
The timeframe for implementation of 
Solvency II and a number of specific 
issues related to it are still the subject 
of lively political discussion. Even 
though we might have to expect 
delays or changes regarding such 
items as group supervision or the 
capital requirement for equity invest-
ment, one thing is for sure: there  
will be a profound shift in the way 
insurers evaluate and handle their 
entire range of risks. 

– Solvency II will act as a catalyst for  
a trend which has been developing 
for some time and which is acquir-
ing even more importance in the 
light of the present financial crisis: 
enterprise risk management (ERM) 
techniques will replace the tradi-
tional accounting-based approach 
with economic and holistic evalua-
tion methods. 

– Insurers will be able to assess the 
extent of risk, and measure the 
related cost, for each segment of 
their activities and will therefore be 
able to steer their business in a 
more precise way – they will gain 
new insight into the economic value 
contribution of their different activi-
ties and will be able to decide upon 
strategy trade-offs in a more 
informed and qualified manner.

As a consequence, Solvency II will 
improve the quality of evaluating and 
handling risks across the European 
insurance markets. 
This leads us to the conclusion that 
risk transfer techniques – above all, 
reinsurance – will undergo substan-
tial changes as well.
 

What trends can we expect 
for reinsurance?
 
A reinvention of the wheel, a new 
generation of products or a number 
of intelligent adjustments, a kind of 
“Reinsurance 2.0”?

Traditionally, insurers have trans-
ferred risk, i.e. purchased reinsurance 
coverage, for a number of reasons. 
Our thesis is that all the basic func-
tions of reinsurance will remain intact 
not only within an immediate Sol-
vency II context but also in every 
advanced enterprise risk manage-
ment environment; we will, however, 
be able to measure, define and use 
reinsurance in a more extensive and 
targeted way to create value.

“New” functions of 
 reinsurance?

– Surplus relief and increase of 
underwriting capacity are the most 
important traditional functions of 
reinsurance coverage. In the “new” 
environment, these functions will 
be extended, as there will no longer 
be a 50% limit for the consideration 
of reinsurance protection, as under 
Solvency I. Its economic effect on 
various balance sheet items and on 
the overall solvency ratio can be 
measured more precisely and the 
structure of reinsurance can be 
 tailored to satisfy specific require-
ments of a client’s Solvency II 
 balance sheet. 
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– As Pillar 3 of the Solvency II direc-
tive will also provide a higher 
degree of market transparency, 
insurers’ financial solidity will be 
exposed to more outside scrutiny. 
Thus, a solid solvency ratio will not 
only be beneficial in the context of 
regulation, but an important com-
mercial asset and success factor for 
an insurer to attract clients.

– As volatility is a predominant driver 
of a given risk segment’s capital 
intensity, the traditional reinsurance 
function of smoothing the under-
writing result is gaining new impor-
tance: the impact of high or cata-
strophic claims exposure within 
mainstream business or of new or 
especially volatile lines of business 
on the underwriting result can be 
reduced through appropriate rein-
surance protection. Under a stand-
ard formula calculation, several 
years’ history of smoothed claims 
experience can even reduce the Sol-
vency Capital Requirement (SCR). 
This also helps to provide more 
 stable solvency ratios in a market-
value framework

– From a general ERM perspective, 
and under Solvency II, the measure-
ment of profitability shifts from a 
combined-ratio approach to value-
based management which takes 
into account the cost of capital. Ced-
ing risk to reinsurers will therefore 
involve not only a risk premium but 
also a reduction of the retained risk 
and the related net capital require-
ment. Given that reinsurers usually 
have more diversified portfolios 
and are therefore able to carry the 
risk they assume at a lower cost in 
many cases, the insurer can 
improve the return on its retained 
risk-adjusted capital. Risk and value 
aspects of reinsurance become 
more visible.

 
– Reinsurers have always supported 

their clients in expanding into new 
business areas (be they new lines or 
new territories), especially where 
they lack the required funding or 
market presence. The Solvency II 
risk structure provides considerable 
credit for well-diversified insurance 
portfolios: new business expansion 
may therefore be not only a strate-
gically desired option but a neces-
sary risk strategy. Reinsurance can 
provide quantitative support – sur-
plus relief – but also help a cedant 
to meet qualitative demands in 
acquiring and conducting new 
 business and calibrating the risk 
involved.

– In Munich Re’s view, the impact of 
requirements under Pillar 2 of Sol-
vency II on an insurer’s risk man-
agement activities has not yet been 
fully considered. Just a few exam-
ples: 

 Insurers will have to implement a 
comprehensive risk management 
cycle, from assuring quality and 
control of operational procedures, 
such as pricing, underwriting, 
claims settlement and claims 
reserving – one “collateral” func-
tion of reinsurance has always been 
to provide advice on such issues.

 On a more strategic level, insurers 
will be obliged under Pillar 2 to 
develop a risk strategy which is fit-
ted to their business strategy. De - 
veloping a risk strategy includes a 
definition of risk tolerance and risk 
appetite beyond the immediate 99.5 
Value-at-Risk and, last but not least, 
definition of a reinsurance strategy. 
Reinsurance cessions will also be 
included in the regular risk reports 
and the ORSA process (own risk 
and solvency assessment). Cooper-
ation with a reinsurer can provide 
qualified input on such issues, but 
can also help to avoid “capital add-
ons” in the event that the supervi-
sory authority is not satisfied with 
the consistency or completeness  
of an insurer’s risk management 
quality.

Reinsurance 2.0 – Which value?
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Which forms of reinsurance? 
What future for structuring 
and negotiating 
 reinsurance?

The existing range and variety of pro-
portional and non-proportional treaty 
reinsurance can be structured in a 
way that responds to a variety of spe-
cific needs and requirements. Munich 
Re has carried out a comparative 
analysis of the effect of different rein-
surance structures on the economic 
balance sheet of a sample company 
(cf. http://www.munichre.com/en/ts/
solvency_II/default.aspx). 

Two conclusions can be drawn in this 
respect:
– The standard formula shows the 

effect of reinsurance only to a lim-
ited degree, as the diversity of port-
folio and claims profiles cannot be 
sufficiently taken into account via 
standardised “formula” approaches. 
In other words, the impact of non-
proportional, non-catastrophe cov-
ers is not shown to the real extent. 
Establishing an internal model 
poses challenges to many insurers 
in terms of expertise and resources. 
Developing a partial model for the 
underwriting risk can be an efficient 
compromise: the SCR for the gross 
risk position and the reducing  
effect of different reinsurance pro-
grammes can be calculated in a 
much more realistic way. The open 

source software platform www.pil-
larone.org, which is sponsored by 
Munich Re and can be downloaded 
free of charge, provides guidance 
and assistance. Insurers can join the 
PillarOne community, contribute 
functionalities and aspects they 
consider important for their specific 
situation and, at the same time, dis-
cuss and compare their approach 
with peers or ask for input from the 
sponsors and promoters, Munich 
Re and Intuitive Collaboration. The 
very nature of the open source con-
cept fosters the evolution of a mod-
elling tool which offers superior 
functionality, documentation of 
applied or adapted methods and 
overall quality.

– From the previous comments, it is 
evident that determining the need 
and defining the appropriate struc-
ture for reinsurance will be based 
on extensive data: in the past, rein-
surance underwriting was based on 
portfolio and loss data, experience 
values and a forecast for the forth-
coming year. Future reinsurance 
considerations will include compre-
hensive analysis of economic bal-
ance sheet data and exchange on 
the cedant’s medium term risk and 
capital management strategy. Rein-
surers will extend their role beyond 
being pure providers of capacity: 
they will distinguish themselves by 
the quality of analysis, by the 
degree to which they are able to 
develop solutions fitted to the insur-
er’s specific requirements and, last 
but not least, by their ability to be a 
sparring partner on specific issues 
of risk and capital management. 

 As “risk” becomes the central crite-
rion for measuring performance 

and defining strategies, risk transfer 
options – predominantly reinsur-
ance – will play a more important 
strategic role than under traditional 
steering methods. Reinsurance 
could become part of a mid- to 
long-term strategy involving the 
introduction of new business mod-
els which provide more separation 
of value-chain components. 

 These trends will lead to a more 
extensive exchange of data and dia-
logue on strategies. The develop-
ment of insurance and reinsurance 
markets will show whether insurers 
wish to conduct such exchanges 
and dialogue with many or few 
re insurers, and what role reinsur-
ance brokers and other consulting 
partners will play.

Given that ERM is destined to 
become an overarching principle of 
successfully steering insurance activ-
ities, we are convinced that a leading 
reinsurer can provide advice and tai-
lor-made solutions for each client’s 
risk strategy. Munich Re has already 
prepared intensively for this by estab-
lishing a dedicated Solvency Consult-
ing Team which is available for dia-
logue, analysis and information. 
Clients will meet experts who are 
qualified sparring partners and pro-
viders of solutions for a wide range of 
issues regarding Solvency II and 
ERM.


