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Editorial

New trends, new solutions 

Plentiful capacity, growing competition, volatile fi nancial markets: all factors 
that present major challenges to the insurance industry. Consequently, insur-
ance and reinsurance premiums have been coming under mounting pressure 
in recent years. It is therefore not without good cause that cycle management 
stands at the top of the agenda. We look at the current state of the cycle, the 
causes, drivers and consequences in a round-table discussion with Allianz 
Management Board member Clement Booth (p. 10). 

The impact of the risk of change on long-tail business has to be managed irre-
spective of the cycle. Prudent pricing is one important aspect but not in itself 
enough, particularly where non-proportional reinsurance is concerned. We 
also have to identify and get to grips with the drivers of the risks of change and 
deploy strategies that take into account the characteristics of the individual 
markets and lines of business to make optimum use of the available capacity 
(p. 14 ff.). 

A new risk culture trend is now beginning to emerge outside the fi nancial 
services sector as well. Although many companies continue to focus on 
 traditional exposures, hedging against interest and foreign-exchange rate 
fl uctuations, for instance, or purchasing buildings insurance, there is a grow-
ing tendency to take things a stage further: enterprise risk management is 
gaining ground in all sectors. Munich Re has accordingly set up a new Special 
Enterprise Risks unit and is already providing initial solutions (p. 22 ff.).

 

Dr. Torsten Jeworrek
Member of the Board of Management 
and Chairman of the Reinsurance Committee



2 Munich Re  Topics 2/2008

Contents

Cycle management

Underwriting discipline and active capital 
 management are the key requirements for 
 managing the cycle in the insurance industry.

No lapse this time
Active capital management remains the order of 
the day
Page 6

Cycle management in action: Differential terms
Why individual pricing between insurers and 
 reinsurers is growing in importance
Page 9

Underwriting discipline the key to success
Interview with Clement Booth of Allianz SE and 
Torsten Jeworrek of Munich Re
Page 10

Precision, prudence and 
 discipline are of the essence 
in cycle management.



3Munich Re  Topics 2/2008

Risks of change

The size and development of long-tail claims are 
usually very diffi cult to predict. The basic rule of 
thumb is: the longer the run-off periods, the greater 
the risk of change in long-tail business. 

Enterprise risk management

Risk culture is changing – and not just in the 
 fi nancial sector. Holistic risk management is 
 consequently gaining in importance.

Long-tail risks – No patent solutions
How to manage risks of change in long-tail 
 business 
Page 17

Excess of loss: Options and limits
The gearing effect and claims settlement – 
 Implications for insurers and reinsurers 
Page 18

Munich Re’s position
Individual strategies and monitoring of loss-drivers 
are essential 
Page 19

Recognising new types of risk – Developing 
 innovative solutions
The growing realisation of the need for holistic risk 
management 
Page 24

Photovoltaic solution – Entrepreneurial risk under 
control
Solving the problem of fl uctuations in power 
 output 
Page 26

Insurance cover for clinical  trials 
Concept for clinical trial subjects in emerging 
 countries 
Page 28

Statement by Standard & Poor’s on enterprise risk 
management
ERM to become a key component of the rating 
process 
Page 29

We aim to fi ll a gap
Interview with Michael Sorg of Munich Re 
Page 30



Cycle management

The cycle is still alive, albeit in a changing 
 environment. Improved risk management and 
more effective internal control systems can 
help today’s insurance industry to avoid a soft 
market on the scale of the 1990s. The key to 
this is discipline: rigorous capital management 
and profi t-oriented underwriting are the order 
of the day. 

Achieving a balance: An art the 
 insurance industry is constantly 
 perfecting. 
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Cycle management

No lapse this time

Without doubt, the insurance markets are in a soft market phase. 
But the chances are good that the insurance industry will avoid the 
serious errors of the 1990s, the effects of which were still being felt 
by the industry until recently. Active capital management remains 
the order of the day.  

Dr. Oliver Büsse

Cyclicity is a key component in property-casualty 
reinsurance. After a number of years with, on aver-
age, at least acceptable prices, rates have largely 
fallen in the most recent reinsurance renewals. If 
this cyclical trend were to continue, critical thresh-
olds would be reached below which reinsurance 
business is no longer profi table. This prompts the 
legitimate question of whether we are witnessing 
the initial indications of a return to the soft market 
phase of the nineties. That phase went on to 
plague the reinsurance industry with conse-
quences such as the need for high subsequent 
reserving. Fortunately, a range of factors today 
indicate that the errors of the past will be avoided. 

There is no doubt that the insurance markets have 
recently become softer and that premiums have 
come under pressure. This is mainly due to the 
improved capital base of the insurance industry, 
which has profi ted from the good results of recent 
years. Stronger capitalisation has increased the 
capacity available on the reinsurance markets and 
has also meant that primary insurers are able to 
retain more risks themselves, despite overall rising 
demand for risk protection. 

The capital-return programmes undertaken by 
many market players, especially since 2007, have 
not managed to prevent the increase in reinsur-
ance capacity, at best merely slowing down the 
development. Thus the capital base of the global 
reinsurance industry – a signifi cant indicator of 
available market capacity – grew by around 10% in 
2007 on a US-dollar basis, albeit distinctly more 
slowly than in 2006 (see diagram on the right). 

Owing to the changed environment, however, 
Munich Re does not consider a lapse back into the 
sort of soft market we had in the 1990s to be a likely 
threat. For a start, primary insurers and reinsurers 
have substantially improved their risk manage-
ment and internal control systems in recent years, 
not least due to pressure resulting from more strin-
gent external requirements for transparency and 
sustainable profi tability. This makes it much easier 
to assess the profi tability of business written.

Furthermore, macroeconomic parameters and the 
capital markets are signifi cantly different today 
than they were in the mid to late nineties. The 
 global crisis of confi dence and loss of liquidity trig-
gered by the US subprime crisis are still producing 
great uncertainty, refl ected in much less favourable 
growth prospects globally. Admittedly, most com-
mentators assess the need for write-downs in the 
insurance industry due to the subprime crisis as 
being relatively moderate (leaving aside niche seg-
ments directly affected such as “monoliners”). But 
the capital markets have come under appreciable 
pressure as a result of the crisis, compounded by 
higher energy costs and the signs of a marked 
cooling of the economy. The resultant write-downs 
of equities and bonds are likely to place a strain on 
the insurance industry’s capital base worldwide. 

The global crisis of confi dence and 
loss of liquidity are still producing 
great uncertainty, refl ected in less 
favourable growth prospects.

Capital-return programmes in vogue: Since 
2007, there has been a growing tendency for 
companies in the insurance sector to buy 
back shares. 



Capital base of the reinsurance industry 1

The capital base of the global reinsur-
ance industry, a signifi cant indicator of 
the capacity available in the market, has 
steadily increased over the past few 
years, although the rate of growth has 
slowed recently: following an increase 
of 17% in 2006, the capital base grew by 
only 10% last year. 

2003 2004 2005 2006 2007

1     The data are sometimes heavily infl u-
enced by exchange rates. For example, 
in euro terms the capital base remained 
fairly constant in 2007.
The data are based on fi gures published 
by the world’s 35 largest reinsurers and 
include primary insurance business  for 
some companies.

Source: Munich Re
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Cycle management

Heightened vigilance and consistent cycle manage-
ment are the order of the day. Active steering of 
one’s own portfolio requires forward-looking cap-
ital management, and returning unneeded capital 
remains an essential strategy for escaping the 
cycle trap. 

That is why Munich Re is pursuing active capital 
management. We will continue to return capital we 
cannot profi tably use in any of our fi elds of busi-
ness (including not only reinsurance but also the 
primary insurance activities of our subsidiary 
ERGO and the International Health segment) or 
that we do not need for regulatory reasons. In so 
doing, however, we will also bear in mind that the 

market cycle will turn at some point. When exactly 
this will be cannot be accurately predicted at this 
stage. But it is a plausible assumption that a further 
major deterioration in the capital market situation, 
or an exceptionally large loss event, would provide 
a turning point for the reinsurance cycle. As a lead-
ing global reinsurer, Munich Re is ready for this. 

Dr. Oliver Büsse, Senior Economist in Group Development, 
is responsible for compiling economic analyses and fore-
casts of insurance markets and for cycle management.

We will continue to return capital we 
cannot profi tably use in any of our 
fi elds of business or that we do not 
need for regulatory reasons.

Oakville under water: The risk of fl ooding is 
particularly high in this small community 
situated at the convergence of the Iowa and 
Mississippi rivers in southeast Iowa, USA. 



Cycle management in action: Differential terms

Millau Viaduct, France: Expertise and risk 
knowledge are particularly in demand for 
major infrastructure projects. 
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The only way companies can forge 
lasting business relationships that 
work for both sides is to charge the 
right price for the services they pro-
vide. Given the current situation in 
the insurance sector, this means a 
growing tendency for the contract-
ing parties to negotiate reinsurance 
prices on an individual basis. 

Munich Re offers clients a sustainable 
commitment to provide stable, long-
term capacity founded on our fi nan-
cial solidity, coupled with access to 
an unrivalled set of expertise. Our 
com  mitment is based on our being 
able to charge a technically adequate 
price in all phases of the cycle. 

One way of achieving this fi nancial 
sustainability is to provide reinsur-
ance on differential terms, the price 
being negotiated individually 
between cedant and reinsurer. Until 
now, followers and pure capacity pro-
viders have normally been paid the 
same price as the leader. 

However, we increasingly fi nd that 
clients are happy to agree an appro-
priate individual price in return for 
lasting commitment and exceptional 
service. This is especially true of 
long-tail business. It also applies to 
lines where our knowledge and ser-
vices are very much in demand. A 
prime example of this is engineering, 
where there is global demand for 
Munich Re’s capacity and in-depth 
knowledge of major infrastructure 
risks such as ports, airports, bridges, 
tunnels, and power stations. We offer 
clients a full range of services that 
includes on-site surveys, quotations 
using specially developed tools, con-
tract design, and a wide spectrum of 
seminars on engineering topics. 

Our knowledge is also sought after in 
the fi eld of natural hazards, where 
our geo risks experts can produce 
PMLs based on clients’ exposure 
data, a service greatly appreciated 

over the years. We also use our 
expertise to develop new natural haz-
ards models that enable cedants to 
cover risks previously diffi cult if not 
impossible to insure. 

Growing emphasis on fi nancial 
 stability 
By ensuring long-term fi nancial solid-
ity, Munich Re fulfi ls one of the key 
criteria that infl uence a cedant’s 
choice of reinsurer – security. This is 
a very real advantage in a sector 
where today’s commitments may 
have to be honoured in 10–15 years’ 
time, and the risk of default is very 
much in the spotlight. Solvency II 
also places greater emphasis on 
fi nancial stability: the risk capital an 
insurer needs depends directly on the 
quality of the security it purchases via 
reinsurance – an indication of the 
value of that cover to the client. Thus, 
the lower the risk of default, the lower 
the risk capital requirement.

What implications does price differ-
entiation have for the client? In our 
view, differential terms do not 
increase the total cost of reinsurance 
cover. The effect should be simply to 
redistribute the total price among the 
participating reinsurers, on the basis 
of factors other than reinsurer share 
alone.

Munich Re regards differential terms 
as a key component of tailored client 
solutions, enabling cedants and rein-
surers to take due account of differ-
ences in the reinsurance service pro-
vided.

Vanessa Schonder is a Senior Underwriter 
in Corporate Underwriting/Cross-Line 
 Initiatives. She has a degree in business 
management, and her work focuses 
 principally on cycle management and  
non-traditional business.

Cycle management



Cycle management

Underwriting discipline the key to success

The insurance industry is still experiencing soft market conditions. 
Clement Booth, member of the Management Board of Allianz SE, 
and Torsten Jeworrek, member of the Board of Munich Re, talk 
about the main drivers of the cycle, the role brokers play and 
whether the insurance sector is feeling any repercussions from the 
subprime crisis.

Interview with Torsten Jeworrek and Clement Booth
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Cycle management

Topics: Premium rates have been declining in 
insurance and reinsurance for about two years. 
Where do we stand in the cycle right now?

Clement Booth: The attack on the World Trade 
Center caused a sharp increase in premiums. In 
the aftermath of 9/11, stock markets collapsed, 
severely impacting our industry’s equity. Since the 
middle of the decade, insurance premiums have 
been declining steadily, with differences according 
to region and segment. Right now, we are still in 
a down cycle but within perhaps two years of a 
 signifi cant turnaround, maybe less.
Torsten Jeworrek: In the face of mounting competi-
tive pressure, reinsurance rates are decreasing. But 
I am optimistic that the fall in rates will not be as 
extreme as ten years ago, partly owing to the pres-
sures from external stakeholders such as rating 
agencies calling for increased transparency, and 
from investors who closely monitor whether we 
achieve our result targets. It remains to be seen 
whether the industry maintains a disciplined 
approach or falls back into its old ways. Unfortu-
nately, there are already some indications of this. 
Booth: If you look at our business historically, 
 people seem to have the need to relearn past 
 experiences. Due to increased transparency, we 
have a much healthier situation today, so we will 
likely not repeat all the mistakes of the past. 

Topics: Are there any lines of business already 
experiencing a turnaround?

Booth: We see rate improvements in some of the 
aviation lines, in D&O and in certain personal 
insurance lines. But if you take a cross section of 
ten renewals, then maybe two will be unchanged, 
two increasing and others still reducing. To the 
extent that there is a global cycle in primary insur-
ance, the tendency is still fl at to down. However, 
we expect to roughly maintain the pricing level 
worldwide. 

Topics: What are the main drivers of the cycle? 

Jeworrek: The crucial question is to what extent 
the estimated excess capital in the industry of 
about US$ 100 –150bn worldwide will infl uence 
behaviour. How will the insurance industry use this 
capital if there is no additional demand for insur-
ance and if striving for organic growth forces down 
prices? Moving to niche segments cannot bridge 
the gap. In my view, share buy-backs are a real 
alternative. 
Booth: Although share buy-backs are fairly com-
mon now, the cycle is still driven by the pressure 
for growth – a company that does not grow is not 
well regarded by some analysts and investors. Of 
course, there are differing views within the invest-
ment community, infl uenced by changing trends 
over the past few years.

Topics: What role are brokers playing in the 
 current soft market cycle? 

Booth: Brokers are not only a distribution channel, 
they are advocates for the customers. Service, rat-
ing, worldwide reach and professional expertise 
are important elements, but so is the price, which 
may vary considerably for the same single risk. 
Price discrepancies often stem from the specifi c 
position a risk-carrier is in. Naturally, a start-up 
with no legacy or a player with a strong reserve 
base acts differently than a company which is work-
ing through a problem. That shows that we are in 
a vibrant market where people take different pos-
itions. A competitive price is one of the key criteria. 

Topics: Do brokers accelerate the cycle?

Jeworrek: Ultimately, supply and demand deter-
mine the price of a risk or the result of a renewal. 
Brokers can access worldwide capacities offered 
by established players or start-ups, and they 
enhance transparency. This strength is, of course, 
a driver if the market develops in a certain direc-
tion. On the other hand, brokers and customers 
have a mutually aligned interest and differentiate 
accordingly – price is one thing and the stability 
and sustainability of capacity and service is 
another. 
Booth: If you take the two largest brokers today, 
together they place something close to US$ 100bn 
of premiums into the market – this obviously gives 
them a certain standing. But I don’t think brokers 
accelerate the cycle. As a primary insurer, we 
determine the prices, and brokers look for the best 
deal for their customers. Ultimately, it is the under-
writers that accelerate the cycle. But in the end, it is 
not helpful to have a blame game. It is helpful to 
have accountability. Taking responsibility for the 
outcome of the portfolio is an important issue, and 
we know that investors don’t tolerate us failing to 
do that. 

Clement Booth has been a member of the 
Allianz SE Management Board since 2006. 
He was Chairman and CEO of Aon Re Inter-
national, London, from 2003 to 2005, and 
a member of Munich Re’s Board of Manage-
ment between 1999 and 2003. Born in 
South Africa, he has in-depth knowledge 
of the entire value chain in the insurance 
industry – insurance, reinsurance and 
 broker business. 
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Topics: Considering the issue of differential terms, 
they are a way to uncouple from the cycle. What is 
Allianz’s position on this?

Booth: Differential terms depend on a number of 
factors, on rating but also on the market structure. 
In layered markets like the USA or Bermuda, differ-
ential terms are fairly standard. The situation is dif-
ferent in Continental Europe, where relatively 
small companies are able to sit behind and say: I’ll 
take a little share of this risk, I won’t quote for the 
lead. If you didn’t have the major reinsurers, you 
would need to invent them, because they fulfi l a 
role not only in their own right as important play-
ers but also by contributing to an excellent tech-
nical level in the wider industry. 
Jeworrek: Differential terms are a key component 
of our cycle management strategy. After all, we 
invest in know-how to properly evaluate complex 
risks. The price must also refl ect a company’s 
fi nancial strength, since it does make a difference 
whether a company’s fi nancial security is rated A- 
or AA. For Munich Re, differential terms means a 
differentiation in price, not in conditions. When an 
industrial client or cedant is confronted with differ-
ent exclusions for one and the same risk, risk man-
agement becomes a problem.
Booth: The insurance industry has always been 
rather ineffi cient at calculating any kind of spreads 
based on ratings. Also, ratings are currently under 
question as a mechanism to measure the perform-
ance of the underlying security. 
Jeworrek: Under Solvency II, capital costs will be 
correlated to cedants’ underlying models, depend-
ing on their security. This will inevitably create the 
need among clients to differentiate reinsurance 
prices. This is only a matter of time. We welcome 
this development because it will lead to a fairer 
refl ection of the value of reinsurance products.

Topics: How do the brokers assess differential 
terms?

Jeworrek: Brokers are beginning to change their 
attitude. When Munich Re announced its decision 
to move away from uniform terms to differential 
terms a few years ago, brokers unanimously 
opposed this change in placement policy. Today, 
they take a more differentiated and client-oriented 
approach. The market is set to change. 

Topics: What strategy is pursued by large global 
players like Allianz and Munich Re to reconcile the 
apparently confl icting demands of a soft market 
versus growth?

Booth: Anyone striving for strong growth in the 
current environment will have to pay a heavy price, 
because the combined ratio is bound to deterior-
ate. We have a clear commitment in our Group to 

keeping the combined ratio at 94% through the 
cycle. Otherwise we don’t achieve our target 
return. As far as industrial insurance business is 
concerned, I would walk away from 50% of the 
book. I am open to many things but if premiums 
are quoted too low, there is no room for discus-
sion. That is a question of leadership.

Jeworrek: When asked about how much of the 
existing business we would give up, my answer is: 
there is no limit. We have a gradual decline of rates 
at present where underwriters are in a diffi cult 
position to decide. Particularly in complex lines 
such as industrial fi re business there is still some 
scope, so you always fi nd good reasons to support 
your decisions. Nevertheless, I sent a clear mes-
sage to our underwriters just recently: if, despite 
careful application of their underwriting expertise, 
they erroneously consider a piece of business to be 
under-rated and therefore decline it, that is painful 
but acceptable. However, it is not OK if they write 
identifi ably unprofi table business – business which 
stands no chance of ever making a profi t for us 
right from the word go. Major players clearly have 
to take leadership in the market. If we don’t do it, 
who will?

Topics: Although the insurance industry has 
posted outstanding results over the past few 
years, is favourably rated and offers attractive 
 dividends, investors don’t seem to be overly 
enthusiastic about the sector. Why is this?

Cycle management

The major reinsurers play a valuable 
role by ensuring an excellent technical 
level in the wider industry.
Clement Booth
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Booth: Just recently, insurance stocks began to sta-
bilise in relation to overall market performance. 
Ultimately, it is our job to enhance our industry’s 
reputation and ensure that the capital markets take 
a more positive view. It is true that the insurance 
sector has gone through different phases, shifting 
its focus from growth to diversifi cation and then to 
profi tability. We clearly have to deliver on the 
promises we made to the investors. But will this 
make the share price go up? I don’t know. But the 
market is what it is – even if it is wrong, it is right. 
Jeworrek: Share prices are also a refl ection of pre-
vious disappointments and a question of insuffi -
cient confi dence in the business model or in what 
we do to deliver. Confi dence, once lost, can only be 
built up again over time. Our role as major players 
is to make our best efforts to do that. 

Topics: Are sustainable business models at a dis-
advantage in contrast to opportunistic players?

Booth: Investors need to be clear about their 
expectations right from the start. An investor with 
a time horizon of several years or even decades 
might prefer matching investment opportunities, 
investing in companies with a long-term business 
strategy. A Bermudan side-car might provide cap-
ital for specifi c risks for the next three years only, 
and then exit. 
Jeworrek: Business models have changed; espe-
cially the entry barriers for new capital are much 
lower today than they were ten or twenty years 
ago. It is now easy to open a new Bermuda oper-
ation after a major event so that companies with a 
sustainable, proven business model cannot rely on 
making up for their losses from large events at a 

later time. This means that underwriting discipline 
must be upheld in every phase of the cycle. It does 
not pay to bet on the future. 

Topics: So far the subprime crisis has mainly 
affected banks and monoliners. Will the subprime 
crisis impact the cycle?

Booth: Future interest rates are an important pri-
cing factor for insurance products – especially in 
long-term lines of business such as casualty or life. 
The current disruption in the capital markets makes 
this no easy task. 
Jeworrek: Earnings are coming under pressure 
from two sides. On the one hand, the negative 
developments in the capital markets are affecting 
our capital base. On the other hand, we are experi-
encing a deterioration in our underwriting busi-
ness, the effects of which will be felt one or two 
years later. We are still harvesting the fruits of the 
past strong underwriting years. But the pressure 
from two sides will prove a real eye-opener, lead-
ing to increased discipline. 

Topics: Recently, the rating agency Fitch said that 
it would take a very large loss in the order of 
US$ 40bn to halt the downward trend. What’s 
your take on that?

Booth: I don’t fully share this idea. The industry had 
a loss of US$ 45bn a few years ago with hurricanes, 
and it only had a regional impact on pricing. If a 
large loss not refl ected in our models was to occur, 
it would be a different story. 
Jeworrek: I think predictions of this nature are 
extremely diffi cult, almost on a par with crystal-ball 
gazing. And we cannot and do not want to wait for 
such a loss to happen. Pricing risks adequately is 
still the name of the game today. 

Cycle management

Underwriting discipline must be 
upheld in every phase of the cycle. 
It does not pay to bet on the future.
Torsten Jeworrek
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Risks of change

For reinsurers, the longer the settlement 
period of a claim, the greater the challenge. 
Where the size and development of long-tail 
claims cannot be reliably forecast, it is diffi cult 
to control the reserving risk. But it is in the 
interest of insurers and reinsurers to make 
risks of change manageable. Only if they pull 
together can limited capacity be optimally 
deployed and solutions found that are tailored 
to everyone’s needs and the market situation. 

Court records: Changes in the law 
are not the only cause of uncertainty. 
Even closed fi les are liable to be 
 reopened in long-tail business.
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Risks of change

Long-tail risks – No patent solutions 

One of the key functions of reinsurers is to cover long-tail business. 
The management of long-tail risks is a growing challenge for 
 everyone involved. To ensure optimum use is made of the limited 
capacities available and to meet the individual needs of the different 
markets and lines of business, it is essential that insurers and 
re insurers pull together. 

Barbara Vollath, Gerald Finley, Dr. Guido Funke

How best to manage risks of change in long-tail 
business is a key issue for the insurance industry. 
In order to avoid unpleasant surprises, we have to 
analyse in depth the economic, social, legal and 
technological trends that infl uence the correspond-
ing fi nancial risks. Losses that are incurred but not 
reported, or incurred but not yet settled, are an 
especially critical aspect, the problem being that, in 
a world of increasing change, it is all too easy to 
underestimate the dimensions of long-term trends. 

The lines of business with risk-of-change exposure 
are primarily workers’ compensation, motor third-
party liability and product liability, where it may be 
a very long time before all the claims arising out of 
a single loss event are known or settled. This is par-
ticularly true of motor third-party bodily injury 
claims. In developed economies, the uncertainty is 
largely due to soaring healthcare expenses and the 
burgeoning costs of providing care at home or in 
residential accommodation. According to OECD 
estimates, care costs will rise by as much as 7.3% 
per annum up to 2050, partly as a result of greater 
life expectancy and increases in the currently low 
levels of healthcare wages. At the same time, 
health expenses are growing due to advances in 
medical science together with new drugs and treat-
ments. All in all, the result will be a massive rise in 
healthcare costs. 

A further factor is that compensation standards are 
not exempt from efforts to harmonise the Euro-
pean market. On social grounds, they are more 
likely to be adjusted upwards than downwards. 
At the same time, growing importance is being 
attached to protection of the victims, and particu-
larly children. 

Risks of change are also increasingly encountered 
in emerging economies. Loss of earnings consti-
tutes a large part of severe personal injury claims 
in countries where the economic boom has trig-
gered above-average wage increases. Countries 
where formerly low indemnity limits are now rising 
pose a special challenge. This is a development we 
can expect to see, for instance, as the fi fth motor 
insurance directive comes into effect in eastern 
Europe. Moreover, with increasing prosperity in 
the emerging markets, demand for healthcare 
will rise, and with it costs. Finally, the effects of 
increased life expectancy will be particularly 
evident in the emerging economies. 

Asbestos hazard: The greatest care 
has to be taken with clearing-up after 
events such as explosions: asbestos is 
extremely durable and has a high 
resistance to heat. 



Risks of change

Risk management in insurance and 
reinsurance also involves controlling 
latent exposures, sometimes referred 
to as “creeping death”, as well as 
catastrophic, big-bang-type events. 
The main issue is what can be done 
to ensure that the systemic character 
of the risk of change is manageable? 

Insurers normally transfer risks of 
change by means of non-proportion al 
reinsurance, one of the reinsurer’s 
core products, ceding little of the 
business but a large portion of the 
risk of change. The main options and 
limits are as follows: 

–  Excess of loss reinsurance smooths 
insurers’ results by offsetting the 
risks of both random fl uctuations 
and change to which they are 
exposed. This is achieved by a gear-
ing effect, which caps the infl ation-
ary impact of large losses. Where 
the reinsurer is concerned, the 
effect is the opposite, moderate loss 
infl ation producing high layer infl a-
tion (see chart).

–  For insurers, excess of loss reinsur-
ance means faster, more stable 
claims settlement, whereas the 
reinsurer only achieves the same 
level of reserving certainty some 
time later. The chart illustrates this 
process using the example of a 
workers’ compensation claim in the 
USA. 

–  Finally, where the insurer uses an 
internal model, excess of loss rein-
surance reduces its requirement for 
risk capital under Solvency II. Whilst 
in short-tail business segments the 
claims burden is known at year-end 
and the risk capital is available 
annually, in the long-tail segments 
risk capital has to be based on
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Excess of loss: Options and limits

Excess of loss gearing effect
The chart shows the impact of 3% loss infl ation per annum (or 34.39% over ten years) on a 
US$ 450,000 and a US$ 700,000 claim, which produces layer infl ation of 10.55% (a total of 
172.74%). The calculation is based on an insurer’s priority of US$ 500,000. Instead of settling 
a loss of US$ 200,000, net of infl ation, the reinsurer now has to pay US$ 545,485 as infl ation 
has increased loss A to US$ 605,755 and loss B to US$ 940,730. 

US$

Source: Reinsurance Association of America

  cumulative reserve uncertainty. The 
more risk the insurer cedes to the 
reinsurer, the more its risk-capital 
load is lightened. 

1,000,000

500,000

Claim A Claim B Claim A Claim B

1995 2005

Claims infl ation: +3% p. a.

Priority 

Insurance and reinsurance claims settlement
The primary insurer has set aside reserves equivalent to 49.7% of the ensuing ultimate 
loss after one year’s claims development, compared with a mere 6.7% in the case of the 
reinsurer. After ten years, the ratio is still 94.1% to 55.3%.
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Risks of change

Munich Re’s position
Given that there are many different risks of change, 
the reinsurer faces an optimisation problem: the 
need to satisfy modern risk management require-
ments, on the one hand, and the desire to offer 
 clients as much capacity as possible, on the other. 
The issues are as follows:
–  Pricing is a necessary but by no means entirely 

adequate way of dealing professionally with risks 
of change. We cannot extrapolate the past into 
the future indefi nitely using our traditional 
 methods and models.

–  Risks of change are correlated closely and in a 
complex manner. The situation is different from 
that of natural catastrophes, and diversifi cation 
only functions to a limited extent. Accordingly, 
our overall portfolio exposure cannot be pre-
cisely quantifi ed and we have to treat such scen-
arios with corresponding caution. 

The problem is addressed using a professional risk 
management approach that seeks to control the 
non-proportional capacity of long-tail business. 
Given the many different forms that risk of change 
can take, there is no patent solution for each and 
every case. In order to provide capacity as effi -
ciently as possible, we and our clients formulate 
strategies that are custom-tailored to the character-
istics of a particular market and line of business. 
Our clients also benefi t from the fact that we keep a 
constant watch on the main loss-drivers. We have 
the portfolio diversity, all-round expertise, and 
fi nancial strength to exploit limited opportunities 
to the maximum on our clients’ behalf. 

How insurers and reinsurers can manage risks of 
change
Insurers and reinsurers have a common interest in 
ensuring that risks of change are manageable. 
Indeed, this is essential if we are to make the most 
effi cient use of the available reinsurance capacity. 
The ways and means of achieving this objective 
vary according to loss development phase (dia-
gram on page 20). 

Phase 1: Before notifi cation of claim by the insured
In some lines, due to the type of cover, trigger and 
portfolio, it may take years for insurer and rein-
surer to be notifi ed of claims. The claims are then 
settled in an environment which is seldom the 
same as that in which the premium was priced. For 
instance, workers’ compensation and employers’ 
liability claims in respect of asbestos-related dis-
eases may have incubation periods of up to 30 
years. Treatment costs can soar in the intervening 
period. Similarly, it often takes time for environ-
mental and professional liability losses to come to 
light. Whilst there is little reinsurers can do to rem-
edy this, insurers can address the issue by applying 
appropriate triggers. 

Phase 2: Losses known but not reported 
The effect is the same as in Phase 1 in cases where 
the insured is aware of the claim but there is a 
delay in notifying insurer or reinsurer. Our analyses 
show that this factor in itself often accounts for 
seemingly unfavourable developments. Delays of 
this kind have arisen, for example, following 
changes in care-cost reserving for motor liability 
claims in France, or after reassessment of US work-
ers’ compensation claims relating to back injuries 
originally considered minor. 

Delays are often due to processing backlogs or lack 
of expertise in handling major losses. These are 
issues we actively seek to address by organising 
claims reviews and regular claims meetings with 
clients. Another option is to set up a form of early-
warning system under which notifi cation of critical 
losses is mandatory. But sometimes claims are 
reported late simply because the cedant’s portfolio 
lacks the critical mass that ensures prompt identifi -
cation of major trends. Again, the answer may lie 
in claims notifi cation clauses, provided they are 
applied throughout the market. 

In order to provide capacity as effi -
ciently as possible, we and our clients 
formulate strategies that are custom-
tailored to the characteristics of a 
 particular market and line of business.



Risks of change

Final claims – Uncertain to the last
There may be decades between the occurrence of a loss and fi nal settlement. 
The risk of change can be divided into four phases.

1990 1995 2000 2005 2035

Loss occurrence Loss known to 
insurer

Loss reported to 
reinsurer/excess 
insurer

Consolidation Full and fi nal claims 
settlement

Phase 1 Phase 2 Phase 3 Phase 4

Subsequent adjust-
ment of annuities, 
lump-sum payments 
(reopening closed 
fi les)

Reasons for delay:

Extent of injuries 
not known (for 
ex ample in the case 
of  children), wrong 
diagnosis/treatment

Processing backlogs, 
inadequate reserving

Long-tail business 1  

1  For example, occupational diseases in workers’ compensation and employers’ liability; environmental and professional liability.
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Risks of change

The later the point at which insurer or reinsurer is 
advised of the loss, the more diffi cult it is to man-
age the pricing and reserving. In particularly critical 
cases, it may be possible to resolve the issue by 
imposing a time limit for claims notifi cation in the 
form of sunset clauses. 
 

Phase 3: Known but undetermined claims
Depending on severity, it can take years for the 
extent of physical impairment to be defi nitively 
known and the possibility of further deterioration 
largely excluded. For example, in France it takes 
four to six years on average in severe personal 
injuries cases, and the condition of minors is often 
deemed to have consolidated only when they 
reach the age of majority. This is particularly crucial 
for reinsurers, since almost half of severe personal 
injury claims relate to children and young people. 

Settlement before fi nal consolidation is fraught 
with uncertainty and not in the victim’s interests. 
We work closely with rehabilitation service pro-
viders and medical experts to optimise this phase 
of the process, also furnishing details of such 
 services to cedants. The doctors involved in these 
schemes have the experience to make a swift 
 diagnosis of the corresponding complaints and 
injuries and recommend the best treatment and 
rehabilitation options. In this way, convalescence 
periods can be shortened considerably, to the 
 benefi t of insurer, reinsurer and, equally important, 
the injured party. 

Phase 4: Development of claims until fi nal 
 settlement
Annuities and costs for nursing and medical care 
normally have to be paid throughout the victim’s 
lifetime, i.e. for several decades in some cases. If 
the payout is fi xed and cannot be subsequently 
adjusted, the main risk borne by the insurer is 
 longevity. Since this is also part of our life and 
 pensions business, it is not in itself a problem. 

However, payment models are no longer as stable 
as they were in the past. The courts may order that 
claims thought to have been settled be subse-
quently adjusted to ensure adequate provision is 
made for the victim in the event of a deterioration 
in the latter’s condition or rampant infl ation.

Even in countries where the state pays annuities 
in full or in part or the social security carrier has 
agreed to waive recovery rights (for instance in 
Sweden, treatment and nursing care are paid for 
by the national health service, which is not able to 
recover from the motor liability insurer) the possi-
bility that the situation will change at some future 
date cannot be ruled out. Thus, regulations are li -
able to be amended when governments fi nd them-
selves short of funds. 

In all cases where the loss burden is subsequently 
redistributed, it is not possible to predict with rea-
sonable certainty how a claim is likely to develop, 
and the limits of traditional excess of loss reinsur-
ance are reached. This issue can be addressed in 
two ways: either by means of contract clauses 
(annuity commutation clauses, for instance) en -
suring settlement is again manageable for the 
 reinsurer, or by providing innovative insurance 
structures. In an endeavour to address this issue, 
we are constantly working with our clients to fi nd 
solutions that take into account both their needs 
and the prevailing market conditions. 

Gerard Finley is a Senior Casualty Treaty Underwriter 
for Underwriting Services at Munich Re America.
Dr. Guido Funke is an Executive Manager responsible 
for Corporate Underwriting Casualty at Munich Re.
Barbara Vollath is a Senior Corporate Underwriter in 
 Casualty at Munich Re.

Correct treatment: Better care for children 
can prevent problems later in life. 

Wherever the loss burden is subse-
quently redistributed, it is not possible 
to predict with reasonable certainty 
how a claim is likely to develop.
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Enterprise risk management

Up to now, holistic risk management has been 
largely restricted to the fi nancial sector, with 
the majority of companies just protecting 
themselves against individual, “classic” types 
of risk. But the risk culture is changing dramat-
ically – the demand for cross-cutting analysis 
and protection is growing among smaller and 
medium-sized companies as well. For the fact 
is that, increasingly, new types of risk are 
appearing for which the market does not 
always have a solution yet. 

Production line: Division of labour 
and global manufacturing make   
all-round awareness of the potential 
for production breakdowns even 
more vital. 
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Enterprise risk management

Recognising new types of risk – Developing innovative 
solutions

Companies are coming under increasing pressure to meet the expect-
ations of investors, rating agencies and other stakeholders. At the same 
time, their operations, and with them the risks involved, are growing in 
complexity. The ability to recognise and understand change and initiate 
the required action is not only an absolute prerequisite for exploiting 
growth potential to the full, but is also critical for survival. 

Wolfgang Boffo

In principle, the assessment of material risks, such 
as loss of production due to claims events, is rela-
tively straight-forward – this has long been the 
insurance industry’s core business. However, now-
adays intangible losses such as lost profi ts and 
reputational risks are gaining in importance. 
 Contaminated food or toys containing noxious 
substances can have dramatic consequences for 
producers, as can business interruption, where a 
company might be forced to suspend production 
for weeks or even months, possibly losing custom-
ers to competitors as a result. Whilst the loss itself 
and running costs during the interruption can be 
insured, the loss of customers or market share 
 cannot. 

The problem with intangible losses is that lost 
 profi ts and reputational risks are considerably 
more diffi cult to assess and have so far not been 
the object of mitigation. Estimating the costs 
incurred until reputation or market share is re-
established is even more complicated. Many man-
agers have so far been insuffi ciently aware of the 
changed risk profi le of their company because in 
most cases it is not transparent. As a result, they 
unwittingly expose themselves to higher risk in 
pursuit of overriding goals such as growth and 
increased profi ts. 

While banks and insurers have been grappling with 
holistic risk management for a number of years 
because of new supervisory requirements being 
introduced with Basel II and Solvency II, other sec-
tors have not been subject to formal regulatory 
requirements. For most companies, risk manage-
ment, if they consider it at all, involves covering 
specifi c, traditional types of risk, such as interest-
rate or foreign-exchange risk, or taking out build-
ings insurance. Risk management is often part of 
the purchasing department. 

An understanding of the need for holistic risk man-
agement is developing only gradually, especially in 
small and medium-sized companies, but in future, 
companies of any size in all sectors of activity will 
have to address the issue of holistic risk manage-
ment, i.e. risks will not be considered separately, 
but as a whole. This paradigm change is supported 
by the following arguments: 

–  New types of risk and chains of cause and effect 
can no longer be properly managed using trad-
itional separate assessment. 

–  Decision-makers in companies need a clear 
understanding of the overall risk situation and 
the effectiveness of any possible action they 
might take. In the context of risk management, 
they must be in a position to carefully consider 
and decide which risks to retain and which to 
transfer. 

–  Risk culture is changing. At many companies, an 
exclusively negative perception of risk is giving 
way to a desire to manage opportunities. 

–  The methodologies and models required for 
holistic risk management are becoming more 
reliable and take both qualitative and quantitative 
information into account. Ideally, capital and risk-
transfer costs should be transparent, providing a 
sound basis for decisions.

–  Stakeholders take a positive view of holistic risk 
management, which, for example, can have a 
direct positive impact on a company’s fi nance 
costs or rating in relation to its competitors (see 
page 29).

Product recall: If a company has to recall 
defective goods or contaminated foodstuffs, 
its reputation tends to suffer. 
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Solutions for holistic risk management
Munich Re’s declared objective is to focus on 
expanding the range of insurable risks. However, 
the intention is not to render all the standard exclu-
sions of the past insurable or to assume inherent 
entrepreneurial risk. Last year, we set up a new 
unit, Special Enterprise Risks (SER), with a view to 
de veloping holistic solutions for the multiplicity of 
new risk types together with our clients. We work 
with our clients on a project basis, fi rst performing 
a detailed analysis of their risk profi le and then on 
the basis of the analysis, deducing with them their 
need for cover and developing tailor-made solu-
tions. 

The solutions generally combine various triggers 
which may underlie a loss. In addition to the 
“traditional” costs, the components of the cover 
can include lost income or the insurance of intan-
gible assets such as brands, reputation and human 
capital. Munich Re has also developed totally new 
covers, such as protection for participants in clinical 
trials for the pharmaceuticals industry and cover for 
balance-sheet risks in the solar energy sector (cf. 
page 26). These specifi c solutions provide the client 
with a degree of certainty in planning for certain 
risk situations and cash fl ow requirements as well 
as permitting optimum allocation of the capital 
released. 

Our target clients are larger companies with turn-
over of several hundred million euros and more. 
We do not limit ourselves to any particular sectors 
or regions. 

Prospects
Even a holistic risk management system cannot 
prevent heavy losses – any system can, for ex -
ample, be deliberately undermined and ultimately, 
not every (extreme) incident can be fully covered 
ex ante. On the basis of a holistic view of the risk 
situation, customised solutions are needed. A 
company must decide which risks are to be 
retained, insured or covered via the capital mar-
kets. Munich Re provides its clients with support 
and advice in all of these three areas – and already 
offers innovative, tailor-made solutions. 

Wolfgang Boffo is a Risk Consultant in the Special Enter-
prise Risks Unit. An expert in the holistic risk management 
fi eld, he analyses risk profi les and identifi es areas where 
there is need for mitigation.



Enterprise risk management

The consequences of global warm-
ing, constantly rising energy require-
ments and, last but not least, the 
 signifi cant rise in oil prices have pro-
vided a boost for renewable energy. 
In Germany, world pioneer in this 
area, the federal government has laid 
an important foundation stone for a 
reorientation of power supply with 
its Renewable Energy Sources Act. 
Even after the latest reduction in 
prices for energy supplied to the pub-
lic grid, the state-subsidised market 
remains attractive for producers.

In the context of these prices, Munich 
Re developed an enterprise risk 
 management (ERM) solution at the 
request of a German photovoltaic 
(PV) module producer, which covers 
extreme fl uctuations in the annual 
degradation of PV modules. Munich 
Re currently has a unique proposition 
worldwide in this fi eld, enabling it to 
position itself strongly in the high-
growth and future-oriented PV sector. 

Due to the guaranteed prices paid for 
energy fed to the grid, module oper-
ators have a considerable interest in 
modules producing long-term high 
performance. Consequently, they 
give performance guarantees for the 
modules they sell and must therefore 
post reserves in their balance sheets 
which can only be best estimates and 
are totally inadequate in the event of 
a claim. Moreover, solar energy com-
panies are usually recently estab-
lished, have limited liquidity and 
need to invest constantly to keep 
pace with the market. 

The ERM solution provides com-
panies with security and benefi ts in 
a number of ways:
–  It provides better cover of the mod-

ule manufacturer’s risk than creat-
ing reserves.

–  Cover for unexpected, extreme fl uc-
tuations in performance. In a new 
growth market like the PV industry 
with average annual growth of 
around 10%, a module manufac-
turer can often lose its position in 

Degradation: The diminution in per-
formance of PV modules in a given 
period, mainly resulting from physic-
 al processes in conductor materials, 
but can also be adversely affected by 
the module manufacturing process.

Feed-in-tariff: The German Renew-
able Energy Sources Act guarantees 
PV-module operators a price for 
every kilowatt-hour (KWh) of solar 
power supplied to the public grid. 
The price is guaranteed for 20 years 
on a reducing basis.

Clean energy: The world’s largest solar 
power station, near Leipzig, Germany. 

Photovoltaic solution – Entrepreneurial risk under control
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  the market in the case of a loss – 
a tailor-made ERM solution reduces 
this risk. 

–  In the event of a claim, our solution 
provides liquidity at lower cost 
than, for instance, the fi nancing 
bank.

–  Since our solution has been con-
ceived as a holistic enterprise risk 
management approach, rating 
agencies and fi nancing banks take 
account of the reduction in risk and 
in particular the spread of risk that 
it provides.

–  Tailor-made cover for risks reduces 
the module manufacturer’s capital 
costs, which in itself pays some of 
the insurance premium.

However, unlike other insurance 
 covers, this ERM solution is not a 
“comprehensive carefree package” 
that, in the event of a claim, places 
the company in the position it would 
have been in had the loss not 
occurred, but instead guarantees an 
additional, quickly available, though 
limited, amount of liquidity enabling 
the company to continue operating. 

Munich Re is the only company to 
offer an ERM solution for fl uctuations 
in the performance of photovoltaic 
modules. As fi rst mover, we are 
 supporting a very dynamic and 
extremely promising market segment 
with profi table solutions for a risk we 
are able to assess. For us, climate 
change is also a strategic issue and 
hence, the development of concepts 
for the coverage of renewable energy 
is an integral component of our 
 strategy.

Christian Scharrer is a Risk Consultant in 
Special Enterprise Risks. A graduate in 
industrial engineering and management, 
he deals with enterprise risks in the fi elds 
of energy, renewable energies and hedging 
strategies to limit exposures. 





Enterprise risk management

New drugs are constantly attracting 
media attention because of their pos-
sible side effects. In the worst case, 
drugs have had to be completely 
withdrawn from the market. The 
company concerned suffers huge 
fi nancial loss and, at least in the 
short term, damage to its reputation. 

Side effects are the result of the 
highly complex biological processes 
in our body. Drugs interfere with this 
dense mesh of interaction, and un -
desirable reactions in addition to the 
intended biochemical ones cannot be 
ruled out. It is therefore not possible 
to state in advance that a drug is 
absolutely safe.

In order to eliminate risks for users as 
far as possible prior to the product 
launch, toxicological collection of 
data using animals is followed by 
clinical trials, specifi cally in those 
countries in which the drug is to be 
marketed, given that there may well 
be substantial ethnic variations in 
drug responses due to differences in 
enzyme status. It is thus not possible 
to license drugs in the USA that have 
undergone clinical trials in India only.

The sponsors must therefore reckon 
with delays due to the clinical trials 
for the following reasons: 
 
–  The competent ethics commission 

must give its agreement before the 
trials are carried out.

–  This agreement will only be forth-
coming if the sponsors are able 
to prove that they have taken out 
insurance for the clinical trial par-
ticipants. 

–  Insurance cover will only be 
granted when the ethics commis-
sion has responded positively to the 
ethical and legal issues.

 
A stalemate therefore ensues, with 
both parties waiting for the other to 
act. In addition, the insurer has to 
produce a contract stipulating insur-
ance terms and conditions and calcu-
late the premium. This takes time, 
since the pricing involves carrying 
out a separate risk appraisal, which 
includes an examination of the report 
on the trials and numerous other 

pharmacological parameters. The 
number of subjects participating in 
clinical trials is also an important cri-
terion for determining the premium. 
In view of the very strict legal require-
ments in most Western countries, 
sponsors are increasingly turning to 
emerging countries. Recently, clinical 
studies involving high numbers of 
participants have been carried out, 
notably in India, where costs are gen-
erally lower.

In order to extend insurance protec-
tion to clinical trial participants in 
emerging countries, Munich Re’s 
Special Enterprise Risks (SER) Unit 
has developed a new type of cover 
for the trials. Thanks to its computer-
ised pricing tool, the SER solution 
facilitates time-consuming risk 
assessment and premium calcula-
tion. After a short introduction, the 
tool is easy for underwriters to use, 
calculates premiums rapidly and 
automatically, and even generates a 
confi rmation of cover together with 
the insurance terms and conditions. 

The tool incorporates all the criteria 
necessary for the risk assessment, 
e.g. type and period of study, duration 
of medication, etc. On receiving the 
promise of cover from Munich Re, the 
sponsor can obtain the ethics com-
mission’s agreement and then (and 
only then) launch the trial. Thus, in 
comparison with the previous proced-
ure, the sponsor saves a great deal 
of time and cost. The procedure for 
conducting the trials is also rendered 
considerably easier, and what is 
more, all clinical trial subjects, includ-
ing those in emerging countries, 
enjoy the ethical rights that are stand-
ard in Europe.

Dr. Volker Kraus is a Senior Risk Analyst in 
Special Enterprise Risks. He has a doctorate 
in chemistry and toxicology and develops 
tailored solutions for the chemical/pharma-
ceutical industry, including for enterprise 
risks. 

Pill production: Before a drug can be 
licensed, it has to undergo clinical trials.

Insurance cover for clinical trials



Statement by Standard & Poor’s on enterprise 
risk management

Standard & Poor’s announced in June 2008 that our ratings analysis of non-
fi nancial corporations will be expanded to include a review of the company’s 
Enterprise Risk Management (ERM) abilities. We expect the ERM evaluation 
process to improve the breadth and consistency of our review of manage-
ment capabilities. Reviewing a company’s management is a highly qualitative 
exercise that we believe will be enhanced by the ERM framework, providing 
more consistency in our rating reviews and transparency in our written 
reports. 

ERM discussions are being introduced into our ratings process for all rated 
companies globally. Eventually, we expect this will lead to changes in ratings 
and/or outlooks, but initially only if we observe extraordinary conditions that 
change our existing perception of a company‘s business profi le. 

Initially, our reviews will focus on the risk management culture and strategic 
risk management. Risk management culture looks at the importance of risk 
and risk management in considering daily corporate judgment. To assess the 
risk management culture, we will evaluate the organisational structure, as 
well as the roles, capabilities, and accountabilities of those who execute risk 
management. The risk management governance structure is a critical aspect 
of ERM. Strategic risk management is the process that a fi rm uses to incorp-
orate the company’s information about risk and return on risk into corporate 
strategic decision-making. A comprehensive measure of risk is usually a key 
concept in these processes. Our analysis of strategic risk management will 
start with understanding the fi rm’s risk profi le and obtaining management’s 
explanation of recent changes in the risk profi le, as well as expected future 
modifi cations, i.e. exploring why changes are being made.

ERM is part of our standing agenda in regular review meetings with com-
panies and started in July 2008. During 2009, once we have gathered informa-
tion from a number of companies, we plan to benchmark companies and 
 publish criteria that will eventually lead to evaluation and possible scoring of 
ERM capabilities. Firms will be benchmarked fi rst within their sector and then 
between sectors for consistency.

ERM will be refl ected in the Standard & Poor’s ratings report within the discus-
sion of management performance. We expect the initial conclusions to be very 
broad and to develop these into something much more specifi c over time.

Enterprise risk management

Keith Bevan is a Director in Standard & 
Poor’s Financial Institutions Division, where 
he is an Enterprise Risk Management 
 specialist for European insurers. He is 
responsible for preparing ERM assessments 
and for developing criteria and processes 
for the Economic Capital Review process for 
insurers.
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Topics: The risk landscape is changing at breath-
taking speed, with the global networking of 
 companies proceeding apace. Which risks does 
the insurance industry see as being particularly 
critical? 
Michael Sorg: Well, ramifi ed supply-chain pro-
cesses for example, or other complex risks too, 
such as loss of reputation. A whole range of project 
risks, such as output guarantees, are currently not 
covered either. 

Topics: Why is it so diffi cult to fi nd appropriate 
cover? 
Sorg: Some of the risks involved have only become 
apparent in the last few years, or companies have 
only just become aware of their extent after analys-
ing their situation in greater depth. And the more 
complex a risk is, the more diffi cult it is to design 
an appropriate solution that is still transparent. 

Topics: Isn’t it up to insurance companies to 
 propose solutions?
Sorg: Most companies that contact us mainly do so 
because they have come across risks which they 
have previously grossly underestimated. Our 
approach is to tackle the problem together with the 
client. Even if this is a long process that can last for 
many months, solutions can usually be found. It is 
relatively rare for us to develop a particular product 
and take it to the market. 

Topics: In the last few years, the fi nancial sector 
in particular has been concentrating on risk man-
agement. Are there any other sectors that will also 
have to take ERM on board sooner or later? 
Sorg: The importance of risk management will 
increase everywhere, simply because the world we 
live in is getting more and more complex. At the 
present time, some companies are not fully aware 
of their actual risk situation and are consequently 
not adequately insured. To identify existential risks, 

I need to analyse my situation as a whole. This is 
the only way of ascertaining which risks can be 
borne alone and how insurance protection can best 
be structured. 

Topics: In principle, ERM is traditionally the 
domain of primary insurers, so aren’t we taking 
business from our insurance company clients? 
Sorg: Reinsurers have always been important 
 drivers of new products in insurance and cover 
does not at present exist for the areas we are talk-
ing about. So we are actually broadening the range 
of products available and fi lling a gap. Our long-
term aim is to progress from case-by-case treat-
ment to a more standardised and more generally 
applicable solution. If we can achieve that, we will 
be able to offer the products we have developed 
directly to our insurer clients. The development of 
new covers is part of our service, and we see it as 
a way of differentiating ourselves from other re -
insurers. We also need partners with strong sales 
channels for mass distribution of these special 
solutions. 

Topics: So will Munich Re leave the fi eld open to 
others after the pioneering work it has done? 
Sorg: It is certainly possible for our role to change 
in the course of a product cycle and for us to move 
from being an active development driver to occu-
pying a position further back in the chain, relying 
on the sales operations of others. This kind of 
exclusive cooperation usually strengthens client 
loyalty enormously.

We aim to fi ll a gap

More and more companies are looking for ways of covering risks 
previously considered barely insurable. Munich Re is rising to the 
challenge of fi nding solutions and has set itself the target of pro-
gressing from case-by-case assessment to a generally applicable 
model. 

Interview with Michael Sorg

Enterprise risk management
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Topics: In what other ways does Munich Re expect 
to gain? 
Sorg: Wherever clients are desperate to fi nd solu-
tions, we can achieve good margins. For example, 
take the case of a new wind farm or solar park. 
If the operators are unable to cover the risk of 
remaining well below the technically possible out-
put level, they will not get fi nance from banks. They 
will therefore be prepared to accept higher prices 
for such cover, and are indeed in a position to do 
so, as pioneers in renewable energy have tremen-
dous opportunities. 

Topics: So many new sectors would fi nd life much 
harder without insurance? 
Sorg: In many areas, there is no solid base for tap-
ping new markets if a company does not have a 
partner in risk. Incidentally, at Munich Re we are 
committed to supporting renewable energy with 
innovative ideas to make our contribution to at 
least slowing down climate change. 

Topics: A database going back over many years is 
normally crucial for risk assessment. As this is not 
available for the new areas of cover, how can you 
ensure that the risks are nevertheless properly 
evaluated? 
Sorg: Data for many new types of risk are surpris-
ingly good. For reputational risk, for example, you 
can see which companies hit the headlines for 
what reasons quite a long way back, and there you 
have it – the basis for a reputational risk model. If 
no empirical data are available at all, we have to 
move forwards in stages. We can use constructions 

that limit the risk transfer – for example old-fash-
ioned methods like coinsurance, where the insured 
always bears a certain portion of the risk, or 
deductibles. Partial fi nancing schemes can also be 
devised. These involve contracts over several years 
in which high up-front premiums are paid into a 
pot, subsequently used to cover claims. In combin -
ation with profi t commission, they can be used to 
at least limit the risk transfer. 

Topics: What potential do you see for the ERM 
market? 
Sorg: If you consider the volatility in company 
 balance sheets caused by risk, you soon get into 
billions. 

Topics: In a soft market like the one we have at 
the moment, isn’t there a risk that Munich Re 
might develop holistic solutions but then not be 
able to obtain a price that is technically high 
enough? 
Sorg: There will always be clients who try to buy 
cover for new risks in a soft market without actually 
paying any more, but we will abide by our under-
writing discipline. Our maxim “profi t before vol-
ume” also applies to ERM, even if that means our 
offers are sometimes not taken up. Many policy-
holders simply do not appreciate that these types 
of cover are more expensive than, for example,  
normal fi re insurance. However, views are chan-
ging, due either to pressure from investors, who will 
only provide fi nance if certain risks are covered, or 
to customers recognising that the risk in question 
might assume existential proportions. 

Michael Sorg is head of Munich Re’s newly established 
 Special Enterprise Risks Unit. A mathematics graduate, he 
was manager of an underwriting department at New Re, 
Geneva, before assuming his current role.

Reinsurers have always been 
 important drivers of new products 
in insurance.
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