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Costly shutdowns Natural catastrophes can have a devastating effect on production across the world. But supply chains are becoming more robust. PAGe 26



Product liability Implants under scrutiny



Markets Italy back on growth track



Motor insurance Good portfolio management increases profitability



EDITORIAL Dear Reader, An earthquake hits Japan and production in Europe slowly grinds to a halt. In 2011, the automobile and electronics sectors felt the knockon financial impact that such disasters can bring. Since this shock, many companies have analysed weaknesses in their supply chains and developed appropriate contingency plans. In underwriting, assessing the insured’s level of risk management is a crucial factor in developing CBI cover for the residual risk. The article on this subject begins on page 26. Of the European countries, Italy has suffered more than most from the effects of the global financial crisis. Slowly but surely, however, there are signs of a recovery, and Italy is finally expected to record positive GDP figures in 2014. The improvement in Italy’s economic fortunes is likely to trigger demand for insurance at both private and corporate levels, as people and companies look to close the gaps in their insurance cover. But that is not the only area where urgent action is needed: Italy is seriously exposed to the threat of earthquakes, which pose a great risk to many of the country’s architectural treasures. As there is frequently not enough money in the public purse to make such sites more earthquake-resistant, new solutions are needed. One possible answer could be public-private partnerships. Munich Re is already involved in such a PPP in collaboration with the association of Italian insurers (ANIA) and other companies. Find out more in our market portrait beginning on page 12. Munich, January 2014



Torsten Jeworrek Member of the Munich Re Board of Management and Chairman of the Reinsurance Committee
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Factories under water This factory in Thailand’s Ayyuthaya Province was one of many submerged by the 2011 floods. The knock-on effect of production stoppages in Thailand was felt throughout the world. Companies and insurers have since made great efforts to reduce CBI losses.
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NEWS



social media



NATHAN RISK SUITE



CLIENT SEMINARS



Why not meet us on the net



New global flood zones



Knowledge in dialogue



For some time now, readers have been able to comment on Topics Online articles on our website. But you can also contact Munich Re on different social media platforms: we are on Twitter, Facebook, Google+, YouTube, LinkedIn and Xing.



We are constantly developing and refining the NATHAN Risk Suite to make it a more valuable tool for you. For example, since the end of 2013, the product has featured a report for analysing insured values. In the near future, as a market first, flood zones will be added, initially for the USA, Canada, Central America and the Caribbean. The zones will be based on a digital terrain model with a resolution of 30 metres, a big improvement on the 90-metre precision which has hitherto been considered the benchmark for global natural hazard studies. We provide hydraulically modelled flood zones with a return period of 100 and 500 years. The higher resolution will gradually be made available for other regions as well.



In 2014, Munich Re will again have an attractive programme of seminars and workshops tailored to the needs of our international clients. The programme offers a choice of around 50 seminars and workshops on primary insurance and reinsurance topics from the areas of life and non-life business, as well as on subjects such as enterprise risk management for insurance companies.



Why not follow us – and at the same time keep up with the topics that are being talked about in the insurance industry – in the form of interesting articles and fascinating videos. Or stay fully up to date with live tweets from company and industry events. >> t witter.com/munichre >> facebook.com/munichre >> youtube.com/user/munichrevideo >> linkedin.com/company/munich-re >> xing.com/companies/munichre >> plus.google.com/ 115897201513788995727



The seminars will be held in Munich and at various locations in our International Organisation. Through the seminar programme, we want to offer our clients a forum for networking and the transfer of knowledge. >> I f you wish to attend a particular seminar, please contact your Client Manager.



News in brief Europe has recently been plagued by a series of food scandals. While food is thrown away without a second thought here in Germany and other European countries, people in many other parts of the world are starving. But according to experts, the scourge of famine is more a problem of distribution than a question of the quantity of food available. In the 2014 dialogue forums of the Munich Re Foundation, entitled “Starving in the midst of abundance?”, well-known personalities from the fields of science, politics and business will address this topic over five different evenings. More information is available at: www.munichre-foundation.com/dialogforen2014 In the autumn, the industry magazine Reactions gave Munich Re the award for best reinsurer in the category “International (Non-US) Casualty/Liability”, and also selected Munich Re’s catastrophe bond agreement for earthquakes in Turkey as the best insurance-linked securities (ILS) deal of 2013. 4
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At last there is a standard reference work in German on the subject of reinsurance law. The book in question provides the only interpretation of this complex subject area, and includes articles on all legal aspects of reinsurance. Needless to say, international aspects are also covered. The book was published in November 2013 by C. H. Beck in Munich under the joint editorship of Dieter W. Lüer and Andreas Schwepcke (ISBN 978-3-406-62975-4). Eberhard Witthoff and Tobias Büttner from Munich Re helped in preparing the work for publication.



>> Y  ou can read an interview in Topics Online: www.munichre.com/topics-online



NEWS



40 years of Geo Risks Research



A sound knowledge of natural hazards forms the basis for many underwriting decisions Munich Re established its “natural hazards” unit back in 1974. At that time, Peter Höppe’s predecessor, Gerhard Berz, was the first geo scientist in Europe working for an insurance company. Topics: Mr Höppe, was there a particular reason at the time for setting up the natural hazards unit, which then later became Geo Risks Research? Peter Höppe: There was no specific reason, but even at the start of the 1970s, the Board of Management had been surprised by a striking accumulation of unusual natural catastrophes and wanted to gain a better understanding of these phenomena. So meteorologist Gerhard Berz was recruited in 1974 and was joined four years later by geophysicist Anselm Smolka. What has changed since then? From two employees at that time, the unit has expanded into a team of around 35 meteorologists, geophysicists, geologists and hydrologists, who analyse natural hazards in the company today. For some time now, geoinformatics specialists have also played an important role, as the tools such as Nathan which they develop enable our underwriters and clients to analyse their portfolios comprehensively in order to identify and quantify any natural hazard risks. Does that mean the core task has remained the same? That’s correct. Our aim is to assess the risks from natural hazards for the different regions as accurately as possible, and to analyse the vulner abilities. This information is then combined with the exposure data in risk models, which the underwriters use as a basis for assessing claims expectations. So natural hazard modelling has a significant impact on our business.



For the last ten years, Peter Höppe has headed the Geo Risks Research and Corporate Climate Centre, which will be celebrating four decades of investigation and analysis in 2014.



But have the focus areas shifted? One new feature is that weatherrelated risks are changing ever more dramatically. We want to identify any trends in this area as early as possible and understand whether the processes that drive them are attributable to natural cycles or climate change. To this end, we ourselves engage in extensive research, while also working closely with external scientists and international institutes to ensure we stay ahead of the field. Is there an external demand for our expertise? Absolutely. For example, we are in demand as experts on the Intergovernmental Panel on Climate Change (IPCC). Gerhard Berz contributed to the third and fourth assessment reports and so, along with the IPCC and Al Gore, won a share of the Nobel Peace Prize. The certificate is hanging in our offices. Our colleague Eberhard Faust is one of the lead authors of the current report.



related events in the USA in the Journal of the American Meteorolo gical Society. Also, in our publication “Severe weather in Eastern Asia”, which appeared in November, we were able to demonstrate for the first time the influence of a natural climate cycle on typhoon losses. This allows us to deduce, for example, that we should expect a period of greater losses over the next few years, and the 2013 typhoon season with Haiyan may well be the start of this. So Munich Re is maintaining its Cassandra role? Yes. We want to create an awareness of the dangers from climate change, but we are also increasingly committing ourselves to finding solutions through climate protection and adjustment measures, for example with the Dii desert electricity project or the Munich Climate Insurance Initiative (MCII). >> www.munichre.com/touch/ naturalhazards/en >> www.climate-insurance.org



What are the latest findings? We recently published an innovative paper on the convective, stormMunich Re  Topics Magazine 1/2014
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Motor insurance



Keeping an eye on the driver risk Good portfolio management is essential for profitable underwriting. Suitable pricing criteria need to be found for this. A look at other markets can prove useful.



José Antonio Sobrino Reineke



The profiles of customers and how they drive significantly affect the profitability of a motor portfolio. For a long time, vehicle age and type were the factors of decisive importance in motor insurance. With increasing liberalisation of the markets, however, more attention is now being paid to the driver. This has put the spotlight on young, inexperienced male drivers. This group typically causes the most losses and costs. Young male drivers are three to five times more likely to be involved in an accident than older adults. However, the General Equal Treatment Act now means that this risk factor can no longer be applied. Since December 2012, insurers are no longer allowed to offer different premiums on the basis of gender. Attention must therefore focus on other aspects. Identifying high-risk policies is a simple first step in portfolio management. To a certain extent, it is already standard practice for the majority of insurers. Another possibility is to change the driver’s style of driving through training courses or on-board monitoring. However, the costs of such measures are often out of all proportion to their efficacy.



If you ask customers to assess themselves, the answer will invariably be something like: “I’ve been driving without an accident for x years and drive better than the average person.” In actual fact, however, even good drivers are sometimes careless. The question is how to quantify overall driving behaviour when the actual occurrence of an accident is rare. Insurers can go a long way towards controlling their portfolios by a mix of disciplined underwriting and knowing the right questions to ask: “How great a risk are we prepared to underwrite?” and “How can we minimise the number of risk drivers in our portfolio?“ One alternative could be to ask who is driving the vehicle and how experienced the drivers are. Wide range of possible rating variables A Spanish study recently found that there is a significant difference within the risk group of young drivers. On the one hand, we have those who opt for a smaller but newer model and on the other, those who prefer an older used car with more engine power or a “lifestyle” vehicle such as a Roadster.



Who’s at the wheel? That is a fundamental question for underwriters in motor insurance. 
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Motor insurance Consumer behaviour is another major indicator. We have studies showing that customers who pay in instalments tend to be worse risks than those who pay all at once. It seems to be the case that the consumer who is only looking for the cheapest price for insurance is probably a worse-than-average risk. The more responsible customers, often with higher-value vehicles, are also looking for a reliable insurer who can provide service as well as a reasonable price. Client and portfolio must be carefully analysed



The risk analysis also takes account of the type of car and engine rating.



Young drivers in the latter group – i.e. those choosing more powerful vehicles – were shown to be higher risks. That is the reason some companies add premium surcharges for factors such as used vehicles (for example, second-hand cars more than six years old) or beginner drivers. The more complicated tariffs become, the more difficult it is to clean up the portfolio. Companies approach these challenges in different ways. Some evaluate results; others drill down deeper to learn more about the characteristics of the driver. Among other things, this includes the number of traffic violations. Some markets, the USA and Germany for example, have vehicle licences recorded with points which depend on the number and nature of traffic violations. This has turned out to be a very strong indicator of how the person behaves and of his (or her) propensity to be involved in a future accident.



It is also important to consider the time spent trying to understand customers and the portfolio. Some companies do not ask any questions and end up getting bad-risk drivers from their competitors. Other companies have the simple strategy of not renewing customers who have had a claim. Such “a posteriori“ management is no substitute for proper underwriting. Companies which are able to differentiate their prices and products in relation to the client profile are better able to steer their production and are less subject to the dangers of competition from low-cost operations. However, this requires time and an experienced partner. Thanks to its global presence, Munich Re can make use of extensive experience from other markets. This enables us to develop innovative and tailored strategies together with you, strategies which are designed to get your portfolio into top shape. Just get in touch!



In other markets, there is no reliable source of information on drivers’ past traffic violations. Police statistics for certain districts or parts of town can prove useful here. Financial situation is another aspect that is associated with driving behaviour: Do drivers pay their bills on time? Do they have a reliable source of income? Do they appreciate the value of insurance as financial protection? This is measured to some extent by credit scores, which have become a standard part of underwriting personal risks in the US and the EU.



OUR EXPERT José Antonio Sobrino Reineke is a senior consultant in the Motor Consulting Unit. [email protected]
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Motor insurance



>> F  urther articles on the motor market can be found in our current publication “Pole position”. Ask your client manager for a copy.



Summary of risk factors Driver risk



Vehicle risk



Regional factors



−−Age of driver −−No-claims discount level −−Occupation −−Garage, mileage −−Previous claims −−Other factors



−−Engine power/capacity −−Age of vehicle −−Fuel type −−Type of car −−Vehicle risk class −−Accessories, such as alarm, ABS −−Other factors



−−State −−Region −−City −−Postcode −−Other factors



Coverage



Usage-based insurance



Miscellaneous



−−Sum insured −−Deductible −−Choice of product −−Supplementary covers: e.g. for accessories, new for old, coverage of the difference/GAP, assistance services −−Other factors



−−Number of trips −−Type of roads used −−Length of use −−Relative speed −−Other factors



−−Sales channel −−Regional office −−Use of the vehicle (e.g. commercial/private) −−Commission structure



A wide variety of criteria are applied when pricing motor insurance. In many lessdeveloped markets in particular, premiums are still based primarily on the vehicle risk, although the principal driver risk is the most important. Source: Munich Re – Motor Consulting Unit
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Motor insurance



Show me your car and I’ll tell you who you are Stefan Schulz, head of the Motor Consulting Unit, discusses current developments on the motor market and the services offered by Munich Re



Topics: Mr. Schulz, what trends can you see in today’s motor market?



Have the numerous mergers not improved matters in recent years?



What makes the profitable  ompanies different? c



Stefan Schulz: This has been a difficult environment for a lot of companies for quite some time now. In many developed markets, premium volume today is roughly the same as 20 years ago, although there are significantly more cars on the road. At present, there are almost 100 insurers in the German market, but only a handful are actually making money. The rest have a combined ratio of over 100%. In fact, the difference between profitable and unprofitable companies is even greater in the United Kingdom.



The number of market players has declined steadily over the years. Very few of them, however, have been able to really profit from the wave of mergers. One company in Norway, for instance, acquired around 18 competitors over the years and boosted its market share to over 50% at one time. About ten years later, its market share had dropped to less than 20%. And this trend will continue as digitalisation becomes more and more widespread. Independent studies have estimated that between 50% and 70% of all motor insurers worldwide could disappear in the next 10 to 15 years.



Profitable insurers are extremely selective and also manage their portfolio much more effectively. They constantly review their portfolio and then adapt their terms and conditions without delay – some even change their rates daily. That is only possible with a very good and flexible IT system. Far too many companies fail to invest in this area or continue to operate after a merger with mul tiple IT systems, which are either incompatible or can only be made compatible with great cost and effort. A lot of the information with which the business could be analysed in more detail is lost as a result. Is that something you notice when visiting clients? Indeed, the quality of the data is often not good enough for a detailed analysis. In many cases, portfolio data cannot be merged with the relevant claims data because there are no clearly identifiable client numbers. As a result, someone who has perhaps been insured with the company for ten years or so is classified as a new client and assigned a new policy number when he buys a new car. Client data are lost and the history can no longer be analysed. This undermines the value of the entire database.



Engine power and colour of a car reveal a great deal about its owner.
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Stefan Schulz has headed the Motor Consulting Unit at Munich Re since 2008.



What specifically does the Motor Consulting Unit do to assist its clients? Normally, the process starts with a three-day “quick check” at the client’s premises. Two or three people visit the client and talk to all departments in order to obtain a clear picture of the processes and identify any weaknesses. In addition, we are provided with all the requisite portfolio and claims data, which we then analyse in the course of about six weeks. We then present our findings to the client and discuss possible solutions together. This could be a one-off matter, but some clients are also advised over a period of many years. Where do you start to improve profitability? Quite apart from the data quality I mentioned earlier, we occasionally find that some clients do not have a specific image of their target customer or do not adapt their prices and sales channels in line with the desired end customer. In such cases, we suggest ways of adapting the product range, with prices commensurate with the target group and the services required in each case. To restore profitability, risks often have to be selected much more carefully, which can sometimes also have an impact on new business.







Is it possible to quantify the success of the support you provide? Yes, indeed. Some clients improved their results by up to 25% within two years as a result of introducing new criteria for pricing and improving their risk selection. Speaking of criteria for pricing, for over a year now European insurers have no longer been able to use gender as a criterion. Was this a d  ifficult transition? Not in Germany, as many companies had already ceased to use gender as a criterion for their pricing even before the deadline. In the UK, on the other hand, it was a major issue. The differences in prices and hence the consequences were much greater there. Many insurers throughout Europe also took advantage of the new legislation to increase their premiums for all policyholders; in other countries, it led to even fiercer competition. Basically, however, this criterion – male or female – is totally irrelevant. There are many other criteria that can be applied. We currently have around 70 in Germany. Ask people what kind of car they drive and you can tell them what kind of person they are.



Another point that is being discussed in connection with anti-discrimination laws is to ban the use of age as a criterion for pricing. What effect would this have on risk-based p  ricing? The effects would be fairly considerable. If you imagine the age-based motor tariff as a bathtub: on one side you have young drivers with high tariffs, then along the bottom you have stable claims ratios and tariffs for a long time, then these rise again from age 70 or so on the other side. That makes age a decisive criterion for correct pricing. Only about 25% of the drivers in the segment of 18 to 25-year-olds cause such high losses as to make the entire segment unprofitable. If I succeed in rating all the drivers in this group appropriately, I can offer risk-adequate, competitive prices to the other 75% who pose far less risk.
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Italy



A ray of light on the horizon After a long period of recession, the chances of Italy resuming economic growth in 2014 are looking good. In the light of tight public budgets, the need to make more private provision for health and old age and to improve cover against earthquake risks could provide fresh stimulus for the insurance industry.



Paolo Ghirri



Italy has suffered more than most European countries from the after-effects of the global financial crisis. While the economy quickly picked up again in some parts of the European Union, Italy recovered only slowly and even entered a new recession in autumn 2011. Unlike the crisis of 2008 and 2009, which was dominated by the decline in world trade, it was essentially the decline in private and public consumer spending, as well as a lack of investment, that now caused the economy to flounder. Exports were the only source of modest growth. To make matters worse, the financial markets took an increasingly critical view of the country’s fiscal development. This loss of confidence was reflected in rapidly rising interest rates for Italian government bonds. By the end of 2011, they had reached a level of more than 7%, leading to fears of a sovereign debt crisis.



Milan gets a facelift: A whole new district has been built between Garibaldi Station and the Piazza della Repubblica. 
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italy



Fig. 1: Real growth in GDP and insurance premiums 50



Estimate



40 30 20 10 0 –10 –20 –30 2008 2009 2010 2011 2012 2013 2014 2015 Italy is gradually returning to growth, and insurance premiums are also expected to rise again. Real GDP (change in % p. a.) Life premiums, real growth (in % p. a.) P&C premiums, real growth (in % p. a.) Source: Munich Re, Economic Research



Fig. 2: GDP per inhabitant in purchasing power standard*



It was not until a transitional government headed by economics professor and former EU Commissioner Mario Monti was installed that public finances stabilised and the confidence of the markets was restored. During his roughly 18-month period of office until April 2013, Monti not only implemented an austerity programme, but also launched a series of urgently needed reforms in administration, pensions, the labour market and the judiciary. He also stepped up the battle against corruption and tax evasion. The considerable progress made in consolidating the national budget proved successful. In May 2013, the EU suspended its deficit proceedings against the country. According to Commission estimates, Italy is now on the right path, but must continue its restrictive fiscal policy and step up its reforms. Even before the crisis years, Italy had faced a structural growth deficit since the introduction of the euro. The country became internationally less competitive as labour costs rose steadily without corresponding increases in productivity, which could no longer be compensated by devaluations within the monetary union. The situation was further aggravated by an infrastructure that was inadequate in some areas and impeded development in central and southern Italy, i.e. in the regions with the greatest growth potential. Further obstacles include a bureaucracy with little affinity for industry, a cumbersome legal system and the fact that qualified people were leaving the country to work abroad. Unchanged north-south divide The discrepancy between the economically highly developed north, with its high standard of living and low unemployment, and the south is striking (see Fig. 2). Despite all efforts, this divide has remained un diminished. The current Prime Minister Enrico Letta, who took over at the end of April 2013, has described it as a consequence of decades of failure by the country’s political leadership. Letta has announced fierce measures to combat crime and corruption, and placed the focus of attention on growth and new jobs. However, he cannot simply reverse his predecessor’s policy of austerity and must therefore maintain a difficult balancing act between growth and budgetary discipline.



* Percentage of the EU-27 average The map clearly shows the north-south divide. Information Centre > Documents & Policies > Casualty Documents
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PRODUCT LIABILITY Licensing in the US In the US, the licensing of medical products is regulated by a federal government agency, the Food and Drug Administration (FDA). There are two different processes: “Premarket Approval” (PMA) and “Premarket Notification”, also referred to as the 510(k) procedure. A PMA is required for products classified as entailing the greatest risk, class III, which includes knee and hip implants. Just as in the process for approving drugs, a product’s safety and efficacy must be demonstrated in clinical trials in order for it to obtain approval. According to a Supreme Court ruling, such a PMA constitutes a “mark of quality” and reduces the manufacturer’s risk of being sued in product liability actions. Loopholes instead of clinical studies Intended for medical products entailing relatively low risk, the 510(k) procedure is considerably less complex and generally only requires proof that the new product under consideration is much the same as a previous product. Clinical trials are not required.



However, rules governing phases of transition from one law to another also allow this simplified procedure to be applied to a number of products in the highest risk class, III. As a result, manufacturers can refer to an “original product” from before 1976, for which no proof of safety or efficacy was ever required. Particularly for products in risk class III, this created a loophole through which manufacturers could dispense with complex clinical trials and market particularly high-risk products without any adequate proof of safety. Manufacturers of “510(k) implants” run a distinctly higher risk that product liability claims may be filed against them, as they lack the FDA’s “mark of quality”, namely the PMA. The hip implants recalled by DePuy were also approved according to the 510(k) procedure. Implants should be undergoing the same independent, centralised regulatory approval procedures as drugs, including clinical trials, in order to ensure maximum transparency and safety for patients.



General and specific aspects of risk analysis General aspects



Specific aspects Inherent · Type of implant · Material · Time



Cover · Product liability · Product recall Risk · Identification · Assessment



Insurance · Claims history · Sum insured, structure Risk analysis



Analysis · Insured



In assessing the general aspects, underwriters should also consider the fact that the risk analysis was performed by the manufacturer.
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Risk analysis Claims · Probability of occurrence · Claims amount



Objective of risk analysis · Product · Production
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Users · Clients · Patients



General · Classification · Licensing



Production · Hazard analysis · Data Product · Traceability · Quality



Implant ·S  usceptibility to faults · I nteraction with other materials



Specific risk analysis focuses entirely on the product, production process, surgeon and patient.



PRODUCT LIABILITY Quality and risk management



Specific aspects of risk analysis



The main factors in reducing the product liability risk posed by implants are for the manufacturer to institute and practise professional-standard quality management and risk management. Both can be prescribed by law. Quality management must take account of more than just the product’s safety requirements, as testing product safety involves more than simply testing its quality. These tests also include assessing the product’s susceptibility to faults, their effects and the product’s inherent safety. Such risk management aspects are very important in product liability insurance and should certainly be taken into account in underwriting. Misassessing a product’s risks may prove expensive for an insurer, but may even mean bankruptcy for the manufacturer.



In analysing an individual risk, the main factors to consider are the product, the production process, the patient and the instructions for the surgeon performing the procedure. The underwriter should ask the following questions:



ISO 14971, an international standard for medical products, offers a risk management guideline. In addition to describing the basic requirements, it covers all relevant aspects of risk management, such as risk analysis, risk assessment, controlling risks, acceptance of the residual risk and reporting. Corresponding documentation should be available to underwriters for detailed examination. In case of doubt, they should not rely solely on this documentation, but consider an on-site analysis of the risk. In analysing a risk, one can distinguish between the general aspects that describe the basic conditions and an individual analysis that focuses much more strongly on the product itself, its production and its use. General aspects of risk analysis First of all, the underwriter must decide whether the product liability insurance is to cover personal injury and property damage or product recall costs, or both. The manufacturer’s documents should identify and assess the risks and indicate the measures taken to eliminate or minimise them. The underwriter should pay special attention to the implants and manufacturing processes with the highest probability of loss, the greatest extent of loss and the highest risk (after multiplying the probability times the extent). Other important factors to be considered in underwriting include the source of the risk analysis, i.e. was it the manufacturer or a third party, the claims experience, the sum insured and a possible reinsurance solution.



−−What type of implant is involved (low/medium/high liability risk)? −−What risks can the material pose? Is the implant made of bone, skin or other organic material? Or is it composed of metal, plastic, ceramic material or a mixture of different substances? −−Is the implant to remain in use permanently or only for a certain period of time? −−What risks are the manufacturer’s customers, i.e. hospitals and surgeons, expected to pose? Inad equate product descriptions, for example, may lead to incorrect use of a product or even to surgical errors. −−What complications can occur in the patient, for instance due to his or her physical condition? −−What flaws can be expected in the product itself? Can the implant shift or break within the body? Can components of the implant break off or leak for any reason? Can the implant harden or soften? −−Can the product and production processes be retraced in every detail? Can they be traced back to the suppliers of raw materials or components and through the company’s own production to every single patient? Should it become necessary to recall a product, this would make it easier to identify the relevant products and contact the patients more quickly. −−Are safety-critical production processes adequately studied and monitored to prevent hidden defects and/or limit their effect? −−What batch sizes are normally purchased, produced and delivered? How many parts are produced under identical conditions? −−One of the core questions should focus on whether, following interruptions, the original production conditions are restored and revalidated in order to ensure that the implants produced are safe and conform with the approval.
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PRODUCT LIABILITY A product with the potential for major loss



OUR EXPERTS



Implants occupy a special position in product liability insurance. They entail high loss potential and must therefore fulfil especially high quality standards. These risks confront not only large multinational manufacturers, but also the great many small and medium-sized firms operating in this field.



Ulrike Kienzle is a physician and consultant in the Casualty Risk Consulting Unit at Munich Re. [email protected]



−−Continual product optimisation, the use of new materials, and efforts to provide solutions customised to individual patients pose substantial development risks. −−In the event of a claim, it can prove difficult to distinguish between product liability and the surgeon’s professional liability. Was the product really defective or may the surgeon have worked negligently? Was the surgeon not adequately instructed by the manufacturer of the implant? −−“Removing” an implant because the product has been recalled means additional time in hospital for the patient and normally involves considerably higher costs than when recalling and removing technical parts in the automotive industry, for example. High claims for damages can become an incalculable burden for the manufacturer. Risk monitoring at Munich Re Our experts monitor the development of implant risks closely and, through our Client Managers, are able to share their know-how with our clients throughout the world. Munich Re also conducts industry events on the latest developments and provides valuable tips on risk-adequate underwriting, which is absolutely essential in this field. The insurance industry will continue to keep a very close eye on the situation with implants, as major claims in the future are inevitable.
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Wolfgang Lanzner is a pharmacist and consultant in the Casualty Risk Consulting Unit at Munich Re. [email protected]



Dipl.-Ing. Alfred Sattler is a consultant responsible for assessing liability risks in the Casualty Risk Consulting Unit at Munich Re. [email protected]



LITERATURE



Where Good Ideas Come From



Zoran Andrić



Good ideas are rare, or at least much rarer than office meetings, and they are more than just flashes of genius or Eureka moments. In “Where Good Ideas Come From”: The Natural History of Innovation, US scientific journalist Steven Johnson demonstrates that most inventions do not come from sitting in splendid isolation but are inspired by exchange and by interconnectivity. To Johnson, city dwellers are more innovative than villagers because social diversity creates more opportunities and more ways to connect. Johnson dedicates a separate chapter to each of seven “patterns” of innovation. One such pattern is the willingness to take time to pursue similar questions in a variety of different domains. Good ideas are not conjured out of thin air; they are built from a collection of existing parts. Thoughts are often too strictly ordered or isolated, yet it is often only by bringing them together that innovation can occur. However, good ideas rarely come about in the context of the market, trade or competition; they are more likely to emerge in a non-commercial environment where a large number of individuals exchange information. Though this is not a self-help book, in “Where Good Ideas Come From”, Steven Johnson provides some fascinating and insightful ideas on the kinds of environments which are conducive to innovative ideas.



Steven Johnson: “Where Good Ideas Come From” The Natural History of Innovation. Penguin 2011 336 pages
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Risk insurable This is the good news being given to more and more applicants with rare diseases. One reason for this is Munich Re’s global network of experts, which makes medical know-how available to clients worldwide. Frequently, it is this networking that makes hitherto uninsurable diseases insurable.



Alban Senn



South Africa, autumn 2013: A 31-year-old man applies for life insurance. The desired sum insured is ZAR 2m in the event of death, i.e. approximately €140,000. The applicant requires the insurance policy to serve as collateral for a loan to build a house for himself and his family. Technically a straightforward case, which for an applicant of this age with a fixed income usually leads to the desired policy being granted, albeit subject to premium loadings depending on the existence and severity of any health restrictions. However, this case was not quite so straightforward.



Rendering the unknown calculable “Application deferred for the present, medical case assessment required” says MIRA, Munich Re’s Internet Risk Assessor. This online tool supports life insurance underwriters by automatically providing risk-adequate assessments based on medically evidenced and statistically founded decision rules. In this way, the vast majority of all applications, including risk-relevant health information, can be dealt with conclusively in a short space of time. The application of the 31-year-old was not among them: he is one of a few thousand people worldwide living with a transplanted heart. Case history: From birth, the applicant suffered from a rare, irreparable heart defect. His only chance of survival was the transplant of a donor organ. The big day came in 1995. The risky surgery was successful, and the man has been able to live a comparatively normal life for the past 18 years. However, to ensure that the body does not reject the foreign heart, a lifelong immunosuppressant therapy is essential.



38



Munich Re Topics Magazine 1/2014



Many human organs can be transplanted nowadays. Insurability has also improved thanks to international cooperation.
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LIFE INSURANCE



Fig. 1: Heart transplants worldwide 1982–2011 5,000



The number of operations quadrupled in the first few years. Today, around 4,000 heart transplants are carried out every year.



4,500 4,000 3,500



Source: International Society for Heart and Lung Transplantation (ISHLT)
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For the most part, this process disables the immune system and leaves the body susceptible to all kinds of diseases. Consequently, many of the 100,000 or so recipients of new hearts died not long after the operation, especially in the early days of heart transplant surgery. Today, thanks to medical progress, the chances of survival are substantially higher – and the average life expectancy following a heart transplant is also increasing all the time. Evaluating the life expectancy of every single case as exactly and as scientifically as possible is the basis for a risk-adequate, fair insurance offer and a challenge involving many unknown factors. Because, unlike for widespread diseases such as hypertension for example, solid findings and data about rare, very severe or complex diseases are scarce. Take heart transplants for instance. In 1982, i.e. 15 years after the first-ever transplant, fewer than 200 procedures of this kind were carried out worldwide. The number of operations later increased considerably and has now levelled off at around 4,000 transplants per year. But compared to other operations or diseases, this remains a very small number in a global context (see Fig. 1).
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Case consolidation simplifies risk assessment Given small case numbers like these, underwriters and medical consultants of locally operating life insurers rarely deal with such procedures or disease patterns. But it is precisely these cases that require very specific medical know-how and access to the most up-to-date medical data. The Munich Re team possesses the necessary know-how and has developed mathematical modelling techniques in recent years which allow for scientifically-based and reproducible risk prognoses for specific individual cases, even when only very little data is available. Taken together, orphan diseases are a mass phenomenon The case of the 31-year-old applicant from South Africa shows just how important such expertise is for the people concerned. The primary insurer’s underwriter forwarded the application – as recommended by MIRA – for medical risk assessment to Munich Re’s medical consultants, who carried out an elaborate mortality analysis with the latest medical data. The result of their analysis: despite the heart transplant, the life insurer was able to offer the applicant a policy – with a limited period of 15 years and an adequate loading. He accepted the offer and received his loan from the bank. In this way, Munich Re contributes to the broader insurability of individual cases and enables primary insurers to add growth to new business. Much more important, however, are the social aspects and the commitment to society as a whole. “Rare diseases are rare, but rare disease patients are numerous.” This is
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Fig. 2: A global team of experts – One database
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“The Gate” is a database for Munich Re’s medical underwriters across the globe. It helps ensure they can accurately assess orphan and complex diseases anywhere in the world. Source: Munich Re
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how Orphanet – Europe’s leading platform for information on orphan diseases – points out the true dimensions involved. To clarify: according to the definition of the European Union, a disease is “rare” or “orphan” when fewer than 5 in 10,000 people suffer from it. Six to seven thousand orphan diseases are known to experts today – with new additions almost every month! In total, this leads to a very large number of people worldwide suffering from orphan diseases. In the European Union alone, an estimated 6% to 8% of the population suffers from an orphan disease, i.e. between 27 to 38 million people. There has been hardly any research done on many of these orphan diseases. In many places, policymakers have recognised the need for action and are promoting stronger networking and the pooling of medical know-how at suitable facilities. The Gate – Global know-how for medical risk assessment With its Centre of Competence, Munich Re has been treading this path of networking and knowledge transfer for many years now. The expert team has a global presence (see Fig. 2) and specialises in risk assessment for individual cases of orphan and complex diseases. In Munich alone, the medical consultants annually deal with around 4,000 inquiries from primary insurers all over the world. The answer to every single request is clearly validated, providing a legally sound decision derived from an up-to-date knowledge base. To further expand this base systematically and to improve efficiency in medical risk assessment, the Centre of Competence for Medical Underwriting in Munich established an internal knowledge platform called The GATE (Get Access







To medical Expertise). It contains all individual cases processed, like the one of the 31-year-old South African, which are documented anonymously and comprehensively. This includes the individual case history, medical exam results, the decision made as well as the statistical medical findings that were consulted. The advantage: When a potential client with health restrictions submits an application for insurance somewhere on the globe, all medical experts at Munich Re are able to access the wealth of experience of the Munich Re medical community even more efficiently. Thus, The Gate promotes the global exchange of know-how and simplifies the assessment of individual medical risks without standardising them. Particularly in cases involving rare and complex diseases, it is necessary to consider the individual risk, the general conditions prevailing in the specific market and the latest findings in order to arrive at a fair risk assessment based on scientific evidence.



OUR EXPERT Alban Senn is a doctor of medicine who works as a consultant at the Centre of Competence for Medical Underwriting & Claims Consulting. [email protected]
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In search of lost returns A long period of low interest rates presents insurers with a difficult task, as they have to find the right balance between returns that are high enough and investments that are safe enough.



Desperately seeking returns. Right now, interest rates often fail even to keep pace with inflation.
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INVESTMENT Philipp Waldstein



Low interest rates present an enormous challenge to insurance companies when it comes to their own investments. The biggest problem for life and health insurers is that the returns they can reap from safe government bonds are not high enough to cover their own interest obligations. In this environment, many investors will find themselves having to settle for less security in their search for higher returns. Finding a balance between sufficiently high returns and adequate security is no simple task. This guide aims to give some pointers to investors within the insurance industry. Security hardly pays any more In addition to returns, security is also very important to insurance companies. But the yields on German Bunds and US government bonds, even over ten years, are now no longer able to meet the requirements of life and health insurers. What is more, neither country can today provide the absolute security that it once could. Because it is part of the European Monetary Union, Germany faces the risk that it could one day find itself jointly liable for problems that arise elsewhere in the eurozone, and the USA has so far not succeeded in dealing convincingly with its public borrowing dilemma. The world has had enough of America’s “fiscal cliff” and “shutdown” dramas. Its apparently endless increase in government debt makes the USA a risky undertaking for investors. Focus on diversification The traditional asset management approach involves holding a secure portfolio which is able to meet most of an investor’s payment obligations, to which riskier investments can be added in line with the investor’s risk appetite and any surplus funds available. If there is no longer any such thing as an absolutely safe investment, the best way to increase a portfolio’s security is through wide diversification. The effects of diversification in terms of balancing and adding security to a portfolio can be surprisingly positive, provided of course that the rules of diversification are always adhered to on an ongoing basis. Assets must always be subject to close and efficient risk control. If something goes wrong, fast and decisive action must be taken to deal with the problem. Investment focused on liabilities Trends in the capital markets in recent years show that insurance companies cannot manage their investments in the same way as other fund managers, to whom investors entrust their assets in order to obtain a return in excess of a pre-defined benchmark. Unlike these fund managers, insurance companies have to invest in a way that aligns the portfolio profile as closely as possible with the payment obligations arising from their core business.







This means selecting a portfolio of assets that behaves in a way compatible to their liabilities. Interest-rate, currency and inflation risks are generally central to this. This kind of asset-liability management approach is designed, for example, to minimise the risk of not being able to meet one’s own interest commitments during a long period of low interest rates. Know the risks Anyone looking for more than (now only relatively) secure returns has only one option, namely to take on more risk. This is mainly a matter of being prepared to accept credit risks in the broader sense. So the question then becomes: Are the higher returns worth the extra risk? Risks that are not completely transparent – and there are many – are never worth it and should always be avoided. Insurance companies must be aware that, unlike interest-rate or currency risks, there is no equivalent on the liabilities side of the balance sheet to these extra credit risks. So investments and their risks must be understandable and analysable, and it must be possible to classify their risk profiles in a way that ensures that the insurer’s risk-bearing capacity is not jeopardised under long-term asset- liability management aspects. Simply acquiring an investment because it superficially provides a sufficiently attractive return is not what is required. Investors should always check whether the promised return can also be maintained for the full holding period of the investment, and what level of volatility the investment is exposed to throughout its duration. Liquidity matters Before the financial crisis, the assumption was that there were many liquid securities, and investors did not question this, although during the period after the new millennium, when the dot-com bubble was bursting, it had already become evident that the availability of investment products in times of rising markets often only gives the impression of liquidity. True liquidity has once again become more important in terms of the investor’s ability to react to external events. Political decisions now have a more significant effect on the capital markets and influence them in ways that can sometimes be very hard to foresee. An appropriate proportion of high-liquidity investments is useful in that it provides flexibility, i.e. the ability to avoid and absorb risks and to take advantage of opportunities.
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INVESTMENT



Fig. 1: Movements in bond prices from 2008 to the present (nominal values) 5.5%



Despite the recent small increase in interest rates, they are likely to remain low for a long time.
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Source: Thomson Datastream
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Risk management is extremely important Rigorous risk management at portfolio level is important. This involves the early recognition of limit breaches, for example when a minimum rate of return is required, so that corrective action can be taken. If movements on the capital markets run contrary to one’s own position, a correction must be made quickly enough to ensure one’s uninterrupted ability to act. Safety-oriented investors have to constantly monitor whether their investments continue to meet their demanding quality criteria, as internal developments and external influences can change this at any time. The days of a simple “buy and hold” strategy are now over. With investments retaining their quality for ever-shorter periods of time, it is vital to understand, observe and keep monitoring the risks of individual securities, not only before, but also, and indeed especially, after buying them.
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Investing safely and profitably over the long term is no easy task. Investors need to be aware that avoiding one risk may expose them to another. Sometimes it comes down to choosing the lesser of two evils, which is never an easy thing to do. Even in the current market cycle, it is clear that the magic triangle of liquidity, returns and risk/creditworthiness still applies. Anyone wishing to achieve constant, positive performance in this environment needs to keep in mind the opportunities that the capital markets offer and use a professional asset manager. Know your risks, and try to maximise your returns with clear investment objectives.



Set objectives The investor’s own objectives are always decisive in any investment activity. These must be clear and unambiguous. Although this is the last point made here, the individual investment objectives are always the starting point for any investment considerations. Based on these objectives, investment strategies are developed and investment opportunities examined. For example, someone aiming to maintain their capital must manage their risk budget very carefully and never expose themselves to too much risk. Without pre-defined objectives, it is easy to make the mistake of chasing after the market. Following the crowd and the business cycle is the most common reason for poor investment outcomes. Well-defined investment principles are crucial, irrespective of fashions or trends.



44



Munich Re Topics Magazine 1/2014



OUR EXPERT Philipp Waldstein is a member of the Board of Management at MEAG and is responsible for the Portfolio Management Securities, Money and Foreign Exchange division. [email protected]



What is it that makes reinsurance so exciting?



You can find out the answers to this question in TOPICS ONLINE. Our magazine for insurers takes you behind the scenes at Munich Re and shows what drives us. We will introduce you to interesting people, address current topics in the worlds of insurance and finance, and present the latest trends, solutions and services. Have your say: use the comment function to start interesting discussions with us. Your opinions are reflected in interactive surveys. www.munichre.com/en/topicsonline not if, but how
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Economics from a risk perspective



Baltic Tigers set a course for the euro Michael Menhart, Chief Economist at Munich Re [email protected]



Since the sovereign debt crisis began in 2010, many economists have been convinced that the eurozone would not have 16 Member States for much longer. The thinking was that the economic problems would see indi vidual countries decide to leave, or be forced out of the system. What almost no one imagined was that the Monetary Union would actually be extended during the euro crisis. Estonia joined in 2011, Latvia will introduce the euro on 1 January 2014, and Lithuania is due to follow a year later. So is this evidence that the worst of the eurozone crisis is now behind us? Or are we perhaps seeing a repeat of the same mistakes that were made in the past? Why do these two Baltic states – until recently themselves both still in deep recession – want to join a struggling monetary union? And, in the current circumstances, why would the eurozone countries agree to expand the Union to include Latvia – a country that in 2008 had to deal with a property bubble, a serious current account deficit and acute inflation which forced the govern ment to turn to the EU, IMF and oth ers for financial assistance? Nonetheless, there are good reasons for taking this course. Latvia hopes to enjoy the same positive effects from introducing the euro that Estonia has enjoyed – lower interest rates and better ratings, a strong influx of foreign investment and an extra stimulus to
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growth. Integration in the European Union is also relevant for both sides from the point of view of security policy. Because of the Baltic states’ geopolitical position at the edge of Europe, the euro means “more Euro pean integration and hence less iso lation” for Latvia, according to its Minister of Defence. On the other side, the eurozone will also benefit if the Baltic states are more closely bound up within the “European fam ily”. However, Latvians themselves are sceptical about the introduction of the new currency. Fewer than 40% are in favour of the euro – the nega tive effects of the reforms needed to meet the Maastricht criteria are still being felt. From the point of view of the monetary union, there are arguments both for and against expansion. One down side is that Latvia’s economic per formance still lags some way behind that of other euro countries – at roughly € 10,000, Latvia’s per-capita income is around a third of the euro zone average. This makes Latvia vul nerable to inflation as its economy adjusts. The country’s high foreign trade ratio also makes it vulnerable to international price fluctuations. Although prices in Latvia have been stable since 2012, they had fluctuated widely in previous years. A further dis advantage is that, just as in Cyprus, roughly half of the bank deposits in Latvia are made by foreign custom ers, principally from Russia. The vola tility of these deposits could increase the level of external debt consider ably in the short term.



On the other hand, Latvia meets the convergence criteria – inflation cur rently stands at around 2%, govern ment debt at roughly 40%, and the annual budget deficit at 1.3%. Like Lithuania, Latvia has successfully tackled its economic problems over the last five years by implement ing structural reforms and strict consolidation measures. Latvia has been extremely fast and effective in introducing the necessary changes – a new tax system aimed at max imising revenues has been brought in, efforts have been made to make savings in public expenditure and, just as importantly, labour market reforms have been set in motion. On the one hand these have involved wage reductions, on the other hand by opening up the market and mak ing it more flexible, they have also increased productivity and competi tiveness. Latvia has managed to take fast, radical action to mend its econ omy without devaluing its currency, as the lats has been pegged to the euro since 2004. By its actions – and this is probably the most important argument for it to join the eurozone – Latvia has set an example of how to handle a crisis and, therefore, has the potential to strengthen the group of countries focused on consolidation. We wish the Baltic Tigers a warm welcome!
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