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Foreword
The insurance industry is diverse and complex.  It generally attracts less attention than other financial sectors 
such as banking and, as a consequence, tends to be less well understood.

The industry is currently facing a number of unprecedented challenges.  The volume and complexity of new 
regulation has for some time been a source of concern.  In the past two or three years, regulators have 
become particularly preoccupied with ways in which insurance may be a source or transmitter of systemic 
risk.  This may have profound implications for the way in which large insurers are regulated – and therefore 
how they manage themselves.

At the same time, demographic and market pressures are having a significant impact on business models.  
Insurers are looking at ways in which they may be able to play a larger role in long-term infrastructure 
financing.  In some countries such as the UK, some also see a more of a role for insurers in providing 
medium-term finance to industry – as is already seen in other parts of Europe.  These are developments 
which could have a major role in promoting economic activity while, at the same time, helping to meet 
insurers’ needs for more diversified asset bases.  Such diversification offers a real prospect of enhancing 
the insurers’ role in promoting financial stability.  The reinsurance sector meanwhile is faced with an 
unprecedented influx of capital into so called ‘alternative’ reinsurance structures, a development which may 
prove to have long term implications for the whole insurance landscape.

The time is ripe for a detailed examination of many of these topics and, in particular, the role that insurers 
and reinsurers can play in financial stability.  Swiss Re has therefore been pleased to sponsor the CSFI’s 
Fellowship in Global Insurance Issues.  This report – which entirely represents the views of Paul Wright and 
the CSFI and not necessarily those of Swiss Re – is an important product of that Fellowship and will make an 
important contribution to increasing understanding of these complex topics.

Walter Kielholz
Chairman of the Supervisory Board

Swiss Re
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New directions for insurance:
Implications for financial stability

Paul Wright

Preface
This is a major piece of work, and the CSFI is grateful to Paul Wright for the thought that has gone into it and 
to Swiss Re for funding the Fellowship of which it is a part.

The conclusions of the report are entirely Paul’s own – though they may give comfort to the insurance 
industry as a whole.

The main message is both powerful and simple: insurance is not the same as banking, and it does not pose 
the same risks. There has been a tendency, post-crisis, to cite the example of AIG as ‘proof’ that banking 
and insurance were essentially indistinguishable – and should, therefore, be subject to broadly the same 
regulatory regime. AIG was, however, an outlier in terms of the risks it took on, and it makes little sense to 
build a regulatory structure for the insurance and reinsurance industries on the back of an anomalous and 
discredited business model. 

That said, Paul – who has many years’ experience of financial regulation at the Bank of England, the FSA, 
and the Institute of International Finance – is no shill for the industry.  He is very aware of the risks in the 
industry – some shared with other parts of the financial system (including the shadow banking sector) 
and some idiosyncratic. And he is well aware of how quickly risks can propagate through the miracle of 
securitization. He also shares the concerns of many regulators about the need to keep insurers’ ‘non-
traditional, non-insurance’ activities on a tight leash.

But, he argues, it makes no sense to subject clearly non-systemic traditional insurers to a regulatory and 
supervisory regime that has been devised to deal with a very different NTNI business model. The point 
to remember is that insurance is a socially useful activity that addresses very real needs in any modern 
economy. Given its long-term nature (especially on the life side), it is also admirably suited to helping address 
the longer term financing needs of any mature economy – particularly as far as infrastructure financing is 
concerned. Regulators should, therefore, tread with care; it is important that the industry should be nurtured, 
and not just controlled.

Andrew Hilton
Director, CSFI
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1 Introduction
The insurance industry has traditionally attracted less attention than other parts of the 
financial sector, notwithstanding its size and the central role it plays in the financial 
activities of individuals and business.  It is, however, a dynamic industry which is 
currently being forced to confront a range of challenges – economic, demographic and 
social.  It is also being subjected to an unprecedented amount of regulatory change.

In general, insurers weathered the financial crisis better than banks.  There has 
nevertheless been growing concern among policy-makers about insurance as a potential 
source of financial instability – and even of systemic risk.  This report examines some of 
the issues surrounding this.  Many matters that could still be seen as contentious, such as 
the designation of a list of global systemically important insurers (GSIIs), are now a fait 
accompli.  Several aspects of policy are still in development, however.  The purpose of 
this report is to take a fundamental look at insurance in the context of financial stability, 
and to offer a critical assessment of the direction of some key initiatives.

The main conclusions of this report are:

-  Insurers do not typically employ leverage or maturity transformation.  They 
do not have volatile short term liabilities, and they do not create credit.  As 
such, they are different from banks.  These features limit, but do not eliminate, 
the scope for conventional insurers to be sources of financial instability.  The 
risks are, however, compounded where insurers engage in non-traditional and 
(especially) non-insurance activities.  This general view is accepted by policy-
makers – though emerging regulation is not always fully consistent with it.

-  Much of the current policy debate centres on whether insurers can be systemic, 
and on the consequences of this:

 -  Prudential regulation and supervision already exist to protect policy-
holders from mismanagement within individual insurers.  Insurers face 
several new and emerging risks which need to be addressed within this 
framework.

 -  Systemic risk has particular connotations of creating disruption at 
the heart of the financial (and especially the payments) system, being 
contagious and creating macroeconomic damage.  It involves negative 
externalities entailing costs of failure which go far beyond those 
associated with individual firms.

 -  Before subjecting insurers to significant additional layers or dimensions 
of regulation, it is important to establish with reasonable certainty that 
they are really capable of being originators or transmitters of significant 
systemic risk.

Risk compounded 
for insurers in 
non-traditional 
activities
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-  It appears that in their deliberations, policy-makers have in mind a much wider 
definition of financial instability than has traditionally been meant by the term 
‘systemic risk’.  At the same time, their zero tolerance of anything that looks 
remotely like systemic risk is causing them to apply a distorted cost/benefit 
calculus to the development of policy.

-  The report accepts that insurance – both conventional and otherwise – is 
capable of posing risks to broad financial stability, and that some non-
insurance activities can potentially be a source of systemic risk.  The 
appropriate policy response to this involves a number of elements:

 - watertight and effective consolidated global group supervision;

 - limits and restrictions on risk-taking activities;

 - capital requirements which are targeted and aligned with risk; and

 -  ensuring that activities capable of being sources of serious instability are 
structured in a way that means they do not pose a risk to the rest of the 
group and can be resolved separately.

-  In its deliberations about systemic risk in insurance, the Financial Stability 
Board is currently focusing on the areas of supervision, capital and resolution, 
but in a way that looks potentially heavy-handed and unfocused.  The concern 
is that policy-makers’ low risk tolerance and skewed perception of cost/benefit, 
is leading them down paths that may impose great costs, while addressing the 
wrong issues and making it harder for insurers to provide the services expected 
of them.  Many of the precepts underlying policy in this area are already set in 
stone, but there is still scope to avoid a number of policy pitfalls. 

-  Much attention is currently focused on the development of a global capital 
standard for insurers.  The first stage of this is the development of the Basic 
Capital Requirement (BCR).  This is a limited exercise intended to provide the 
foundation for the additional capital (Higher Loss Absorbency) to be applied 
to insurers judged to be systemic.  A straightforward and sensible methodology 
has been developed which could be used to target activities capable of creating 
financial instability.  Such a targeted approach to capital is infinitely preferable 
to a simple (comfort) blanket requirement.

-  The next step in the process – development of an international standard to 
apply to all internationally active insurance groups (the Insurance Capital 
Standard, or ICS) – will prove much more challenging.  While there are 
good reasons to seek such a global standard, the many challenges involved 
in developing it should not become a distraction – or an excuse – not to 
make progress in other areas such as global consolidated supervision.  It is 
questionable whether this should be afforded a high priority.

Zero tolerance 
is distorting 
cost/benefit 
calculus
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-  When undertaking conventional activities, insurers – especially in the life 
sector – are a stabilising influence on financial markets.  They are long-
term holders of financial assets and, unlike many other financial market 
participants, are not prone to cyclical behaviour.  There is interest in some 
parts of the industry in developing this further into new asset classes. Within 
the UK, there is some momentum behind the development of the market for 
private placements of the type already seen in the US and parts of Europe.  
More widely, there is a growing interest from many global firms in long-
term infrastructure financing.  These new areas, provided they are prudently 
managed, have the potential to be further stabilising influences, to increase 
the resilience of the financial system and to reduce reliance on bank finance.  
This development will involve further cooperation and initiative by the 
industry, but it also needs active official encouragement.

-  In their mainstream operations, global insurers make use of sophisticated 
financial instruments – albeit to a much lesser extent than banks.  Insurance 
(and particularly reinsurance) is also subject to increasing disintermediation 
as external sources of capital seek yield in the form of catastrophe bonds and 
other insurance-linked securities (ILS).  All of this creates risks which need 
to be managed and supervised.  But, absent clear evidence that these give 
insurers the characteristics of shadow banks, these should remain within the 
purview of conventional prudential supervision.

Insurers are 
a stabilising 
influence on 
markets
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2 Fundamentals

A. What is insurance for?

At the simplest level, insurance allows individuals and businesses to mitigate the 
financial consequences of events over which they have no control, in both life- and 
non-life contexts.  Buyers of insurance are willing to make predictable premium 
payments in order to protect themselves from uncertain – and potentially large – 
financial losses.  The benefits of insurance, however, extend far beyond this.  A range 
of increasingly broadly-based benefits is set out in the table below1.

1.  Some of the argumentation here (though not the detail) is taken from: The Social and Economic Value of 
Insurance: the Geneva Association September 2012

Individuals and firms

   Broader economy

       Wider society

• Mitigation of individual risks (illness, accident, natural 
disasters, death) leading to …

• … general peace of mind and financial security
• Access to financial services (eg mortgages, investment 

funds which would otherwise be unavailable) without 
protection

• Facilitation of services provision through liability and 
professional indemnity

• Facilitation of long-term savings
• Consumption and investment beyond what would be 

possible with self-insurance only
• Intermediation of long-term savings and investment flows
• Provision of long-term finance (e.g. for infrastructure)
• Stabilization of financial markets through long-term asset 

holdings
• (Through ILS) contribution to wider and deeper 

investment pools for capital market funds

• Provision of health cover and retirement income 
provision (including some portion previously provided by 
government)

• Contribution to risk awareness and mitigation (eg lifestyle 
choices)

• Promotion of improved safety and security standards 
• Improved risk information (eg areas of high health/crime/

accident risks)
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Most of the above, including the idea that insurance confers a range of benefits to the 
broader economy and society as a whole, is uncontentious.  In order to ensure that 
these benefits can be realized and that policy-holders are protected, insurance needs 
to be regulated and firms supervised.  This has traditionally taken the form of conduct 
of business regulation, to ensure that firms do not exploit information asymmetries to 
the detriment of policy-holders, and prudential supervision, to ensure that firms hold 
sufficient reserves to enable them to meet their financial obligations.

B. How does insurance work?

Insurance is not one industry but several.  Generally it is helpful to distinguish three 
broad areas:

- life;

- general/non-life; and

- reinsurance.

At the heart of all insurance is protection against risk.  Unpredictable individual 
losses can be prudently managed when they are aggregated and pooled.  Insurers are 
able to assume large diversified pools of mostly idiosyncratic and uncorrelated risks.  
Policy-holders, by incurring a modest and certain cost (premiums), are able to protect 
themselves or their dependents from large and uncertain losses in the event that 
specified risks crystalize.

The blanket term ‘insurance’ consists of a range of discrete elements such as the 
identification, pricing, underwriting and management of risk, with the attendant need 
to pay claims and ensure that financial provisions are sufficient to meet these.  These 
functions can, in principle, be decomposed to allow companies to focus on subsets 
of them. When individual primary insurers wish to avoid concentrations or to protect 
themselves from particularly large or idiosyncratic risks, they can do so through 
reinsurance.  Securitization and risk management through the use of derivatives also 
lave a role.

With reinsurance, some portion of primary insurers’ risks is transferred (‘ceded’) to 
specialist companies.  Primary insurers are able safely to assume and pool individual 
risks which are diversified and imperfectly correlated.  Similarly, reinsurers are 
able safely to assume some risks written by primary insurers which are imperfectly 
correlated and diversified (eg by time or geography).  As discussed below, a growing 
amount of catastrophe risk in particular is being reinsured in a disintermediated form 
through the capital markets.

Growing amount 
of catastrophe 
risk is being 
reinsured
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Protection against risk is a core feature of both life and general (or non-life) 
insurance.  Life insurers also act as intermediaries, gathering and investing long-
term savings and providing long-term income, particularly in retirement.  A critical 
issue – and one that has been a source of grief to many insurers, their customers and 
regulators – is the allocation of investment risk.  This is discussed in more detail 
later, but in general, where returns to investors contain any element of guarantee, this 
places part of the investment risk on the insurer – with significant implications for 
risk management, hedging and regulation.

In many mature economies, profound changes are under way in lifetime patterns 
of saving and dissaving.  As is clear from chart 1, defined benefit arrangements, in 
which either the state or employers guarantee levels of income in retirement, are 
giving way to defined contribution arrangements in the UK.  This is part of a global 
trend2.  Responsibility to accumulate and manage his or her savings is transferred to 
the saver/pensioner, as is much of the investment risk which was previously borne 
by the defined benefit pension provider.  This, combined with the challenges arising 
from greater longevity and other demographic change, is resulting in a fundamental 
shift in the ‘contract’ between citizens, the state and financial institutions, and life 
insurers are at the heart of this.

Chart 1: Total number of active scheme members in private sector workplace 
pension schemes by year (assuming 15% opt out from auto-enrolment)

2. Pensions Policy Institute: The Changing Landscape of Pension Schemes in the Private Sector in the UK.
 June 2012

Source: Pensions Policy Institute
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Insurers therefore play a fundamental role in modern economies which goes beyond 
simple protection against risk:

-  They provide a key part of the apparatus needed to generate economic 
growth and development.  At its simplest, it is possible to see banks and 
capital markets as providing the finance for economic growth, and insurance 
providing protection for the assets supporting growth and the products 
resulting from it.

-  Insurers are providers of long-term finance.  They are large-scale holders of 
bonds, both government and corporate.  Several are actively investigating 
the scope for increased involvement in direct industry finance (for example 
through private placements) and infrastructure finance.

-  Life insurers, along with other institutional investors, have a central and 
growing role as repositories of long-term savings and providers of long-term 
income as the state and employers withdraw from the provision of defined 
benefit pensions.

Scope for more 
involvement in 
direct finance
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3 Insurers and financial stability

Overview

Since the upheavals in the financial system beginning in 2007-08, all financial 
institutions have been subjected to unprecedented levels of regulatory scrutiny.  
Much of the emphasis has been on strengthening existing prudential and conduct of 
business regulation.  But there has also been intensive focus on systemic risk: where 
it originates, how it spreads and, in particular, the implications of firm failures.

Most of the focus was initially on the banking system.  The mechanisms by which banks 
become illiquid or insolvent and the ways in which this could potentially develop into 
systemic risk were well understood.  But the rapid onset of the crisis, its ferocity and the 
dilemmas it created for policy-makers forced a re-evaluation.  Concepts such as moral 
hazard, too big to fail and a non-zero failure regulatory regime, which had previously 
been regarded as largely academic, suddenly, became vivid and immediate3.

Since the crisis, regulation of banks has been substantially overhauled.  All 
internationally-active banks now face tougher capital and liquidity requirements.  
These, and more intensive supervisory oversight of governance and risk 
management, are intended to reduce the probability that they will fail.  Twenty-nine 
have also been identified as being global systemically important banks (GSIBs).  
These will be subject to additional regulation, consisting of pre-emptive measures 
to reduce the likelihood of their failure and impact-reducing ones designed to ensure 
that, in the event of their failure, the systemic consequences are contained.

The debate on systemic risk, and its implications for policy, subsequently came to 
encompass two other areas of fundamental importance to this report:

-  The spotlight has turned on insurers as a potential source of financial instability – 
and, in extremis, of systemic risk.  For too long, this resulted in an unilluminating 
debate between some insurance advocates who insisted that it was impossible 
(given their business model) for insurers ever to be sources or transmitters 
of systemic risk, and policy-makers who felt able to counter this with the 
exhortation to ‘look at AIG’.  The debate has helpfully moved on from this.

-  The FSB’s work on ‘shadow banking’ has also taken on new importance.  
Formal definitions of this concept are discussed later, but the term might be 
taken broadly to refer to institutions (or activities) which are ‘bank-like’ and/or 
capable of creating systemic risk.  This typically arises from the fact that some 

3.  “Together with many other countries, the UK is certainly guilty of saying for many years that it did not have 
a zero failure regime while giving no thought to how failure would actually be handled”.  Paul Tucker in 
Regulatory Reform and the Remaining Challenges: Group of Thirty 2011

Focus on 
shadow 
banking
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non-banks make use of maturity transformation and leverage (and sometimes 
imperfect techniques of risk transfer).  There have been suggestions that some 
insurers are assuming shadow banking characteristics4.

Insurers are not banks (or shadow banks). They do fundamentally different things, 
and their structures and balance sheets reflect this.  This fact and its corollary, 
that insurance is not usually a source of systemic risk, are broadly accepted by 
the regulatory community5.  Insurers do, however, make use of complex financial 
instruments and structures, sometimes engage in unconventional activities and have 
interconnections with the rest of the financial system, often across national borders.  
In the light of all this, it is reasonable to ask whether, in this broader context, 
they can be a source of financial instability.  A useful starting point is to examine 
whether they can have some of the characteristics of shadow banks.  If this can be 
demonstrated, regulation would need to reflect this.  But it is important to recognize 
that being large, complex and international does not in itself make a financial 
institution a shadow bank.  Insurers are already subject to extensive prudential 
regulation.  It is necessary to be clear about whether stressed or failing insurers 
can be sources or transmitters of something that looks plausibly like systemic risk 
(with its attendant negative externalities) before imposing addition dimensions of 
regulation to them.

Why does this matter for the industry?

The possibility that institutions can be sources of systemic risk would have profound 
implications for the way they are regulated.  Since the financial crisis, policy-makers’ 
tolerance for systemic risk has been close to zero.  Once any institution has been 
identified as potentially ‘systemic’ (a term that is interpreted increasingly broadly), 
all available means will be used to reduce the likelihood of its failing and to reduce 
its impact were it to do so.  The impact can be contained through measures designed 
to reduce interconnectedness or to ensure an orderly liquidation in the event of 
failure.  Such impact-reducing mechanisms are still in their formative stages and are 
untested, so much of the emphasis continues to be on pre-emptive measures designed 
to prevent failure in the first place.  Higher capital requirements and more intensive 
supervision are central elements in this.

Financial institutions inevitably have strong views about the costs imposed by 
regulation.  In the CSFI’s 2013 ‘Banana Skins’ report for example, regulation was 

4.  See for example “Insurers May be at the Centre of the Next Big Crisis” Financial Times December 26 2013, 
 in which it is stated that ‘In short, insurers are now a crucial part of the so called shadow banking sector…’

5.  The IAIS for example reports that “[Globally systemically important insurers] GSIIs are different  from Globally 
systemically important banks (GSIBs) because the traditional insurance business model is not inherently 
systemically important”  IAIS Globally Systemically Important Insurers: Policy Measures July 2013

Emphasis on 
pre-emptive 
measures to 
prevent failure
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cited as the biggest risk facing the insurance sector6.  It is inevitable that industry 
groups and lobbyists will claim that stricter regulation will hamper firms’ ability 
to provide the essential services required of them by the public and industry.  But 
regulation does impose significant costs and it is incumbent on policy-makers to 
ensure that it is genuinely aligned with identified risk to avoid creating serious 
market distortions.  The rationale and evidence base for introducing such a costly 
new dimension to supervision, therefore, needs to be fully thought through.

This report considers four areas of insurance activity which have a potential bearing 
on financial stability, and which might therefore be judged to warrant a supervisory 
response.  These are:

-  Whether insurers can create or transmit systemic risk.  The role of non-
traditional non-insurance activities (NTNI) and whether insurers have any of 
the characteristics of shadow banks.

- Insurers as investors: changing patterns of asset holdings.

- Insurers’ use of complex financial instruments.

-  New structures and sources of finance, particularly in the area of reinsurance.

A. Insurance and systemic risk

Summary

Conventional insurers are not, and are unlikely ever to be, sources of systemic risk.  
Policy-makers appear broadly (albeit, sometimes grudgingly) to accept this.  But 
they point out that insurers engaging extensively in ‘non-traditional non-insurance’ 
activities may pose such risks.  These activities need to be subject to very careful 
scrutiny to distinguish those that should come within the remit of conventional 
prudential supervision from those that warrant new dimensions of regulation 
designed to address systemic risk.  There is a real concern that policy-makers’ zero 
tolerance of anything that looks like systemic risk, and their view of the costs and 
benefits of the policy options available, is inclining them to heavy-handed solutions.

a. Focus on systemic risk: Systemic risk is a hard concept to pin down.  It is usually 
characterized by profound disruption to the financial system (particularly the payments 
system), contagion and macroeconomic damage.  A defining feature is that it involves 

6.  CSFI Insurance Banana Skins report 2013.  This found that the burden of regulation being placed on the industry 
by regulatory reform at international and local levels was seen by insurers as being the biggest risk they faced for 
the second survey running.

Policy-makers' 
zero tolerance 
inclines them to 
heavy-handed 
solutions
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negative externalities – its impact extends beyond the purely private costs (for example 
to shareholders or customers) resulting from individual firm failures, to encompass 
much wider social and economic ones.

The causes of systemic risk and the channels through which it can be propagated are 
diverse and hard to predict.  Large, interconnected firms are often at the heart of it.  
But so may be markets, exchanges or small entities which would not normally be 
thought to be systemic but which may prove to be, either individually or (when 
confidence is particularly fragile) in combination with others. 

Unsurprisingly, therefore, it is impossible to draw precise borders around systemic risk.  
It is easy to see that the failure of a globally important, highly interconnected bank with 
a central role in the global payments system is likely to have systemic consequences, 
while that of a small investment management firm will not.  In between, however, is 
a large grey area where failures would have some impact beyond the firm’s owners 
and customers – for example by disrupting market liquidity, removing market capacity 
in its products or creating volatility in financial markets – but which may not be 
considered systemic in the classic sense.

This has serious implications.  Supervisors have prudential tools, which they apply to 
institutions to minimize the likelihood that they will fail and cause detriment to customers.  
As business models and practices develop, it is necessary to make sure that this toolkit 
remains equal to the task.  If (but only if) it can be established that a firm is systemic (so 
that its failure would have larger and broader implications), supervision needs to move to 
a new level involving heightened emphasis on reducing the likelihood of failure and the 
impact should it occur.  This inevitably involves the firms concerned (and their supervisors) 
in much greater cost.  Regulators – who may be inclined, for reasons of risk aversion, to err 
on the side of caution – need to spell out their rationale for treating firms as systemic.

b. Systemically important institutions: While it is recognized that systemic risk does 
not always originate in individual firms, much of the FSB’s work has focused on the 
identification of firms that might be judged to be systemically important.  This began 
with an examination of the systemic characteristics of banks, leading to the drawing 
up of a list of those judged to be GSIBs and a proposed regulatory treatment for these.  
The work was then extended to insurers through the IAIS, resulting in the publication 
of a list of nine groups judged to be global systemically important insurers (GSIIs).  
This is in the process of being extended to reinsurers and non-bank, non-insurer global 
systemically important institutions.  The list of GSIIs, as of July 2013, was:

Allianz SE
American International Group Inc
Assicurazioni Generali S.p.A
Aviva plc
Axa S.A.
MetLife Inc
Ping An Insurance (Group) Company of China Ltd
Prudential Financial Inc
Prudential plc
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The US Financial Stability Oversight Council (established under the Dodd-Frank Act) has 
undertaken a separate but parallel exercise to identify non-banks, including insurers, which 
are judged to be systemic in the US.  Prudential and AIG have received this designation 
and (at the time of writing) MetLife is in the ‘final stage of analysis’.  The FSOC’s 
criteria for designation differ somewhat from those of the FSB and IAIS, with particular 
emphasis on size and on the scope for insurance liabilities to be subject to ‘runs’.  The 
main consequence of designation will be that the firms concerned will become subject to 
consolidated prudential supervision by the Federal Reserve, raising some concerns that 
this, together with the new capital treatment, may become inappropriately ‘bank-centric’.7

The IAIS’s identification of systemically important insurers was based on a factor-based 
analysis, reflecting the following elements (shown with their weightings in the calculation):

Factor Weighting (%)
Size 5
Global activity 5
Interconnectedness 40
NTNI activities 45
Substitutability 5

Particularly striking are the heavy weightings given to the insurers’ interconnectedness 
and NTNI activities.  The first is measured in terms of intra-financial sector assets and 
liabilities, use of derivatives, large exposures and turnover. NTNI activities are defined, 
rather imprecisely, as those involving leverage, liquidity or maturity transformation, 
imperfect transfer of credit risks, credit guarantees or minimum financial guarantees.  
They are also said to involve products that are more financially complex than traditional 
insurance products in the transfer of risk; or that involve liabilities significantly 
correlated with financial market outcomes.

The Bank of England has described the non-traditional element of the insurance 
business as being that where promises made by an insurer can only be met through 
extensive use of market instruments.8  Non-insurance activities are also categorized 
as those conducted outside of a licensed insurance entity9.

This list contains elements of what has become known as ‘shadow banking’, but it 
extends some way beyond it.  Non-insurance activities are, in their nature, the most 
likely to have shadow banking characteristics.  They are also not insurance.  Many 
of the features included in the non-traditional category may be sources of prudential 
concern, but it is far from clear that they go directly to the issue of systemic risk.  
The NTNI categorization is therefore problematic on a number of grounds.

7. PWC “Systemically Important Insurers: Global Follows US Lead” July 2013

8.  Globally Systemically Important Insurers: Issues, Policies and Challenges after Designation.  Speech by Julian 
Adams March 2014.

9. IAIS Globally Systemically Important Insurers: Policy Measures July 2013
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c. Shadow banking: It quickly became clear during the financial crisis that systemic 
risk could be created or transmitted by the activities of non-bank institutions which 
were either unregulated or inadequately regulated.  These came to be known as 
shadow banks.  Paradoxically, regulation is itself a major driver of shadow banking 
because it imposes costs which inevitably drive innovation and some financial 
activities outside the regulatory perimeter.  This can be positive, where it is 
undertaken prudently and where other sources of finance are not available.  But in 
some cases it may create systemic risk.

According to the FSB, ‘the “shadow banking system” can broadly be described as 
“credit intermediation involving entities and activities (fully or partially) outside the 
regular banking system” – or non-bank credit intermediation, in short’10.  Put simply, 
shadow banks may behave like banks (eg in providing credit or having liabilities 
in the form of bank-like deposits) and/or they may interact with regulated banks in 
ways that provide perverse incentives or create a form of dependency, so that their 
failure can have systemic effects.

The FSB’s work on shadow banking has always exhibited some tension between the 
specific and the generic. In particular, there has been a lot of attention on established 
mechanisms such as banking securitization and money market funds (MMFs).  
Securitization structures are identified as having ‘generated misaligned incentives 
while encouraging a rapid and largely undetected build-up of leverage and maturity 
mismatches’.  MMFs provided deposit-like instruments, were sources of credit and 
provided short-term funding for the banking system.  Neither was subject to the same 
regulation as banks, but MMFs were vulnerable to runs.  The FSB has also focused 
on securities lending and repo activities.

Shadow banking will continue to evolve, and new structures and activities may well 
pose new risks to financial stability.  This has prompted a more generic categorization 
of functions that may create systemic risks and which regulators need to address, 
regardless of the form of the entity in which they take place.  These include:

- loan provision that is dependent on short-term funding;

-  intermediation of market activities that is dependent on short term funding or 
secured funding of client assets; and

- facilitation of credit creation (e.g. through credit insurance).

Where shadow banks are material in scale, they may be a potential threat to financial 
or systemic stability if they:

-  undertake maturity transformation, specifically making use of short term funding;

10.  Financial Stability Board: Strengthening Oversight and Regulation of Shadow Banking: An Overview of Policy 
Recommendations August 2013
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- make use of leverage; and/or

- create credit or facilitate imperfect or opaque credit transfer11.

Insurers’ NTNI activities could pose risks to financial stability were they to exhibit 
‘shadow banking’ characteristics – for example the use of leverage or short-term 
funding.  These are much more likely to be a feature of non-insurance (NI) activities. 
However, the list of NTNI activities drawn up by the IAIS extends some way beyond 
this, and it is far from clear that many of them are likely sources of systemic risk.

B. Implications for policy

Summary

Although insurers are different from banks they can, in principle, be sources of 
financial instability and, if they venture into non-insurance shadow banking activities 
on a large scale, their failure could have systemic consequences. Treating all large 
insurers as though they are systemic is not the right starting point. Policy should 
instead focus on comprehensive supervision, regulation and capital requirements that 
are aligned with identified risks and effective resolution planning. Emerging policy 
looks heavy-handed and undifferentiated, reflecting policy makers’ excessive caution 
in this area.

a. A rational approach based on first principles: Insurers are not generally like 
banks.  Conventional insurers are not sources or transmitters of financial instability, 
much less of systemic risk.  Like all financial institutions, they run risks, which may 
be heightened by the use of complex financial instruments or innovative risk transfer 
structures.  Ensuring that such risks are identified and controlled is the traditional 
function of prudential supervision.

Insurers may venture into areas of (non-insurance) business which have the 
characteristics of shadow banking.  This can, in principle, be a source of systemic 
risk – and AIG serves as a baleful reminder of what can happen when this occurs 
on a large scale.  The objective of policy must be to ensure that emerging business 

11.  The FSB includes a separate category of ‘facilitation of credit creation’ alongside credit creation per se as a 
form of shadow banking.  It notes that “The provision of credit enhancements (eg guarantees) helps to facilitate 
bank or non-bank credit creation, may be an integral part of credit intermediation chains and may create a risk 
of imperfect credit risk transfer…. These entities may potentially aid in the creation of boom bust cycles  and 
systemic instability through facilitating credit creation that may not be commensurate with the actual risk profile 
of the borrowers as well as the build-up of excessive leverage” (FSB Strengthening Oversight and Regulation 
of Shadow Banking: August 2013).  The mischief in this case seems to rely critically on imperfect credit 
assessment either by the guarantor with respect to the borrower or the lender with respect to the guarantor.  If the 
credit assessment is undertaken correctly and the credit and guarantee are priced correctly, it is hard to see how 
risk weighted credit creation or leverage are increased by the existence of guarantees.
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strategies that have these characteristics are identified, that the risks are understood 
and managed, that capital and other requirements attached to them are aligned with 
risk and that such activities only take place in structures that are separable from the 
wider group in the event of resolution.

In practical terms:

-  There is a need for rigorous, clear-sighted global consolidated supervision.  
This must have no gaps and must be undertaken by properly functioning 
colleges, usually hosted by the home supervisor.

-  It is critical that colleges communicate and share information openly.  Firms 
and supervisors can become fixated on issues of confidentiality.  While there 
are serious issues that need to be addressed, these concerns should be got over 
and not be a barrier to effective collaboration.

-  Supervisors attending colleges will often have different supervisory 
approaches, rules and requirements.  This may pose challenges to having a full 
dialogue, but these challenges can be overcome.

-  There are compelling grounds for seeking to harmonize currently disparate national 
approaches to valuation and solvency requirements, albeit with proper allowances 
for legitimate national variations.  But this will be difficult and complex.  The 
absence of harmonization (the best) must not be allowed to get in the way of 
effective dialogue (the good).  Dialogue will itself help drive convergence.

-  Where firms or groups are identified as undertaking activities posing a 
potential threat to financial stability, supervisors must have the power to apply 
limits, restrictions or other measures to ensure these are addressed – including 
where the activities concerned may not look like conventional insurance.  If 
a firm is undertaking de facto banking or shadow banking, someone must be 
able to exercise the necessary supervisory control over this.

-  Regulatory tools – especially capital – need to be targeted on risky activities.  
Capital requirements imposed on leveraged activities, for example, need to reflect 
the risks arising from these.  If it can be shown that the activities are taking place 
on a scale capable of creating negative externalities – financial instability or 
systemic risk – the capital treatment should reflect this, being potentially punitive.

-  All well-run firms should have recovery plans which set out what they would 
do if they suffer stress as going concerns.  Consideration also needs to be 
given to how the wider implications of failure would be handled.  Such 
resolution plans will, however, look very different according to whether or 
not failure would be a source of systemic risk.  For the most part, the failure 
of insurers will not be.  A critical issue is the potential separability of entities 
undertaking NT and, in particular, NI activities.

Critical issue 
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b. Where policy is heading: The detailed policy response in respect of all firms 
(banks and non-banks) judged to be systemic consists of three elements, which bear 
resemblance to the above but with different points of emphasis:

-  Intensified supervision:  Supervision has a key role to play in ensuring that 
firms are able to identify and manage the risks they take, and that they have 
adequate financial resources.  The FSB has undertaken valuable work to 
identify ways in which supervisory oversight needs to be strengthened in 
the case of firms judged to be potentially systemic.  In the area of insurance, 
particular focus is being placed on the existence and powers of group-wide 
supervisors, the nature and location of NTNI activities and the development of 
‘systemic risk management plans’.

-  Higher capital/solvency requirements:  In the case of firms judged to be 
systemic, higher capital is categorized as ‘higher loss absorbency’ (HLA).  
In the case of the 29 banks designated as GSIBs, this takes the form of a 
straightforward capital supplement graduated on the basis of their perceived 
‘systemic-ness’.  The absence of a global solvency standard for insurers means 
that there is no ‘baseline’ on which to apply HLA.  For this reason, regulators 
are working on a ‘basic capital requirement’ (BCR) which will be the basis 
for imposing additional solvency requirements on GSIIs.  The plan is that this 
will be superseded by an international capital standard (ICS) applicable to all 
international insurance firms.

-  Recovery and resolution planning:  Failures of firms judged to be systemically 
important are, by definition, high impact events with serious and wide-ranging 
implications.  The application of additional capital/solvency requirements (HLA) 
and intensified supervision are both seen as means of reducing the likelihood 
of such a failure.  Recovery and, in particular, resolution planning are seen as 
ways of mitigating the impact of such a failure, should it occur.  Understanding 
in advance which parts of the firm are likely to be systemically significant and 
requiring structural changes and advance planning to manage these is seen as a 
central element in limiting the systemic consequences of failure12.

c. Is policy on the right track? The key to understanding current policy in the area 
of systemic risk is that, following the crisis, policy-makers’ tolerance for anything 
that looks like systemic risk is close to zero.  One consequence of this seems to be 
that the perceived balance of costs and benefits associated with aspects of regulation 
has become distorted.  Prior to the crisis, regulators were sensitive to the fact that 
regulation imposes costs, and that these need to be weighed against the benefits.  
It has long been clear that too much forbearance was extended in the form of 
‘market friendly’ regulation.  But there has now been an excessive reaction to this.  
References to cost benefit analysis are seldom heard in discussions of regulation.  
And the implicit view is that some outcomes, notably anything that looks like 

12. FSB: Application of key attributes of effective resolution to non-bank financial institutions: August 2013
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systemic disruption, must be avoided at any cost, however small the likelihood of 
its occurring.  The charge is sometimes levelled at the FSB that it has too much of 
a (central) banking perspective, and that it does not understand that ‘insurance is 
different’.  The contention of this report is that it is really excessive risk aversion and 
a distorted perception of costs and benefits that lie behind policy-makers’ lapse of 
perspective in this area.

Against this background it is possible to make the following critical observations on 
the way policy is developing.  In general, notwithstanding policy-makers’ apparent 
acceptance of the idea that conventional insurance is neither a source nor transmitter 
of systemic risk, regulators have taken an ultra-cautious approach.  This stems from 
an exaggerated assessment of the scope for insurers to create the kind of negative 
externalities associated with systemic risk, and a zero tolerance of these:

-  The application of higher loss absorbency, in the form of a blanket capital 
requirement on any insurers judged to be systemic, would represent an 
unwarranted and unnecessary over-reaction.  While such an approach could 
have some validity in the case of banks, it makes no sense for insurers, 
the bulk of whose business is not and never will be systemic.  An efficient 
approach would apply targeted (and, if necessary, quite punitive) capital 
requirements to those activities which are high risk – either in terms of the 
firm’s own stability or (in particular) the system as a whole.  As with all 
properly targeted capital requirements, this would both address the risk and 
provide cost-based signals to the firms concerned. 

  Such a differentiated approach was originally envisaged by the IAIS, which, 
in one of its formative papers on GSIIs, clearly stated that if it were possible to 
demonstrate effective separation of NTNI activities from traditional insurance 
business, “HLA may be calculated based on the NTNI activities and applied 
to the separated entities conducting them”.  Such separation would also be a 
key feature in assessing the group’s ‘resolvability’.13  This subtlety is critically 
important and should not be lost sight of.  The factor-based (and inevitably 
somewhat simplistic) formulation of the Basic Capital Requirement (BCR) set 
out by the IAIS could support such an approach, targeting NTNI activities.14  
The concern is that excessively risk-averse policy-makers will choose a 
(comfort) blanket approach.

-  The development of the BCR has a very specific purpose, namely to act as 
the foundation for higher capital (loss absorbency) requirements on insurers 
judged to be globally systemic (GSIIs).  The intention is that a global capital 
standard will be developed on a longer (but still relatively short) time scale, to 
be introduced in 2016.  This would apply to all internationally active insurance 
groups and will become the baseline for higher loss absorbency for GSIIs.  

13. IAIS July 2013 Op cit

14. Second Public Consultation on the Basic Capital Requirement: IAIS July 2014
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The development of such a global standard would, in principle, be a positive 
development.  The considerations underlying a global standard for banks apply 
equally to insurers (albeit with proper allowances for legitimate differences 
in national market conditions).  Such a standard will be formidably hard to 
achieve, however, and it is important that the many challenges that will arise 
do not get in the way of other critical developments (such as improved global 
supervision) either because the best becomes the enemy of the good or because 
it suits some firms or authorities to use this as an obstacle to progress.  It is 
questionable, therefore, whether a global standard should be given a high 
priority.

-  Global oversight of international insurers needs to be improved as a matter 
of priority.  The FSB’s work on more intensive supervision is a good starting 
point.  In Europe, EIOPA has done a great deal to improve the functioning 
of colleges, and the IAIS is actively promoting cooperation through its 
ComFrame project and guidance.15  Supervisors need to communicate 
openly, and be willing to share information, to arrive at comprehensive 
risk assessments and action plans.  They must not be fixated on issues of 
confidentiality or imperfect comparability of capital or valuation approaches, 
and they need the necessary powers to address risks.  The point is sometimes 
made that banking colleges have been tainted by their experience of the crisis 
which showed that, absent effective cross-border resolution arrangements, 
prospective and actual failures gave rise to defensive nationalistic, rather than 
cooperative behaviour.  Paradoxically, by asserting that insurance failures 
could have similar characteristics, regulators may be making cooperative 
behaviour in insurance colleges more difficult, rather than encouraging it. 

-  This underlines the need for resolution requirements to be fully thought 
through in the case of insurers.  Resolution planning is meant to constrain the 
systemic consequences of a firm’s failure.  The resolution of insurers – even 
where these undertake elements of NTNI business – is very different from 
that of banks.  Most claims on insurers arise in response to insurable events; 
liquidity profiles are different; insurers can enter into (often protracted) 
run-off; and it is possible to ‘amputate’ problem entities without group-wide 
reputational damage.  Resolution policy – which can entail very great costs 
where it delves into conventional insurance business – needs to recognize this.  
The degree to which NTNI activities can be effectively separated from the rest 
of the group is critical and should guide regulatory thinking here.

-  One further (and apparently largely undiscussed) element of resolution planning 
is whether insurers deemed to be globally systemic will (like GSIBs) be required 
to hold gone concern loss absorbing capital (inelegantly termed GLAC).  This 
is long-term debt which can be written down and converted into equity when 
a firm’s capital is depleted.  All the arguments regarding conventional insurers 

15. For example the Application Paper on Supervisory Colleges: IAIS June 2014
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suggest that there would be no logic in requiring them to be issuers of GLAC 
(they might be expected to be holders of others’ GLAC, though many in the 
industry question how much appetite there is for this).  A logical implication 
of the GSII debate, however, might be that insurers undertaking NTNI should 
be required to be issuers of GLAC.  Here too, the rationale for such a proposal, 
which would have significant cost implications would need to be spelled out.

C. Insurers as investors

Summary

Insurers, and in particular, life insurers, credibly claim that their asset holdings make 
them a positive source of financial stability (as opposed to merely not being a source 
of instability).  The protracted low yield environment poses investment challenges, 
but there is little evidence that a ‘search for yield’ will increase potential instability.  
Insurers as investors have a much greater potential role to play in financing the real 
economy through medium-term industry lending and infrastructure finance.  This has 
the potential to increase their stability-enhancing role.  The official sector needs to 
do more to foster these potentially positive developments.

Insurance is characterized by what is sometimes called an ‘inverted’ product cycle:  
premiums are received up front and contractual payments are typically made only 
when a specified event occurs.  This may be a considerable period into the contract’s 
life.  This has fundamental implications for insurers’ business models:

-  Insurers have stable and predictable inflows of funds in the form of premium 
income. These are not usually subject to sudden and rapid withdrawals, mainly 
because withdrawal incurs contractual penalties and replacement costs for 
policy- holders.16

-  Liquidity is needed to pay claims.  If actuarial analysis and risk modelling are 
effective, aggregate claims will generally be predictable.  Moreover, payment 
often takes place over protracted time periods, facilitating liquidity management.

-  Premium income that is not needed to pay immediate claims is invested in assets 
which provide the technical provisions required to meet obligations.  In non-life 
business, the returns on these assets may be used by insurers to ‘subsidize’ the 
cost of general cover and to provide protection against inflation.  Returns are 
passed on to holders of life insurance products with an investment component.  

16.  Insurance runs are not however completely unknown.  Some withdrawals were seen in Asia in response to 
the financial difficulties facing AIG, necessitating supervisory interventions.  Quoted in IAIS: Insurance and 
Financial Stability November 2011.
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The basis on which this is done will depend on whether the investment product 
promises a guaranteed return; whether (as in unit-linked products) the investor 
bears the investment risk; or whether profits are shared (and on what basis).

Insurers are therefore major investors by dint of their business model.  The G20/
OECD estimate that total assets under management in OECD countries were around 
$75 trillion in 2011.  Insurance companies accounted for just under one third of this, 
with pension and investment funds accounting for most of the remainder17.  Oliver 
Wyman estimates that assets under management in Europe amounted to around €15 
trillion at the end of 201118, with insurance companies accounting for just over half.

Insurers’ investments are heavily weighted towards bonds.  The IAIS estimates that 
over 60% of global insurance assets in 2011 were in the form of bonds19.  For Europe, 
EIOPA estimated that the figure was around 54%20.  Over half of European insurers’ 
bond holdings took the form of corporate (financial and non-financial) issues.

Chart 2: Composition of insurance investments

17. Quoted in Swiss Re: Infrastructure Investing, It Matters 2014

18. Oliver Wyman: Funding the Future June 2013

19. IAIS GIMAR 2012

20. EIOPA: Financial Stability Report 2012

Source: International Association of Insurance Supervisors
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This is not to say that there are not significant risks in insurance.  Insured events 
are, in their nature, uncertain even when pooled and technical provisions need to 
allow for this.  The IAIS points out that the two major ‘impairment factors’ for life 
and non-life insurers alike are deficient loss provisioning and inadequate pricing.  
These are often linked to rapid growth and to deficiencies in risk management 
and governance, both of which are within the purview of traditional prudential 

Differences between insurance and banking business models
Area Insurance Banking
Business 
scope

Risk pooling and risk transfer Payment services, intermediation with 
maturity transformation

Funding Liability-driven Liability and market funding driven

Up-front premiums Mostly short-term funding

Assets and liabilities are mostly matched Assets and liabilities are not strictly linked

Limited use of intercompany borrowing/
lending

Interbank borrowing/lending is significant

Balance 
sheet

Business cycle influences balance sheet in 
a limited manner

Assets and liabilities exposed to business 
cycle

Risks Substantial interest rate risk Sustainable credit and liquidity risk

Low liquidity risk Key risk due to maturity transformation and 
wholesale funding

Low interconnectedness due to relatively 
higher substitutability

Substantial trading among institutions 
(interbank and repo)

High percentage of assumed risk is 
retained

Low owner risk retained, especially with 
securitization

Leverage is limited Significant use of leverage

ALM and 
investment

Relatively stable funding and liability-driven 
investment

Low liquidity and asset-driven investment

Long-term 
holders less 
likely to behave 
pro-cyclically

Major impairment 
often linked to 
rapid growth

Insurance companies tend to be significantly more heavily weighted in bonds than 
other institutional investors, though there is considerable geographical variation in this.  
The percentage of asset managers’ and pension funds’ holdings of bonds in 2010 were 
estimated by the IMF to be 46% and 37% respectively.  Conversely, the proportions 
of these institutions’ holdings of equity were considerably higher than the proportion 
typically seen in insurance companies (which tends to range between 5% and 15%).

Insurers can, therefore, credibly claim to be a positive source of financial stability (as 
opposed to merely not being a source of instability).  They have a continuous stream 
of premium income to invest and are long term holders of assets, making them much 
less likely to behave pro-cyclically.

The chart below, drawn up by the Committee on the Global Financial System, 
summarizes the principal balance sheet differences between banks and insurers21.

Chart 3

21.  Committee on the Global Financial System ‘Fixed Income Strategies of Insurance Companies and Pension 
Funds’ July 2011
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supervision.22  Moreover, invested assets need to be of sufficient quality and safety to 
enable claims to be paid.  Where insurance products have an investment element, the 
duration and characteristics of the assets need to match the insurer’s liabilities.

a. Investment strategies: The investment strategy of any given insurer will depend 
on the nature of its liabilities (especially duration and predictability); the range of 
assets available (including those which can be safely synthesized using derivatives); 
and the institution’s risk appetite. The following table, adapted from a publication 
by Oliver Wyman and drawing on EIOPA statistics, while inevitably highly stylized, 
illustrates some of the key determinants of insurers’ investment strategies23:

Liability Typical 
duration

Required Liquidity Target returns 
or guarantees

Typical 
investment 
strategy

Non-life 1-5 years 
(may be 
longer)

Medium (possible 
policy lapse but no 
surrender value)

No return 
guarantees

Short term, 
liquid

Life (insurer takes 
investment risk) 
– eg annuities, 
traditional life

More than 
8 years  

Low (no possibility 
of surrender or 
only with significant 
penalty)

Guarantees 
often built into 
the product

ALM

Long term to meet 
any guarantees
May use derivatives
Life (policy holder 
takes investment 
risk) – eg unit linked

5-8 years High (policy holder 
has right to switch.  
Full policy value 
paid on surrender)

Target 
benchmark 
returns

Flexible – 
maximize return 
given policy  
holder’s appetite 
for risk

The profitability of insurance business tends to be positively correlated with interest 
rates. However, the nature and strength of this correlation differs according to the 
type of insurance, the characteristics of the products being offered and the skill with 
which insurers are able to offset interest rate changes through their asset and liability 
management.

With considerable simplification, the main drivers of this correlation are as follows:

-  Short-tail non-life business, such as motor or buildings insurance, where premiums 
tend to be paid annually, are relatively insensitive to interest rates.  Longer-tail 
non-life business, such as disability insurance (in which premiums may be paid 
over many years and payments made long after premiums are received), is more 
sensitive.  Liabilities will be valued on the basis of market-based discount rates, 
and a significant proportion of claims will be met from invested premiums.

22. IAIS ‘Insurance and Financial Stability’ November 2011

23. Oliver Wyman June 2013: op cit.
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-  The segment of the insurance sector most sensitive to interest rates is that 
providing savings products.  If insurers were able precisely to match their asset and 
liability profiles and to base flexible savings rates on secure investment returns, 
this sensitivity would be minimized.  It would reflect only the interest sensitivity of 
margins and the demand for savings products.  In reality however, several factors 
– including the existence of guaranteed returns, contractual arrangements allowing 
savers to adjust their saving on existing terms and the scope for surrenders (which 
in reality is often limited) – act to increase interest sensitivity.

While the profitability of segments of the insurance sector is dependent on changes in 
market interest rates, the effects are seen only gradually.  This reflects the long term 
nature of the insurance industry.  Only current premiums (which Swiss Re estimates 
globally at 12% of life insurers’ and 43% of non-life insurers’ premiums) are invested 
at current market yields.  Investment returns, therefore, reflect distributed yields over 
many previous years24.

b. Response to low yields: Notwithstanding this gradual impact, the current 
protracted low level of yields in mature economies is proving challenging, and has 
prompted some insurers to re-evaluate their risk/return preferences to maintain 
profitability25.  A report produced by the Economist Intelligence Unit for BlackRock 
in 2013 found that, amongst the largest insurers surveyed (assets under management 
in excess of $10bn), only around 30% were ‘very confident’ that they could earn 
sufficient investment returns to maintain the investment contribution to RoE in the 
following three years;  60% were ‘moderately confident’.  The figures were very 
similar for the next category down in terms of size (AuM in excess of $1bn)26.  The 
most critical drivers of this were reported to be low yields (73% of respondents) and 
restrictive regulation (71%).

The EIU/BlackRock study also found that investment grade securities will 
overwhelmingly remain the mainstay of insurers’ investment strategies.  There 
was, nevertheless, a willingness to consider a modest expansion into riskier/higher 
yielding asset classes, such as higher yielding securities and direct lending in areas 
such as infrastructure and real estate.  This finding is broadly consistent with that of 
the CSFI Banana Skins survey for 2013, which found that investment performance 
was the second highest ranking risk (and the highest for the reinsurance group), 
leading to the possibility that some companies will choose to alter their mix of risk 
and return27.  A survey of major European insurers undertaken by Linklaters in 2013 
indicated that by 2016, government and highly rated corporate bonds would account 

24. Swiss Re Sigma Report: ‘Facing the Interest Rate Challenge’ 2012

25.  Low yields per se are only part of this story.  Investment strategies are also being driven by the likely impact 
of interest rate rises on asset prices and a wish to diversify away from the increasingly narrow range of assets 
that are deemed ‘safe’ from a regulatory perspective.  These responses to the current conjuncture are beyond the 
scope of this report, which is concerned with longer term trends.

26. EIU/Blackrock: Investment Strategy at an Inflection Point?  May 2013

27. CSFI Insurance Banana Skins report 2013.

Several factors 
increase interest 
rate sensitivity

Protracted 
low yield 
levels prove 
challenging



C S F I

CSFI 73 LEADENHALL MARKET, LONDON EC3V 1LT  Tel: 020 7621 1056 Fax: 020 7493 0190 E-mail: info@csfi.org Web: www.csfi.org 25

for around 42% of the portfolios of the firms surveyed, compared to around 52% 
in 2013 – with a commensurate increase in alternative asset classes  such as equity, 
hedge funds and private equity.28

A move to higher risk/higher return investments is not in itself a source of concern, 
provided the risks are managed and controlled.  These are matters that supervisors 
need to keep under review because any uncontrolled or ill-managed shift would 
pose potential risks to policy-holders.  But reasonable shifts in investment behaviour 
in response to considered changes in risk tolerance should not be interpreted 
as evidence that insurers are more likely to become a source of wider financial 
instability.

D. Insurers as medium- and long-term 
lenders

Summary

Insurers (and other institutional investors) have a major role to play in directly financing 
the real economy in ways that go beyond their traditional holdings of securities.  This 
may involve the provision of medium-term finance to companies and the financing of 
long-term projects such as infrastructure.  Their contribution in these areas is currently 
sub-optimal. The reasons for this are complex, and a number of industry initiatives are 
under way aimed at remedying this.  A broadening of the ways in which insurers can 
meet the financing needs of the real economy would provide insurers with a wider range 
of assets with which to match their obligations, increase financial resilience and reduce 
dependence on banking systems, especially in Europe.  There is much more that the 
official sector can do to jump start this important area of activity.

Insurers traditionally have an important role as intermediaries through their holdings 
of capital market instruments – principally bonds.  They undertake some balance 
sheet lending, but this has not typically constituted a major part of their assets.  
There is, nevertheless, growing interest in some parts of the industry in increasing 
the amount of other forms of financing, both to companies seeking investment 
finance and in the provision of infrastructure finance.

Banks are traditionally the major source of funding for industry in Europe, but are 
much less so in the US where capital markets are better developed.  A recent report 
by Ares and Co pointed out that nearly 80% of financing to the real economy in 
the UK and Europe is traditionally provided by banks.  This compares with around 
20% in the US, where the bulk of financing comes from non-banks and capital 

28. Life Changing: The Outlook for Life Insurance in Europe.  Linklaters 2013
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markets.  These marked differences in the importance of bank finance are reflected in 
wide variations in the sizes of banking sectors in relation to GDP.  These tend to be 
multiples in Europe, but around 80% in the US.29

Banks, however, are coming under considerable pressure from a variety of directions 
– not least regulation – causing them to deleverage and review their lending 
strategies30.  Morgan Stanley estimated in 2013 that US banks’ loan to deposit ratios 
fell from around 95% at the end of 2008 to 75% four years later.  Those of Euro-
area banks fell from around 135% to just over 110% in the four years to end 201331.  
The BIS reported in 2013 that ‘weaker’ EU banks had reduced their project finance 
lending by 40%, and that other EU banks had reduced theirs by 20%.32

These developments are creating a number of opportunities for insurers and other 
institutional investors in medium-term lending.

In the UK, for instance, one of these is the considerable scope that exists for the 
development of a market in private placements (PP).  These are transactions in which 
institutional investors lend money directly to companies in the form of ‘private’ transactions 
not intermediated by banks.  These typically have a maturity of around seven years, are on a 
fixed term and may involve sums upwards of £10 million.  They are, therefore, most likely 
to be sources of finance for middle market and larger firms (rather than smaller SMEs).

For reasons that are not entirely clear, the UK PP market remains underdeveloped 
compared with those in the US and Germany – and to a fledgling, but rapidly developing, 
market in France.  UK companies in search of such financing have often had recourse 
to the US market, where it is estimated they account for around 20% of the total PP 
issuance, which is in excess of $50 billion.  This carries attendant foreign exchange risks.

Some UK insurers have demonstrated an interest in the development of a market 
for private placements in the UK.  Legal & General, for example, announced in 
July 2014 its intention to take part in a ‘direct lending platform’ with an initial 
commitment to lend €250 million to UK and European corporates, focusing 
on companies with turnover in excess of €100 million.33  Work is also under 
way to facilitate a Europe-wide PP market.  Market participants are working to 
identify market-wide best practices, principles and standardized documentation.34  

29. Alternative Financing for SMEs and mid-market companies: Ares and Co October 2013

30.  The regulatory impacts are helpfully summarized in the Financial Stability Board report Financial Regulatory 
Factors Affecting the Availability of Long Term Investment Finance: February 2013.  It points out: a) that while 
capital weightings for corporate lending are not changed, required capital will be affected by the generally tighter 
requirements regarding the quality and quantity of regulatory capital and the leverage ratio; and b) new liquidity 
requirements, principally the Net Stable Funding Ratio will also have an impact.

31. Morgan Stanley quoted in Swiss Re/IIF above

32. BIS Quarterly Review March 2012.

33. Legal and General Press Release 17 July 2014

34. International Capital Market Association Press Release 12 June 2014
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35. Notably the European Commission:  The Long Term Financing of the European Economy March 2013

36.  Ernst and Young, OECD and the McKinsey Institute.  The results of these are summarized in Infrastructure 
Investing: It Matters.  Swiss Re 2014

37. OECD (2007): Infrastructure to 2030: Volume 2

38. Improving the Financing of Long Term Projects to Favour Growth: Eurofi September 2013

Representatives from the official sector have had an observer role in much of this 
work since market participants also seek to identify potential regulatory and other 
impediments that need to be reviewed.

Many worthwhile developments – in this case, ones which stand to benefit borrowers 
and institutional investors while increasing wider financial resilience and stability – do 
not happen spontaneously.  Neither are the combined efforts of market participants 
always sufficient to get them off the ground.  Official sector involvement is often 
needed in a ‘catalytic’ role – at a minimum to remove unwarranted impediments, but 
also to provide positive impetus to fledgling markets and structures.

There is also a big opportunity in longer-term financing. The retrenchment of banks 
has coincided with the recognition that there is a very large unmet need for long-term 
financing, particularly of infrastructure35.  Long-term financing in this context usually 
involves maturities in excess of 25 years, and up to 50 years in some cases.  These 
facilities usually have multi-year development and payback periods and may support 
public investments (undertaken by central or local governments), private investments 
in infrastructure (transport, communication, utilities or housing), or private investment 
in non-infrastructure projects such as manufacturing, retail or healthcare.  

A range of studies has put the global need for total infrastructure spending in the period 
to 2030 at $50-70 trillion.36  The OECD estimates that annual required investment in 
the ‘narrow’ infrastructure categories of electricity, water, rail and roads will amount to 
$750bn to $900bn in the period to 2030, but that global spending on infrastructure in 
the broadest sense may need to be more than four times higher than this.37

Institutional investors, with global assets under management in excess of $70 trillion, 
are potentially well placed to fill part of this gap, and insurance companies – especially 
life insurers – should have a natural role to play in this. After all, premium receipts 
need to be invested in assets capable of providing stable and predictable returns which 
broadly match the tenor of the insurer’s liabilities while minimizing reinvestment risk.

There is, in principle, an ‘optimum’ contribution that private sector investors can 
make to long-term financing.  While there is no consensus regarding this optimum, 
it is widely felt that institutional investors have a long way to go before they will be 
seen as playing their potential role in filling the gap.  Eurofi estimates that pension 
funds, insurers and mutual funds need to allocate around 12.5% of their portfolios 
to long-term financing to fill the gap left by the banks.  At present, however, 
infrastructure debt represents less than 1% of global pension fund assets38.

Infrastructure 
debt less than 
1% of pension 
fund assets
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39. See for example Search for Yield Has Insurers Running to Alternatives: Thomson Reuter June 2014

40. Swiss Re: Infrastructure Investing, It Matters 2014

41.  Mark Carney, Governor of the Bank of England and Chairman of the FSB recently acknowledged this important 
role of insurers and commented “If we learn that regulation at UK, European or global level is holding back 
insurance companies from contributing to growth, we will not hesitate to refine that approach” Regulating the 
insurance industry to support the real economy: The Times May 2014

The reasons for this are complex.  One of the key inhibiting factors to date has been 
a lack of liquidity and standardization in this form of finance.  Bonds and equities are 
relatively liquid long-term assets, whereas long-term direct investment has a defined 
maturity but is likely to be illiquid.  This may attract an illiquidity premium which 
can be attractive to investors seeking diversification and yield and for whom liquidity 
is not of paramount importance.  In general, however, the absence of liquidity and 
the bespoke nature of infrastructure financing have been seen as negative features39.  
A recent study by Swiss Re recommends a number of measures aimed at making 
infrastructure financing more attractive to institutional investors40.  This would 
involve the creation of a new liquid asset class of pooled infrastructure projects 
within a common legal and administrative framework, with improved transparency 
and investors’ rights.

While there is much that the industry itself can do to promote the creation of a wider 
and deeper pool of investable infrastructure-based assets, this also requires official 
support in a number of areas:

-  The involvement of multilateral development banks in establishing standards 
based on their experience of such financing, as well as taking part in public-
private partnerships and con-investment.

-  A review of the regulatory treatment of infrastructure financing, notably under 
Solvency II (below).

-  The finalization of a measured set of regulatory reforms to mitigate current 
high levels of regulatory uncertainty, to provide reliable indices and to 
revitalize securitization markets.

-  A general ‘push’ from the G20 to encourage the development of sound 
industry practice and standards.  This might also include a review of tax 
treatment.

The points made above regarding the general involvement of the official sector in the 
private placement market apply equally to infrastructure finance41.

G20 push 
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Regulatory reform

Two long-standing concerns about Solvency II are that regulatory capital 
charges (under the standard formula) increase steeply with maturity, and that 
the Directive fails to distinguish adequately between the characteristics of long-
term financing, particularly of infrastructure, and corporate debt.  A positive 
relationship between capital charges and maturity is an appropriate and 
inevitable part of a risk-based framework.  However, three points can be made 
about the treatment of capital charges in Solvency II:

-  The rate of increase is extremely steep.  On the standard model 
specification, the capital charge for a 25-year A-rated bond (which is 
how much infrastructure finance would be categorized, though some 
would be rated lower) would be 18% – more than two and a half times 
the requirement for a five-year bond.  As is clear from the table below 
(derived from EIOPA figures), the steepening is most marked for higher-
rated bonds or loans.  The official sector is aware of the risks to long-
term financing from this treatment, though EIOPA has shown little 
indication to change it.

Solvency II capital charges for bonds and loans 
Rating

Maturity AAA AA A BBB BB B
8 6.1 7.2 9.1 17.0 30.0 50.1
15 9.7 10.9 13.0 25.0 44.1 61.0
25 14.7 15.9 18.0 32.5 49.1 66.0

Source: Swiss Re 2014

-  There is also evidence that infrastructure debt has lower default rates 
and higher recovery rates than similarly-rated corporate bonds.  The 
implication of this is that infrastructure loans are rated lower than 
experience would suggest they should be.

-  Other, as yet unquantified, capital charges are in the offing which may 
influence insurers’ investment behaviour.  The formulation by the IAIS 
of the Basic Capital Requirement (BCR) is relevant here, along with the 
longer term implementation of an international capital standard.  These 
are not directed specifically at infrastructure finance, but uncertainty 
about future regulation is commonly cited as a barrier to long-term 
planning.
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Regulatory uncertainty is a factor inhibiting insurers from undertaking long-term 
finance, but it is not the only one. In addition:

-  Many projects, such as wind farms and high profile transport links, are seen as 
susceptible to political interference and potential cancellation.  For this reason, 
insurers and other long-term investors may favour projects such as social housing 
and student accommodation for which there is a reliable and identifiable demand.

-  There is also a question about many insurers’ appetite for a shift in the pattern 
of long-term holdings and their skill in managing the risks involved.  Any such 
shifts need to be understood and approved at board level, and it is not obvious 
that the opportunities and risks are sufficiently understood there.

-  Such long-term direct financing also requires risk management skills, 
including in project finance, which are distinct from those involved in 
managing bond and equity portfolios.  It is not clear that these are sufficiently 
widely available at present.  Implementation of measures along the lines of 
those suggested by Swiss Re would be helpful in this.

Many of these wider issues were reflected in the results of the study undertaken by 
the Economist Intelligence Unit for BlackRock, which compared a sample of around 
200 insurers’ expectations regarding increases in certain asset classes with their 
confidence in assessing the risks42.  The results are summarized below:

How likely are you to increase allocations to each asset class? How confident are you 
that your organization is capable of assessing the risks properly within each?

Very likely 
to invest

Moderately 
likely to invest

Very confident 
in assessing 
risk

Moderately 
confident in 
assessing risk

Investment grade 
fixed income

48% 40% 71% 28%

Higher yield 
strategies & bank 
loans

58% 30% 68% 26%

Infrastructure debt 6% 43% 10% 56%
Infrastructure equity 8% 37% 9% 49%

The addition of long-term infrastructure financing to insurers’ holdings of other 
long-term assets clearly poses new risk management challenges.  As long as these 
are effectively addressed, and the new activities involve the use of capital market 
instruments rather than introducing leverage, maturity transformation or risk 
transfer, the creation of a deeper and broader pool of well managed long-term assets 
will contribute further to insurers’ role as long term stabilizers in financial markets.  
The authorities, including regulators, should encourage this.

42. EIU/Blackrock: Investment Strategy at an Inflection Point?  May 2013
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E. Insurers’ use of complex products

Summary

Insurers make extensive use of derivatives. These are used largely for defensive and 
hedging purposes.  Insurers do not typically trade these instruments aggressively, 
and they account for a much smaller part of their activity than is the case for banks. 
Regulators need to ensure that they have a grip on insurers’ use of such instruments, 
and this scrutiny needs to be all the greater where they operate under an economic-
based solvency regime and may be involved in non-traditional/non-insurance 
activity.  The main lesson of AIG is that all large insurers undertaking complex 
business need to be subject to effective global supervision.

Insurers are active users of derivatives, though they do not usually take leveraged positions 
and do not undertake speculative or proprietary positions.  The use of derivatives is one 
of three ways in which insurers can ‘externalize’ part of the risk on their balance sheet, 
alongside reinsurance and securitization (which are discussed in the next section)43.

Broadly speaking, insurers use derivatives for three purposes:

-  hedging and risk management (including mitigation of counterparty or credit risks);

-  asset/liability management designed to match the cash flows from assets with 
those of liabilities; and

-  increasing the efficiency of investment positions.

In an ideal world, the cash flows from insurers’ assets would exactly match those 
required to pay claims and returns to investors, while the returns would yield a return on 
the insurer’s capital.  In reality such matching can be a challenge.  There are insufficient 
liquid assets to allow such precise ‘duration matching’ and, even if a sufficient pool of 
assets were available, the need constantly to adjust to changing liabilities through the 
‘dynamic matching’ of the underlying stock of assets would be extremely burdensome.  
Derivatives make the process cheaper and more efficient.  In the current uncertain 
interest rate environment, for example, it was perhaps not surprising that the EIU/
BlackRock study found that two thirds of insurers were planning to make active use of 
interest rate options and 35% of various types of swaps in the period to 2016.

Examples of the use of derivatives for hedging purposes in insurance include the 
following:44

Derivatives 
are a relatively 
small part of 
activities

43.  This categorization is set out by Henri de Castries and Benoit Claveranne in ‘Derivatives: and insurer’s 
perspective’ Banque de France Financial Stability Review July 2010

44. Adapted from de Castries and Claveranne op cit
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Swaps -  Interest rate swaps to manage cash flows from interest 
received and paid

-  Currency swaps to manage foreign-currency denominated 
cash flows and investments

-  Equity swaps to manage single equities exposure
Options -  Interest rate caps and floors and swaptions – extensively used 

in the life sector to hedge against interest rate rises (caps) or 
decreases (floors) especially for protection where products 
have guaranteed rates of return

Credit derivatives -  Protection against counterparty risk in respect of single 
corporate names or portfolios

-  Creation of ‘synthetic’ positions to gain exposure to certain 
asset classes (see below)

Mortality and 
longevity instruments

-  Transfer of mortality/longevity risks through securitizations and 
associated derivatives transactions – with the special purpose 
vehicles discussed further in section below

The financial crisis has sensitized policy-makers and others to certain categories of 
transaction.  The use of credit derivatives to create synthetic positions is particularly 
eye-catching in this context.  Two examples of such transactions would be:

-  Holding cash and equity futures to replicate physical equities.

-  Holding government bonds combined with the sale of a credit default swap as an 
alternative to the direct purchase of a corporate bond.  In this case, the counterparty 
risk is identical but liquidity is higher and the risk/return trade off more favourable.

The US National Association of Insurance Commissioners describes this as ‘the 
synthetic creation of an otherwise permissible investment’, and points out that 
this activity accounted for just 3% of US insurers’ use of derivatives at end 2012.  
Hedging accounted for 94%45.

Even though derivatives are fundamental to insurers’ hedging strategies, their use is 
on a much smaller scale, in relation to balance sheet size, than in banks.  The Geneva 
Association compared the use of derivatives (and other instruments signifying a high 
degree of financial interconnectedness) by 28 major global insurers, with 28 banks 
named by the FSB as being GSIBs, at end-201046.

Some headlines from the Geneva Association study are presented below (all amounts 
in $bn):

45.  NAIC Briefing ‘Derivatives’ January 2014.  Interestingly, the other 3% was, according to the NAIC, accounted 
for by “insurers’ efforts to generate additional income using derivatives in the continuing low interest 
environment”.

46.  Geneva Association Cross Country Analysis 28 G-SIBs versus 28 insurers.  Comparison of Systemic Risk 
Indicators.  December 2012
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Relative size of insurers The largest insurer is comparable (in asset size) 
to the 22nd largest bank

Credit default swaps sold Average for insurers 4, compared with 630 
average for banks (the largest insurer position 
was 23)

Gross negative derivatives Average insurer owed 4, compared with 270 
average for banks

Gross positive derivatives Average insurer owed 4, compared with 280 
average for banks

Gross non-hedging derivatives Average insurer 120, compared with average 
bank 26,000

Short term funding Average (% of total assets) for insurers 2%, 
compared to 16% for banks

The Geneva Association figures are averages for end-2010.  The IAIS has published 
total figures for credit default protection bought and sold for 201147.  These show 
that global insurers were substantial net purchasers of CDS protection.  Sales and 
purchases by reinsurers were approximately balanced, compared with 10 years 
earlier when reinsurers were significant net sellers of protection:

CDS protection bought and sold (2011 $bn)
Insurers and reinsurers

 Protection sold 70

 Protection bought 227

Comparison: global banks

 Protection sold 1650

 Protection bought 1870

Reinsurance

 Protection sold 4

 Protection bought 4

47. Global Insurance Market Report 2012
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The current picture is one of essentially benign use of derivatives by insurers.  
These are used overwhelmingly for hedging purposes and, in a minority of cases, 
synthetically to replicate otherwise permissible assets.  Since 2008, however, this 
picture has been subject to constant challenge from the simple question ‘what 
about AIG’?

The facts about AIG have been pored over in great detail elsewhere.  A brief 
outline is as follows:

-  Problems originated in AIG Financial Products (AIGFP), a Connecticut-
based entity with operations in London.

-  AIGFP became a very large-scale over-the-counter derivatives dealer, 
drawing mainly on the AAA-rating of the parent company.

-  AIGFP was a major issuer of credit default swaps (CDS).  By 2007. Its 
CDS portfolio amounted to over $520 billion – around 20% of AIGFP’s 
total notional derivatives portfolio ($2.7 trillion).

-  The firm had agreed to post collateral if the value of the underlying 
securities fell or if the credit rating of AIG (the parent) was downgraded.

-  Deteriorating market conditions during 2008 resulted in downgrades of 
the reference securities and valuation losses by market participants.

-  The deterioration of underlying market conditions created extremely 
large collateral calls which set off a self-fulfilling spiral, exacerbated by 
the downgrade of AIG’s own credit rating and the unwinding of AIG’s 
securities lending business (conducted in another part of the group).

-  AIG came near to collapse as the result of being unable to find the liquidity 
to meet continued collateral calls, having posted losses of over $20 billion 
in the first half of 2008 and over $30 billion in the third quarter.

-  Separately, AIG proper also incurred significant losses as a result of its 
securities lending.  The problems at AIGFP resulted in counterparties 
seeking to unwind $24bn of securities lending transactions in the second 
half of September 2007.

AIGFP was a shadow bank.  Part of the group was able to create derivatives 
positions and assume credit and liquidity risks in operations that had no 
connection with the group’s underlying business and on a scale sufficient to 
jeopardize the solvency of the group.  The failings which allowed this to happen 
were many and pervasive. They included:
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-  Failures of governance and risk management, which permitted a 
departure from conventional insurance business into business lines that 
had high inherent risks and in which risk management was absent or 
ineffective.

-  Concentration in OTC derivatives (which at that time were largely 
unregulated).

-  The absence of any effective group-wide supervision.  AIG’s global 
consolidated supervisor at the time was the US Office of Thrift 
Supervision.  This body manifestly lacked the means of undertaking 
effective oversight, the technical knowledge to grasp the issues raised or 
(had it tried to do so) the standing and tools to address them.

These combined failings permitted AIGFP to create positions of a size that were 
off the scale when compared with insurers’ typical use of derivatives.  Drawing 
once again on the Geneva Association’s analysis:

-  At their peak, AIG’s gross notional derivatives positions totalled $2,700 
billion.  This is almost 20 times the average insurer’s holdings (at end 
2010) of $140 billion.  The largest notional holding reported by any firm 
in the Geneva Association’s sample was $600 billion.

-  In 2007, AIG had written credit default swaps amounting to over $500 
billion.  This compares with the Geneva Association’s findings of an 
average holding of $4 billion and a largest holding of $23 billion.

AIG’s behaviour was, therefore, quite egregious in comparison with other 
insurers.  It had been allowed to develop a shadow bank.  This was the result of 
disastrous failures of governance, management and regulation. 

Inferences drawn from AIG that any major insurer using complex products may be a 
source of systemic risk are simplistic. Rather, the experience of AIG underscores the 
need for effective group-wide supervision and the availability of effective powers, 
including capital, which should be deployed on a targeted (rather than a blanket) basis.
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F.	 New	structures	and	sources	of	finance

Summary

Securitization structures represent an increasingly important part of the reinsurance 
landscape.  The direct risks from this appear to be much lower than those associated 
with earlier banking securitization structures.  But here, too, risk managers and 
regulators will need to be vigilant and proportionate in their response.

a. Fundamentals of reinsurance: Reinsurance is the process by which some 
proportion of primary insurers’ risks are transferred (‘ceded’) to specialist companies.  
Primary insurers are able safely to assume and pool individual risks which are 
diversified and imperfectly correlated.  Similarly, reinsurers are able safely to assume 
risks written by primary insurers which are imperfectly correlated and diversified (eg 
by time or geography).  As with primary insurance, prudent management requires 
concentrations of such risks to be strictly controlled, a discipline that is reinforced by 
regulation.  According to the IAIS, total gross premiums written by global insurers in 
2011 were around $180 billion, of which the equivalent of around 5% was ceded to 
reinsurers.

Reinsurance operates largely on an ‘indemnity’ basis.  In general, assets are not 
actually transferred from primary insurers to reinsurers (or, as will be seen, to 
securitization vehicles).  Instead, the primary insurer remains liable for losses on 
business it has written, but the reinsurer (or securitization vehicle) effectively makes 
good part or all of the loss.  This means that while reinsurance reduces the risk 
exposure, the primary insurer has a credit risk with respect to the reinsurer for as long 
as the reinsurance contract remains in place.48

By its nature, reinsurance creates interlinkages that are largely absent in primary 
insurance49.  This has led to comparisons being drawn with the interbank market 
and to suggestions that it is a source of systemic risk.  Self-evidently, the failure of 
a reinsurer to meet its obligations would have serious adverse consequences for the 
primary insurers which would be exposed by this.  But a number of studies have 
concluded that this would by no means have systemic consequences50.

One reason for this is that reinsurers are very highly capitalized.  The IAIS points out 
that, at end-2010, the capital held by global reinsurers provided them with an effective 
solvency ratio of around 250%.  For this to be reduced to 100% would require losses 
greatly in excess of any historical experience.  More fundamentally, it has been noted 

48.  It may have other risks such as operational, legal or basis risk depending on how the reinsurance arrangement is 
configured.  But the primary risk is usually taken to be credit risk.

49. It should be noted that a number of major groups contain both insurance and reinsurance entities.

50.  For example: Group of Thirty ‘Reinsurance and International Financial Markets’ 2006 and M Radice ‘Assessing 
the Potential for Systemic Risks in the Insurance Sector’ FINMA Working Paper 2010
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that while reinsurance does create interconnections, these are different in nature from 
those in the interbank market in that they represent an essentially hierarchical network.  
Linkages are principally from individual reinsurers to groups of primary insurers.  
Linkages among primary insurers and among reinsurers are limited, so that there are 
fewer channels through which systemic risk could develop in comparison with banks.51

Chart 4: The hierarchical structure of the (re)insurance market

Source: FINMA/IAIS

There are certainly risks in reinsurance.  Reinsurers can assume imprudent 
concentrations of risk; they can be subject to extreme loss scenarios; and (as with 
any insurance) they can fail through poor risk management, under-provisioning or 
mis-pricing.  In any of these scenarios, the reinsurer might be unable to meet its 
obligations to the primary insurer in the event of the (re)insured event occurring  
But on the basis of most studies, there are no reasons to suppose that reinsurance is 
intrinsically riskier than primary insurance, or that it poses particular systemic risks.

b. Insurance securitization is massively on the increase: The process of creating 
and selling securities backed by assets yielding predictable income streams is 
unexceptionable in principle.  In the case of banks, it allows them to derive income 
from the ‘origination’ aspects of lending (attracting borrowers, undertaking credit 
checks, creating legal documentation) whilst not encumbering their balance sheets 
with illiquid loans.  It allows them to facilitate credit while economizing on capital 
and provides them (when assets are transferred) with liquidity.  The securities created 
can also be tailored to meet the needs of investors.
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51.  One frequently noted source of systemic risk in reinsurance is, however, ‘nested retrocessions’ where a 
reinsurance company “unknowingly underwrites business it has itself previously retroceded” (Radice 2010).  
This was the basis of the so called LMX spiral seen in the London market in the early 1990s which resulted in a 
significant strengthening of regulation and disclosure in the reinsurance sector.
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Failings resulting from the securitization of bank-generated assets through opaque 
structures played a major role in the financial crisis, however.  These problems 
have been extensively documented.  Originators with no long-term interest in the 
securities had no incentive to undertake proper credit assessment; underlying assets 
were accordingly of poor quality and investors undertook insufficient due diligence, 
a problem exacerbated by the shortcomings of credit rating agencies.

As a result of their contribution to the crisis, banking securitization structures 
have been stigmatized in recent years, as well as being the subject of intense 
regulatory scrutiny.  Global securitizations in 2013 were around half of the peak 
levels seen in 200752.  Recently, there have been some signs of rehabilitation, with 
the Bank of England for example noting that “better functioning, safe and robust 
securitization markets have the potential to diversify banks’ funding sources and 
create securities that are better tailored to the needs of non-bank investors such 
as insurers and pension funds”53.  Stricter regulation, the chastening effects of the 
crisis and recognition of the potential value of securitization are having some effect 
in overcoming the resistance to these structures seen in the past five years54, but 
abundant liquidity provision by central banks and (at best) mixed messages from 
international regulators have been countervailing influences.

There has, however, been a considerable upsurge in interest in insurance 
securitization structures.

On the face of it, securitization in insurance – involving the issuance of insurance-
linked securities (ILS) or catastrophe bonds – has some similarities to that in 
banking.  Predictable income streams, in this case deriving from premiums, are used 
to underpin the issuance of securities, which represents a form of risk transfer from 
the originators of the insurance business (primary insurers or reinsurers) to investors.

Securitization allows originators to diversify their risks (and avoid concentrations); it 
also permits them to reduce earnings volatility and potentially increase balance sheet 
growth or RoE by mitigating the underwriting risk retained on their books, while 
freeing up or accessing capital.  Investors (including pension, mutual and private 
equity funds) meanwhile can access securities with maturities and risk characteristics 
tailored to their needs and with returns that are typically uncorrelated with those on 
other financial assets.  The IAIS has pointed out that ILS arrangements “add to the 
ongoing carrying capacity of the reinsurance market…ILS arrangements in addition, 
represent one way to replace cover if insurers and reinsurers would withdraw 
capacity from the market”55.

52.  Bank of England Financial Stability Report November 2013.  Excluding US agency mortgage backed securities 
(supported by government sponsored enterprises) the fall has been even more marked.

53. Bank of England November 2013.  The ECB has also been supportive of prudent securitization.

54. See for example ‘Securitization: It’s back’ and ‘The return of securitization’ The Economist January 11 2014

55. IAIS GIMAR report 2012
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Securitizations (or ‘capital market solutions’) have attracted a very large amount of 
new or ‘alternative’ capital into reinsurance markets.  They take a variety of forms:

-  Collateralized reinsurance, in which third party providers undertake to cover 
some portion of reinsurance claims and place collateral to ensure that they are 
able to do so.  Some limited trading of collateralized reinsurance obligations takes 
place through the creation of collateralized reinsurance investments (CRIs).

-  Sidecars, which are limited-purpose vehicles created, usually by reinsurers, to 
draw on external capital to support a specific block of reinsurance business for 
a finite period, typically 12-24 months.  The funds subscribed are collateralized 
and placed in a trust, providing ‘ceding’ reinsurer with confidence that they 
will be available if the reinsured event occurs.  Investors are paid a portion of 
the reinsurance premium based on the business they agree to cover.

-  ‘Cat bonds’ and other ILS structures, which are the principal focus here, are 
the area of securitization that has seen the most spectacular growth. These 
involve the creation of a special purpose vehicle, usually located in an offshore 
centre, which undertakes the securitization of a specific block of reinsurance.  
This involves the issuance (by an investment bank, or the reinsurer itself) of 
securities, usually with a maximum maturity of three years, to institutional 
investors.  The proceeds of the issue are invested and the collateral is available 
to meet the relevant reinsurance claims.

Total global reinsurance cover for natural catastrophes was estimated at $300 billion 
in 2012, with a considerable concentration in US hurricane cover and Japanese 
and California earthquake risk56.  Alternative capital in the catastrophe reinsurance 
market has grown rapidly in the five years to mid-2014 to reach almost $50 billion, 
around double the figure in 2008.  Issuance of cat bonds in the 12 months to April 
2014 was $8.4 billion, close to the record issuance seen in 2007.57

56. Industry estimates

57. Artemis, quoted in the Financial Times 29 April 2014
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Chart 5: Alternative reinsurance capacity by product and year.

Source: Swiss Re Capital Markets

Alternative capital represented around 15% of global catastrophe reinsurance 
capacity in 2013.  As is clear from the chart, the overwhelming majority of this 
(around 90%) took the form of insurance-linked securities and collateralized 
reinsurance, with the latter having shown particularly rapid growth in recent years58. 

In view of the chequered history of banking securitizations, the question naturally 
arises whether rapid growth in insurance-linked securitization is capable of being a 
comparable source of financial instability.  A close examination of such securitization 
structures suggests a number of fundamental differences from banking securitization 
structures.

First, insurance securitization is not quite like banking securitization….

With banking securitizations, the underlying assets (loans) are transferred to the 
special purpose vehicle which securitizes them.  Provided the risk transfer is effective 
(ie holders of the securities have no recourse to the bank as originator of the loans), 
this effectively removes them from the bank’s balance sheet – providing the bank 
with an infusion of liquidity and absolving it of the need to hold capital against the 
loans.

58.  The other form of alternative capital instruments shown on the chart are industry loss warranties (‘ILW’).  This 
represents a form of cover in which a company (often a primary insurer) has coverage based on the total insured 
loss experience of the industry as a whole.  An ILW for a specified amount would be triggered for example if 
total (industry wide) insured losses following a hurricane losses exceeded a specified amount.

It is not like 
banking 
securitization

  ILS                       Collateralized RI                       ILW                       Sidecar

2008200720062005

50 m USD

40

30

20

10

0
2009 2010 2011 2012 2013



C S F I

CSFI 73 LEADENHALL MARKET, LONDON EC3V 1LT  Tel: 020 7621 1056 Fax: 020 7493 0190 E-mail: info@csfi.org Web: www.csfi.org 41

The potential risks in such structures are well documented.  A major one is that the 
risk transfer is imperfect, resulting in investors having recourse to the bank, which no 
longer has the capital necessary to cover losses59.

Securitization structures in insurance, by contrast, operate on the same key principle 
as reinsurance, namely that the originator of the insurance risk (the cedant) retains 
the risk but seeks recompense from the reinsurer or reinsurance structure in the event 
that the (re)insured event occurs.

Assets

Originator (bank)

Cash Investment

SPV Investors

Securities

Premium

Sponsor and cedant
(insurer)

Reinsurance 
coverage Investment

SPV Investors

Securities

59.  The crisis revealed many other potential risks of course, not least the risk that banks relying on securitization 
structures as an ongoing source of liquidity could find this no longer available when the securitization market 
ceases to function.
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In an insurance securitization, the original insurer (the cedant) pays premiums to the 
SPV in return for which it receives reinsurance coverage.  The SPV issues securities, 
the proceeds of which are invested to provide collateral to ensure that the cover is 
available if the reinsured event occurs.

Second, despite that, insurance securitization has risks of its own…

A typical ILS structure involves the following steps:

-  The sponsor (insurer or reinsurer) enters into a contractual arrangement with 
the SPV, and pays a premium. (According to the IAIS, insurance companies 
sponsored 51% of the total ILS issued in 2011 and reinsurance companies 
sponsored 35%.)

-  The SPV, which is independent of the sponsor, then issues securities to investors.

-  The proceeds of the sale of securities are invested in high quality assets in a 
collateral account.

-  A swap is then required to convert the premiums and investment income in the 
trust account into a form (traditionally benchmark+) suitable for the coupon 
payments.

-  Any losses resulting from (re)insured events are reimbursed from the funds in 
the collateral account.

- On maturity, the proceeds of the ILS are repaid, net of any loss payments.

Notwithstanding the fact that such structures differ fundamentally from banking 
securitization (in that there is no transfer of underlying assets), it is apparent 
from the above that a number of risks remain. As with traditional reinsurance, 
the underwriting risk remains with the sponsor, which relies on the securitization 
vehicle to make these good if the specified insurable event occurs.  With insurance 
securitization, a number of other risks are also present:

-  Losses are made good on an indemnity or an index (or parametric) basis.  In the 
former, the sponsor is covered for a specified amount if a loss payment is due.  
In the latter, payments are triggered on the basis of a proxy or index (such as a 
given wind speed or earthquake intensity).  This may result in basis risk.

-  The assets held in the collateral account may be of insufficient quality or 
liquidity to support the necessary loss payments.

-  The SPV/collateral account runs a credit risk in relation to the swap 
counterparty, as well as operational and legal risks.  

The underwriting 
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Nevertheless, securitization has become a growing force in recent years and is 
having a very visible impact on the reinsurance market, particularly in the US.  The 
incursion of alternative capital has resulted in risk-adjusted rate reductions of 25%.  
In international property catastrophe reinsurance, declines of up to 15% have been 
seen60.  The effect on reinsurance rates has been amplified by a reduction in demand 
for reinsurance resulting from improved risk management and a growing tendency 
among primary insurers to aggregate risks on a group-wide basis.

In addition to the ‘technical’ risks outlined above, market developments on this scale 
may have indirect (and arguably more significant) impacts61:

-  The greater overall capacity in reinsurance is likely to result in reinsurers 
adjusting their business models and loss tolerances.  There have been reports, 
for example, of increased capacity in hitherto ‘hard to insure’ areas such 
as reputation and IT risks and disruptions to supply chains, as well as a 
reinstatement of previously excluded areas of cover.62

-  Capacity and pricing in the ILS market may prove volatile, even though the 
industry sees continued growth in non-traditional sources of capital. Aon 
Benfield, for instance, predicts that over the coming five years a further $100 
billion of alternative capital will enter the industry63.  Returns on cat bonds 
have also been high.  Swiss Re reports that in the ten years to 2013, cat bond 
issues yielded around 8.5% (and in excess of 10% in 2013).  The S&P index 
returned just over 4% over the same period64.

  On the face of it, these trends appear incompatible.  A key question is, 
therefore, how durable sources of alternative capital will prove – especially 
if returns are eroded as a result of a pick-up in insured catastrophes.  The 
potential volatility of this source of finance is illustrated by the fact that it 
represents only around 1-2% of the assets of participating pension funds (the 
largest class of investor in the US).  This demonstrates the growth potential 
of ILS; but it also illustrates how even very small percentage changes in 
allocations would have very large proportional effects on the reinsurance 
market.

How durable 
will alternative 
capital sources 
prove?

60.  Artemis: Reinsurance price softening broadens: January 2014.  It has been reported however that some of the 
benefits of lower reinsurance have been used to offset poor investment returns (Financial Times 28 April 2014)

61.  The Bank of England’s thinking on these broader implications, together with an assessment of the similarities 
and differences with banking securitization was set out in a speech “Current Issues for the Prudential Regulation 
Authority as a General Insurance Supervisor” by Julian Adams in October 2013.

62. Reported in the Financial Times June 30 2014

63. Reported in the Financial Times October 23 2013

64.  Traditional catastrophe cover is a lucrative area.  JP Morgan estimates that returns on conventional ‘nat cat’ 
business typically amount to around 35%, making it a mainstay of reinsurance business notwithstanding its 
potential volatility.
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-  A relatively unexplored area seems to be the scope that ILS provides 
for bypassing conventional reinsurance.  One of the traditional drivers 
of securitization is the possibility it offers for financial intermediaries to 
‘discompose’ their product.  In the area of banking, it was possible for 
originators to generate income from the origination of loans, while not 
encumbering their balance sheets with the attendant capital and liquidity 
implications.

  The same process applies in principle in securities-based reinsurance.  
Reinsurers are able to deploy their understanding and modelling skill to 
evaluate risks while passing part of the financing to the capital markets.  
Capital market investors, however, typically make use of disaster modelling, 
rather than traditional underwriting skills. This has led to suggestions that, as 
modelling techniques develop further, the reinsurance skill set may come to 
be seen as redundant.  The outcome of this, in terms of the future incidence 
of crystalized risk, is impossible to predict.  It could pose significant risks to 
investors – though the impact on insurers should be limited, provided there is 
no recourse to them to make good losses.

Overall, the influx of alternative capital into reinsurance is having major structural 
effects in reinsurance markets.  It seems likely that this will prove long-lasting, 
though probably with a number of upheavals as returns and capacity settle down 
to something closer to equilibrium levels.  It poses significant risks, but these are 
likely to remain within the scope of traditional prudential (and conduct of business) 
regulation.  Notwithstanding the experience with banking securitizations, there are 
no grounds for thinking that these developments fundamentally change the scope for 
insurance to be a source of financial instability.
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4. Concluding comment
Insurance is not perceived to be the most exciting industry, but it is of fundamental 
importance to modern economies.  Until recently, it would have been inconceivable that 
mainstream insurance business could be considered a source of systemic risk.  This has 
changed – at least in the minds of policy-makers.  This will have profound implications 
for the way in which those firms judged to be ‘systemic’ are regulated.  And these effects 
will in time spread beyond designated GSIIs to all internationally-active groups. Many 
firms will also be judged to be systemic in a purely domestic context (DSIIs).

The dialogue that has accompanied this change has not been a particularly effective one.

First the insurance industry is not as good as it should be at getting important points 
across to policy-makers.  For too long, the debate about financial stability was 
stalled by an insistence from the industry that insurers were not and never could be 
‘systemic’.  There is also an inevitable tendency to issue doom-laden warnings about 
tighter regulation – with its attendant higher costs, allegedly, preventing insurers 
from providing the essential services on which society depends.

Regulators, meanwhile, have been insufficiently consultative and unwilling to listen 
to compelling arguments when they have been forthcoming from the industry.  There 
are also signs that, within the regulatory community, important nuances and points of 
emphasis get lost in translation between the IAIS and FSB.

For these and other reasons, the debate has not been as analytically sound as it should 
have been. The conclusion of this report is that the activities of some insurers could 
be a source of financial instability.  Non-traditional and (a fortiori) non-insurance 
activities in particular need to be scrutinized and controlled closely.  But the boundaries 
between conventional prudential concerns, financial instability and systemic risk have 
still not been drawn with sufficient clarity.  The regulation of firms that can credibly 
be shown to be ‘systemic’ should rightly involve higher standards of risk and impact 
reduction than for non-systemic ones.  But these standards should only be applied when 
it is possible to demonstrate significant externalities associated with failure, not merely 
on the basis of excessive risk aversion and skewed cost/benefit calculations on the part 
of regulators.  This will indeed have an impact on the industry’s ability to deliver, in a 
cost-effective way, many of the services on which society relies.

Meanwhile, other developments are under way that warrant the attention of the 
official sector.

Securitization is currently a major driver of conditions in reinsurance.  This need not 
be a source of financial instability – and is unlikely to be.  But it will have a range 
of consequences, not all anticipated, which warrant the close attention of prudential 
supervisors.  Insurers are also keen to respond to changing market imperatives by 
increasing their role in direct financing of the economy.  The official sector accepts 
that it needs to look hard at regulatory and other impediments to this.  But it also 
needs to go further in taking active steps to jump-start it, because, if prudently 
managed, it will confer real benefits including increased financial stability.

The debate has 
lacked analytical 
soundness
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