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EditorialMunich Re, Topics 2/2004

In the interests of its clients, Munich Re is constantly monitoring current and
future developments. In doing so, we have to keep a close eye on many aspects,
as the range of subjects that insurers have to deal with nowadays is steadily
expanding. This issue of Topics demonstrates the point perfectly.  

For example, International Financial Reporting Standards, also known by the
abbreviation IFRS: an area that was formerly the preserve of actuaries and
accountants is gaining in importance as a competitive factor, not least because
investors and clients demand fast and transparent reporting. 

But prompt action is required in other areas as well. The speed at which we
have to develop solutions for new risks is increasing all the time. The articles in
this issue of Topics underline our desire not just to keep pace, but to stay one
step ahead at all times: whether we are talking about our joint efforts with the
major rating agencies to find the right type of accounting standards for insurance
contracts, our interest to learn more about the new flood model developed by
experts from Norwich Union Insurance, or our proposal for a new definition of
single loss events in flood insurance. 

Christian Kluge
Board member responsible for Corporate Communications 
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IFRS – New accounting standards 

The new accounting standards for the insurance industry
will be introduced in two phases. However, it is primarily
Phase II that will bring significant changes for insurers. 
The insurance industry and the rating agencies agree that
we are still some way from finding a perfect solution. 

Fair-value accounting – Current status of the discussions

Will the fair-value approach change the basis 
of insurance business? 
Page 6

There is no perfect solution

Round-table discussion in London with experts 
from the rating agencies A.M. Best, Fitch, Moody’s 
and Standard & Poor’s 
Page 10

IFRS – Bridge between internal management 

and external reporting obligations?

A statement by Munich Re Board member 
Dr. Jörg Schneider 
Page 16 
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Rising costs of bodily injury claims 

The costs of serious bodily injury claims in motor liability
insurance have risen drastically in recent years, especially
in France and the UK. New partnership models are needed
as a long-term solution.

We must be objective and totally impartial 

Interview with Willi Rothley, President of the Institute 
for European Traffic Law 
Page 36 

Tracking down the cost drivers 

Advances in medical technology and changes in 
legal parameters are the chief causes of rising costs 
Page 38 

Helping people find their way back in everyday life

Munich Re’s rehab project 
Page 43

Social law merges with private liability law 

Interview with Munich Re experts Giuseppina Albo 
and Margarita von Tautphoeus
Page 44 

Flood risks 

Economic and insured losses from floods increased so
dramatically in the 1990s that the insurance industry has
been forced to optimise its risk management of extreme
floods. This process includes a clearer definition of
occurrence clauses and more sophisticated flood models.

New maps are needed 

Interview with experts from Norwich Union Insurance 
about its new flood model for the UK
Page 20 

A few metres can make all the difference 

Flood models are becoming increasingly sophisticated 
Page 26

What constitutes a flood event? 

A Munich Re proposal for defining flood events 
Page 28

Policyholders and insurers have to act 

A commentary by Dr. Gerhard Berz, head of 
Munich Re’s Geo Risks Research Department. 
Page 32
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IFRS – New accounting standards 

From 2005, listed insurance companies in the EU
will have to draw up their consolidated financial
statements on the basis of the International
Financial Reporting Standards (IFRS), formerly
known as IAS. For practical reasons, it has been
decided to implement IFRS in two stages for the
insurance industry, with the first changes coming
into effect from 2005. However, it is the second
phase of changes from 2007 that will bring really 
significant changes for the insurance industry. 

Today’s accountants need more than just a

pocket calculator to draw up their balance

sheets.The planned switch to a single set of

international accounting standards poses a

range of challenges for the insurance industry,

especially in the field of IT.

4
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Status
Fair-value accounting – 
Current status of the discussions 
What will IFRS mean for insurers? While the standards IAS 32/39 

already stipulate the requirements on the assets side, and admittedly

these are not universally popular, the regulations for liabilities have

not yet been finally defined in IFRS 4.

IFRS – New accounting standardsMunich Re, Topics 2/2004

From 2005, all listed insurance companies in the EU will
have to base their group financial statements on International
Financial Reporting Standards (IFRS). However, managers
in medium-sized companies would also be well advised to
find out all they can about IFRS. As of 2007, IFRS accounting
will also be obligatory for all companies that have issued
debt instruments. Another point insurers will have to bear
in mind is the possible increase in capital requirements
from Solvency II. 

According to paragraph 1, the IFRS 4 standard for insurance
contracts valid as of 2005 is merely a provisional solution
for the first phase and will yield only “limited improvements”
until the IASB has completed the regulations for Phase II.
Primarily, IFRS 4 regulates separation of insurance contracts
and financial contracts, and separation of financial com-
ponents and options embedded in insurance contracts. It
also stipulates the principles for enhanced disclosure. Until
further notice, however, it is permitted to value insurance
contracts in accordance with current procedure. 

Phase II will then stipulate an all-encompassing standard.
Convergence with the accounting regulations of US GAAP
is also sought. The IASB for Phase II has formulated a range
of “tentative conclusions” in the notes to IFRS 4. At the
centre of these conclusions is a fair-value approach to
insurance contracts. This idea is supported by analysts,
rating agencies, professional investors and the insurance
industry in some respects; in others the proposal is viewed
with a fair degree of scepticism, especially as it is still un-
clear what fair value will ultimately mean.

Fair value and the insurance risk

The IASB defines the concept of fair value via the price that
another enterprise would pay the insurance company to
assume all the rights and obligations from the insurance
contract. With regard to obligations and in particular claims
payments resulting from a contract, there is a widespread
misconception that only the average loss expectancy would
be taken as a basis to determine the fictitious market value.
However, this method would disregard the risk of random
fluctuations, the risk of error in the assumptions and the
risk of change and would therefore not adequately reflect
the economic reality. These values must also be considered
in any assessment of market value, as is the case with
premium calculations.

In this context, the appropriate risk margin is the subject
of some controversy. In principle, the assumptions used
for premium calculations, including all margins, could be
taken as a basis for fair value. This would abandon the
idea of explicit differentiation between profit margin and
risk margin. The outcome would be that no profits result
directly from the conclusion of a contract, which is also 
in line with the IASB provisional stipulations. Rather, the
profits would be realised over time, as relief from risk
develops.

Isabella Pfaller, Dr. Günter Schwarz

In principle, the assumptions used for 
premium calculations, including all margins,
could be taken as a basis for fair value. 
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This realisation of profits spread over the term of a contract
is seen by some experts as contradicting the fundamental
principle of fair value. But this is standard procedure for
financial instruments as well. For example, with bonds and
credits involving a risk of default, the calculated margins
are naturally realised over the entire term of the agreement.
Splitting the interest margin into a profit margin, which 
has to be entered in the accounts immediately, and a risk
margin would almost certainly be regarded as artificial by
the banks. Modelling on the basis of premium calculation is
thus compatible with the principle of fair value. In economic
terms, this would lead to a similar valuation of insurance
contracts to that which is already found in the accounting
practices of many countries today. This would increase
acceptance and speed up the process of international con-
vergence. 

Fair-value assessment and loss expectancy

In order to accurately reflect obligations from loss events,
the fair-value approach requires that claims payments 
are discounted and risk margins are explicitly considered
in claims reserves. The current policy of non-discounting
reserves today means that a safety margin is implicitly 
included in the reserves. However, this method ignores 
the sometimes considerable differences in run-off periods
and the inherent uncertainty of different risks.

The fair-value approach requires consistent valuation of
the inherent risks in the loss reserves that exceed the best
estimate. In order to fulfil this requirement, sophisticated
stochastic models are being developed, as are other models
which take account of the risk capital costs in the loss
reserves. The objective of both these approaches is to
achieve a differentiated determination of the reserves. Both
methods incorporate product-specific differences and

different degrees of portfolio diversification, which we
consider essential to correctly value the obligations from 
a portfolio of treaties.

Unlocking and the reliability of the calculation bases 

The calculation bases used should be reviewed regularly to
monitor their suitability (unlocking). IFRS 4 and its liability-
adequacy test already require a unilateral examination of
reserves for negative changes. In principle, however,
positive changes should also be considered for a fair-value
approach. With long contract periods in particular, depend-
ing on the type of treaty involved, this can mean that the
underwriting reserves fluctuate significantly. 

Insofar as underwriting parameters such as mortality rates,
claims distributions or disability probabilities are concerned,
unlocking is only appropriate if it corresponds to the nature
of the insured risks. In particular, the underlying data series
should bear an appropriate relation to the contract periods.  

More problematical is the technical interest rate. For pro-
spective calculations, such as the discounting of claims
payments and present values in life insurance, it is currently
being discussed whether to take the respective market in-
terest rate as a basis. However, given the significant lever
effect involved, even small changes in interest can have a
significant impact on the reserves. The informational value
of accounting figures in terms of actual economic develop-
ment would be reduced because of this “artificial” volatility.

01  Occupational accidents

7

With financial instruments such as bonds
and credits involving a risk of default, 
the calculated margins are naturally realised
over the entire term of the agreement.

01–05

The insurance industry has to cope with almost

constant change – in the fields of workers’

compensation insurance, environmental losses,

terrorism risks, rising life expectancies or climate

change.These changes have an impact not 

just on premium calculation but also on group

accounting.
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With short and medium development periods, this interest
sensitivity could be partially compensated for by means 
of matching with suitable assets, provided that this valu-
ation is performed analogously. This is not possible with 
long-term contracts, for example in life insurance, because
suitable financial instruments are lacking in certain currency
areas. 

A compromise between strict unlocking and the common
interest in economically reliable figures shared by the
people that draw up financial statements and those that
use them would be a so-called corridor solution. This
would mean that calculation bases are modified only if 
the parameters change beyond the range of a “normal”
fluctuation. 

Will fair value change the whole basis of insurers’ business?

Some experts have expressed fears that accounting on the
basis of the fair-value principle could force insurers to offer
important product lines at much higher prices or even to
withdraw such products from the market altogether. Others
have dismissed these concerns. They believe that the basis
of insurers’ business will be only marginally affected by
the modified accounting procedures. If the core elements
of insurance business are given sufficient consideration,
then at worst such products would be in doubt, in our
opinion, which one would have to view critically anyway
from a value-based management point of view.

What is crucial, however, is that fair-value accounting
adequately reflects the economic reality of insurance busi-
ness. Compared with other sectors of industry, the following
factors need to be given special consideration for insurers: 

– The role of risk balancing in the collective and over time 
– The stochastic nature of the risk, as risks amount to more

than just loss expectancy
– Stable calculation bases for valuing uncertain future pay-

ment flows

Opportunities and obligations for the insurance industry 

As definitive requirements are not yet in place, experts in
the insurance industry have the opportunity to play an 
active role in shaping these new concepts for accounting.
Munich Re is ready and eager to seize this opportunity and
accept this challenge. Our specialists bring their expertise to
numerous committees and bodies, particularly on the IASB
advisory committee, in the CFO forum and in other national
and international associations. We want to play a leading
role in helping to design the new system of accounting in a
way that ensures the best possible outcome for the insurance
industry as a whole and we will be glad to advise and assist
our clients in this process of change.

Isabella Pfaller is head of Munich Re’s Group Accounting Division. She is 
also responsible for contact with the rating agencies and for questions 
relating to solvency in connection with accounting. 
Dr. Günter Schwarz is a consultant for actuarial questions in our Group 
Accounting Division. He is an expert in the accounting of underwriting 
matters and participates in numerous national and international committees.   

02  Environmental losses 03  Terrorism
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IASB

The International Accounting Stand-
ards Board based in London, whose
objective is the achievement of
uniform international accounting
standards. The 14 members come
from nine countries.

IFRS

International Financial Reporting
Standards, which will become
compulsory for all listed companies 
in the EU as of 2005. 

IAS 32/39

Accounting standards of the IASB for
valuing financial instruments, in par-
ticular the accounting of investments. 

IFRS for insurance contracts

IFRS 4 will be used for the transitional
phase. IFRS 4 permits continued use of
current accounting practices, with a few
notable exceptions. The actual starting
date and content of Phase II are still
under discussion. The changeover to the
new system was originally scheduled
for 2007. However, it is now unlikely to
come into effect before 2009. 

US GAAP

Abbreviation for US Generally Accept-
ed Accounting Principles. For many

companies US GAAP regulations form
the basis of international accounting
for insurance contracts. 

Asset-liability management

Fundamental principle of the IFRS,
which focuses on measurement of
assets and debts. This contrasts with
the “deferral and matching principle”,
which focuses on the period-related
allocation of payment flows on in-
vestment income and expenses.   

Tentative conclusions

Provisional position of the IASB on
the development of the insurance
standard in Phase II. This position is of
an official nature and can be found in
the “Basis for Conclusions” for IFRS 4. 

Asset-liability mismatch 

Mismatch between assets and liabilities
in a balance sheet. If no matching
techniques for assets and liabilities
can be used, the volatility of the
results can increase unreasonably. 

Fair-value accounting

Fundamental principle of IFRS, which
stipulates valuation of assets and li-
abilities at market value. If no market
value is available, internal valuation
models have to be developed which

simulate the market value in ac-
cordance with the principle of an
exchange between knowledgeable,
willing partners in an arm’s length
transaction.

Risk margin

With fair-value measurement, the risk
that the market anticipates for the
acceptance of insurance business must
be considered with an appropriate
loading. Conventional accounting 
usually considers the margin implicitly.

Unlocking

Accounting approach for insurance
contracts which requires ongoing
adjustment of relevant assumptions
concerning future payment flows and
discount interest. This contrasts with
the lock-in principle, under which 
the assumptions from the premium
calculation remain fixed as long as
there are no impending losses. 

Liability-adequacy test

Test prescribed in IFRS 4 with the aim
of checking whether the underwriting
reserves are sufficient to cover future
financial obligations. 

Glossary of important terms in IFRS accounting

04  Life expectancy 05  Climate change 
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Insurance
There is no perfect solution 
In spite of various difficulties, the planned changes to the accounting 

regulations for insurers are certain to increase transparency.This was the 

unanimous view of experts from the different rating agencies in an 

interview with Topics. Moreover, they also think it is unlikely that the 

new regulations will have any significant impact on the ratings of 

insurance companies.

Round-table discussion with Lynn Exton (Moody’s), Rob Jones (Standard & Poor’s),
Andrew Murray (Fitch) and Carlos Wong-Fupuy (A.M. Best). 
Interviewer: Isabella Pfaller, Munich Re

IFRS – New accounting standards

Isabella Pfaller: Work on an internationally binding account-

ing standard for insurance companies in accordance with

IFRS is already at a very advanced stage.The changes that

concern the insurance industry will come into effect in 2005

with commencement of Phase I. Will the new regulations

affect rating agencies’ risk assessment?

Andrew Murray: The most important single change in Phase I
concerns disclosure in the extended notes. As we do not
expect this to produce too many surprises, our ratings should
not be affected.  
Carlos Wong-Fupuy: Some changes from the transitional
Phase I are helpful and are obviously included in our
analyses. However, I do not think it will change the way we
see things. 
Rob Jones: It is a pity really that the IFRS standards are
being introduced in two phases. All in all, it is a rather piece-
meal approach to achieving the objective of a standardised
accounting system. However, we do not expect it to have
any major effect on our risk assessment. 

Pfaller: Phase II will bring much more extensive changes

and an all-embracing accounting standard for insurers.

What expectations and fears do you have for Phase II? 

Lynn Exton: We hope that standardised accounting will
create greater transparency. One problem is that it is an
extremely complex undertaking. I can imagine that the
whole thing will be approached differently in different
countries. Experience from the banking sector with Basel II
has shown just how long it can take before a common
basis is found. However, the efforts to achieve convergence
between IFRS and the US GAAP regulations will further
improve transparency and help promote consistency of
reporting on a global basis.  
Jones:The whole process is very healthy. In insurance we
currently have to deal with all sorts of different accounting
systems, especially in life. Reform is therefore long overdue

in my opinion. However, implementing such reform is a
major job. I agree with Lynn that national implementation
will be carried out with different degrees of rigour in differ-
ent countries. For example, a UK auditor has a very different
concept of what constitutes true and fair in accounting
compared to a Continental auditing firm. An international
accounting standard therefore also needs a standard
auditing system to go with it. Having said this, I would not
go as far as to say that I consider the fair-value principle to
be entirely suitable as a framework for IFRS.

Pfaller: So you are quite critical of fair value? Do you there-

fore think it should be questioned and challenged in order

to see if it is entirely suitable for the insurance industry? 

Jones:The planned fair-value approach is a bit of a strait-
jacket. The industry may just have to live with it and come up
with a framework which can fit the objectives of fair value.
The efforts by the CFO forum are very helpful in this respect.
They are a step in the right direction and are certainly a lot
more helpful than the antagonistic attitude of the IASB and
the insurance industry towards each other.   

Munich Re, Topics 2/2004

01  Andrew Murray, Fitch

02  Lynn Exton, Moody’s 

03  Rob Jones, Standard & Poor’s 

04  Carlos Wong-Fupuy, A.M. Best
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Murray: It would be a pipe dream to believe we could have
a perfect accounting solution that will satisfy everyone. 
I think we all accept that. At the end of the day, there will
have to be a compromise between the different users of
financial statements, those that draw them up and those
that use them.  
Wong-Fupuy: I fully agree with my colleagues. We expect
advantages from Phase II, not only in terms of convergence
with US GAAP and common standards but also with regard
to a new accounting concept. It will help to manage risks,
which in my view is fundamental. This will certainly neces-
sitate the matching of assets and liabilities and may have
long-term effects on management, strategies and pricing.
On the operational side we obviously anticipate difficulties
in terms of implementation and particularly in terms of
trying to find a fair value for liabilities. This is a hot topic
for actuaries and it will take several years to agree.

Pfaller: Another issue is the high cost of implementation.

Exton: There is no denying the costs, that is true. But these
have to be weighed against real added value. By that I
chiefly mean the indirect effects of fair-value accounting,
such as improved risk management and the adjusted
economic capital model. 
Murray: I agree. This is just a one-off burden that can
produce significant long-term benefits, especially in terms
of internal management. 

Pfaller: There is some discussion that the new standards

could see a lot of products disappear from the market

altogether. What is your view on this?

Wong-Fupuy: Such developments could have a very positive
effect on products. If the new system of accounting better
reflects the risks involved in products, it can help promote
better management of risks.  
Murray: I think there will be some kind of impact on both
the demand and supply side, for example with financial
reinsurance. If the accounting benefits from such contracts
with the cedant change, then those kinds of product will also
have to evolve and change. On the supply side, companies
might be less willing to write certain lines of business if
there is a significant shift in the way profitability is shown
in the financial statements. However, the benefits of the
change in accounting will be that profitability and risks will
be presented more clearly in the statement.  
Exton: But that is more because of a change in capital
requirements than accounting and product design. I think 
it is very difficult to separate the two things.

Pfaller: A principle of the new accounting regulations

prohibits excessive prudence in valuation. But what is

overprudence? Would the rating agencies be in favour of 

a more prudent approach? 

Murray: Overprudence is primarily a question of trans-
parency. From the rating agencies’ point of view, it is
essential to be able to see where and to what extent the
principle of prudence is applied, which is not always easy as
things are at the moment. Essentially, it does not matter
whether the margins are embedded in the reserves or 
in the capital, although this could obviously affect taxation.  

So you are quite critical of fair value? 
Do you therefore think it should be
questioned and challenged in order 
to see if it is entirely suitable for the
insurance industry?
Isabella Pfaller
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Wong-Fupuy: I think this depends on how you define the
objectives you are pursuing. Insurance supervision usually
needs to ensure strong capitalisation and is much less
concerned with financial performance and results. Rating
agencies need to keep a close eye on both aspects and also
assess how the business profile and financial performance
can support that in the future.  

Pfaller: The fair-value principle could lead to a rather

complicated actuarial approach and make already complex

accounting even more incomprehensible to shareholders.

Might this not result in a competitive disadvantage for

insurers on the capital market or will investors rely on the

assessments made by the analysts who understand the

greater transparency?

Jones: It is already very difficult for the public to under-
stand insurers’ financial statements. In practice, there are
unfortunately very few people who read the statements,
but those that do can certainly benefit from the enhanced
information. 
Exton: It is quite remarkable to see the recent increase in
interest for accounting issues. Very few people used to 
be interested in such topics at our annual management
meetings. This has changed because accounting questions
are now being discussed by capital market experts. Analysts
nowadays have to grapple with and understand the finer
points of actuarial science.
Jones: I think the current volatility of insurance company
shares is a clear reflection of the general mistrust of balance
sheets. And anything that will improve transparency has to
be a good thing, such as sensitivity analyses which show
how equity market development or interest rate changes
affect key figures in the financial statements, as is currently
provided for in Phase I.   

I do not think that we would be doing 
our job properly if there was a 
huge swing in ratings because of IFRS. 
Rob Jones

An overview of the major rating agencies

The assessment of companies by independent rating

agencies has steadily grown in importance for

institutional investors in recent years. Here is a brief

summary of the four most important rating agencies:

A.M. Best

A.M. Best was founded in 1899 in New York and
specialises in ratings for primary insurers and reinsurers.
In keeping with the process of globalisation in the
insurance industry, A.M. Best opened offices in London
in 1997 and in Hong Kong in 2000. The company employs
some 400 analysts.

Fitch Ratings

The Fitch Publishing Company was established in 
1913. The rating agency grew significantly in the 1990s
following a series of mergers. Fitch became part of the
French Fimalac Group after it merged with IBCA. Fitch
Ratings has around 50 branch offices and employs
some 700 analysts from 80 countries. 

Moody’s Investors Service

Moody’s can look back on a history dating back over
100 years. The company was founded in 1900 and
published its first ratings in 1909. The company is based
in New York and is now represented in 18 countries
worldwide and employs some 1,000 analysts.  

Standard & Poor’s

The oldest rating agency is Standard & Poor’s. The
company was founded in 1860 and was taken over by
McGraw-Hill in 1966. S&P employs 1,250 analysts in 
20 countries worldwide. In addition to its credit ratings,
Standard & Poor’s develops and publishes various
stock market indices. 



Pfaller: More transparency would also mean that the

different risk margins, which can be seen between French

and German companies for example, would have to

converge.This will lead to higher reserves somewhere 

and lower reserves somewhere else. Could that affect

ratings?

Jones: I do not think that we would be doing our job
properly if there was a huge swing in ratings because of
IFRS. The danger is to be found more in external influences.
It is possible that the stock market may value insurance
business differently than it did in the past on the basis of
IFRS. In this case, there could be some changes in ratings.
Changes in the way profits are shown could also see the
tax authorities chasing the additional profit. 

Exton: We could certainly see the odd change here and
there. But I do not think the top 20 companies would be
affected. But you should never say never, I suppose.

Pfaller: How do you see the unlocking of assumptions for

prospective calculations, for example with interest rates?

Wong-Fupuy: I think the unlocking of assumptions is
important within the fair-value framework. For example,
changes in the market interest rate would have to be
reflected in the discount rate applied to reserves. In this
way, companies can be encouraged to achieve a good
level of matching between assets and liabilities.

Pfaller: But we do not always have 30-year bonds as an

instrument for matching in each currency.

Jones: I don’t feel that assumptions should necessarily be
changed for every little movement in the market. US GAAP,
for example, only provides for changes if the assumptions
are no longer appropriate over a longer period of time. 

Insurance  IFRS – New accounting standardsMunich Re, Topics 2/2004
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If the new system of accounting better
reflects the risks involved in products, 
it can help promote better management 
of risks.  
Carlos Wong-Fupuy

From our point of view, it is essential 
to be able to see where and to what extent
the principle of prudence is applied, which is
not always easy as things are at the moment. 
Andrew Murray



Pfaller: That would mean that strict unlocking is aban-

doned and corridor solutions are introduced. Would that

be acceptable? 

Exton: Yes, that would be an adequate concept. If there has
been a shift of more than 100 basis points, for example,
then one would have to react accordingly in terms of the
discount rate.  
Wong-Fupuy: You would have to see similar treatment on
the asset side and an abandonment of the strict fair-value
concept.
Jones: Ultimately, it is not so important how strict the
criteria for unlocking assumptions are. It is all about dis-
closure and sufficient transparency of the accounting
bases. In this way, it is easy to see the effects of changes 
in certain parameters. 
Wong-Fupuy: What really matters is being able to see the
sensitivities of the accounting bases.  

Pfaller: The fair-value approach also requires evaluation of

options and guarantees. What mathematical concept could

be used for this purpose? 

Murray: It is very important that IFRS includes the value 
of options and guarantees. Actuaries have to determine
this value on the basis of stochastic models. This may mean
that companies will offer two versions of a particular
product – either with or without a guarantee. Customers
will then have to decide whether they want to pay the price
for such a guarantee.   
Wong-Fupuy: As an actuary myself, I fully support the
stochastic approach. Both insurers and supervisors are
familiar with these models. There are obviously also various
other formulas and complex analytical processes but 
these are very difficult to understand.

Pfaller: Is it important that we stick to the timetable for

IFRS? Or would it be better to postpone implementation

to allow more time for its development and to ensure

better quality?

Wong-Fupuy: The most important thing is to get it right
from the very beginning. From a rating point of view, the
new accounting regulations are not going to change the
economic situation of a company. It is mainly a question of
better transparency. If that takes a little longer, it will be
worth it. 

Lynn Exton is Vice-President of Moody’s Investors Services Limited in
London, where she is responsible for financial institutions and coordination
of new financing instruments in Europe.
Rob Jones is Director of the Financial Services Division at Standard & Poor’s
in London. 
Andrew Murray is an analyst at the Fitch rating agency in London, where 
his area of responsibility is the insurance industry.
Carlos Wong-Fupuy is a financial analyst and actuary at A.M. Best in London. 
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Very few people used to be interested 
in such topics at our annual management
meetings. This has changed because
accounting questions are now being
discussed by capital market experts. 
Lynn Exton
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Global insurers currently face a variety of different reporting
requirements in a highly disjointed accounting world. The
scope and complexity of these regulations lead to absurd
difficulties and complications for all concerned. For example,
parent companies in Continental Europe usually report 
for the entire group on the basis of IFRS and also have to
prepare additional complex reconciliations in order to meet
supervisory and rating-related requirements. At the same
time, the individual companies have to observe numerous
other national regulations concerning trade, supervision and
tax laws. This almost Babylonian confusion can exasperate
even the most accomplished accounting experts. The Munich
Re Group therefore welcomes the further development 
of IFRS as an important step towards a uniform and globally
recognised accounting standard.

Presenting financial instruments at market value

The fundamental advantage of IFRS is in its market-value
approach. Currently, many national accounting systems
place utmost emphasis on protecting creditors and measur-
ing dividend payments, by representing assets at historical
acquisition cost. IFRS is different: IAS 39 (revised 2003), al-
ready used by the Munich Re Group in its financial statement
of the same year, stipulates that most financial instruments
should be shown at market value. This market-value approach
makes it possible to base internal value-based management
on the figures for external accounting – provided they 
are derived from sufficiently reliable calculation bases such
as securities traded on the stock exchange. The Munich Re
Group already takes advantage of this opportunity for 
its internal management by making only a few business-
related adjustments to the IFRS result. This includes 
the smoothing of major losses and investment results. 

Prerequisites for acceptance of the new system

It is very likely that strong fair-value elements will be in-
corporated in Phase II of the IFRS standard for insurance
contracts. However, while market-value measurement of
financial instruments is generally favoured, market valuation
of assets and liabilities resulting from insurance contracts
is quite rightly viewed with a certain amount of caution.
Insurance companies and addressees of balance sheets
will only accept a standard for valuing insurance contracts
on the basis of fair value if it meets the following require-
ments: 

– The standard must be supported by a thorough under-
standing of the business model of the insurance industry,
i.e. the new regulations must adequately reflect the
principle of a balance of risks within a portfolio and over
time. The “risk” factor, the whole crux of our business,
must be considered in the balance sheet via adequate
valuation methods. 

– The new standard must not cause an inappropriate
increase in the volatility of the results shown for each
accounting period. Otherwise, the costs of equity of the
entire industry would increase as a result of risk aversion
on the part of investors. Of course, accounting should
and must indicate the extent to which investments are
matched with the structure of the liabilities. 

– Finally, the valuation methods must more or less accurately
reflect the economic reality and be describable in terms
of the underlying assumptions, but at the same they must
also be comprehensible to non-experts and be verifiable
by people outside a company. 

Opinion
IFRS – Bridge between internal 
management and external 
reporting obligations?
Efficiency of accounting will be of crucial importance to the long-term 

success of each and every company.

Dr. Jörg Schneider

IFRS – New accounting standardsMunich Re, Topics 2/2004
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There is still much work to be done in terms of develop-
ment and above all in convincing people of the benefits of
the new system before a set of rules can be adopted as a
binding standard. Thanks to its membership in numerous
committees and bodies, particularly through its active
participation in various working groups, Munich Re is doing
its utmost to help achieve practical regulations. Given the in-
evitable complexity of any new standard, generous transi-
tional provisions are necessary to ensure that the time- and
cost-intensive conversion of the accounting systems can
be achieved without too much upheaval. 

The changeover will require a lot of hard and detailed work

In order to take advantage of this opportunity to intermesh
external reporting requirements with internal management
and to prepare for the requirements resulting from fair-
value accounting of insurance contracts, it is not just the
major players that should be considering converting their
accounting procedures as soon as is feasible. Admittedly, 
it will be some time before enough companies use IFRS for
their accounting to make the system a de facto standard
for everyone. That said, however, the new EU Regulation
1606/2002 of 19 July 2002 prescribes IFRS for the group
accounts of all listed companies from 1 January 2005.
From January 2007 this will then be extended to all com-
panies that have issued debt instruments traded on the
stock exchange. IFRS will offer companies the opportunity
to deploy additional financing options such as participation
certificates or subordinated bonds. Given the possibility 
of higher capital requirements for many insurers under
Solvency II, managers of medium-sized companies should
also start to learn about IFRS. After all, conversion to IFRS,
which will be further developed in the future, involves a lot
of hard and detailed work.

Accounting as a quality feature for investors and clients 

Accounting can no longer be seen merely as a necessary
chore. Prompt and transparent external reporting is a crucial
quality feature for investors, and even clients, who are
becoming better informed and more demanding in their
expectations. The more strongly accounting reflects factors
on the basis of their economic substance, the more it will
become a sustainable value-creating element of internal
management. Ultimately, accounting can help open up
extended financing and growth options for insurance
companies. The performance of accounting systems and
methods is therefore a decisive factor in determining a
company’s ability to compete. 

Dr. Jörg Schneider is a member of the Munich Re Board of Management. 
He is responsible for the areas of accounting, controlling, taxes, integrated
risk management and investor relations.

This almost Babylonian con-
fusion can exasperate 
even the most accomplished 
accounting experts. 
Dr. Jörg Schneider
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Flood risks 

It is not just far-flung places like Mozambique,
Australia or Bangladesh that face catastrophic
floods these days. Just think of the summer floods
in August 2002 on the Elbe, Vltava and Danube or
of the 2000 floods in central England which
caused enormous damage. Reason enough for
the insurance industry to further optimise its risk
management of extreme flood events.

Christmas 1993: Many a famous Parisian spent

the festive season with wet feet.The Seine

floods also severely disrupted shipping on the

river, as the high waters made many of Paris’s 

27 bridges unpassable.

Munich Re, Topics 2/2004
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Thomas Börtzler: Norwich Union has launched a unique

flood model in the UK. What initiated the project in the

first place?

Laurence Loughnane:The UK floods in 2000 cost the
insurance industry at least £1bn, with Norwich Union, the
UK’s biggest insurer, paying out £200m in claims. We found
that the data available to insurers was not accurate enough
to judge the risk of flooding very well. In particular no
height maps had been used in the creation of  the flood
models. 
Jill Boulton: The original idea to improve the flood models
came from Willis, the reinsurance brokers. They had created
a pilot flood model for the Thames and had tried to interest
the insurance industry over the previous two years, but it
seemed like hard work and very difficult to achieve. After our
experience with the 2000 floods Norwich Union decided we
must give it a go.

Börtzler: What was the first step after signing the contract

with Willis in November 2001?

Loughnane:The first step was to create an accurate height
map of the UK. That is when Intermap Technologies, 
the world’s leading radar specialists, came on board. We
originally decided to leave Scotland out and concentrate
on England and Wales because this is where most people
live and the flood risk is highest, although we have now
acquired Scotland too. Once the surveying was under way,
the data from the flights had to be processed and made
into maps.

Börtzler: How long did creating the map take?

Loughnane: A lot longer than we thought: a year and a 
half all in all. The biggest problem was getting permission
to fly over the south-east. We were flying over the rest of
the country at 28,000 feet to get a vertical accuracy of plus
or minus one metre, but in the south-east we went down
to 20,000 feet. That gave us a vertical accuracy of plus or
minus half a metre. And you naturally need permission to
fly over airports, military airbases and radar stations at
such a low altitude.

Boulton: Processing the data to obtain a uniform map also
proved problematical. The planes fly roughly 240 kilometres
in one direction and cover a swath about ten kilometres
wide, depending on their altitude. These segments have to
overlap by about three kilometres so that we can fit them
together. The problem with this “zip” method was that the
segments did not match at first: the zip sort of got stuck. 
Loughnane: Quality control also took up a lot of time. The
maps were delivered in square tiles of 10 by 10 kilometres,
1,812 in all, and had to be checked one by one. The next
stage was to develop flood models together with the con-
sulting hydrologists Jeremy Benn Associates. The country
was divided into 85 river catchments, each representing  
a river system. By the end of the year we will have com-
pleted the whole of England and Wales.
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Status
New maps are needed
“Our flood model covers every single house.”

Jill Boulton, responsible for Geographic 

Information Systems (GIS) at Britain’s Norwich 

Union Insurance and her colleague Laurence 

Loughnane, underwriting manager, in an interview 

with Topics.

Thomas Börtzler talks to Laurence Loughnane and Jill Boulton

Flood risksMunich Re, Topics 2/2004

In the south-east we went down 
to 20,000 feet. That gave us a 
vertical accuracy of plus or minus 
half a metre. 
Laurence Loughnane
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Boulton: Quality control encountered unexpected difficulties.
Rivers must flow downhill, but the radar cannot detect 
the ground through thick clumps of trees which often line
small rivers. The trees show up as bumps in the rivers 
that appear to stop water flowing and create a lake. We
consequently developed a piece of software capable of
searching every single watercourse for these bumps. And
there were around 120,000 kilometres of river in Great
Britain to check.

Börtzler: Can the radar also pick up flood control dams?

Boulton: To some extent. The radar takes a reading every
five metres, so if the flood control is wider than that, like
most of the coastal defences, then they will be picked 
up. The smaller concrete defences which are much more
common, however, are not picked up.
Loughnane: Phase two of the project will be to overlay 
the separately collected flood defence information on top
of the map when it becomes available. The next stage 
is to further develop the model, something that we call 
modelling the risk profile. We are the first in the country 
to be able to assess the risk of flood at an individual 
property level, not just  for the respective postcodes. 
That ultimately benefits our clients, as their individual 
risk of flood can now be assessed.
Boulton: For any property, it is very important to know
whether it is likely to be affected by a flood once in 10 years
or only once in 250 years. If you only have data for the
hundred-year flood, then you don’t know how good your
estimates for the other values are. That is why we modelled
seven different flood profiles. 

Börtzler: And how do you do it? 

Boulton: Our profiles refer to floods which, statistically
speaking, occur once in 10, 25, 50, 75 and 100 years. Even
extreme floods which can be expected to occur only once
in 250 years or once in a thousand have been simulated.
Thanks to our sophisticated height model, we not only know
where the flood is going to be, but also how deep it will be.

Börtzler: Have you finished your modelling?

Loughnane: Not quite, we are still working on some areas,
but we are in the roll-out phase which should be finished
by the end of this year. 

The company Intermap Technologies flew 

over the UK in such a Lear Jet to generate 

the data for the maps.

Radar cannot detect the ground through
thick clumps of trees which often line 
small rivers. We consequently developed 
a piece of software capable of searching
every single watercourse for these bumps. 
Jill Boulton
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Börtzler: In those areas which have been completed, do

underwriters base their risk assessment on the postcodes

and do they get any information from the system as to 

the magnitude of the risk in that area?

Boulton: We have gone one step further. If all the houses 
in one postcode area are at the same level, then we can 
set a uniform price for the postcode. It’s only if the houses
in a postcode area are at different risk levels that the
underwriter has to make a decision with the help of the
flood model.

Börtzler: So there is basically a kind of risk classification

from A to Z?

Boulton: For various historical reasons it currently goes
from F to P. F is a really bad risk that normally can’t be
insured without some kind of protective measures. In the
case of a P risk, the building will stay dry, but could well
find itself on an island cut off from its surroundings in the
event of a flood. In this way, we can even calculate risks 
for which we only have a liability for temporary accommo-
dation without any damage to the building itself.
Loughnane: Islands are not really an issue in the private
client market, but they are a big issue for business inter-
ruption insurance.
Boulton: Because most of this last phase is done manually
– it’s as much an art as a science – it’s not worth the effort
to create an island for just one house, but it’s certainly worth
putting in if there are 20 or 30 insured houses.
Loughnane:There are other uses, too, such as the accumu-
lation of risk. Through our various distribution channels we
can see how the individual risks look, how our exposure to
floods changes and how we can reduce the accumulation risk.

Börtzler: That’s of great interest to us of course.

Boulton: We could make our system, which is based on 
the three colours black, red and green, much more complex 
for commercial risks. Green means there is no risk, black
stands for a horrendous risk and red means that the risk
has to be closely examined in each individual case. We are
deliberately only using some of the data at present. It will
become more complex as we gain a better understanding
of how to process it. At the same time, however, we also
have to ensure that the model remains practicable.

Börtzler: What do you do with areas that are highly

exposed? 

Loughnane:The Association of British Insurers has an
agreement with the government that insurers will cover 
all risks where the risk of flooding is better than one in 75
on average. Naturally, however, that means there will also
be cases for which flood insurance will not be provided.
Then we look at ways of reducing the risk together with the
client, for instance through defences.
Boulton: The biggest problem is probably in new develop-
ment areas. Anyone who develops an area that has a high
flood risk will find it very difficult to get insurance cover. 
Of course, we’re not going to decline anyone who is already
our client unless the risk is really horrendous. 
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We are the first in the country to be able 
to assess the risk of flood at an individual
property level, not just for the respective
postcodes. 
Laurence Loughnane

01

Maps with a vertical accuracy of 10 metres used to be the best data

available for modelling. Complex classifications of flood exposures

was therefore almost impossible.

02

Fig. 2 shows the Intermap chart for the same area (01) with a vertical

accuracy of 1 metre.The colours red, yellow and green indicate the

different exposures to flood – green is low exposure, red high.
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Börtzler: You make a distinction between new and existing

business?

Boulton: Yes that is something to which we attach great
importance, and for many existing customers this map 
will improve their situation. The main thing ultimately is 
to achieve a balance between exclusions, pricing and
accumulation of risks, but the premiums must cover the
expected flood risks. 

Börtzler: Can the enormous wealth of expertise that 

you’ve built up in the field of flood modelling also be used

elsewhere?

Loughnane: Our expertise in GIS will always be needed. The
real challenge is to decide which projects are going to be
tackled now and which are to be left for a later stage. First
of all, however, we must bring this project to completion.
Boulton: And we have learned a lot in the last three years.
We are now in a position to hold informed conversations
with hydrologists, which is not bad for an insurance company.
Yet there are things that we would do differently today.

Börtzler: For example?

Boulton: The project only looked at river flooding, without
considering the coast . But you can’t really judge the impact of
a flood accurately without a coastal model, as coast and
rivers interact in a flood. 

Börtzler: Is there anything you would do completely

differently next time round?

Boulton: We would give more priority to setting up an
efficient IT system. From a GIS point of view, we were
entering virgin territory and there was no-one with the
experience needed to help us with the IT. Another diffi-
culty was organising the workflow. The project managers
would have preferred to have everything now – who
wouldn’t? The problem was our workflow impacted on
Intermap and Jeremy Benn Associates. They could only
carry on if we delivered the right information to them in
good time. Juggling priorities has been a nightmare.

Börtzler: The key to your success was having a team you

could rely on.

Boulton: Absolutely, I’m really lucky to have such a great
team. There are six of us at present and another three will
be joining us shortly. Everyone is very bright and although
they all have very different skills, these are complementary
and everybody pitches in to make the team a success. 

Börtzler: Could you imagine giving – or selling – your data

to someone else?

Loughnane:There are already plans to do so. We are also
considering making the flood outlines available for sale,
and the height map has already been sold to the Environ-
ment Agency, the UK government agency responsible for
flood management.

Section 

Fig. 04

03
We are deliberately only using some of the
data at present. It will become more complex
as we gain a better understanding of how to
process it.
Jill Boulton
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Börtzler: Is their flood map as accurate as yours?

Loughnane:Yes. It was important that the Environment
Agency should be using the same map as us. We’ve also sold
the height map to the British Geological Society and various
public authorities and institutions. 
Boulton: We have the exclusive right to use the height map
for flood modelling. However, we have allowed Intermap
to sell it to both the Environment Agency and the Scottish
Environmental Protection Agency for their flood modelling.
There is a decisive difference between Norwich Union and
the Environment Agency: we break the data down to the
level of each individual house and then decide whether to
insure it. The Environment Agency doesn’t promise any
benefits and works at a postcode level.
Loughnane:There are also organisations in the market that
do detailed flood risk assessments for individual clients.
We are looking for ways of linking up these organisations
with our industry.

Börtzler:You are not concerned about losing your competitive

advantage?

Loughnane: Admittedly, it is a tightrope act. We have to
ensure that we’re not giving away our advantage, but at the
same time we want to establish our model as the standard
model for flood risk assessment. To do that, you have to
share, but we don’t have to give away all our information.

Börtzler: Have other countries displayed interest in setting

up such a detailed flood model?

Boulton: Yes, I’m helping Ireland with its flood model and
I’ve had enquiries from Poland and Canada. But one thing
I’ve learned over the last three years is that every country
has its own unique flood problem.

Jill Boulton (left) is a manager in the field of GIS at UK’s Norwich 
Union Insurance. She is responsible for developing GIS an 
Norwich Union and heads the team that develops flood models.
Laurence Loughnane (middle) is an underwriting manager at
Norwich Union Insurance. He is responsible for ensuring com-
pliance with underwriting guidelines in personal lines business.
Thomas Börtzler (right) is an underwriter in Munich Re’s Corporate 
Underwriting/Global Clients Division and responsible for property
treaty business. He is also the account manager for AVIVA and 
Norwich Union.  
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A comparison between the maps produced by the British Environ-

ment Agency and Norwich Union for a return period of once in a

hundred years. Dark blue is the exposure zone according to Norwich

Union. Dark and light blue is the Environment Agency’s exposure

zone for the same return period, which is significantly higher sand

consequently not as precise.

04

Detailed representation of Map 3: According to the new Norwich

Union maps, all risks in the green area are insurable today.

Previously, these were considered uninsurable due to the high 

exposure.

Source 01–04: Norwich Union Insurance

04
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Flood risks

Insurance
A few metres can make 
all the difference
Of all natural catastrophes, flooding is responsible for the 

greatest number of deaths worldwide and is second 

only to windstorm in terms of damage caused.The floods 

of summer 2002 in central Europe served as a timely 

reminder of just how important the subject of flooding 

has become for insurers and reinsurers.

Thomas Thumerer

The 2002 floods in Europe reached unprecedented dimen-
sions with insured losses of some €3.4bn. They also con-
tributed to a further deterioration in the loss trend that has
been steadily worsening since the 1980s. The demand for
insurance cover has also risen steadily as a result of this
development. Insurers and reinsurers have to ask them-
selves three important questions: Is a given object in-
surable against flooding? What is the technically adequate
premium? How high is the loss potential, i.e. what is the
maximum claims burden for the entire portfolio from one
loss event? 

The answers to these questions are provided by flood
models, which cover a range of natural phenomena such as
storm surges, river flooding, flash floods and groundwater
rise. This article focuses specifically on the modelling of
river flooding, a relatively young discipline compared with
windstorm and earthquake modelling. In the mid-1990s
Munich Re started to develop the first automated processes
for assessing the risk of river flooding. The first step was to
use Geographical Information Systems (GIS) to theoretically
expand digital maps of river courses (called buffering 
by experts). This made it possible to identify flood areas 
on the basis of postcodes. 

However, it soon transpired that the liability data from the
insurance industry needed to be more precise than for the
assessment of other natural hazards. Frequently, a few 
metres’ difference in height or location determines whether
an object will be flooded or not. And even a few centimetres’
difference in the water surface level can have a dramatic
effect on loss amounts. 

Quality has increased enormously

The second generation of Munich Re flood models developed
in the late 1990s had to incorporate these aspects and these
models are therefore based on hydrological-hydraulic
methods. They incorporate water levels and digital terrain
models (DTM) which create an image of the earth’s surface.  

DTM maps the earth’s surface more accurately with more
refined resolutions and meshes (grid points). Quality has
increased enormously over the past ten years as new im-
proved methods have been developed. Key technologies 
in these improvements are SAR (Synthetic Aperture Radar)
and LIDAR (Light Detection and Range), where radar or a
specially developed laser measures the earth’s surface from
an aircraft. This has made it possible to improve previous
resolutions of 50 to 100 metres in the horizontal grid and
vertical accuracy of several metres to just one metre and a
few decimetres respectively. However, the costs can run
into millions of euros depending on the size of the area to
be measured.  

Munich Re, Topics 2/2004

Frequently, a few metres’ difference in
height or location determines whether an
object will be flooded or not. 



The second crucial factor for modelling is the statistics on
water discharges (water volume per time unit) along river
courses. Using long-term water-level records and frequency
analysis, it is possible to infer extreme floods which may
have not yet been observed. Complex hydraulic calculations
indicate the extent of the potential flood areas. These 
can then be represented as digital maps in a geographical
information system.

Both MRFlood and the ZÜRS model (zoning system for floods,
backwater and torrential rain) of the German Insurance

Association use this method. ZÜRS, which indicates flood
exposure in Germany, is available to all member companies
of the German Insurance Association. This system makes 
it possible to check the insurability of risks against river
flooding. A zoning system based on return periods means
it can also be used for the purposes of rating. 

MRFlood, on the other hand, has been conceived for the
purposes of accumulation analysis and provides detailed
information on the potential losses for an individual port-
folio resulting from a flood catastrophe. Various scenarios
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MRFlood has been conceived for the
purposes of accumulation analysis and
provides detailed information on the
potential losses for an individual portfolio
resulting from a flood catastrophe. 
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The August floods of 2002 were a

further example of how difficult it is

and just how many opinions there 

are on how best to define separate

flood loss events. Munich Re has there-

fore developed a loss event definition

designed to eliminate confusion in such

situations.

Floods can result from different weather
systems that are not always clearly dis-
tinguishable from each other. The loss
event definition currently in use in the
market fails to take account of this
problem and involves huge uncertain-
ties for both insurers and reinsurers.

The first question that needs to be
asked therefore is which area of low
pressure has triggered a flood: the low

that leads to soil saturation or the one
that finally causes the river to burst its
banks. It is also possible that a river
surge occurs days or even weeks after
rainfall at a completely different place.
It is also conceivable that two distinctly
separate low-pressure systems cause
the water levels of two rivers to rise. The
two rivers converge several hundred
kilometres downstream and cause a
flood. Are we talking about one or two
loss events here?

As the causes are so multi-facetted, a
single all-embracing definition of a
flood event is impossible. The clauses
currently in use require that all losses
are aggregated per event, although
the duration of each event is limited.
This, however, does not define more

precisely what an event actually is.
Munich Re has developed a proposal
designed to prevent the uncertainties
that result from this system. 

The basic idea: All water damage result-
ing from a natural cause (precipitation,
snowmelt) is aggregated provided
there is sufficient proximity in terms 
of time and area. In terms of area, this
definition is based on the size of the
river catchment areas. The limitation 
in terms of time also depends on the 
size of the geographical area, as the
correlation between the time it takes
the water to flow through the main
river and the size of the catchment
area is relatively narrow. A distinction
is made between medium-sized
(30,000 to 100,000 km2) and large river
catchment areas (over 100,000 km2).
All other areas are assigned to the 
so-called geographical residual area. 

In order to define an event in terms 
of time, the average size of the river
catchment area and the mean speed
of flow of a surge are considered. Bear-
ing in mind the hours clauses already
used in the market, the time-frame was
fixed at 168 hours for medium-sized
river catchment areas and residual
areas and at 504 hours for the large
catchment areas. Residual areas are
limited by a country’s national borders.
If a country does not have a river with 
a catchment area of at least 30,000 km2,
the surface area of the entire country
is taken as the maximum possible
area. All water damage which occurs in
a residual area within a period of 168
hours may be aggregated as one loss. 

What constitues a flood event?

Saved from the floods: In February 2003

the French authorities removed 3,000

exhibits from the Centre Pompidou to

save them from the flooding in the city.

Munich Re, Topics 2/2004
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The innovative aspect of this idea 
is that the natural event triggering 
the loss is no longer relevant for the
definition of the loss event. Rather, 
the loss event is determined by the
aggregation of all water damage
which occurs within the predefined
geographical and time limits. The 
basis for determining river catchment
areas throughout the world is the
Primary Watersheds Map (2003), which
is published on the internet by the
independent institutions IUCN, IWMI,
Ramsar Convention Bureau and WIR.  
This method should only be used

where uncertainties exist regarding the
definition of a loss event. This therefore
does not include burst dams or pipes.
Loss events which are made up of
several perils, such as in the case of a
hurricane or a typhoon, can and should
continue to be insured per event.

Examples

– The concurrent floods on the Elbe
and the Danube in August 2002 are
considered two loss events. This would
be true irrespective of whether one
and the same or a series of different
low-pressure systems triggered 
the losses in both catchment areas.  

– A low-pressure system causes 
water damage as it moves along the
Thames, Avon and Brue in the UK.
These may be different river catch-
ment areas but each is smaller than
30,000 km2. The damage is therefore
situated in a single residual area.
The overall loss is limited by the
168-hour provision.  

– An area of low pressure over the
Danube (Category II catchment area)
causes a surge with flooding in Pas-
sau. Not long after this, a second
low pressure strengthens the surge,
which then floods parts of Budapest.
As the damage occurs in the same
river catchment area and within a
period of 504 hours, this is consid-
ered to be a single event. This is 
true irrespective of the number of
low-pressure systems and surges. 

– A low-pressure system with heavy
rainfall crosses Great Britain and

France. Water damage in the catch-
ment area of the Seine is defined as
a single loss. Provided no further
catchment area is affected, the other
damage in France is assigned to the
residual areas category. The damage
is also included in this category in
Great Britain, where according to the
Primary Watersheds Map there are no
catchment areas of over 30,000 km2.
Thus, three individual loss events
can be defined within the given period
of 168 hours. 

Advantages of the definition

As the flood event can be defined
objectively, insurers and reinsurers
are not dependent on the sometimes
subjective opinions of third parties
such as weather bureaux. The clause
also supports the principles of PML
and price modelling, which also work
on the basis of accumulation zones.
Insurers can therefore achieve much
more realistic calculations of their
flood PMLs and required CAT capa-
cities. The definition of loss events
disadvantages neither primary insurer
or reinsurer, as either may benefit
depending on the individual situation
concerned.  

Consequences for underwriting

Munich Re’s proposal should therefore
not be seen as a restriction or as an
additional exclusion in reinsurance
contracts. Our primary concern is to
eliminate existing uncertainties. Most
difficulties arise in Continental Europe
with its huge amount of river catch-
ment areas. And it is here that we also
see the greatest benefits from the new
concept, although the system is also
suitable for global contracts. To give
insurers and reinsurers a better idea
of the administrative and financial
implications of this system, Munich Re
will be talking to clients and brokers 
in the next few months about how
liability and loss information could be
compiled and how the new definition
may affect the level of CAT priorities
(retentions) and treaty limits.  

Kathrin Karnbaum is an underwriter in Munich
Re’s Corporate Underwriting/Global Clients
Division, where she is responsible for property
treaty business of Lloyd’s of London. She is also
head of the project for developing definitions of
flood loss events.
Dr. Wolfgang Kron is a hydro engineer. He is 
a senior scientist in Munich Re’s Geo Risks 
Research Department and is responsible for
hydrological risks.

Limit Geographical Time

Category I Medium-sized river catchment areas 168 hours
30,000–100,000 km2

Category II Large river catchment areas 504 hours
>100,000 km2

Category III Residual areas “Country” 168 hours
National borders

Loss event – Geographical and time limits
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As with the analysis of terrorism risks,
geocoding of portfolio data will be
increasingly used in the future to
develop flood models. 

simulate which regions could be affected by a major loss
event. The accumulation loss zones consider meteorological
parameters such as the overall weather picture and hydro-
logical circumstances like the location and size of river
catchment areas. 

Specifically, a GIS determines the exposed portion of a
portfolio on the basis of insurers’ portfolio data, satellite-
based land-use maps and the modelled flood zones. 
This information is then combined with average losses 
for various classes of business and flooding intensities. 
The results are different loss values per postcode which 
are aggregated within the loss accumulation zones and
represented in a graph. This evaluation, which is offered 
to our cedants free of charge, then makes it possible to
structure reinsurance requirements for floods on the basis
of each individual insurer’s risk tolerance. 

Future developments – Stochastic simulation

Because of the clearly defined scenarios, these models
provide only a limited number of values for a probable
maximum loss (PML). These have to be mathematically
interpolated for the pricing of non-proportional treaties.
However, it is possible to get around this problem through
the process of stochastic simulation of hundreds or thou-
sands of randomly generated accumulation scenarios. 
It is also possible to run through preset scenarios in order
to obtain an “event set”. In this way, both historical and
fictitious scenarios can be simulated. The difficulty with this
“probabilistic” modelling is to create meaningful varieties
of loss events, which requires detailed and extensive data
research and lengthy statistical analyses.  

The more precise the information is on the object to be
insured, the easier it is to assess and estimate the extent 
of the flood exposure. This is where geocoding comes into
play. Geocoding provides information such as postcode,
street and house number, which gives the flood model
much more accurate input data. As with the analysis of 
te rrorism risks, geocoding of portfolio data will be
increasingly used in the future to develop flood models. 

The challenge of climate change 

The phenomenon of man-made climate change has a
significant bearing on the risk of flood. It not only changes
the distribution of precipitation in terms of area and 
time, but also in terms of volume and intensity. This casts
serious doubts on the validity of previous precipitation 
and discharge statistics. For example, a hundred-year flood
might actually have a statistical return period of 20 years.
However, it is not currently possible to make any reliable
statements about changes in probability.

Thomas Thumerer is a geographer and an expert on flood risks, flood 
models and loss accumulation calculations in Munich Re’s Geo Risks 
Research Department.
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PML values per loss accumulation zone (LAZ) and discharge scenarios 

with different return periods 
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The graph shows the PMLs in different 

regions of Germany (loss accumulation

zones).The various return periods of floods

(10 years to 200 years) are indicated by 

different colours.

Cedants can see immediately which river

regions pose the greatest flood threat,

as for example here in loss accumulation

zone 2, the Danube region.This makes 

it possible for clients to assess their re-

insurance requirements, optimise under-

writing and ultimately to better control

their liability acceptances.

LAZ 1 Rhine

LAZ 2 Danube

LAZ 3 Weser/Ems

LAZ 4 Elbe/northern Germany

LAZ 5 Oder

LAZ 6 South

LAZ 7 Central

LAZ 8 North

Source: Geo Risks Research Department,
Munich Re
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Insurers still tread very warily in approaching the flood risk
in most markets. And quite rightly so. It is the classic
example of antiselection waiting to happen. In other words,
without the right control mechanisms the only people who
will be looking for this type of cover are those that know
full well that they are flooded with alarming regularity.
However, it is also a good example of how official protective
measures such as mobile protective walls and policyholders’
own action (for example clearing out their own apartments
before an impending flood or carrying out their own repairs)
can have a positive effect on the cost-benefit calculation
even without insurance – and in this case especially with-
out insurance.  

Significant increase in concentrations of values and people 

Flood insurance cannot hope to cope without sufficient
motivation for policyholders to carry out their own protective
measures and to conduct a form of self-help. But insurers
have a tried and tested method to help motivate policy-
holders: the deductible. If used properly and fixed correctly,
a deductible can motivate policyholders to minimise losses
in a most efficient way. Other advantages of a deductible
are that the premium can be kept low and that the number
of typical natural catastrophe-related minor losses drop
significantly, as do the insurers’ loss burdens. 

That is the theory anyway. The reality is different. The con-
centration of people and values in flood-exposed areas
has grown so massively that the loss potentials in many
countries would exceed the insurance industry’s financial
capacities if these losses were insurable without restriction.
The methods outlined in the previous articles are therefore
all the more important: assess flood risks as precisely and
in as detailed an area as possible, develop realistic catas-
trophe scenarios in order to quantify large loss potentials
and finally come up with solutions to the continued problem
of defining individual flood events. 

Nevertheless, there remain to this day two phenomena. 
As dramatic as the events are, it is almost impossible any-
where to quantify the frequency and extent of local flash
floods. The same is true of storm surge risks which, notwith-
standing all coastal protection structures and early-warning
systems, continue to count among the most disastrous
natural events in the world. 

Flash floods 

There is an acute need for action here. Taking the year as 
a whole and on a relatively larger scale, flash floods 
frequently cause greater losses than the major river floods.
They also follow topographical conditions and therefore
pose a huge danger to cuttings and depressions. Geo-
graphical Information Systems permit detailed descriptions
even if there are no indications in the form of streams or
ditches.

Opinion
Policyholders and insurers have to act
Are insurers already up to their necks in water? If one considers the tremendous 

flood damage in recent years, and in particular the rapid increase in floods over 

the past few decades, this image is not entirely inappropriate.

Dr. Gerhard Berz

Munich Re, Topics 2/2004
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The greatest difficulties are in built-up areas and especially
in cities, where it chiefly depends on the size of the munici-
pal drainage systems whether the huge masses of water
which come together in the case of local torrential rainfall
(limited scope for seepage) can be drained off without
causing damage. Unfortunately, it is demonstrated time
and again that the drainage systems are too small for
these rare cases of intense precipitation, in part because
new areas are constantly being built on for housing and
industry and the required improvements are carried out
only after a major loss event has occurred. Insurers must
take care to ensure they do not pay for these cases of neg-
ligence but work together with the municipalities to find
and implement ways of improving the situation. 

Sustainable risk partnership

Storm surges remain excluded from most insurance covers
but for how long? The huge loss potentials found in nearly
all coastal residential areas are growing constantly as a
result of the widespread migration to the coast throughout
the world or through tourism and ultimately also as a
result the rising sea levels. Even today storm surges are 
a risk that the insurance industry can no longer bear. They
require sustainable risk partnership between the people
and industries at risk, between the state and insurers and
reinsurers. Only when the risk situation has been suffi-
ciently clarified by means of suitable simulation calcula-
tions will it be possible to discuss fair and equitable par-
ticipation of the three partner groups involved. In this process,
the policyholders should be assigned responsibility for
taking care of minor losses (via the deductible mentioned
above) and the state should be responsible for the “hun-
dred-year” catastrophes. The insurers would then be left
with the – by no means insignificant – gap in the middle,

which they will have to do everything in their power to
close by using all available underwriting and capital mar-
ket instruments. 

Constant development of know-how

Global warming, which mankind has done much to cause
through its contribution to the greenhouse effect and is
unlikely to bring under control in the foreseeable future,
influences the water cycle in an unprecedented way and,
somewhat bizarrely, increases the risk of both droughts
and floods. This is a major challenge for the insurance in-
dustry, but it also offers additional business opportunities.
In order to take advantage of this business, the insurance in-
dustry must equip itself with geoscientific knowledge and
underwriting know-how. Munich Re’s Geo Risks Research
Department celebrated its 30th anniversary this year and
has steadily built up its know-how and expertise over this
long period.  

Dr. Gerhard Berz is a meteorologist and head of Munich Re’s Geo Risks
Research Department. He has spent the last thirty years examining the 
growing problem of natural catastrophes and their causes, in particular 
the effects of man-made climate change.     

The loss potentials in many countries would
exceed the insurance industry’s financial
capacities if these losses were insurable
without restriction. 
Dr. Gerhard Berz
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Rising costs of bodily injury claims  

Just a moment of carelessness is all it takes in
today’s traffic to be the victim of a road accident.
The costs of serious bodily injury claims have
increased enormously in the last few years, with
France and the UK holding the dubious honour 
of leading the field in the cost explosion in motor
liability insurance. The reasons for the increases
are legal changes and generous court awards to
road accident victims.

Crash-test dummy: Although testing 

methods are improving all the time,

the costs of serious bodily injury clams

continue to rise steadily.

Munich Re, Topics 2/2004
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Jean-Paul Galioit: Mr. Rothley, you have spent a lot of 

time and effort over many years trying to harmonise

indemnification for bodily injuries of road accident victims

throughout Europe.Thanks to your initiative, there are

laws today which make it easier for road accident victims

to file claims in their own country for injuries sustained

abroad.You have now set your sights on a European in-

demnification table. What is the current status of this work? 

Willi Rothley: Firstly, I must correct you slightly there. 
We are not seeking an indemnification table or even a Euro-
pean table for damages for pain and suffering. What we want
is an indicative table which can measure the impairment 
of physical or mental integrity, insofar as this is medically
possible. It is therefore an objective standard.  

Galioit: What does that mean in specific terms?

Rothley: A distinction must be made between pecuniary and
non-pecuniary losses. Physical and mental impairments may
involve a pecuniary loss if, for example, they make it difficult
or impossible for the victim to work again. The loss of a
foot for a footballer involves primarily a pecuniary loss.
However, there is another dimension to bodily injury – i.e.
physical or mental impairment outside the victim’s profes-
sion, such as difficulties in everyday life, in carrying out
certain activities on a daily basis. The loss of a foot, to
stay with this example, causes the same day-to-day prob-
lems for all people. The table indicates the extent of this
impairment. Can the extent of an impairment be measured
scientifically? Is it possible to quantify the physical and
mental impairment involved? Yes, it is.   

Galioit: For us, motor liability insurance is at the very heart

of this matter.To what extent were your considerations

and deliberations on this subject based on the practice of

non-life insurers? 

Rothley:The table is not directed at insurers, lawyers or
courts, only at medical experts. It is, if you so wish, a guide-
line for assessors. It indicates how to assess and evaluate
a physical or mental impairment on the basis of current
scientific knowledge. It therefore only covers injuries which
are medically identifiable or can at least be explained by
medical science, and excludes aesthetic losses such as scars,
sexual impairment, exceptional pain and restrictions on
leisure-time activities. It is merely of an indicative character
and does not relieve assessors of their duty to carefully
document each individual case. Of course, the table is open
to criticism and will have to be reviewed regularly to bring
it in line with new scientific findings and technological
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Status
We must be objective and 
totally impartial 
Willi Rothley, President of the Institute for European Traffic 

Law, talks with Jean-Paul Galioit, underwriting manager 

at Munich Re, about his efforts to achieve European 

harmonisation in assessing and evaluating the physical and

mental injuries of road accident victims. “We are striving 

to bring some rationality and transparency to the problem”,

is his chief message.

Jean-Paul Galioit (left) and

Willi Rothley (right)

Rising costs of bodily injury claims Munich Re, Topics 2/2004

Jean-Paul Galioit talks to Willi Rothley



developments – just think of the huge advances in prosthetic
technology. However, there are also injuries that medical
science is unable to quantify.

Galioit: For example?

Rothley: For example, consider the pain a pianist will ex-
perience when he knows that he will never be able to play
the piano again after losing a hand. The question of whether
and to what extent indemnification should be paid for this
is something that should be left to the courts – incidentally
this also applies to cases of the most serious physical or
mental injury. 

Galioit: Where do you see the most important advantages

of your system – both for the victims and for the insurers?

Rothley: In the whole rationality of the system, its trans-
parency and the equal treatment of all victims. The loss of
an eye has the same negative impact on daily life for all
victims. What we are striving for is an objective approach.
Such an approach brings more transparency for insurers
and with it a greater calculability of risks. Developments
such as those seen in the USA are not really desirable in any
way. Victims, market participants and interest groups would
all benefit from such a new system. 

Galioit: Spain already has statutory indemnification tables.

Belgium has guidelines developed by lawyers and judges

which are used as a basis for fixing the amount of indemni-

fication in cases of bodily injury. Are these models suitable

for other European countries?

Rothley:These examples play an important part in our
working group. However, it would be politically unwise to
just copy them everywhere. Only a European solution can
hope to find widespread acceptance. This is why the work-
ing group includes medical experts from many countries. 

Galioit: Can you briefly tell us what the next steps are for

your working group? 

Rothley:The European Parliament, for which I acted as 
a reporter, is currently working on an initiative report. This
has one very clear advantage: the table is already in all
official EU languages. Insurers in all member states have
shown great interest in the table and I am therefore sure it
will play an important role in practice. Also, the European
Commission and the Council are currently discussing a new
statute in the European Union. The table will be included
under the provisions on personal accident insurance. That
would be a breakthrough. 

Galioit: That would be generally easier in personal accident

insurance than in motor liability insurance. What countries

pose the major stumbling blocks? 

Rothley:The reaction in the UK is still rather cool. This might
be because the British do not like to be bound by what
they may perceive as a straitjacket. However, the model will
come through in practice and then the advantages will be
obvious – especially for the single market.

Galioit: When do you expect concrete results?

Rothley:The EU cannot issue any directives or regulations
in this area – it does not have the authority to do that. 
It does, however, have one particular instrument at its
disposal: a Council recommendation to the member states.
Admittedly, this would not be binding but it would have
enormous practical significance. It would therefore be very
helpful if the European Commission were to submit a pro-
posal for such a recommendation. However, that would
take a while. We are conducting intensive talks with the
Commission and we expect a report from the European
Parliament in spring 2005. 

Willi Rothley is President of the Institute for European Traffic Law in Trier. 
He was a member of the European Parliament from 1984 to 2004. 
Since 1979, the qualified lawyer has been Vice-President of the Legal 
Affairs Commission. 
Jean-Paul Galioit is a casualty underwriting manager for northern and 
western Europe (excluding the German-speaking areas). He is responsible 
for questions concerning treaty and facultative underwriting in all casualty
classes of business. 
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The system is about equal and fair 
treatment of road accident victims.
Willi Rothley
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Insurance
Tracking down the cost drivers
Accident victims with serious injuries are costing reinsurers more 

and more. In France and the UK in particular, the trend in major 

losses is on a steep upward curve, which is only partially attributable 

to medical and technological advances. It is above all changes in the 

legal parameters that pose great challenges to the insurance industry 

in terms of premium calculation.

Mike Ayrey, Tom van den Brulle, Andreas Weiss

Large bodily injury losses in motor liability insurance 
and their average loss amounts have risen dramatically in 
the past few years. This rise cannot merely be explained
away by increased life expectancy or a cost explosion in
the health sector. The reality is that vehicles have become
much safer and rescue services can reach victims a lot
sooner than used to be the case. Accident victims, who just
a few years ago would have died, now very often survive,
albeit with serious injuries. Advances in modern medicine
have also helped to prolong the lives of these victims. 
All these factors together have led to a disproportionate
increase in medical costs.

This trend is evident in virtually all industrial countries and
therefore cannot alone explain the particular developments
in France and the UK. These countries are conspicuous by
the rising number of large losses, for which factors specific
to each country are responsible. For example, bodily injury
losses of over £250,000 increased by an average of 20%
per year from 1991 to 2000 in the UK. Increases in this
category were thus about twice as high as the overall rise
in bodily injury costs. If one considers claims inflation in
motor liability insurance as a whole, large losses have
actually increased at four times the rate of other bodily injury
claims. And this trend has accelerated further since 2000. 

In France, injured parties have always enjoyed a better deal
than in most countries, especially in terms of care services
and other non-pecuniary benefits. French society has always
placed great emphasis on solidarity and given high priority
to the treatment of victims. Courts have invariably based
their decisions on this system and reward each individual
case with the “réparation intégrale”. Claims awards vary
widely depending on the victim’s lawyer and on the region
of France in which court cases are heard.  

However, the general development in France is not greatly
different to that found in other European countries; it just
happens more quickly and in a more pronounced fashion.
Nevertheless, what is remarkable is the French government’s
tendency to keep a very close eye on insurance companies’
pricing in the compulsory insurance segment of motor
liability insurance, to comment on this and to demand
changes if and when it sees fit. 

Discount rate has become progressively lower 

In the UK, changes in the law, in particular the reduction 
in the discount rate for indemnification based on lump-sum
payments (Ogden Tables), have resulted in significantly
higher costs for insurers. The discount rate, which is used
to determine the actual value of future benefits, has fallen
from 4.5% to 2.5% since 1996. One of the principal effects of
this reduction has been a substantial increase in lump-sum
payments for benefits that stretch long into the future.  

The explosion in care costs is also striking (see example on
page 41), as responsibility for care has increasingly shifted
from the family to professional staff. Material costs such 
as those for making houses and apartments suitable for
handicapped persons are now indemnified to a much
greater extent in France and the UK than used to be the

Rising costs of bodily injury claims 

The salary and living costs applied thus 
far should be replaced with a treatment
costs index. 

Munich Re, Topics 2/2004



Court files: Court cases in France

for victims of serious bodily injuries

are usually an expensive affair for

insurers. Astute insurers will try 

to negotiate a settlement with the

victims themselves.



Modern medicine can save the 

lives of many accident victims 

who would have had no chance of

survival just a few years ago.

The reasons: speedier treatment,

better surgery techniques and more

intensive follow-up treatment.
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The explosion in costs – An example
Loss development of bodily injury losses over a period of ten years 

Reserves for future benefits to treat seriously

injured people are increasing alarmingly in

British motor liability insurance.Two examples,

one of a 45-year-old building site worker and

the other of a 25-year-old nurse, help under-

line the extent of the cost explosion caused

by the government’s decision to reduce  the

discount rate.While the costs for the 25-year-

old have risen by some 90% in the past ten

years from loss occurrence to settlement,

the actual value of future benefits has risen 

by 140%.The discrepancy in costs is even

more striking in the case of the 45-year-old

construction worker, namely 95% and 175%

respectively.The percentage of care costs 

of future benefits has also increased in both

cases, from 59% to 62% in the case of the nurse

and from 35% to 44% for the construction

worker.

Source: MR UKGB Claims

0 1,000 2,000 3,000 4,000

45-year-old construction worker 

25-year-old nurse 

Previous benefits

Previous benefits

Future benefits 

Future benefits 

1994

1999

2004

£ ‘000

case. And finally, free legal aid introduced by the British
government has also resulted in a veritable wave of court
cases. 

Clever legal practices are also very adept at enticing injured
parties with the promise of high indemnification payments.
Naturally, the claims frequency of large losses has increased
significantly, although it does appear to have peaked now.
Legal costs for bodily injury cases account for about 30%
of the total claims costs and are pretty stable. 

The insurers’ reaction

Some insurers have reacted to this alarming trend and
have adjusted their reserving policy accordingly. They are
also trying to better plan the future development of their
loss reserves. As claims are exceeding reporting limits much
more quickly now, reinsurers are being informed much
sooner. At the same time, insurers are striving to improve
control of trends on the primary insurance side, for example
by stepping up their claims management or by offering
more rehabilitation services. It is also noticeable that there
is a distinct lack of work reintegration measures in France
and the UK compared with the rest of Europe. With its rehab
management (see page 43), Munich Re has created a service
which significantly improves people’s chances of socio-
professional reintegration.   

As large losses are inevitable, excess of loss cover is gain-
ing in importance. With this form of non-proportional re-

insurance, the primary insurer carries losses up to a given
amount (priority). If the agreed priority is exceeded, the re-
insurer steps in and assumes the full cover. Primary insurers
therefore remain relatively unaffected by developments in
the peak segment.  

Consequences for underwriting

Reinsurers are hardly in a position to influence developments
on the primary insurance side of things. In order to remain
profitable, the prices for excess of loss covers or the agreed
priorities have to be adjusted accordingly. Moreover, the
salary and living costs applied thus far should be replaced
with a treatment costs index in order to take account of the
increased costs of claims. However, there are limits to just
how much existing excess of loss covers can be changed.
We must therefore make every effort to discuss the possibility
of risk sharing and long-term partnership models. Our first
objective is to share information and conduct dialogue.  

Detailed analyses of large losses should enable reinsurers to
modify their underwriting. In this they rely on optimal data
from their clients. The call for greater transparency – both on
the claims side and the portfolio side – should also lead to
improved predictability and transparency of developments.
Another important point, however, is a stable legal environ-
ment in order to better assess future claims developments
and to minimise the risk of change. After all, the settlement
of bodily injury claims is embedded in a social, political
and legal context. Changes in the law, however, have a
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retroactive effect on existing portfolios. In France in particu-
lar, reinsurers must examine whether and to what extent
“reopenings” have to be performed, i.e. taking legally valid
indemnification awards back to court. As serious bodily
injury cases can sometimes take a very long time to settle,
any changes can have a serious impact on matters.

Risk of change

Reinsurers have long since introduced mechanisms to pro-
tect themselves against the risk of change. Its recent rapid
increase has therefore come as a great surprise. At the
same time, it has become apparent that tried and trusted
protective measures such as index clauses and pension
options are no longer enough to combat the problem. This
is because the price index for health benefits increases
much stronger and faster than living costs. These clauses
must therefore be modified. It is also essential to consider
other measures such as the introduction of annual limits.

Ideally, only those costs actually incurred would be indem-
nified (natural restitution) in order to lessen the attraction of
high lump-sum payments. Ultimately, costly bodily injury
cases not only burden the insurance industry but also so-
ciety as a whole. Our objective is to create a system that
indemnifies victims in a humane and appropriate way but
is at the same time affordable in the long term. To achieve
this, we want to pursue a path with our clients that is ac-
ceptable and feasible for all concerned.

Mike Ayrey is a senior consultant in Munich Re’s motor unit for the UK and 
is head of the working group for motor business. Munich Re’s motor unit
analyses primary insurers and market developments in motor insurance. 
Tom van den Brulle is a senior casualty underwriter and account 
manager for Europe and Latin America (E 2/LA 2.1).
Andreas Weiss is a casualty underwriter for the UK and Ireland unit and
focuses on liability insurance. His specialist area is the reinsurance 
of motor business.       

The megatrend in bodily injury claims –

Research projects

In collaboration with the European Centre of Tort and

Insurance Law (ECTIL) in Vienna and its global network

of experts, Munich Re analyses important liability and

insurance topics across legal systems.

English publications (Springer Publishing House Vienna/
New York) are now available covering four subject areas,
two of which deal with the global trend in bodily injury
claims: “Damages for non-pecuniary loss” and “The
impact of social security on tort law” – both develop-
ments which affect indemnification of asbestos losses
and impact on our liability, motor and aviation business.
Another subject dealt with is “Pure economic loss”. The
fourth publication is entitled “Acts of terrorism, tort law
and insurance”. 

The current project “The Impact of Liability Insurance
on Tort Law” was presented to European cedants by
Munich Re in June 2004 at an international conference
in Munich.  

Yearbooks with country reports and important articles
have been published since 2001. Systematic documen-
tation makes it possible to make an accurate assessment
of the most important current trends and developments.
All publications analyse the current state of knowledge
across legal systems and draw on experience at Munich
Re and in the insurance industry.  
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The socio-professional reintegration

of road accident victims is also very

much in the interests of the insurance

industry.

Rehab management is a service pro-
vided by insurers for road accident
victims in the field of motor liability
insurance. The objective is to improve
victims’ state of health by means of
coordinated and professional support,
to optimise the care they receive and
to help them return to their working
and everyday lives. These are therefore
non-pecuniary benefits that injured
parties can claim in addition to mon-
etary benefits such as loss of income
payments, medical costs or damages
for pain and suffering.

Munich Re actively supports such ser-
vices and, as a reinsurer, is almost
duty bound to promote their develop-
ment. We are looking for the optimal
solution for each market through the

process of dialogue with our clients.
In doing so, we are able to draw on our
own experience in Germany and the
UK to optimise our services in Europe.
In the UK we currently maintain a facil-
ity called MRS (Munich Rehab Services)
which specialises in the occupational
reintegration of road accident victims.
After consulting with the insurance
companies concerned, a team con-
sisting mainly of ergotherapists and
psychologists contacts victims and
handles each case individually (case
management). In France we are still
actively looking for options in the field
of rehab management.  

In order for professional rehab manage-
ment to be accepted in the market, it
is essential that it remains neutral.
However, this requires a radical rethink
and willingness to take on new ideas,
not just on the part of the insurance in-
dustry but also by the different interest
groups such as victims, lawyers and
physicians.  

Rehab management can be considered
a success when it is possible to re-
integrate road accident victims socially
and even professionally but at the
same time reduce the overall costs for
the insurance industry. Given sufficient
market penetration therefore, rehab
management can even go some
significant way to stemming the tide
of claims inflation. Extensive rehab
management services can also help 
to reduce claimants’ litigiousness. 

Jean-Paul Galioit

Rehab management – Helping people find their way back in everyday life

Specific rehabilitation can 

help victims of accidents to get

their lives back on track. Here,

for example, a physiotherapist 

and a patient work at improving

the mobility of stiff fingers.
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Topics: The costs of serious bodily injury claims in motor

liability insurance have increased significantly in the UK

and France over the past few years. What are the reasons

for this? 

Giuseppina Albo: In the UK it is mainly due to legal
changes. These include modified mortality tables and a
lower discount rate. In the past, mortality tables were
developed on the basis of historical data. However, now
they are based on today’s higher life expectancy. This has
been compounded by the fact that the discount rate set 
for insurers’ indemnifications on the basis of lump-sum
payments has steadily been reduced over the past few
years. Higher life expectancy coupled with this reduction
in interest rates increases the present value or actual value
that is applied to annuities. Furthermore, judges today 
are much more willing to award higher damages to victims 
or to acknowledge new parameters of compensation.   
Margarita von Tautphoeus: We have known about the inflation
process of bodily injury cases in motor liability insurance
for decades. However, in the past few years costs have
simply exploded. This is due to a variety of factors. Cost
inflation in medicine and higher life expectancy are the
most salient points. At the same time, however, the collapse
of social insurance systems has also played a major role.
Victims are finding it increasingly difficult to depend on 
the state for support. Disability and invalidity payments 
are falling, the system of health insurance is moribund – 
to mention only the most important factors. Injured parties
therefore try to get whatever they can where it is still
possible, such as via civil liability claims. The Americans
talk of insurers’ “deep pockets” in this respect.

Topics: So, the state has foisted the costs on private

companies?

Tautphoeus: To a certain extent, yes. In France we have
noticed that the amount of compensation awarded often
depends on where the court is located. Cases heard in 
Aix-en-Provence will generally be awarded much more
than those in northern France, for example. On top of that,
victims in France can look forward to generous lifetime
care benefits. The money goes to the family and there is 
no systematic control of whether this money is actually
spent on care for the victim. This is socially and politically
unsustainable in the long term. 
Albo: In the UK and elsewhere a lot of pressure is being
put on the welfare state. It used to be the case that state
insurance systems cushioned a lot of the costs but at 
some stage the pressure inevitably becomes so great that
changes in the law have to be made in order to stem the
rising costs. An example of this are the increasing efforts
by the National Health Service to recoup treatment costs
after road accidents. We are also witnessing similar phe-
nomena with liability claims. 
Tautphoeus: In France, social insurance aspects are already
having an impact on court decisions in cases of civil-law
damages. Social law is increasingly merging with civil
liability law. And last but not least we are witnessing a type
of inflation in degrees of disability. For example, an injury
resulting in 20% disability ten years ago would be assigned
a much higher degree of disability today. In our youth-ob-
sessed and performance-based society every little restriction
and impairment of the ideal condition is being assessed
much more stringently today than was the case ten years
ago – and compensation for these injuries is being much
more actively sought. Claims are just getting higher and
higher.

Opinion
Social law merges with private liability law
Primary insurers and reinsurers are affected in different ways by the negative develop-

ment of motor liability losses, say Giuseppina Albo and Margarita von Tautphoeus in 

an interview with Topics. It is their firm belief that in the long term we must be looking

at new types of partnership models with our clients.

Interview with Giuseppina Albo and Margarita von Tautphoeus

Rising costs of bodily injury claims Munich Re, Topics 2/2004



Victims are finding it 
increasingly difficult to depend 
on the state for support.
Margarita von Tautphoeus

Judges today are much 
more willing to award 
higher damages to victims. 
Giuseppina Albo
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Topics: Do the legal changes apply only to new claims or

do they work retroactively? 

Albo: In the UK all claims have been affected by the new
laws in the last few years, including those that were still in
the process of being settled. 
Tautphoeus: In the French insurance market we see at least
70 claims a year that cost insurers over €3m. A range of
mortality tables and interest rates are used for the reserving
of these losses. Roughly speaking, a third of the losses will
be based on the type 1 mortality table, a third on type 2
and the rest on type 3 with a higher interest rate. This is all
at the discretion of our clients and we are legally obliged to
establish our reserves on the basis of the present value cal-
culated in this way.  We can try to influence this, depend-
ing on the contract provisions involved. Initially, however,
we are obliged to reserve the amount stipulated by the
cedant. This is the familiar follow-the-fortunes principle
that reinsurers must comply with.

Topics: How have our cedants reacted to these develop-

ments?

Albo: Primary insurers are not affected to the same extent
as reinsurers. Large losses are more of a problem for
reinsurers, as most primary insurers usually have excess
of loss covers. They pay claims up to a certain amount 
and receive one-year reinsurance cover for losses above
the so-called priority. Primary insurers are therefore much
more concerned with more frequent smaller losses. But
even these have decreased as roads and cars have become
safer.
Tautphoeus: In France, the inflation rate for smaller losses
is about 5% per year. The costs of losses over €5m, on 
the other hand, are increasing by more than 10% per year.
This means that the worse the losses are, the faster we
find ourselves in an inflation spiral. This hits the reinsurers
particularly hard.
Albo: In 1990 the average large loss in the UK amounted 
to about £500,000. Today the same type of loss can cost 
up to £6m. It is true that our treaties include index clauses
which help ensure a fairer distribution of the burden between
primary insurer and reinsurer. However, these clauses are
based on the salary and living costs index, which do not
adequately reflect the real level of inflation in bodily injury
cases. 
Tautphoeus: We have been aware of these problems for
many years. That is why certain safety mechanisms were
included in treaties, such as the index clause. The real
problem is that the development over the last two or three
years has been so dramatic that the mechanisms that served
us so well for so many years no longer work properly.  

Topics: What can we do to control this problem? 

Albo: Well, obviously we use traditional reinsurance instru-
ments. For example, we have increased priorities. We have
also increased premiums and introduced caps, for example
on third-party property damage for private vehicles. In
other words, third-party property and business interruption
losses have been limited. We have to assess future develop-
ments as best we can, but it is not always easy. Certain
risks are difficult to predict, especially if there are legal
changes to contend with along the way. Sometimes a look
at experience in other countries can help. In this connection,
we work together with the research institute ECTIL. The
more accurate our assessments are, the sooner we can
incorporate our prognoses in our prices and conditions. 
Tautphoeus: Price increases are inevitable, but they are not
enough on their own to solve all the problems. Last year
most French companies drastically increased the priorities,
i.e. the point at which reinsurance comes into effect. But
rising priorities make our business more volatile and more
difficult to calculate. In the long term we have to consider
new reinsurance structures and new partnership models.
This form of one-sided risk sharing is unsustainable.

Price increases are inevitable, 
but they are not enough on their own 

to solve all the problems. We have 
to consider new reinsurance structures 

and new partnership models. 
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Topics: Have cedants already been sensitised to the

situation? 

Tautphoeus: Obviously, we have talked to our cedants
about the problems involved. Some are not even aware of
the way these developments affect us, some understand
the problems – and others freely admit that we do need
new solutions.  
Albo: We explain the situation to our clients using specific
examples which show that cost inflation in bodily injury
cases hits us a lot harder than it does them. At Munich Re
we have had for several years now a separate motor unit,
which, for example, focuses on market developments in the
UK and our clients’ portfolios. For example, we examine
whether and to what extent the age or sex of a driver in-
fluences the development of large losses. We then discuss
the results of these investigations with our clients.
Tautphoeus: We also investigate whether our cedants are
perhaps “subsidising” the acquisition of business in other
lines, such as householders’ or life insurance, by offering
cut-price motor covers. As reinsurers we do not profit from
the beneficial side-effects that such moves may have for
insurers. Some primary insurers do not want to buy re-
insurance any more on account of the high prices. It is a
very difficult process and we must try to get away from
these polarised positions and seek agreement.    

Topics: What are our competitors doing about the problem? 

Tautphoeus: The key players have the same worries and
concerns as we do and are reacting in much the same way.
In France, however, more and more new reinsurers from
the Bermudas are forcing their way into the market – at
prices that we regard as far from technically adequate.
They are enjoying the benefits of getting in late on the act,
as they did not have to suffer the negative consequences
of the last few years. 
Albo: As the liabilities of the Bermuda reinsurers are strongly
focused on property business, we see them becoming
more involved in casualty business and thus also in motor
business. Firstly, they want greater diversification, secondly
they think the rate level in liability is very attractive. How-
ever, we do have one decisive competitive advantage: we
enjoy a huge amount of trust and confidence from our
clients, especially in long-tail business. That is very im-
portant in motor liability business. Our clients will still
need us to be around in 25 years. 

Topics: What form might new partnership models take?

Can and should the state be involved?

Tautphoeus: Yes, of course. The state could draw up certain
new game rules. We can also support our clients here
through intensive lobbying. Motor insurance is a compulsory
insurance and cost explosions in indemnification payments
would make it unsustainable and unaffordable in the long
term. 

Giuseppina Albo works in our E 2/LA Division, where she is head of the 
department for the United Kingdom and Ireland. She is responsible for 
Munich Re’s non-life business relations (treaty and facultative) in these markets,
with the exception of global clients and Lloyd’s (international business). 
Margarita von Tautphoeus works in our E 2/LA Division, where she is head 
of the department for France, Belgium and Luxembourg. She is responsible
for Munich Re’s non-life business relations (treaty and facultative) in these
markets, with the exception of global clients. 

We explain the situation to our clients using
specific examples which show that cost 
inflation in bodily injury cases hits us a lot
harder than it does them. 
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