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Executive summary
The global economy is gaining strength and
this is expected to continue in 2014.

The global economy is gaining strength, but very slowly. The US economy continues to
grow but is straining to gain momentum, given the policy uncertainty and cuts in
spending. The euro area is growing again but is not expected to accelerate rapidly: it will
be another two years or so before trend growth is achieved. China’s economic growth
has recently accelerated modestly but its trend growth is now close to 7.5%, down from
10% previously. Japan’s “Abenomics” program has weakened the yen, boosting growth
and increasing inflation, but it remains to be seen if the recent economic vigour can be
maintained. In this global environment, inflation is expected to remain subdued and longterm yields on government bonds will rise only gradually in the advanced economies.

Non-life premium growth is improving along
with economic activity and price
improvements in key markets.

Growth in non-life premiums continues to strengthen along with modest improvements
in economic activity and gradual improvement in premium rates in key markets. Real
(after-inflation) premium growth in the primary market next year is projected to be
around 2% in the advanced economies, and close to 8% in the emerging markets.
Profitability is still challenged by the low interest rate environment, but low cat losses
and positive reserve releases have continued to bolster underwriting profitability so far
in 2013. The return on equity (RoE) this year is expected to be 7%, essentially unchanged
from last year. Reinsurance premium growth will follow the primary sector, but will be a
bit stronger, while profitability will be close to 10%, down from about 14% in 2012 due
primarily to weaker investment results.

Alternative capital has been increasing
recently, putting pressure on US Cat
business prices.

Alternative capital, which is Natural Catastrophe (Nat Cat) capacity provided by
Insurance Linked Security (ILS) Funds, Mutual Funds, Pension Funds, Hedge Funds and
Private Equity, has increased sharply in recent years. These alternative capital providers
focus mostly on the US reinsurance business, which is characterized by low entry barriers
and still relatively high margins, and retrocession (retro). The inflow of capital is sizable
and adds to price and thus margin pressure on US Cat business. However, the staying
power of these new investors has yet to be tested by a rise in interest rates, decreasing
ILS returns or large catastrophe losses. Also, this is commodity capacity, so it competes
with smaller reinsurers with a focus on cat markets, not with large, globally diversified
reinsurers which provide a full range of services and customized products.

Though low interest rates and regulatory
changes are a challenge in most countries,
primary life insurance premium growth will
be robust.

Global primary life premiums have continued to recover this year, growing by about 3%
in real terms. In 2011, premiums declined, but they rose by nearly 2.5% in 2012. This
year emerging market real premium growth was above 6%, while advanced economies
posted a solid 2.3%. Global life premium growth is projected to rise to 4% in 2014 and
2015, fuelled by robust emerging market growth. Low interest rates remain a challenge
in the advanced economies, but new business volumes are improving in many countries.
In emerging markets, the key growth drivers will continue to be rising income and
increasing insurance awareness. Regulatory developments are having an impact in all
major markets, as governments and insurers seek the right balance for consumers and
the sustainability of the industry.

Traditional life reinsurance premiums
continue to decline in advanced economies,
but emerging markets have healthy growth.

Life reinsurance will continue to shrink in the advanced markets as regulation changes
reduce demand in the US and to a lesser degree in the UK. Other markets will fare better,
with small positive changes in line with the growth of the protection business on the
primary side. In emerging markets, life reinsurance is expected to increase by about
6% per year over the next few years. In these markets, reinsurers’ main value proposition
will be to support primary insurance in product development, underwriting and claims
management.

Life insurance growth has recovered in
emerging Asia and non-life premium will
be boosted by urbanisation, particularly
in emerging Asia and Africa.

After struggling in 2011 and 2012, life insurance premium growth has rebounded
sharply in emerging Asia, growing by about 6% in real terms this year. Latin America life
insurance premium growth continues to be exceptionally robust, increasing by around
10% this year due to strong demand for pension and savings products in Brazil, Mexico
and Colombia. Economic activity in the stable Middle East and North Africa (MENA)
countries continues to keep life insurance premium growth above 5%. Non-life premium
growth is more stable than life premiums and will continue to be healthy in Asia, Latin
America and MENA, driven by economic growth. Urbanisation will additionally boost
non-life premium growth, particularly in Asia and Africa.
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The macroeconomic environment:
the economy continues to strengthen
The major economies
Global economic activity is improving
gradually, with fairly robust growth in the US
and UK, and a slow recovery in the Euro area.

Global economic activity has improved gradually this year and growth will strengthen
into 2014. The US economic growth is based on a recovering housing market, stillresilient consumer spending and an increase in business investment. However,
uncertainties from the budget debate are restraining growth. After a lengthy recession,
the Euro area economy began to grow again this year, albeit very modestly. UK growth
has been fairly robust in spite of fiscal austerity, and inflation is declining. In Japan, the
weak yen – a bi-product of loose monetary policy – has boosted growth but, without
significant structural reform, this will likely be short-lived. China is on track for close to
7.7% growth in 2013. Other emerging markets are also expanding but the prospect of
Federal Reserve (Fed) policy tightening has increased volatility and led to capital flight
in some key countries, notably India, Indonesia, Brazil and Turkey.

Barring any major policy errors, global
growth should be stronger next year.

In 2014, growth will likely accelerate significantly in the US, the Euro area and the UK,
and remain largely unchanged in Japan and China. Our stronger-growth baseline forecast
assumes the US will find a solution to the budget impasse, that there are no major policy
errors in the Euro area and that the UK’s robust growth momentum continues. We see
no significant policy improvements in Japan or China, with structural change in both
economies coming only gradually.

Monetary policy in the major economies will
likely be accommodative, with interest rates
remaining low.

The indicators suggest that monetary policy in the US, the UK and the Euro area will
remain accommodative. The Fed is unlikely to raise its policy rate before 2015. Euro area
growth will lag that of the US, and the European Central Bank (ECB) will likewise keep
interest rates low also to avoid euro appreciation. The Bank of England is likely to raise
rates after the Fed but before the ECB given its stronger economy and higher inflation
than in the Euro area. The Bank of Japan (BoJ) wants to maintain yen weakness and
increase inflation to 2%. This is expected to be successful, but inflation is more likely to
settle near 1.5% than 2%. In China inflationary pressures have been moderate and as
such, the authorities may well allow some credit expansion.

Yields on government bonds and equity
markets are expected to rise, and corporate
bond spreads should narrow.

In this macroeconomic environment, yields on benchmark government bonds should
continue to rise over the next few years. As growth strengthens, yields on the 10-year
Treasury note will climb to close to 4% by end-2015 from about 2.6% currently. Hence,
insurers and reinsurers (re/insurers) will face declining investment yields on their
government bond portfolios for a couple more years as higher yielding bonds mature.
During that time, however, the yields on new bond purchases should increase. Despite
the rising rates, equity markets are expected to continue to rise, supported by the
improving economy. Corporate bond spreads have narrowed substantially since early
2009, but are expected to tighten by another 50 basis points in the coming two years
as the economic recovery becomes more sustainable.
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The macroeconomic environment: the economy continues to strengthen

Table 1
Real gross domestic product (GDP)
growth, inflation and interest rates in
select regions (2012 to 2015), in %

Real GDP growth, annual avg., %

Inflation, all-items CPI, annual avg., %

Policy rate, year-end, %

Yield, 10-year govt bond, year-end, %

US
Euro area
UK
Japan
China
US
Euro area
UK
Japan
China
US
Euro area
UK
Japan
US
Euro area
UK
Japan

2012

2013E

2014F

2015F

2.8
–0.6
0.1
2.0
7.7
2.1
2.5
2.8
0.0
2.7
0.25
0.75
0.50
0.08
1.8
1.3
1.8
0.8

1.7
–0.5
1.4
1.6
7.7
1.6
1.4
2.6
0.1
2.6
0.25
0.25
0.50
0.08
2.6
1.8
2.8
0.9

2.8
1.0
2.2
1.5
7.8
2.2
1.5
2.2
2.0
3.1
0.25
0.25
0.50
0.10
3.1
2.3
3.3
1.1

3.5
1.4
2.4
1.4
7.7
2.2
1.7
2.0
1.4
3.0
1.75
1.00
1.50
0.13
3.9
2.8
3.8
1.3

Note: After the year on the column headings, E = estimates, F = forecasts
Source: Swiss Re Economic Research & Consulting

Update on the Euro area
The Euro area is expected to recover in
2014, but growth will be weak.

The Euro area’s return to growth in Q2 2013 masks large differences in economic
performance among the different member states. Growth in Germany has been robust
but many of the peripheral economies remain in recession, with tight credit conditions
and deleveraging of the private sector weighing on economic activity. Nevertheless, a
recent rebound in sentiment indicators suggests growth in these economies will stabilise
over the next several months. Fiscal constraints will continue to hold back a strong
rebound in 2014, but the fiscal drag should ease next year.

The ECB’s pledge to do “whatever it takes”
has reduced market pressure and led to
reform delay.

The reform process both on a national and European Union level continues but the pace
of reform remains unimpressive. For example, the ECB will review the asset quality of the
European banking sector during the first half of 2014, followed by a stress test before
taking over supervision of the sector. This is a crucial step to restore confidence in
European banks. However, national authorities are struggling to commit to public
backstops that would fill any capital shortfalls that are revealed, which could undermine
the credibility of the assessment. Reform delay is also apparent in Italy where the
government is busy preventing a fragile coalition from breaking apart. Such delay may
well be an unintended consequence of Mario Draghi’s pledge to do “whatever it takes” to
preserve the euro. In the absence of market pressure, governments feel less urgency to
address the structural challenges that are holding back the recovery. This creates the risk
that only market pressure will force policymakers to take unpopular decisions. However,
the return of a systemic crisis with widespread euro break-up fears is unlikely.
When will policy rates be raised?

The Fed has said it will keep rates low while
the jobless rate is above 6.5%.

44

Of the four major central banks – the Fed, the ECB, the Bank of Japan (BoJ) and the
Bank of England (BoE) – the Fed will probably be the first to raise interest rates. The US
is the strongest economy and its unemployment rate has fallen further than in other
countries. It is therefore likely that the Fed will be the first to need to counter inflationary
pressures with a rise in interest rates. The Fed has indicated that it will only raise rates
after the unemployment rate falls below 6.5%, which is likely to happen in early 2015
(see Figure 1). However, the central bank has also said that any policy moves will be
“data-dependent”, meaning that weak (strong) growth and flat (rising) wage gains could
delay (prompt) a rate increase after the unemployment rate falls to 6.5%.

The Fed is likely to raise rates in early 2015,
followed by the BoE and ECB.

However, the US economy is expected to be strong enough for a rate hike by early 2015.
The BoE will likely follow next and then, also in 2015, the ECB given the weaker outlook
for the Euro area economy. The pattern of rate adjustments will likely see moderate
appreciation of the US dollar against the euro. In Japan, there is unlikely to be any policy
rate hikes over the next few years because inflation is unlikely to rise above 2%.

Figure 1
US unemployment rate, %, and periods
of recession
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Source: National Bureau of Economic Research, Bureau of Labour Statistics

The US deficit is declining rapidly
The US deficit has declined substantially
this year and will likely fall further still.

Figure 2
US federal revenue and expenditure
growth, 12-month moving average,
% change on year

The US deficit has declined rapidly this year, despite the current budget talks impasse.
This is because of the tax increases in January and spending cuts of the sequestration
(see Figure 2). In fiscal year (FY) 2012, the deficit was 7% of GDP and in FY 2013 it was
close to 4% (the fiscal year ended on September 30th). For this fiscal year and for several
more, the debt-to-GDP ratio should decline because nominal GDP growth is projected to
be above, and the deficit below, 4%. In fact, the budget could be balanced by FY 2017,
on reasonable assumptions of 5% revenue growth and 0% spending growth. As the
Congressional Budget Office (CBO) points out, however, this respite will be temporary
unless policy changes are made to contain Social Security and Medicare expenditures.
The CBO estimates that the debt-to-GDP ratio will decline from about 73% today to 68%
by 2018, but climb to 100% by 2038. From our estimates, the near-term decline in the
ratio could reach 60% by 2018.
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Emerging markets

Growth in Asia has stabilised and will
continue to slowly recover into 2015.

Figure 3
Real GDP growth in select regions,
2011 to 2015, %

Asia
Growth in China has likely bottomed out with the government pledging fiscal support to
select sectors and monetary conditions remaining largely accommodative. India and
Indonesia will likely see slightly faster growth in the coming two years on account of an
improving external environment and domestic economic reforms. Emerging Asia as a
whole should recover but only slowly.
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Source: Swiss Re Economic Research & Consulting

The risk of a hard landing in China
Chinese economic growth has stabilised.

Geopolitical tensions and weak external
demand have impacted growth in the
MENA region this year.

66

The risk of a hard landing in China has been steady at 15% for most of 2013. An
improvement in recent indicators suggests economic growth has bottomed out. In
particular, industrial production and fixed asset investment have accelerated, and retail
sales have remained solid. The government has taken a targeted approach to support
economic growth, for instance by offering credit to small-to-medium enterprises (SMEs)
and the agricultural sector while tightening lending to sectors with over capacity.
Lending to the already over-heated property sector has remained largely stable, primarily
to meet demand from first-time buyers and social housing projects. This pragmatic
approach has sustained a rate of growth close to 7.5% while avoiding accelerating
inflation. At the same time, China has been less affected by recent fears of tapering
to US monetary policy. However, provincial and local government debt, financial sector
reform and the slowdown of emerging market growth remain areas of concern for
China’s economy.

Middle East and North Africa (MENA)
Geopolitical tensions, weak external demand and spillover effects from the Euro area
pose a challenge to growth in the MENA region. For the oil importers, these factors
have led to overall soft growth in 2013. However, positive oil price movements and
diversification efforts, mainly in the Gulf Cooperation Council (GCC) economies, have
bolstered growth this year. In the near-term, oil-exporting markets are expected to
profit from a pipeline of public sector projects and a strong service sector. Increasing
diversification away from non-hydrocarbon industries is also beneficial for continued
expansion. While economic sanctions on Iran, political uncertainty in Egypt, Tunisia and
Libya, and spillover from the civil war in Syria pose downside risks, growth in the MENA
region overall is expected to accelerate in 2014.

Growth will improve in CEE this year, next
year and into 2015.

The Republic of South Africa is expected to
see continued weak growth in 2014 …

… but growth will be stronger in the SSA
region generally.

Central and Eastern Europe (CEE)
This year’s recession in the Euro area weighed on CEE, a highly export-dependent
region. Domestic consumption and investment activity have mostly been weak since the
global financial crisis, and have recently also slowed in Poland where they had previously
been resilient. In contrast, the credit-driven consumption boom in Russia continued,
but declining investment activity slowed overall growth. Several factors should help to
accelerate growth in 2014 and 2015. First, the external environment is improving and
exports will likely increase. Second, after several years of deleveraging in the corporate
and private sectors, credit will stop shrinking. Finally, accommodative monetary policy
and improving consumer and business confidence should boost growth. The extent of
economic recovery will vary across the region and structural reforms to support growth
and help maintain longer-term fiscal balance will remain key factors for many economies.
Sub-Saharan Africa (SSA)
Economic growth remained strong in SSA in 2013. However, recovery in the Republic
of South Africa (RSA), the largest economy in the region, remained weak. This was due
to reduced exports resulting from the recession in Europe and the strikes in the mining
sector which affected business sentiment. Growth in RSA is expected to remain weak
because of high unemployment and structural weaknesses.
Elsewhere in SSA the outlook is strong and growth should pick up in 2014/2015.
Key growth drivers will continue to be natural resource exports and investment in
commodities projects. The service sector is making an increasing contribution to the
region’s growth also, particularly finance and telecoms. Note, however, in some markets
(eg, Nigeria) infrastructure bottlenecks could constrain growth.
Capital flight risk in emerging markets

After the Fed spoke of tapering, many
emerging markets experienced capital
flight and weakening currencies.

’Fed tapering’ has triggered capital flight from emerging markets, raising concerns over
potential currency weakness, widening current account deficits and slowing growth in
those countries. Most emerging markets have strong fundamentals and are expected to
weather the storm. Also, many have allowed their currencies to depreciate, some
significantly, and this policy flexibility will likely help restore their competitiveness.
Nevertheless, the Fed tapering program could be implemented in such a way that
increases uncertainty. This could lead to sustained capital outflows and put pressure on
some markets. India and Indonesia, for example, will likely face further currency and
asset pressure in the coming quarters because of Fed-tapering induced uncertainties.

However, a repeat scenario of the1997–98
Asia financial crisis is unlikely.

Though the currency depreciations in some economies post-tapering talk has caught the
attention of many analysts, the likelihood of a repeat of a 1997–98 Asia financial crisis
scenario is remote. First, more markets have adopted a flexible exchange rate regime.
With currency depreciation, countries such as India, Turkey and Indonesia are better able
to adjust, and their current account deficits should improve in 2014. Second, there is
much less short-term foreign currency borrowing in the countries concerned compared
to 1997–98. Finally, the debt indicators are not nearly as bad as previously. Most of the
countries concerned have low deficits and low debt-to-GDP ratios.
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Table 2
Risk of capital flight has grown in
certain countries, but is under control

IMF forecasts for 2013

Country

Asia
China
India
Indonesia
Singapore
Thailand
Latin America
Brazil
Chile
Mexico
CEE
Poland
Russia
Czech Republic
Hungary
Turkey

Consumer
inflation, %

Current account
as % of GDP

Government
budget balance
as % of GDP

Government
gross debt
as % of GDP

2.7
10.9
7.3
2.3
2.2

2.5
–4.4
–2.4
18.5
0.1

–2.5
–8.5
–2.2
5.3
–3.8

22.9
67.2
26.2
107.8
47.1

Low
Medium
Medium
Low
Low

6.3
1.7
3.6

–3.4
–4.6
–1.3

–3.0
–0.7
–3.8

68.3
12.9
44.0

Medium
Low
Low

1.4
6.7
1.8
2.3
6.6

–3.0
2.9
–1.8
2.2
–7.4

–4.6
–0.7
–2.9
–2.7
–2.3

57.6
14.1
47.6
79.8
36.0

Low
Low
Low
Medium
Medium

Risk of capital
flight

Source: IMF, World Economic Outlook, Oct. 2013 and online table, Swiss Re Economic Research & Consulting

Growth in Latin America should pick up next
year as the US economy strengthens.

Andean economies to outperform their
regional peers.

88

Latin America
Economic growth decelerated in Latin America in 2013 amid less favourable external
conditions and domestic supply and policy constraints. Recovering demand in the US
should deliver modestly stronger growth in 2014. Weak commodity prices, subdued
external demand, global liquidity retrenchment and political risk in Argentina and
Venezuela remain the dominant themes for next year. In Mexico hurricanes Manuel
and Ingrid were additional headwinds in 2013, but the US recovery, concerted policy
stimulus and the (likely) passage of confidence-boosting structural reforms – with
attendant capital inflows – should drive stronger growth in 2014.
In Brazil, pre-election spending ahead of next year’s presidential poll and the FIFA World
Cup will inject significant stimulus into the flagging economy. This should offset the drag
from monetary policy tightening underway since April 2013. Headline growth in the
Andean economies of Colombia, Chile, and Peru will moderate in line with regional
trends. However, positive fundamentals such as strong external and fiscal accounts,
contained inflation, and sound policies will ensure outperformance of these economies
relative to their regional peers for the foreseeable future.

Risk scenarios
There are many downside risks that could
derail global growth, weakening investment
returns and premium growth.

The downside and upside risks to growth are fairly balanced this year: 10% upside and
10% downside. This is a significant improvement from late 2012 when the downside
risks were at about 30%. Both Europe and the US are expanding, but the risk that these
recoveries are derailed due to policy errors remains. Europe is fragile economically,
and the US is susceptible to a major policy error during the next budget confrontation
in January and February. Additionally, there remains a risk of hard landing in China
(discussed above), and Japan’s recovery could face headwinds from an upcoming
sales tax increase. Finally, the economic situation in emerging markets is more tenuous,
with many countries vulnerable to capital flight. In the downside scenario, yields on
government bonds would stay near current levels through mid-2015 and perhaps longer,
equity markets would fall rapidly, and credit spreads would widen.

However, growth could prove stronger than
expected, improving investment returns and
premium volume growth in the property and
life businesses.

Upside risks include the US housing market, which could prove to be very strong given
pent-up demand, low mortgage rates and rising housing prices. In Europe, the UK
economy continues to surprise on the upside and Germany is doing well, while Spain
could be on the verge of a pronounced upturn given its improved competitiveness.
Finally, China could also provide upside surprise if credit expansion is greater than
currently expected.

Real GDP growth drives insurance premium
growth in all scenarios.

Under the baseline, upside and downside scenarios, insurance premium growth will be
close to GDP growth in the advanced economies and generally higher than GDP growth
in the less developed economies, which will benefit from increased insurance penetration.
In the downside scenario, there is greater stress from lower premium growth and pressure
on asset valuations. The upside scenario would be more favourable for the re/insurance
industry. Investment yields would improve and premium volume growth would rise along
with economic activity.

Figure 4
Example of scenarios, using Euro area
real GDP growth (upside, baseline and
downside scenarios), %

3.0%
2.5%
2.0%
1.5%
1.0%
0.5%
0.0%
–0.5%
2013E
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2014F

2015F
Upside

2016F

2017F

2018F

Downside

Source: Swiss Re Economic Research & Consulting
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Non-life re/insurance:
premiums grow but sector profitability remains weak
Non-life insurance was stable in 2013
Non-life premium growth in 2013 was
stable at 2.5%.

The global non-life insurance sector was stable in 2013, with overall premium growth
unchanged at 2.5% in real terms. In the advanced markets, premium growth was 1.4%,
also steady from 2012, based mostly on moderate rate increases in some markets and,
to a lesser extent exposure growth, which weakened with the slowing global economy.
In southern Europe, the industry has witnessed significant declines in premium income
for a second year in a row.

Emerging market premiums are up 7.8%
in 2013.

Emerging market premiums have grown by 7.8% in 2013, down slightly from 8.0% in
2012 alongside economic slowdown in many export-dependent countries of Southeast
Asia and Central and Eastern Europe. That said, in China non-life premiums have risen by
about 13% based on new car sales and infrastructure investments. Premiums in Latin
America, Africa and the Middle East are also estimated to have been stronger this year
than in 2012.

Table 3
Real growth (%) of direct premiums
written in major non-life insurance
markets and regions

Country/Region

United States
Canada
Japan
Australia
United Kingdom
Germany
France
Italy
Advanced markets
Emerging markets
World

2011

2012

2013E

2014F

2015F

1.4%
1.8%
3.6%
–4.6%
–3.6%
2.5%
1.8%
–0.7%
1.2%
8.5%
2.3%

2.2%
1.7%
2.5%
5.6%
–1.2%
1.5%
1.0%
–5.5%
1.4%
8.0%
2.5%

3.0%
1.9%
2.6%
3.6%
–1.2%
1.4%
1.4%
–5.0%
1.4%
7.8%
2.5%

2.4%
1.9%
2.6%
2.9%
1.8%
2.4%
1.5%
–0.9%
2.1%
7.7%
3.1%

3.0%
2.9%
2.4%
3.0%
2.2%
1.2%
0.9%
0.6%
2.5%
7.2%
3.4%

Note: Advanced markets include North America, Western Europe, Israel, Oceania, Japan, Korea, Hong Kong,
Singapore and Taiwan.
Source: Swiss Re, Economic Research & Consulting

Non-life’s underlying underwriting
profitability has improved but investment
income and RoE remain low.

Underlying underwriting profitability1 in the non-life sector has improved marginally
due to a gradual strengthening of premium rates in some key markets and also because
claims growth has remained benign. However, the investment environment is still
challenging. Even though Fed Chairman Ben Bernanke’s comments on tapering
generated a 70-basis-point (bp) hike in US interest rates and a 40bp increase in Euro
zone rates in H1 2013, rates remain low and are expected to increase only gradually in
the coming years. As such, investment returns will likely be subdued for a while yet,
limiting non-life insurers’ operating profitability. The impact is that average industry
profitability has improved only slightly and to a comparatively low level, with 2013 return
on equity (RoE) estimated at just 7%.2

1 Underwriting profitability is defined as the difference between premiums and the sum of expenses plus claims
costs, as a percentage of premiums. Underlying underwriting profitability adjusts for prior-year reserves
changes and large catastrophe losses.
2 The industry-average calculation is based on data for the following eight leading non-life insurance markets:
Australia, Canada, France, Germany, Italy, Japan, the UK and the US.
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With a 119% solvency ratio, capitalisation
exceeds pre-crisis levels, but it is not
excessive given balance sheet risks.

In the US, underwriting results improved in
the first half of 2013.

Overall underwriting results in Europe have
been generally positive in 2013.

The non-life sector is well capitalised but balance sheet risks have increased also
The non-life insurance industry is well capitalised and can withstand shocks such as the
2008 financial crisis and the huge natural catastrophe events of 2011. With an average
estimated solvency ratio of 119% at the end of 2012, overall capitalisation is at prefinancial crisis levels. While there is enough to withstand the main catastrophe scenarios,
the level of capital is not excessive from an economic standpoint, because balance sheet
risks have also increased, as follows:
̤̤ Although it no longer makes the headlines, the European sovereign debt crisis is far
from resolved. Ongoing uncertainty around sovereign debt could increase the risk
margins for southern European countries and so also impact the balance sheets of
insurance companies.
̤̤ Apart from asset-related issues, liability-side risks are also rising. After years of
reserves releases, insurance companies are operating with thinner reserve cushions
than before the financial crisis. Against a backdrop of rising inflation and claims cost
risks, the probability of market-wide adverse developments in claims reserves has
increased, with more frequent individual cases of reserve additions.
̤̤ Another aspect is the impact of GAAP accounting on non-life insurers’ capital levels.
Mark-to-market (or ‘fair market’) valuations of fixed income assets are inflated by low
interest rates. As a consequence, any increase in interest rates causes mark-to-market
losses. Compared with 2012, the interest rates on benchmark government bonds
have increased by around 70 bps in the US and by about 40 bps in Germany, causing
unrealized mark-to-market losses. This is just the beginning: with US 10-year interest
rates expected to rise by about 200 bps, and European rates by around 240 bps by
end-2016, more GAAP capital will disappear.
Improvements in underwriting profitability
Underwriting results in the US improved in the first half of 2013 reflecting moderate rate
increases and a decline in catastrophe-related losses. The P&C combined ratio was
96.9% compared with 100.6% in the year-earlier period. By segment, the combined
ratio was about 97% for commercial and 99% for personal lines. The accident year
combined ratio3 for the industry improved to 101.4% in H1 2013 from 105.1% in the
first half of 2012. Gains from unusually benign claims trends are expected to continue
to drive reserve releases through this year. However, these will begin to wind down as
claims inflation will pick up speed eventually and as more cases of adverse claims
development surface.
Underwriting profitability in Europe improved in the first half of the year also, with the
average combined ratio below 96%. The combined ratio fell slightly in France, Spain,
Italy and the UK, continuing the positive trend in place since 2010. Underwriting results
are marginally stronger across Europe, a general trend that began in 2010-11 with
improved combined ratios in the motor business, followed by moderate rate increases
in other business lines. Germany lags this trend by more than one year.

3 Unlike the published calendar year combined ratio, the accident year combined ratio excludes changes in
claims reserves for prior underwriting years.
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Figure 5
Combined ratios in Europe,
Q1 2008–Q2 2013
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Source: Swiss Re Economic Research & Consulting

The second quarter combined ratio was
impacted by floods.

A sharp spike in the combined ratio in Europe in the second quarter was due to severe
flooding in June, in particular along the Elbe and Danube rivers. Germany suffered most,
with insured losses of around EUR 1.8 billion according to the latest estimates from
the German insurance association GDV. The floods also triggered large losses in the
Czech Republic.

Germany suffered three large-loss natural
catastrophe events this year.

The German insurance sector has had to contend with three large natural catastrophe
events this year: the aforementioned June floods, which were more severe than those of
2002; hailstorms in August; and October’s storm “Christian” (or storm St Jude in the UK)
which led to significant damage in the northern regions of the country. On the basis of
these events, Germany is expected to report a combined ratio of above 105% for the
full-year 2013.

Japan and Australia had strong
underwriting results in 2013.

In Japan and Australia, the industry’s most important advanced markets in Asia-Pacific,
underwriting results have been positive this year and are expected to be stronger than
in 2012.

Current investment yields are down and
are expected to decline further ...

… even though interest rates are expected
to climb.
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Investment returns continue to suffer
While underwriting results have improved compared to 2012, non-life earnings are
under pressure from weak investment returns. Six years after the financial crisis, the
investment environment remains challenging for the insurance industry. Investments in
fixed income securities, the main asset class in insurance, offer low yields and are also
exposed to a multitude of risks. Other asset classes may offer better returns but at the
cost of elevated volatility.
Figure 6 shows that in Germany, non-life insurers’ running yields are following the
general interest rate trend. Maturing bonds and new cash flows can only be invested at
lower yields, which drives down the average yield of a bond portfolio. Although market
rates have bottomed and have begun to rise moderately, insurers’ running yields will
decline further. They will only improve with a considerable lag. The same applies to other
mature markets where interest rates are at historical lows.

Figure 6
Non-life insurers’ current investment
returns in Germany versus 10-year
German government bond yields
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Investment returns are contributing less to
net income.

As a consequence of the low interest rate environment, contributions from investment
returns to overall profitability in the non-life sector will remain low for the next two years
at least. For 2013, investment returns are estimated at around 9.5% of net premiums
earned, down from 10.5% in 2012, and substantially below the 13.5% average achieved
between 1999 and 2007.

RoE in non-life insurance is estimated at
just 7% for 2013.

Overall profitability in non-life insurance remains subdued relative to historical standards.
The RoE for the main non-life insurance markets is estimated to be about 7% for the fullyear 2013, only slightly better than 2012 and well short of the industry’s cost of capital.

Challenges will persist through 2014, but
conditions should improve.

Outlook for 2014 and 2015: growth but ongoing weakness in profitability
Global growth forecasts for 2014 are more positive and demand for non-life insurance
should increase. In the emerging markets, strong premium growth will likely continue but
at a slower pace due to weaker economic expansion in Latin America and Asia.

There are signs that pricing may be
stabilising as rates improve in some markets
and for some lines.

Pricing has started to improve in many non-life insurance segments but a broader-based
hardening is still a long way away. However, varying pricing signals have surfaced for
different lines of business. According to recent surveys, in the US commercial insurance
rate increases are decelerating. In Europe, several market leaders have attempted to
introduce modest rate improvements during the renewals of their commercial line books.
Motor insurance has registered some important improvements in markets with profitability
issues, such as Germany.

The question is not if, but when a broadscale hardening will occur.

The current market situation is typical for a mature soft market cycle. Prices are no longer
weakening and there has been a moderate turn in pricing this year, setting the stage for
improving underwriting profitability. When broader-scale hardening will occur is
uncertain, but the following factors point to an eventual strong turn in the market:
̤̤ Reserving may soon prove insufficient. It is difficult to estimate the timing of this
and there are big differences between individual companies. Reserve releases will
eventually shift to a need to strengthen reserves. When this sets in, it will no longer
be possible to ignore insufficient pricing and the scene will be set for a hardening
of rates.
̤̤ Stricter solvency regulations and higher capital requirements will help turn the
market. Solvency II is still expected to be implemented – now in 2016 – and a further
tightening of rating agency models is also expected.
̤̤ Volatile and significant capital market developments impacting insurers’ capital base
may be another trigger for rate hardening. These developments could include
significant impairments of invested assets, or a quick and strong rise in interest rates.
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Underwriting profitability is likely to improve
only slightly in 2014 and 2015.

Overall underwriting profitability in non-life insurance will likely improve only slightly
in most markets next year and in 2015, as a result of different factors. For instance,
investment returns are expected to remain low. Profitability will rise only slowly as
prices and interest rates increase. Likewise, accounting profits will only rise gradually
because some improvements accrue with a lag. Further, reserves may begin to develop
negatively in 2014, reducing profits in the near term and accelerating the hardening of
casualty rates.
The non-life reinsurance market

Alternative capital has been the most
debated topic in 2013.

The most debated topic in non-life reinsurance in 2013 was not, for once, large
catastrophes. Instead, it has been the emergence of alternative capital, which now
accounts for USD 45 billion of global catastrophe limits, and which had a significant
impact on the US renewals in July.

The use of alternative capital is more
widespread in the US than in Europe.

In Europe, most business is renewed in January and the industry is currently trying to
assess the impact alternative capacity will have on the pricing of European natural
catastrophe cover (mostly wind storm). Given that alternative capacity has been less
widespread in Europe than in the US, and also that natural catastrophe losses have been
high in Europe this year, which would lead to an increase of rates instead, there will likely
be less pressure on property catastrophe rates. For the non-cat segment, which still
makes up the bulk of the non-life reinsurance business, the outlook is generally stable,
with deviations in both directions according to the underwriting experience in the
respective segment.

The biggest single incident for balance
sheets was Bernanke’s tapering speech in
May. Rate rises cut reinsurers’ equity by
about 6%.

Global reinsurance is likely to report average profitability in 2013
It is estimated that the global reinsurance sector will report a good but not necessarily
strong performance in 2013. The single incident with the highest impact on reinsurer’s
balance sheets was Bernanke’s speech on 22 May, when he announced a possible
tapering of the US Fed’s bond-buying program in the following months. Interest rates
went up in the US and also in other markets, and the value of fixed-income securities went
down. A Swiss Re defined sample of 15 global reinsurers lost about 6% of their equity.
Non-life reinsurance capital still sufficient despite falling fixed-income valuations

Global reinsurers have maintained their
strong capitalisation in 2013.
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Since 2009, the strong development of reinsurers’ capital base has been positively and
negatively impacted by interest rate movements. Ultra expansive monetary policy in the
wake of the 2008 financial crisis has inflated the value of fixed-income securities.
Unrealised capital gains on fixed income securities, which were between 4% and 5% in
2009 and 2010, soared to 13% at the end of 2012. These unrealised gains were only
temporary and are likely to disappear over time as interest rates rise or bonds mature.
Figure 7 shows net premiums and GAAP shareholder equity in the global non-life
reinsurance sector. After years of stagnation, premium income has started to increase
again, reflecting an end of the soft market underwriting cycle and a moderate hardening
in rates.

Figure 7
Global non-life reinsurance premiums
and GAAP capital
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With a solvency ratio (capital in % of net premiums) of 170%, the current capitalisation of
the reinsurance industry provides an appropriate level to meet security needs of
policyholders, regulators and rating agencies.
Profitability is volatile, but reinsurance is a
stable industry.

The first three quarters were a mixed bag
in terms of underwriting results.

The reinsurance industry, whose core business is to deal with large insurance risks of all
kinds, is stable. Given strong capitalisation and robust risk management processes, even
unforeseen cumulative events such as the devastating earthquakes in New Zealand and
in Japan in 2011, the latter aggravated by a tsunami, are handled smoothly.

Good underwriting results for the reinsurance industry.
The reinsurance industry posted mixed underwriting results during the first nine months
of 2013: a very good first quarter supported by a low incidence of large losses and
significant reserve releases, followed by a second quarter with high catastrophe losses
due to tornadoes in the US and floods in Germany, the Czech Republic and Canada. The
third quarter, which is most exposed to North American hurricanes losses, was generally
benign. Most prominent was the hail storm in Germany which generated multi-billion
dollar insurance losses. Meanwhile, the hurricanes Ingrid and Manuel that battered
Mexico as well as the cyclone Phailin on India’s east coast were not very severe in terms
of reinsurance claims.
Also, Typhoon Haiyan which hit the Philippines in November and has led to wide-spread
devastation in the affected areas with thousands of victims and hundred thousands of
homeless, is not expected to trigger high re/insurance losses, due to low insurance
penetration.

The combined ratio is estimated to be
around 90% for 2013.

Capital gains and current yields are down.



Based on preliminary data, a combined ratio of around 90% for the financial year 2013
can be expected, reflecting a comparable benign nat cat burden slightly below average
and still significant releases from loss reserves in prior years. The currently reported
underwriting results are still supported by reserves releases due to the low claims
increases of recent years, helping to improve underwriting results by two-to-three
percentage points.
Investment returns remain weak, despite the recent interest rate hike
Despite the interest rate hikes in the second quarter, the investment environment remains
challenging for the reinsurance industry. On average the industry achieved only a 3%
annualized investment yield for the first half year of 2013, compared to 3.7% during
2011 and 2012. This was partially driven by mark-to-market losses. For the full-year
2013, a RoE of around 10% for non-life reinsurance is expected, down from 14% in 2012.
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Premium growth will be subdued in the
advanced but strong in the emerging
markets.

Outlook for 2014 and 2015
Global premium income growth in the reinsurance sector, which largely follows premium
trends in primary insurance, is forecast to improve from 3.0% this year to 3.8% in 2014
and 3.9% in 2015. Of the additionally-expected volume of around USD 27 billion
by 2015, USD 16 billion will come from the advanced and USD 11 billion from the
emerging markets.

Prices will be stable to slightly firmer.

Pricing signals from this year’s re/insurance industry conventions in Monte Carlo and
Baden-Baden indicate that 2014 renewals will be stable to slightly softer. Significant
hardening will be limited to lines and segments that have recently experienced high
losses. Casualty rates, especially in the US, have improved moderately but are still far
from their previous levels. Additional hardening will only come with an expected increase
in adverse claim developments.

The average combined ratio is expected to be
around 95% in 2014, and the RoE in 2014
and 2015 is expected to be 9% to 10%.

Assuming average catastrophe losses, the combined ratio in non-life reinsurance is
forecast to be around 95% in 2014. This projection is based on an assumed scenario of
stable reinsurance rates, a less benign claims environment than in the last three years,
and declining reserve releases. Underwriting profitability is expected to remain below
the average of recent years. Also, because of the low interest rate environment in
advanced markets which is expected to continue into 2014 and 2015, investment
returns are expected to remain below pre-financial crisis levels. The overall profitability
outlook for 2014 and 2015 is therefore expected to be between 9% to 10% for RoE
in 2014 and 2015, essentially unchanged from current levels.

Table 4
Real growth of non-life reinsurance
premiums

Region

Advanced markets
Emerging markets
World

2011

2012

2013E

2014F

2015F

6.7%
20.8%
9.6%

2.4%
6.7%
3.4%

2.7%
3.7%
3.0%

2.4%
7.7%
3.8%

2.7%
7.3%
3.9%

Note: Advanced markets include North America, Western Europe, Israel, Oceania, Japan, Korea, Hong Kong,
Singapore and Taiwan.
Source: Swiss Re Economic Research & Consulting
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Alternative capacity in reinsurance:
current trends and outlook
Alternative capital is gaining a significant share of the Nat Cat reinsurance market
Alternative capacity has captured the
public’s attention.

One of the dominant themes in the insurance media is the increasing significance of
alternative capital (AC). Natural catastrophe (Nat Cat) capacity provided by dedicated
Insurance Linked Securities (ILS) funds, mutual funds, pension funds, hedge funds and
private equity has increased sharply in the last two years. Besides investing in cat bonds,
many funds have started to compete directly with reinsurance by backing sidecars and
offering collateralized reinsurance, putting pressure on nat cat prices.

Capacity is about USD 45 billion and about
11% of the global property cat market.

Alternative capacity (AC) now accounts for about USD 45 billion of global catastrophe
limits (and about 11% of the global Cat XL market). It is focussed on markets with high
margins and low entry barriers (short-tail, transparent and modelled risks). The AC is
concentrated on the US Nat Cat market (which is 70% of it) – mostly US Wind and some
US EQ – and the remaining 30% is in retrocession. AC is less well established in other
peak risk markets.

Figure 8
Alternative capacity 2005 to 2013
by major product
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The biggest growth over the last two years
has come from collateralized reinsurance.

Alternative capacity is not new to the reinsurance industry. Several forms have existed for
over a decade. What is new is a recent growth spurt. From 2010 to 2013, the capacity
soared from USD 25 billion to about USD 45 billion. This is actually similar to the postKatrina spurt, which also pushed the alternative capacity up. The biggest growth has
come from collateralized reinsurance which overtook cat bonds (ILS) as the most
important source for AC. The significance of industry loss warranties (ILWs) is declining,
while outstanding cat bonds achieved a record this year.

The growth in collateralized reinsurance has
been fuelled by assets flowing into
dedicated cat funds.

The increase in collateralized reinsurance stems partially from a desire by investors to
further increase their exposure to insurance-linked risks. Money has been flowing into
dedicated cat bond funds, but the supply of cat bonds has not kept pace with demand.
Thus, the funds have placed the additional capacity into collateralized reinsurance
contracts. Because cat bond spreads have come down substantially, funds have found
it necessary to put capacity into more risky layers with higher premium income.

Nat cat reinsurance prices have been put
under pressure from additional capacity and
commoditization.

The impact on the reinsurance market is: (1) an increase in supply. Capacity is no longer
scarce for peak risk scenarios; (2) commoditization of Cat excess loss (XL) reinsurance;
and (3) an erosion in the profit margin of a profitable line of business (LoB). Thus, AC is
putting pressure on traditional reinsurance pricing.

There are spillover effects to other lines of
reinsurance.

The traditional capacity of commodity Bermuda-type reinsurers has faced most of the
pressure, with AC crowding-out in the subscription business. These reinsurers have been
diversifying into other lines of business such as casualty, due to ratings agency pressure
which accelerates the need for diversification.
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What are the drivers for the ascent of AC?
Attractive property cat rates and cheap
capital are the main drivers of alternative
capacity.

The current wave of alternative capital is the result of the relative attractiveness of the
property cat reinsurance market compared to the low-yield environment. New funds
continue to enter the AC sector both via direct investors and through increased
commitments to dedicated funds.

The range of investors has expanded to
include more long-term oriented sources.

The range of investors has widened as pension funds, mutual funds, large asset managers
and multi-strategy hedge funds have increasingly invested in alternative capital vehicles.
Thus, there is a shift from short-term oriented investors (eg, hedge funds) to long-term
oriented investors (eg, pension funds). Dedicated cat funds have started to compete
directly with reinsurance by targeting traditional cat reinsurance but since they do not
have balance sheets, they need to post collateral. Brokers play a critical role in promoting
and distributing collateralized reinsurance capacity to clients. Increased sidecar capacity,
backed by money managers, pension plans and hedge funds, creates further excess
capital in the market.
The cat bond market is at an all-time high

The cat bond market is at an all-time high,
with USD 20 billion in outstanding bonds.

For investors, cat bonds have a proven track record through the years of financial market
turmoil and record high cat losses. Only four of the roughly 200 cat bonds issued in the
past 15 years have been triggered. The average performance of the Swiss Re Global Cat
Bond Total Return index was about 8.45% per year over the past 10 years.4 This high
average is partially because the cat bonds issued were structured for catastrophes
which, fortuitously, did not occur. Sufficient assets have entered the ILS market to
converge ILS prices with traditional reinsurance prices, and to achieve a record high in
outstanding bonds of USD 20 billion.

The sponsor base is steadily expanding.

The sponsor base is steadily expanding and alternative solutions are increasingly a part
of the standard toolbox. This year saw repeat non-life ILS sponsors renewing and/or
supplementing their outstanding ILS programs. Along with 21 seasoned issuers, four
new entrants, the Turkish Catastrophe Insurance Pool, American Coastal, MTA and AXIS
issued cat bonds, helped create the second largest annual issuance tally in market
history. The pipeline for the remainder of the year is expected to be strong.

Prices and conditions of cat bonds have
become more attractive for sponsors.

Indemnity triggers are becoming more accepted and a majority of cat bonds have been
indemnity based since 2012. ILS spreads have come down by 20% to 30% and are
reaching historic lows, converging with reinsurance price levels. However, the total cost
of cat bonds (incl. structuring and basis risk costs) are typically still above traditional
reinsurance pricing.
Types of alternative capital beyond cat bonds

The types of alternative capital include
Collateralised Reinsurance…

Collateralised Reinsurance (CR) transactions are privately structured contracts used to
gain exposure to the traditional reinsurance market. The collateral can be anything
contractually agreed including, for example, letters of credit. Structuring costs are lower
compared to ILS since there is no tradable instrument to be issued. It is sufficient to
channel the transaction through a non-rated Special Purpose Reinsurance Vehicle (SPRV),
because the collateral provides security to the cedant. While structuring costs are lower,
a liquid cat bond market with more market participants should lead to greater pricing
efficiency. Collateralised reinsurance is not tradable and thus restricts the number of
AC investors who can write it.

4 http://media.swissre.com/documents/Public_ILS_Market_Update_July2013.pdf
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… sidecars …

Sidecars are limited purpose reinsurance vehicles with a finite lifespan which allow for
equity-type participation in the actual underwriting success of a re/insurance portfolio.
They are 100% linked to the sponsor, allowing participation in specific, selected parts of
(re)insurance business – typically natural catastrophe business – either as retro in the
form of a quota share agreement, or as a “market facing” sidecar writing in parallel with
the sponsor.

… and industry-loss warranties.

Industry-loss warranties (ILW) are private reinsurance or derivative agreements that
complement the current spectrum of alternative capacity products. Losses are
indemnified based on an index of insured industry losses. ILWs are less important today
than a few years ago since they have been crowded-out by collateralised reinsurance
which provides indemnity-based protection for cedants. ILWs are index-based and
therefore expose clients to basis risk.
Competition of alternative capital and traditional reinsurance

AC is capturing a small segment of the
global reinsurance market.

Table 5
Comparison of investments: alternative
capital vs traditional reinsurance

Alternative capacity is capturing a small segment of the global reinsurance market. This
segment is low probability, high severity and short-tail in nature, fairly transparent with
regards to the provided insurance cover, and supported by a number of vendor risk
models which allow outside investors to assess the risk. Alternative capital is well suited
for such peak nat cat risks.

ILS

Collateralized reinsurance,
sidecars
Traditional reinsurance

Fixed-income investment into specified
peak cat scenarios
Variable interest
payments from the
floating rate, cat risk
Low credit risk,
fully collateralized

Equity-type investment
into specific re/insurance portfolios
Agency, underwriting,
cat risk

Equity investment via
common or preferred
stock
Full scope of risks of a
re/insurance carrier

Low credit risk,
fully collateralized

Loss
indemnification
Barriers of entry

Index and indemnity
based
Low

Index and Indemnity
based
Low

Client exposed to credit
risk; mitigated and monitored by rating agencies
and regulatory solvency
requirements
Indemnity based

Barriers of exit

Low: Finite life-span,
self-liquidating
Low, collateralization of
full exposure which can
be tied up by claims;
some diversification
within nat cat
Low due to low interest
rates + high structuring
costs + layer of fees for
funds

Low: Finite life-span,
self-liquidating
Low, collateralization of
full exposure which can
be tied up by claims;
some diversification
within nat cat
High return expectations Cost of public equity
for private equity/hedge
fund investments + layer
of fees for funds

Investment type

Risk classes

Security

Capital efficiency

Capital cost

High; strong capitalization and single-A rating
needed
High; perpetual, unless
sold to another party
High for large diversified
portfolios

Source: Swiss Re Economic Research & Consulting
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The nat cat segment is one of the most
capital intensive reinsurance segments.

Nat cat risk is one of the most capital-intensive and therefore one of the most expensive
segments of the reinsurance industry. It is unlike, for example, a large pool of motor risk
which has a high probability of a low severity, so is a very low volatility business. Motor is
short-tail and a model could be purchased, but it would not be profitable for AC because
the collateral costs would be prohibitive compared to traditional re/insurance. Thus, AC
is unlikely to expand into other reinsurance segments.
Pros and cons for investors
̤̤ Alternative capital allows a direct investment into re/insurance risks.
̤̤ It is flexible, with low entry and exit barriers,
̤̤ Potential scope is limited, because collateralization of the entire exposure is
inefficient for the bulk of re/insurance risks, since it foregoes the benefits of
diversification.
̤̤ Because of the lack of a secondary market, the collateralized reinsurance is illiquid
until the collateral is released.
Pros and cons for sponsors
̤̤ Provides an alternative source for capacity, in particular for peak risks.
̤̤ The staying power of these new investors has yet to be tested by a rise in interest
rates, decreasing insurance rates, or large cat losses.
̤̤ Alternative capital is collateralized, which reduces clients’ counterparty risk.
̤̤ While reinsurance comes with a reinstatement clause, alternative capacity typically
does not; there is no reinstatement capacity after a loss depletes the capital.
What is the future of alternative capital?

The rapid growth of AC will probably not
continue.

Alternative capital sources investing in insurance risks are expected to stay in the market.
The recent pace of growth, especially of collateralized reinsurance, will probably not
continue, however.

Small commodity reinsurers are expected to
lose most market share to alternative
capacity.

Alternative capacity is an opportunistic follower of the market. Lloyd’s and small
Bermuda reinsurers without product differentiation are at the highest risk of losing
market share. On the other hand, top-tier reinsurers are well positioned to compete
successfully as strategic partners.

Alternative capacity will most likely be
confined to the peak nat cat risk segment.

Alternative capital will continue to focus on markets with high margins and low entry
barriers, i.e. retro and US Cat XL market. It is uncompetitive with traditional reinsurance
for other non-cat risks because the full collateralization cannot capture diversification
benefits. A diversified reinsurer is more capital efficient than AC and therefore achieves
higher returns on capital with the same level of risk. The diversification allows capital to
be used for multiple risks.

Large, well-diversified reinsurers provide
more services than AC, which is basically
commodity capacity.

Also, alternative capital is basically commodity capacity, whereas large, well-diversified
reinsurers have more services to offer. They have their own models, provide training,
claims and actuarial support, deliver more differentiated and innovative structured
products (e.g., multi-line, multi-year), provide stable capacity, and hence earn partner-ofchoice status amongst clients.

Rising interest rates and falling property cat
prices will erode the value proposition of AC.

Rising interest rates will boost returns on potentially competing assets classes, which
may make AC investments relatively less attractive. At the same time, if reinsurance
prices were to fall, this would cut the excess profits in the US property cat market,
removing the fuel that currently attracts AC.

ILS is a more investor-friendly form of
alternative capital.

Of the various forms of AC, insurance linked securities have proven resilient and are likely
to endure. They are more investor-friendly than other types of AC since they are more
transparent because they are traded, rated and regulated.

Traditional reinsurers can strengthen their
business model by using alternative capital.

Traditional re/insurance players may need to adjust their capital mix and use alternative
capital themselves to lower their cost of capital and strengthen their business model.
Rising interest rates will also benefit the business model of traditional reinsurers via
higher investment yields and raise the profitability of long-tail lines of business.
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Life re/insurance:
recovering but not out of the woods
The primary life insurance market
Global premium income grew by 2.9% in
2013, but the outlook remains challenging.

Capitalisation on an accounting basis
declined in the first half of 2013 as interest
rates spiked.

Figure 9
Shareholder equity for 30 global
composite and life insurance
companies; Q4 2007=100

Global life insurance premium income increased by 2.9% in 2013 in real terms. Life
insurers’ balance sheets remain solid as companies continue to de-risk products and
asset impairments have moderated as a result of stronger credit and equity markets.
However, continued low economic growth, low interest rates, volatile financial markets
and regulatory changes mean the business environment will likely remain challenging
in the coming years.
Capital decline in financial accounting terms
The life insurance industry’s reported accounting capitalization declined in 2013. This
has in part been driven by the rise in interest rates, resulting in lower marked-to-market
values of fixed-income investments.5 The expected gradual rise in interest rates will have
a negative impact on accounting shareholder equity because it will drive a reversal of the
unrealized gains that have boosted accounting capital over the past few years.6 However,
this contrasts with the economics of life insurance, which improve as interest rates go up.
In fact, 2012 embedded value reports suggest that an increase in interest rates results in
a significant increase in embedded value.
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Aflac; Allianz; Assurant Inc; Aviva; AXA; China Life; CNP; Generali; Genworth Financial; Great-West Lifeco;
Hartford; Legal & General; Lincoln National; Manulife; Metlife Group; Old Mutual; PingAn; Principal Financial
Group; Protective Life; Prudential (UK); Prudential (US); St. James Place; StanCorp Financial Group; Standard Life;
StorebrandASA; Sun Life; Swiss Life; Torchmark; Unum Group; Zurich.
Sources: Company reports, Bloomberg, Swiss Re Economic Research & Consulting

Low interest rates remain the biggest
challenge in life insurance.

Interest rates are projected to gradually increase but they will remain low by historical
standards. This poses a challenge in many markets. The impact of rising interest rates
on investment yields is slow to play out fully because only a fraction of total investment
is reinvested at market yields. Insurers’ investment portfolio running yields therefore
lag changes in bond market yields. In the baseline scenario with gradually increasing
interest rates, running yields will continue to decline over the next few years (see box:
The interest rate legacy).

Insurers increasingly must honour
guarantees close to, or even above,
their average investment yield.

Insurers increasingly must honour guarantees close to, or even above, their average
investment yield, resulting in lower profitability and negatively impacting capitalization
and solvency. In view of these challenges, regulators in many countries have supported
life insurance through various capital relief measures.
5 Under US GAAP and Japan GAAP, interest rates used to value liabilities are locked in. Under IFRS, valuation of
insurance liability allows insurers to use either US or local GAAP. In the UK, Canada, Australia, the Netherlands,
Sweden, South Africa and other countries, local GAAP do not lock in interest rates.
6 The rise in interest rates in the first half of 2013 was triggered by improving macro data and the US Fed
announcing a potential reduction of their asset purchases.
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The interest rate legacy
The forecast increase in interest rates should be a blessing for life insurers. It is the
improvement that the industry has been longing for. According to Market Consistent
Embedded Value/European Embedded Value (MCEV/EEV)7 reports, the economic
worth of insurance companies rises with increases in interest rates. However, it would
be a fallacy to believe that interest rate increases will solve all problems. Companies roll
over only a small fraction of their investment portfolios every year (for example 10%)
and as such, rising interest rates have both a marginal and lagged impact on the
investment portfolio.
In the left panel of Figure 10, the yield on German 10-year government bonds for 2013
and later is estimated assuming a gradual increase in interest rates which levels off at
4.2% in 2017. In this scenario, the portfolio yield (the insurers’ fixed income investment
income) would continue to decline from 3.2% in 2012 to 2.7% in 2017. This is because
the maturing bonds dropping out of the portfolio will still have a higher coupon than
newly bought bonds, lowering the overall portfolio yield. Insurers will hence be under
increasing pressure to serve their long-term guarantees written in the 1990s and early
years of the new millennium.

Figure 10
Interest rates, portfolio running yields
and bond portfolio prices
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But there is another challenge too. Once interest rates rise, the market value of bonds
will start to decline. In the right panel of Figure 10, the price of a 10-year German
government bond portfolio is depicted. The price is indexed at 100 at end of 2006.
As 10-year interest rates declined, unrealised gains accumulated and the bond portfolio
had a market value of 105 by the end of 2012.8 If interest rates continue to rise moderately
as depicted, the unrealised gains will disappear and unrealised losses will accumulate.
In this scenario, by 2017 the bond portfolio will have lost more than 10% in value, again
a legacy of the low interest rate environment of the last few years.

7 MCEV reports provide an economic view of the value of a life insurance company by valuing assets and
liabilities on a market-consistent basis. MCEV was developed by the European Insurance CFO Forum
and succeeds the European Embedded Value (EEV) framework. The MCEV concept is described at
http://www.cfoforum.eu/embedded_value.html.
8 In this illustration, bonds are bought and repaid at par. Moreover the coupon equals the market yield when
issued.
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It is important to highlight that this would not impact an economic balance sheet with
fully matched assets and liabilities. However, under accounting regimes with book value
liabilities (locked-in interest rate assumptions under US GAAP and IFRS companies using
US GAAP for valuing their liabilities), a 10% loss on the bond portfolio can mean a
significant reduction in accounting shareholder equity (eg with fixed income securities
making up for 70% of investments and a leverage ratio of 1 to 7, accounting shareholder
equity would drop by 50%). Strongly capitalised professional life reinsurers can offer
solutions to cope with stressed accounting balance sheets.
Should interest rates spike suddenly, in addition to the decline in accounting capital
some life insurers may see increased surrenders on savings business with lower
guarantees. This may force them to sell fixed income assets and realize losses. Lapse risk
is difficult to hedge but more flexible guarantees on new policies can mitigate the risk.
Insurers will have to fight the low interest rate legacy in the coming years.

Premium income in advanced markets has
increased 2.3% this year.

Premiums grew by 6.2% in emerging in 2013.

Table 6
In-force real premium income growth
for life insurance

In-force premiums and new business recovered in 2013
Global premium income increased 2.9% in 2013. In advanced markets, premium income
grew 2.3% (after inflation). Growth has been strong in Western Europe (with the exception
of Austria and the Netherlands), and also in Canada, Australia and Japan. In the US,
premium income has stagnated.
In emerging markets, premium income rose by 6.2% in 2013. Growth has been strongest
in Latin America and emerging Asian countries (10.8% and 6.3%, respectively), followed
by Africa (around 2%). In China, premium income growth was 8% while in India, premium
income has stagnated. However, that’s still an improvement after three consecutive years
of contraction.

Country/Region

US
Canada
UK
Japan
Australia
France
Germany
Italy
Spain
Netherlands
Advanced Markets
Emerging Markets
World

2011

2012

2013E

2014F

2015F

3.8%
–3.1%
–1.2%
7.1%
6.0%
–15.1%
–7.3%
–20.2%
8.6%
–0.5%
–1.9%
–5.1%
–2.4%

2.5%
1.6%
3.8%
5.8%
–5.3%
–12.8%
–1.0%
–8.4%
–11.1%
–15.3%
2.0%
4.8%
2.4%

0.2%
2.1%
2.6%
5.0%
6.5%
4.5%
4.8%
13.1%
0.4%
–5.1%
2.3%
6.2%
2.9%

2.6%
2.7%
3.0%
4.0%
5.0%
2.9%
0.8%
6.3%
0.8%
3.7%
3.2%
8.5%
4.1%

3.4%
3.2%
3.2%
3.5%
4.5%
2.9%
0.8%
3.7%
0.8%
3.7%
3.2%
9.2%
4.2%

Source: Swiss Re Economic Research & Consulting
Note: Advanced markets include North America, Western Europe, Israel, Oceania, Japan, Korea, Hong Kong,
Singapore and Taiwan.

New business volumes have improved in
many countries in 2013.



Life insurance is a long-term business and new business is important for the industry to
grow. In the US, new business has remained under pressure in 2013 as a result of weak
demand due to tight consumer budgets, price increases, reduced product guarantees,
and continued pullback of capacity from capital-intensive interest-sensitive business. In
France, Italy and Germany sales have increased strongly after two years of declining new
business. In Australia, new business has grown around 2% while in Japan it has declined
after several years of strong growth.
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In the UK, sales of term, disability and
critical illness insurance products are
flat-to-improving.

Sales of protection products (mortality and morbidity risk insurance) are traditionally
much less volatile than sales of insurance savings products. Insurance protection sales
in the UK were broadly stable in the first half of 2013, following a number of years of
contraction. Group life sales continued to strengthen following a sharp pick-up in 2012,
most probably reflecting changes in state benefit entitlements and rising employment.
The individual protection business has been more subdued, with the revival in UK housing
market activity yet to provide a material boost for traditional term insurance sales. The
critical illness protection business in the UK has remained broadly flat.

In the US, term sales have risen for the first
time since 2007; other countries have seen
growth in different products.

In the US, sales of term insurance products have rebounded in 2013 for the first time
since 2007. Group disability sales continue to improve, albeit at a modest pace, due to
recently-implemented price increases and rising employment, while sales in individual
disability and long-term care have declined. In Canada, term sales increased modestly
in the first half of the year after stagnating in 2012. Term sales have been slightly lower
in Germany (–1%), while sales of disability and long-term care insurance continued to
grow strongly in first half of the year (25%).

There is ample potential to increase
protection product sales, both from the
demand and supply side.

There is ample potential for sales growth in mortality and health protection given a huge
protection gap in many markets and because consumer awareness of underinsurance
is on the rise. At the same time, in the current environment the mortality and short-tail
health protection business is attractive for life insurers because its profitability
performance is less sensitive to interest rates than that of savings products.
Six years after the crisis in the top 16 life insurance markets
The US subprime crisis, the Lehman collapse, and the Greek- and Euro crisises had a big
impact on the global life insurance industry. Global premium volume was 4% lower (in
USD) in 2009 compared to 2007, but then recovered again and in 2013 is estimated to
be 11% higher than before the financial crisis. In advanced markets, the impact was
stronger and lasted longer. In 2013, premium volume is estimated to have risen only 3%
compared to 2007. In emerging markets, life premiums have grown steadily and are
estimated to be almost double 2007 levels by the end of 2013.

Table 7
Life insurance premiums six years
after the crisis, 2007=100, based on
premiums in USD (nominal gross
primary premiums)

Country/Region

2007

2008

2009

2010

2011

2012

2013E

Advanced Markets
Emerging Markets
World
Japan
Taiwan
Korea
Italy
Canada
Spain
Germany
Australia
US
France
Netherlands
UK
South Africa
Brazil
China
India

100
100
100
100
100
100
100
100
100
100
100
100
100
100
100
100
100
100
100

96
124
98
117
106
83
95
103
126
107
88
100
95
108
65
182
122
163
104

92
130
96
134
105
75
134
100
126
108
70
88
102
83
50
307
139
185
112

96
159
102
148
128
89
142
112
110
112
84
88
101
79
47
297
190
243
130

101
164
107
174
129
99
122
116
129
111
104
95
92
85
50
277
235
229
126

102
172
109
184
146
127
106
118
108
104
100
99
76
68
53
272
266
240
110

103
185
111
159
138
131
126
119
115
114
103
101
83
69
55
294
289
273
111

Note: Advanced markets include North America, Western Europe, Israel, Oceania, Japan, Korea, Hong Kong,
Singapore and Taiwan.
Source: Swiss Re Economic Research & Consulting
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However, the magnitude and degree of impact has varied significantly across countries.
In advanced markets, the most severely hit have been the UK, the Netherlands and
France, where premiums are still significantly below pre-crisis levels. In the US and
Australia, premium income also fell but has since recovered to 2007 levels.
Japan, Taiwan and Korea premium growth has been strong and steady since 2007.
In Italy, Canada, Spain and Germany life insurance premiums have developed favourably.
It could be seen as a surprise that the two southern European countries have performed
well in volume terms. This has been based on strong sales in the traditional and unitlinked savings businesses.
In three of the four largest emerging markets – South Africa, Brazil and China – premiums
have almost tripled since 2007. In strong contrast, premium volume in India has increased
only by 11% since 2007.

Profitability will remain below
its pre-crisis level.

Figure 11
Return on equity of 30 global composite
and life insurance companies, %

Profitability: towards a new equilibrium?
Following a post financial-crisis recovery, profitability in life insurance has declined
slowly but steadily since the end of 2009. Return on equity (RoE) has been close to 9%
for the last four quarters for a sample of global composite and large life insurers (see
Figure 11). The development is similar for companies in all regions, and there has been
a marked convergence of RoEs. The reasons for the significantly lower profitability are
low interest rates, which have reduced investment yields and margins (the difference
between earned and guaranteed interest rate), and weak premium income growth.
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Group; Protective Life; Prudential (UK); Prudential (US); St. James Place; StanCorp Financial Group; Standard Life;
StorebrandASA; Sun Life; Swiss Life; Torchmark; Unum Group; Zurich.
Sources: Company reports, Bloomberg, Swiss Re Economic Research & Consulting
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The macroeconomic outlook is critical for
the life insurance sector.

Prospects for 2014 and 2015: a challenging business environment
The development of the macroeconomic environment, financial markets and interest
rates will be critical for the future of the life insurance industry. In the short- to mid-term,
the outlook remains challenging. Ratings agencies have downgraded many insurers in
the troubled peripheral countries of Europe and have also changed the outlook for a
number of European, US and Canadian companies to negative.

Premium income will continue to recover
in 2014–15.

Premium income levels will continue to recover. For 2014, it is estimated that global
premium income will grow by 4.1% (after inflation). The advanced markets are expected
to register 3.2% growth in 2014 and 2015. In emerging markets, growth is expected to
climb to 8.5% in 2014 from 6.2% in 2013, and then on to 9.2% in 2015.

Regulatory changes may require more
capitalization which could negatively impact
profitability.

The industry also faces more stringent capital requirements. As a result of the
challenging business environment, regulators may require life companies to build their
reserves to ensure that their liabilities can be met. In the US, revised actuarial guidelines
have required companies to hold more reserves for universal life policies with secondary
(death benefit) guarantees as of January 2013. However, some state regulators believe
reserves have not increased sufficiently and have advocated a halt of the move towards
principles-based reserving.9 In Canada, upcoming actuarial and regulatory changes will
likely increase reserve requirements for segregated fund and other guarantee products.
In Germany, additional reserves (Zinszusatzreserve, ZZR) in response to the low interest
rate environment were introduced in 2011. By end of 2012, EUR 6.5 billion had been
allocated to the ZZR, and it is estimated that another EUR 6 to 8 billion will be required
in 2013. This will bring forward future losses on high interest rate insurance contracts
and strengthen balance sheets at the expense of today’s profitability.
After several postponements due to open technical issues, there is increasing optimism
that Solvency II will be introduced by the beginning of 2016. Under Solvency II, capital
requirements for long-term guarantees and asset risks will be more rigorous compared
to the Solvency I regime.

Improved cost efficiency, underwriting,
asset liability management and lower
policyholder crediting rates will help offset
lower investment results.

Companies will sell more capital-efficient
products that offer more stable earnings.

Life companies continue to expand in highgrowth markets.

Life insurers have responded to the current challenges by improving investment and
asset liability management, reducing operational costs, adjusting policyholder bonus
and crediting rates, and boosting technical profitability through superior underwriting
and product strategies.
1.	Product mix: Low interest rates, regulatory changes with higher capital requirements
for long-term guarantees, increased hedging costs and demand-side reactions to
lower guarantees have accelerated a retreat from guaranteed investment products.
Life insurers will continue to shift away from traditional savings/accumulation
business and:
		focus more on the protection and health business, which is less dependent on
investment income as a source of earnings;
		push unit-linked products, which are capital efficient substitutes for traditional
savings products;
		provide new savings products with shorter and more flexible guarantees which
can be adjusted periodically.
2.	Market structure: Companies in mature markets will likely consolidate and make
divestments in the near term, while continuing to expand in high-growth markets.
M&A activity accelerated in 2012, with sales of non-core or underperforming
segments and blocks of business motivated by strategic restructurings. Also,
European companies with US operations may face competitive disadvantages
from higher capital costs under Solvency II and may exit the market if US regulation
is not deemed “equivalent”.

9 Principles-based reserving will not be in force nationally until it is adopted by states and jurisdictions
representing 75% of life-insurance premiums, a process not likely to be completed until 2015 at the earliest.
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Life insurance companies will likely play a
more active role in financing long-term
infrastructure projects.

3.	New asset classes: Insurers are looking for new asset classes that fit their long-term
liabilities and which are capital-efficient in an economic/risk-based solvency
framework. Long-term infrastructure investments are more attractive today because
banks have withdrawn and governments are under strain to finance infrastructure.10
The life insurance industry, which holds around USD 23 trillion of investments (2012),
could further expand its role provided capital charges for infrastructure are not too high.

Profitability will not improve in the near
future.

 rofitability is unlikely to improve markedly in the near term. Weak demand, low yields
P
and changes in regulation imposing more stringent capital requirements on insurers will
likely continue to weigh on life insurers’ earnings.

Further measures to improve balance sheets
will be necessary.

Stressed companies will seek ways to improve their balance sheet, be that through
further optimization of their asset and liabilities, reinsurance, monetization of embedded
future profits, or divestiture of some parts of their business. Depending on how long
interest rates stay low, weaker companies may be forced to stop writing new business or
merge with stronger competitors. As a result, there will likely be more industry
consolidation and mergers and acquisitions activity.
The life reinsurance market

The top seven life reinsurers increased their
net premiums in 2013 by making large
deals.

The top seven life reinsurers increased their net premiums by about 9% in the first half of
2013 (in USD). Consolidation continued, with Scor acquiring Generali’s US life reinsurance
operations. Block transactions, longevity risk reinsurance, enhanced annuities and the
accident & health business have supported premium growth and have helped reinsurers
in the US and UK diversify away from traditional mortality business.

Traditional life reinsurance stagnated in
2013, driven by the decline in the US.

Premiums from traditional life reinsurance consisting of mortality and morbidity are
estimated to have stagnated globally in 2013. In advanced markets, premiums fell 0.4%,
while in emerging markets they increased by almost 6.1%, based on strong protection
sales. The decline in advanced markets was driven by the ongoing contraction in the US
(which accounts for 45% of global cessions). Life reinsurance premiums in the US have
fallen by 3.5% in real terms in 2013, mainly due to declining cession rates as a result of
receding regulatory arbitrage opportunities and regulatory changes.

Table 8:
Real premium income growth for
traditional life reinsurance

Region

Advanced Markets
Emerging Markets
World

2011

2012

2013E

2014F

2015F

–0.9%
27.2%
0.6%

0.6%
6.3%
1.0%

–0.4%
6.1%
0.1%

–0.4%
6.5%
0.2%

–0.2%
7.2%
0.4%

Note: Advanced markets include North America, Western Europe, Israel, Oceania, Japan, Korea, Hong Kong,
Singapore and Taiwan.
Source: Swiss Re Economic Research & Consulting

10 The Group of 30 estimates additional infrastructure needs of USD 7.1 trillion by 2020.
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In 2014 and 2015, traditional life
reinsurance will remain important but will
barely grow.

Prospects for 2014 and 2015
Traditional life reinsurance is expected to stagnate in the next few years, with advanced
markets even seeing a slight decline in premiums. In the US and to a lesser degree in the
UK, business opportunities will be impacted by changes in regulation. In other advanced
markets, where cession rates are usually much lower than in the US and the UK, traditional
reinsurance will continue to record low, single-digit growth in line with the growth of
protection business on the primary side. In emerging markets, life reinsurance is expected
to increase by about 6% to 7% per year. In these markets, life reinsurers’ main value
proposition will be to support primary insurance in product development, underwriting
and claims management.

There will likely be strong demand for block
deals and capital relief solutions.

However, life reinsurers will seek non-traditional or less developed areas of growth. In the
next few years, many primary insurance companies will need solutions to manage the
capital strain that the macroeconomic environment and changes in regulation will put
on them. Some primary companies will shed unprofitable or non-core businesses while
others will look to grow through mergers and acquisitions, thus creating opportunities
for transferring blocks of in-force business to reinsurers and specialised consolidators.
Due to their ample asset risk appetite, private equity buyers (eg Guggenheim Capital,
Athene Group) have established themselves as consolidators of asset-intensive business
divested by life re/insurers. Moreover, the shift to high-growth markets will result in
M&A and divestitures in saturated markets, resulting in run-off opportunities. The need
for these large transactions is likely to remain strong, providing a growth opportunity for
life reinsurers.

Reinsurers are developing risk transfer
solutions for longevity risk.

Life reinsurers are increasingly developing solutions to take on longevity risk from primary
companies with annuity business and from private and public pension plans. The market
for longevity risk transfer continues to have strong momentum. In 2012, USD 24.2 billion
in longevity liabilities were transferred via publicly-disclosed longevity reinsurance and
swap transactions (compared to USD 15.2 billion in 2011). The market is traditionally
most active in the UK. There have also been transactions with Australian and Canadian
insurers. Longevity reinsurance activity is expected to develop in other markets as well,
including the Netherlands, Switzerland and the US, where there is significant potential
demand, particularly from pension funds.
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Emerging markets: growth in 2014
Life insurance premiums growth accelerated in 2013
Premium growth for life insurance has
improved in emerging markets in 2013 …

Figure 12
Real premium growth rate for life
insurance by region, 2011 to 2015F

Life insurance premium growth in the emerging markets has accelerated to 6.2% this
year from 4.8% in 2012. A recovery in China (2013: +8.0%, 2012: –0.2%) and strong
expansion in Southeast Asian markets have been the key drivers. For instance, life
premiums are estimated to have risen by 12–13% in Thailand and the Philippines in
2013, and emerging Asia premiums an estimated 6.3% (2012: –0.5%), which is twothirds of the overall emerging market increase. In the Middle East and North Africa
(MENA), premiums are estimated to have grown by 8.9% in 2013 (2012: +8.1%), as
sustained growth in Gulf markets and a strong recovery in Turkey have offset lacklustre
sales in markets still embroiled in political turmoil.
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… but premiums have contracted in CEE.

Growth in Latin America, meanwhile, is expected to stabilise at 11% in 2013 from an
exceptionally strong 18% last year. This mainly reflects a return to more sustainable
premiums growth in Brazil after a gain of 25% in 2012 based on strong sales of pension
products such as Vida gerador de beneficios livre (VGBL)11. Growth has remained
double-digit in Colombia and Mexico this year but has been sluggish in Argentina. In
Central and Eastern Europe (CEE), premiums declined by 1.2% in 2013, driven by lower
sales of single-premium savings products in Poland, the largest market in the region. In
contrast, expansion of consumer credit in Russia has continued to support related credit
life products and resulted in an estimated 50% rise in total life premiums. There has also
been improvement in Hungary and Bulgaria. In the Republic of South Africa (RSA), life
premium growth moderated to 2% from 13% 2012. The RSA accounts for over 90% of
life premiums in sub-Saharan Africa (SSA).

11 VGBL is one of the two major open pension plans in Brazil.
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Non-life insurance resilient despite economic headwinds
Non-life premium growth has remained
robust in emerging Asia and MENA.

In emerging Asia, non-life premium growth has remained fairly robust at 12% this year
(2012: +13%) while in MENA it has risen to 7.7% from 5.7%. Overall emerging market
non-life premiums are estimated to have risen by 7.8% in 2013 compared with 8.0% in
the previous year. Around two-thirds of the growth has come from emerging Asia, and
the rest from Latin America and MENA. Improved performance in China and sustained
strong growth in Southeast Asia (with the exception of Vietnam) have been the main
growth drivers. In MENA, non-life premium growth has been fairly broad-based with
Turkey in particular retaining strong momentum.

Latin America and SSA have seen solid
premium growth …

Non-life premium growth in Latin America has risen to 7.3% from 5.9%, supported by
double-digit expansion in Brazil and Argentina. In Brazil, the main growth drivers have
been rate increases in motor insurance and the renewal of the 18-month insurance
program of Petrobras, the country’s largest energy company. Motor insurance was also
important for premium growth in Argentina, together with workers’ compensation
insurance. In Mexico, premium growth is expected to benefit from the renewal of multiyear policy of the state-owned oil company which happened earlier this year. In subSaharan Africa non-life premiums are estimated to have increased by 4% in 2013 due to
improved growth in the RSA, supported by price increases after the weather-related
natural catastrophe losses in 2012. Elsewhere in SSA, growth is expected to have
remained solid, supported by strong economic growth.

… but growth has slowed in CEE.

In comparison, premium growth in CEE has slowed against a backdrop of weakening
economic activity and the recession in the Euro area, coupled with competitive pricing
in, for example, Poland where motor rates have been under renewed pressure. A drag
came from Russia where motor premiums grew more slowly, and from Poland where
non-life premiums generally stagnated. In other CEE markets, the rate of slowdown has
been less than earlier.

Low losses from catastrophes continued
into 2013.

The profitability of non-life insurers should have benefited from the absence of major
losses from natural disasters for a second consecutive year. Despite major typhoons in
China and Southeast Asia, and earthquakes in the Philippines and Pakistan, insurance
losses have remained small due to low penetration. In many markets, the major
constraints on profitability in non-life insurance remain low interest rates and price
competition.

Figure 13
Real premium growth rate for non-life
insurance by region, 2011 to 2015F

14%
12%
10%
8%
6%
4%
2%
0%
Emerging
Asia
2011

Middle East &
North Africa
2012

Latin
America
2013E

Source: Swiss Re Economic Research & Consulting

30

Central &
Sub-Saharan
Eastern Europe Africa
2014F

2015F

Advanced
markets

Emerging markets insurance outlook for 2014-15
The outlook for insurance in emerging
markets is improving as economic downside
risks abate.

The outlook for insurance in emerging markets in 2014 and 2015 is improving as
economic downside risks abate in both the advanced and emerging markets. Life and
non-life premium growth is expected to be more rapid, with improvement in most
regions. Life insurance premium growth is forecast to accelerate to 8.5% in 2014 from
6.2% in 2013. CEE is expected to see the biggest improvement alongside stronger
economic growth in Europe, although growth in Russia is likely to slow from the very
high rates seen in 2013. Most markets in Latin America are expected to register growth
of around 5–10% in 2014. However, credit life insurance in Latin America generally
could be negatively affected if an increase in interest rates slows loan activity.

Income growth will drive life premiums in
emerging Asia.

In SSA, premium growth in the RSA will gradually recover and this will drive
developments overall as the other markets are still very small. In emerging Asia and
MENA, sustained income growth will remain a key business driver with increasing sales
also projected in retirement (ageing population) and healthcare (social security reforms)
insurance. Growth will be supported by further liberalisation. For instance, following the
removal of the floor on commercial lending rates by the People’s Bank of China in July,
the China Insurance Regulatory Commission (CIRC) announced that the 2.5% cap on
participating life products would be relaxed from 5 August 2013. The CIRC hopes the
relaxation will encourage product innovation and attract savings away from risky wealth
management products.

Non-life business in CEE will benefit from a
cyclical recovery in economic growth.

The non-life business will also benefit from a more robust global economic backdrop. In
emerging Asia, non-life premium growth will stay strong but the positive impact of
infrastructure investment is expected to peak in 2014. The winding down of government
stimulus and cooling property markets could underpin a cyclical downturn from 2015
onwards. Premium growth in MENA and Latin America will likely be more timid in 2014.
In particular, the dissipation of one-off effects in Brazil and Mexico, and moderating
premium growth in Argentina will return the region’s non-life premium growth to a
slightly lower trajectory. Meanwhile, non-life premiums are projected to grow faster in
CEE in 2014 and 2015, but modestly so alongside an expected recovery in regional
economies. In addition, competition is likely to remain strong and this will sustain
pressure on rates. The strong economic outlook for the SSA region will support premium
growth there in 2014–15. Since penetration rates outside the RSA remain low, there is
ample room for growth in the less developed markets of the region.

Regulatory changes remain a key challenge
to insurance.

Insurance regulations are improving in many emerging markets. The enforcement of IAIS
Insurance Core Principles (ICP) by the IMF has been a strong catalyst for regulatory
upgrade and alignment. At the same time, many emerging markets are revamping their
solvency regimes to better reflect the risk profile of their insurance markets. A prominent
example is the preparation in China for a second generation solvency regime called
“China-Risk Oriented Solvency System (C-ROSS)”. In Southeast Asia, regulators are
raising minimum capital requirements in anticipation of the establishment of the ASEAN
Economic Community in 2015. These changes will continue to have far-reaching
impacts in terms of regulatory alignment and certainty, as well as capital requirements
and management of insurance companies. At the same time, consolidation and M&A
activities will continue. While the number of insurance M&A transactions slowed in
early 2013, interest in emerging insurance markets remains strong.
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Special topics in emerging markets
In this section, three topical emerging market issues are reviewed: 1) the mortality
protection gap in Latin America; 2) pension reform in CEE; and 3) the impact of
urbanisation on emerging markets.

The aggregate mortality protection gap
in eight Latin American markets was
USD 7.2 trillion in 2012.

1. The mortality protection gap in Latin America
Strong economic growth in Latin America over the past decade has resulted in increased
employment, income, savings and life insurance penetration. However, the aggregate
mortality protection gap – the extent to which families are insufficiently covered in the
event of the death of the primary breadwinner12 – for eight selected Latin American
countries13 remained large at USD 7.2 trillion (138% of GDP) in 2012, up from
USD 3.1 trillion in 2003. This implies a 2012 mortality protection gap of USD 60 628 for
the average working person with dependants.

Brazil, Argentina and Mexico have the
biggest protection gaps.

There is a mortality protection gap in all the eight markets but the sizes of the gap vary. In
absolute terms, the markets with the largest gaps are Brazil (USD 2.5 trillion), Argentina
(USD 1.4 trillion) and Mexico (USD 1.0 trillion), while Puerto Rico (USD 0.1 trillion) has
the smallest. The wide range in gap size can be mostly attributed to different population
totals. However, inflation, salaries and survivor benefits provided by private pension
funds are also explanatory factors.

Life insurance can help close the mortality
protection gap

The protection gap is not a Latin America issue, it is a global one. According to Swiss Re
estimates, the protection gap in 2010 was at some USD 41 trillion in Asia-Pacific
(USD 52 402 for the average working person), and close to USD 17 trillion in Europe
(USD 80 299 for the average working person). Covering the gap presents a challenge
but also a sizeable business opportunity for life companies around the world. Mortality
protection is the core of life insurance, and with no substitutes from outside the industry,
life insurers are uniquely positioned to help societies close the protection gap.

Figure 14
The mortality protection gap
in Latin America, by country
(USD billions, 2012)
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Source: Swiss Re, The mortality protection gap in Latin America, 2013

To cover the gap, life insurers need better
understanding of consumer perceptions,
behaviours and needs.

Life insurers could alleviate this problem by more effectively communicating the value
and affordability of protection products. Underwriting processes could also be simplified
and mass-marketing distribution developed to reach low- and middle-income families.
There are different country-specific drivers for the protection gap in Latin America, and
these can help provide pointers for insurers as to where and how mortality protection
products could be developed in the region. Specific products and coverage
recommendations based on individualized needs can turn more shoppers into buyers.

12 For details see Swiss Re’s expertise publication The mortality protection gap in Latin America,
September 2013.
13 The report focuses on eight key markets: Argentina, Brazil, Chile, Colombia, Mexico, Peru, Puerto Rico,
and Venezuela.
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In some CEE countries, private pensions
have been tapped in an attempt to reduce
sovereign debt and deficits.

2. Pension nationalisation in CEE – a bigger role for life insurance in the future?
To consolidate budget deficits following the deep recession of 2009, governments in
CEE are also tapping private pensions funds. This section gives a short overview of the
different plans and the implications for life insurers.

Hungary effectively nationalised the
second-pillar pension system in 2010 ...

Hungary was the first country to act starting in 2010, tapping into the second-pillar
private pension funds by effectively dismantling and nationalising the system to reduce
the debt-to-GDP ratio. While workers first had an option to channel funds from the
second pillar into the first, pension fund members were later forced to transfer
accumulated funds into the state-run first pillar. This led to an immediate government
budget surplus and a reduction of Hungary’s (explicit) sovereign debt-to-GDP ratio.

… and Poland is going in a similar direction.

Poland followed in 2013 with a similar plan to transfer funds from second-pillar open
pension funds (OFE) to the state social insurer (ZUS). The plan will bring the following
changes. Firstly, OFE contributions invested in Polish government debt (about 50% of
total OFE investments) will be transferred back to individual accounts at ZUS in 2014,
and the corresponding bonds will be cancelled. From next year, the OFE will no longer
be allowed to invest in government bonds. Meanwhile, employees can opt to continue
to make further contributions to the OFE, but they need to make this decision by the
end of March 2014. Thereafter, those who have not opted into OFE will see their
contributions flow directly to the ZUS. And finally, the accumulated pension funds of
those who have opted into OFE will be gradually transferred to the ZUS starting 10 years
prior to retirement.

Russia is addressing its structural funding
issue in the state pension sector with similar
plans.

Russia does not need immediate fiscal consolidation but instead faces the problem of
structural imbalance in financing pensions. For this reason it plans to abolish the private
funded second-pillar pensions sector and transfer the funds back in to the pay-as-you-go
state system if savers do not opt out. Payments to private pension funds will be redirected
to the state fund for two years.

While the pension nationalisation reduces the
headline debt/GDP ratio, from an economic
perspective the liabilities remain unchanged.

All three plans have the immediate effect of lowering the debt-to-GDP ratio. In the case
of Poland this amounts to 8 percentage points, which allows the government to
circumvent the constitutional debt-to-GDP limit of 55%, above which the budget needs
to be balanced. In economic terms, however, the governments’ liabilities are not reduced.
They are simply transformed from being explicit (government bonds held by the pension
funds) into implicit liabilities (the promise to pay out a pension upon retirement).

A smaller private pension sector will make
the financial markets less liquid.

The proposals have no obvious benefits from an economic perspective but, and
particularly in Poland, they do have several negative consequences. Trading in government
bonds will become less liquid and funds will be withdrawn from the Polish stock market
with the selling-off of assets 10 years prior to retirement, when the funds are transferred
from the OFE to ZUS. Pension funds are important investors and the cumulative impact
of the changes will be that the local financial markets become less liquid.

Insurance groups involved in the pension
sectors are negatively affected by the plans,
but could benefit from increased demand
for private old-age provisions.

For insurance groups active in the pension fund business, the reforms have negative
implications because assets under management, which generate fee income, will shrink.
However, the longer-term implications could well be positive for life insurers. The
nationalisation of pension funds demonstrates to consumers the importance of privatelyfunded old age protection solutions, such as life insurance products. This need could rise
further as governments in many CEE countries, faced with increasing budget constraints
and structural imbalances in the financing of pensions, cut back on the level of social
security benefits to make welfare provisions overall more sustainable in the long-term.
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Emerging markets are expected to continue
to experience rapid urbanisation in the
coming decades.

Figure 15
Urbanisation rate by region, %

3. Urbanisation in emerging markets
The world’s urban population is forecast to grow from 2011 by 1.4 billion to 5 billion
by 2030, with 90% of the increase in emerging markets. Asia and Africa will see the
biggest rise in urbanisation rates and urban populations. It is estimated that China alone
will account for 20% of the increase in the global urban population between 2011 and
2030. The rapid growth of towns and cities in emerging markets will present insurers
with both opportunities and challenges in terms of risk management and business
development. The main re/insurance opportunity will likely be in emerging Asia, where
the urbanisation rate is lower than in Latin America and in Central and Eastern Europe.
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Urbanisation is bringing huge business
opportunities to non-life insurers.
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The need to accommodate ever-growing emerging market urban populations will entail
huge infrastructure investments, estimated at USD 43 trillion (in 2012 constant dollars)
between 2013 and 2030, and yield a projected USD 68 billion in construction cover
premiums. The development of urban/industrial clusters and expansion of production
facilities will likely drive demand for commercial insurance. The aviation, engineering
and liability insurance sectors should also benefit. Personal lines such as motor and
homeowner insurance will also benefit due to rising levels of income and asset
ownership. In 2012, motor insurance accounted for 45% of the total non-life premiums
written in emerging markets and further growth is forecast based on an expanding
middle class and increased demand for large-scale logistics services.

Life insurance should also benefit from the
rise in urban population.

The life insurance sector stands to benefit too. Increased levels of education and financial
literacy associated with the urban living can facilitate sales of more complex life insurance
solutions such as wealth accumulation and distribution products. Traditional life insurance
such as term life will also do well as households seek to protect the income flow of the
primary breadwinner. The higher participation rate of women in the workforce empowers
a prospective new client segment for life insurance products. The evolving lifestyle habits
in urban areas, with an increase in ‘urban diseases’ such as cardiovascular illness, lung
cancer and chronic obstructive pulmonary disease, and the greater risk of transmission
of communicable diseases in high population density areas, will support strong growth
of health insurance.

The changing risk landscape of urban
agglomerations presents challenges also.

Urbanisation brings fundamental socio-economic change and a new risk landscape.
With higher population density and concentration of assets, towns and cities are more
vulnerable to health hazards and prone to large losses should they be hit by a natural
disaster event. Furthermore, there is growing recognition amongst policymakers in
emerging markets of the importance of providing migrants adequate access to basic
needs such as shelter, healthcare and schools. Recently, more attention has also been
given to environmental issues such as air and water pollution. From an implementation
perspective, re/insurers can bring their expertise to partner with governments and local
municipalities to manage the challenges facing modern cities.
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Table 9
A glance back and a look ahead at insurance in emerging regions
Emerging region

Asia

Life

Non-life

Latin
America

Life

Non-life

Eastern
Europe

Life

Non-life

Middle East

Life

Non-life

Performance 2013

Outlook 2014

̤̤ Premium growth has recovered in China but new
business has continued to slow in India.
̤̤ There has been sustained premium growth in Southeast
Asia based on stronger demand for investment-linked
insurance products.
̤̤ Profitability in 2013 has continued to be constrained by
low interest rates.
̤̤ Overall growth has mirrored the broader economy with
trade-related lines lagging and property/engineering
outperforming.
̤̤ Motor premium growth has remained stable, tempered
by the scaling down of earlier state-backed incentives.
̤̤ Profitability has benefited from low natural catastropherelated losses.
̤̤ Regional life premium growth is expected to stabilise at a
high level, supported mainly by double-digit growth in
Brazil and Mexico.
̤̤ In Mexico, the main growth drivers have been individual
life and pension-related products. In Brazil, sales of VGBL
products have slowed.
̤̤ In Chile, premium growth is estimated to have
decelerated despite strong results in individual and
collective life.
̤̤ Regional premium growth has been robust, supported by
Brazil which has seen rate increases in motor insurance
and renewal of Petrobras’ 18-month insurance
programme.
̤̤ Mexico will likely benefit from the multi-year policy
renewal of the state-owned oil company earlier in 2013.
̤̤ Premium growth in Argentina has been mainly driven by
motor and workers’ compensation insurance.
̤̤ Premium growth in Chile has slowed alongside weaker
economic activity.
̤̤ The single-premium savings business in Poland has had
(another) strong decline. The boom in credit-related
products in Russia has continued.
̤̤ Growth rebounds have been seen in a number of markets
(eg in Hungary and Bulgaria), while weak performance
continues in others.
̤̤ Weak economic activity has suppressed premium growth
in many markets, including Poland, Czech Republic and
Hungary.
̤̤ Pressure on rates remains strong particularly in motor
lines, and property business has also increased in several
markets.
̤̤ Growth in Russia slowed tangibly as motor business
slowed down.
̤̤ The life market remains small with demand coming
mainly from the expatriate community and a growing
middle class.
̤̤ Stronger growth in UAE and a recovery in Saudi Arabia
and Turkey have been the key drivers.
̤̤ Growth has been supported by expansion in compulsory
lines (eg health and motor).
̤̤ Public spending on infrastructure and commercial
investment remain key drivers.

̤̤ Growth in China and Southeast Asia is expected to
remain robust alongside cyclical improvement in
economic activity.
̤̤ An expected recovery in India could be tempered by the
implementation of new regulations governing traditional
(non-linked) policies from January 2014.

Source: Swiss Re Economic Research & Consulting
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̤̤ Cyclical uptick in economic growth will support a
recovery in trade-related lines, while the benefits of fiscalsupported infrastructure projects will begin to fade.
̤̤ Focus on nat cat protection and agricultural insurance
will likely remain strong.
̤̤ Liberalisation in regional motor market will continue to
support growth.
̤̤ Premium growth is expected to accelerate modestly in
2014 alongside improvement in the economic
environment.
̤̤ Credit life insurance will be negatively impacted if rising
interest rates slow loan activity.
̤̤ The insurance sector faces new laws and regulations in
several countries. In Colombia, competition by nonadmitted insurers after liberalisation will test domestic
insurers’ resolve.
̤̤ Premium growth is expected to slow as a result of the
dissipation of the one-off effects in Brazil and Mexico,
and moderating premium growth in Argentina.
̤̤ In most other countries, growth will resume in line with
the reacceleration of their economies.
̤̤ Commercial insurance premiums in Mexico will likely
benefit from a dynamic manufacturing sector.

̤̤ Growth will likely slow to a more sustainable level in
Russia and resume in Poland.
̤̤ Recent nationalisation of second-pillar pensions should
benefit the old-age insurance segment.
̤̤ The recovery will remain uneven reflecting the varied
economic environment across countries.
̤̤ Stronger European economic growth will filter through
benefitting non-life premium growth particularly in the
many highly export- dependent markets. However, the
recovery will only gather momentum slowly.
̤̤ The markets remain price focused and highly competitive,
which will undermine both premium and underwriting
profitability.
̤̤ The life market will continue to benefit from an improving
economic outlook and increasing insurance awareness.
̤̤ Political turmoil will continue to limit growth in some
markets over the near term.
̤̤ Infrastructure investment and government spending,
particularly in oil-producing markets, will continue to
support premium growth.
̤̤ Entry of global players will continue to apply pressure on
rates and limit profitability.
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