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Insurance risk is filtering through to the investment community

Edmund Megna,
vice-chairman, Guy
Carpenter &
Company, Inc.

For more than a decade, there has been much dis-
cussion on the topic of closer links between capital
markets and reinsurance markets. The early catalyst
of this discourse was Hurricane Andrew in 1992,
which produced a devastating loss of $16bn for
(re)insurers, more than four times the size of any
prior catastrophe loss. One study on hurricanes and
earthquakes, conducted by a California State Uni-
versity professor, showed that the insurance indus-
try could suffer even worse losses, possibly as much
as $100bn. Fears of such losses led to a severe
tightening of the catastrophe property reinsurance
market and prompted initiatives to search for other
mechanisms to transfer the catastrophic risk arising
from natural perils.

Key to these explorations was the recognition
that the assets in overall global capital markets
were counted in the trillions ($28trn for the United
States alone). If a more direct link could be made
between insurance risks and the overall capital
markets, then the pressure on (re)insurer capital
could be reduced. The first such link was made in
1994, with the first
use of a catastrophe
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to see multiple tranches, different perils and vary-
ing maturities.

We have also seen interesting developments in
the traditional indirect link of capital markets to
(re)insurers. Similar to other industries, investors
participate in insurance risks by becoming share-
holders in insurance companies, and this remains
as probably the most effective link between the
sectors. What is new in recent years is the speed
with which this indirect linkage is utilised. After
Hurricane Andrew, it took more than six months
before the first mono-peril reinsurer was launched
in Bermuda. Within two months of the events of
September 11, 2001, no fewer than six new insur-
ers were set up in Bermuda to take advantage of
the hard market.

What we appear to be witnessing is a growing
nexus of professionals who are conversant with
the tools and customs of both capital and insur-
ance markets. Many of the people working on
insurance issues at investment banks and hedge
funds have been trained in the insurance sector.
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trophe bonds have experienced growth over the
years, they still constitute only a small part, esti-
mated at less than 5%, of the overall market for
risk transfer of natural peril risk.

This slow progress in linking reinsurance and
capital markets has led some observers to question
whether convergence was illusionary and whether
cat bonds were an interesting but insignificant
development in the joining of these two major sec-
tors of the financial services industry. Major devel-
opments in recent years, however, suggest that we
are getting closer to convergence.

First, we have seen the emergence of a number
of hedge funds, mostly in Bermuda, that are dedi-
cated to assuming (re)insurance risk. Generally,
these funds prefer large lines, as they try to max-
imise the efficiency of their relatively small staffs.
Hedge funds thus provide a direct link between
investors and insurers and/or reinsurers. Second,
the structure of catastrophe bonds displays more
variety, thereby increasing their attractiveness to
both cedants and investors. In the early days of
the catastrophe bond market, issues tended to be
single-peril and single-tranche. Now, it is common
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—! nies have increased
choices, including fully collateralised protection by
hedge funds and reinsurance backed by catastrophe
bonds. Both markets learn from one another to bring
the best, customised solutions to clients.

One possible road block to the continued
progress in financial convergence could be in the
regulatory arena. Apart from the cautiousness that
insurance regulators are likely to have for some
years, following the accounting and reporting ques-
tions raised in 2004 and 2005, insurance regula-
tors may be knowledgeable in one field, (insurance,
for example) but not the other (investments, say).
This is likely to mean that they may be overly cau-
tious, and this may hamper the experimentation
and innovation that is essential for progress in
developing new vehicles for risk transfer.

Overall, it appears that we are witnessing the
emergence of a set of mechanisms for the direct
transfer of insurance risk to the broad investment
community. We are probably in the infant stages
of this phenomenon, but given the expected
growth in the demand for risk capital in the com-
ing years, such a development appears both time-
ly and necessary.
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