, and now facing heavy losses.

Bancassurers tend to be affected, primarily through their banking business. ING, Fortis, Allianz are prominent examples.

Life insurers are highly leveraged entities, and have invested part of their assets in mortgage-related securities. US companies are heavily exposed to corporate bonds, and may suffer once corporate default rates pick up more strongly.

D&O/E&O insurers are facing rising claims from subprime-related litigation. Currently, loss estimates range between USD 3 and 9 bn.

Non-life insurers tend have minor exposure to risky assets.
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The market situation remains 
intransparent and uncertain

Sign-posts of a recovery

Χ Transparency on how big the credit losses will be and 
who is exposed to credit losses

Χ Indicators signalling that the deterioration of the US 
housing market (resp. US-recession) is coming to an end

Χ Recovery of global consumer and business confidence

Χ Re-capitalisation of financial institutions

Χ Re-negotiation and unwinding of mortgages

Χ Rating action stability (in structured finance)

Subprime Strategy Meeting
September 16, 2008

Risks to the outlook

Presenter
Presentation Notes
The US authorities unwillingness to lend a helping hand to Lehman marks the beginning of a new phase of this crisis. 

Against the extreme moral hazard issues that had developed, the decision was necessary and will probably lead to a more stable financial system in the long-run. 

In the short-run, however, the stress continues, and other casualties may follow. AIG and Washington Mutual are likely to remain under stress. 
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Conclusions

The insurance industry is struggling with the combined effects of softening 
market conditions and the impact of the financial crisis.

Since the outbreak of the financial crisis, insurers’ profitability has dropped 
significantly. Considerable amounts of unrealized investment losses are not 
recognised within the recent earnings statements, but are likely to reduce 
profits in the coming quarters. 

The insurance industry is generally still sufficiently capitalized, and able to 
weather the financial turbulences well. However, the longer the turmoil 
continues, the more vulnerable the industry becomes.

The main exceptions are specialist bond and mortgage guaranty insurers in 
the United States and a small number of primary and reinsurers that had 
offered financial derivatives transations. 

Non-life insurers’ underwriting results will probably worsen. Given that the 
financial stress is reducing insurers’ investment returns across the board, 
there is a clear need to focus on strict underwriting discipline. 

Subprime Strategy Meeting
September 16, 2008
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Thank you!

Your contact:

christian_schmidt@swissre.com

www.swissre.com/sigmaSubprime Strategy Meeting
September 16, 2008
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