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Figure 1a: Companies by type of businpess
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Figure 1b: Companies by headquarter location
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Figure Tc: Company size based on premium volume (USD)
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Annex 1: A brief look into the foundations
of the insurance business model

Transferring and carrying risk is at the heart of the insurance
business. The core business of insurers is to assess, price,
assume and transfer risk on behalf of their policyholders.
Figure A1 provides an overview of the insurance industry’s
value chain.

Figure A1: The insurance industry value chain
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The insurance industry’s value chain

This includes:

Policyholders: Buyers of insurance, e.g. oneself,
a car owner, all drivers of a certain vehicle, all
people working for a company, a company itself,
municipalities and states, etc.

(Primary) Insurers: They enable individuals and
collectives to bear risks. e.g. most drivers cannot afford
the casualties of a car accident.

Reinsurers: Reinsurance companies act as insurers
for insurance companies. Their important role is
highlighted in more detail below.

Brokers/agents: Are intermediaries or ‘sales agents’
between policyholders and insurers as well as between
primary insurers and reinsurers. Maintaining a
distribution network and consulting services, brokers
offer a critical service as intermediaries in enabling the
risk transfer transaction, but do not bear the risk.

Financial market: A well-functioning financial market
is needed for the production of insurance products. On
the one hand, earned premiums need to be reinvested.
On the other hand, insurance companies need to raise
additional risk capital.

Traditionally, from an underwriting point of view, there are
three basic ways of classifying insurance (Skipper, 1998):

Social versus private: Social insurance is government-
administered and emphasises social equity and income
redistribution, whereas private insurance is based on
individual actuarial equity with premiums reflecting
individual risk characteristics embedded in a portfolio
to benefit from diversification.

Life versus non-life: Life insurance pays benefits

on a person’s death, living a certain length of time,
sustaining disability or injury. Non-life insurance
generally covers property losses, liability losses and,
in some countries, workers’ compensation and health
insurance payments.

Commercial versus personal: Commercial insurance
is purchased by businesses or other organisations to
insure large risks. Personal insurance is purchased by
individuals and covers mass risks.

The risk transfer function

Insurance companies offer protection to people, businesses
and governments in return for a premium. The insurance
policy is a mutual agreement whereby the insured transfers
the risks of an uncertain loss to the insurer by paying

up front a certain fixed amount. Subsequently, in the
occurrence of a covered event, the insurance company
indemnifies the policyholder. It should be noted that the
actual insurance product is not the payment in the event of
a covered loss. In fact, it is rather the guarantee that losses
will be indemnified if one suffers a loss. Obviously, this
guarantee comes only with a certain likelihood; insurance
companies may go bankrupt during the coverage period.
Correspondingly, the creditworthiness of an insurance
company is key. The insurance industry is heavily regulated.
The guarantees of the insurance mechanism rely on three
methods, including pooling of risks, retrocession and
securitisation.

— Pooling of risks: By pooling similar risks of different
individuals, the uncertain magnitude of the losses
becomes controllable. Residual annual fluctuations
are offset over time. This is the fundamental role of
insurance: organising the diversification of risks.*!

In this sense, insurance companies achieve the
management of their liabilities accordingly. By holding
a capital buffer, insurance companies may still endure
a period of adverse loss experience.

— Retrocession: Cumulative and peak risks can be
capped by ceding them to a certain portion to
reinsurance companies. Correspondingly, reinsurance
companies act as insurers for insurance companies.
Huge losses are spread across many parties and
become bearable.

— Securitisation: The coverage of certain risks can also
be financed by placing them in the financial market.

The investment function

The investment (asset management) function of insurance
companies is deeply linked to the liabilities. Structuring

the balance sheet is known as Asset Liability Management
(ALM). Investment strategies are developed with
consideration for a number of internal and external factors.
Insurance companies need to ensure that they remain
solvent and can make their payouts to the policyholders
with the highest probability at any time. The asset

41
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In other words, it is important to underline that the role of insurance is the socialisation of risk.
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allocation and investment decisions are typically supervised
by an investment committee, chaired by the Chief
Investment Officer (CIO). The process involves optimisation
under constraints, which is conducted in a two-step
approach in close collaboration with other stakeholders
from the company.

First and foremost, investment decisions are mainly driven
by the underwritten liabilities. To this end, the actuaries
calculate the expected cash flows and the required risk
capital so that the insurance company can fulfil its fiduciary
responsibility with very high probability. This includes target
return on investments (ROIs) and duration patterns for the
liquidity management. These vary across different business
segments. Second, asset allocation strategy involves
alignment of the actuarial projections (the prudence
regime), expectations from the shareholders (demand for a
risk-adjusted return on their investment) and the company’s
risk appetite (as supervised by the board of directors).

Insurers have a fiduciary duty to protect and enhance
the value of their ‘policyholders’ assets. Fiduciary duties
pose constraints on the industry’s investment strategies.
Their primary responsibility as fiduciaries is to invest
funds entrusted to them by policyholders (i.e. premiums)
prudently in order to provide benefits to the beneficiaries
of those funds (i.e. settle claims when they become due).
The common understanding of this responsibility is that
insurers, as fiduciaries, should focus on generating risk-
adjusted portfolio returns in order to maximise the financial
benefits they can pay out. Prudential standards aim to
ensure that they will do so.*

Financial and insurance regulatory system

To ensure that insurers have adequate capital, regulators
impose risk-based capital charges on insurers’ investments;
the riskier the investment, the higher the capital charge.
Regulatory capital requirements are designed to ensure that
the insurers could fully honour future claims.*® Regulators
will intervene if an insurer does not have sufficient capital
to meets its regulatory requirements. The asset allocation
is restricted to a high degree by regulatory requirements
targeted at consumer protection, which are enforced in the
insurance industry through complex regulatory systems,
which vary regionally.*#°

Regulatory capital charges and the associated formulas
vary by type of insurance company and asset class.

For example, assume that the baseline charge for an
investment in common equities by a non-life insurer is

15 per cent of the asset value; for every dollar invested

in common equities, a non-life insurer would be charged
USD 0.15. As such, insurers might be more drawn towards
asset classes with lower capital charges (e.g. long-term,
high-quality fixed income investments).

42 There is no global definition of fiduciary duties, with fiduciary standards varying across different legal systems, cultures and contexts. However,

fiduciary principles impose a duty of care (which requires fiduciaries to exercise skill and prudence when looking after the assets of beneficiaries)
and a duty of loyalty (which requires fiduciaries to manage funds in the beneficiaries’ interests, not their own, and to be impartial to the interests
of multiple beneficiaries). Institutional investors have interpreted the combined duties of care and loyalty to require fiduciaries to only consider
the financial interests of beneficiaries. The implications of this ‘narrow’ interpretation for insurers is that fiduciaries should not incorporate climate
change considerations into their investment decision-making because in doing so they could be in breach of their duty of care (taking non-financial
factors into account might put financial returns at risk) or duty of loyalty (placing their own ethical or moral beliefs above the financial interests of
their beneficiaries) (OECD, 2017).

43 Evenif the future loss experience is worse than assumed when the liabilities are calculated.

44 Prudence regime: The idiosyncrasy of insurance cash flows is that their magnitude and timing are random. Actuaries calculate the capital
requirements in order to be able to serve these contingencies with very high probability. Unless regulations explicitly prevent it, diligent actuaries
assume a prudent position, i.e. it is better for the insurance company to reserve slightly too much capital than too little.

45

Climate Change and the Insurance Industry

Risk appetite: According to the general economic theory, risky investments tend to have more volatile returns. This involves the upside potential
of risky investments being higher.
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Typical investment patterns

The nature of liabilities determines how the financial risks
associated with the assets and liabilities are managed,
given that different lines of business are exposed to
different risks. It would be fair to say that in order to

fulfil their fiduciary responsibility and to guarantee
creditworthiness, insurance companies prefer to select
secure investments with slightly lower ROls.

Life insurers are typically ‘buy and hold’ investors seeking
to generate predictable and stable income to match
long-term and generally predictable liabilities that must
be paid when claims become due (life insurance contract
durations are of 10 years and more with payout patterns
of twenty or thirty years or more). Life insurers are deeply
concerned with the asset liability mismatch, and so the
focus of ALM is often interest rate risk since the longer the
duration the more sensitive the liabilities are to changes in
interest rates.

42  www.genevaassociation.org

Non-life insurers’ investment categories are geared
towards more liquid investments with shorter investment
horizons in order to be able to compensate policyholders
quickly and efficiently (non-life insurance contracts are
typically one year in duration).

Large insurance conglomerates usually maintain their
asset management divisions in-house, while smaller
companies tend to outsource the asset management
function to third party asset managers.
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