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Softer For Longer: Are Global Reinsurers Ready
For A Long Soft Cycle And An Evolving Business
Landscape?

As negotiations for the 2017 reinsurance contracts begin in Monte Carlo, business conditions for the global reinsurance

industry remain weak. S&P Global Ratings expects prices to continue declining in the absence of a very large loss. The

soft cycle is proving to be deeper and longer than many market participants anticipated in 2013, with falling premiums

increased competition putting pressure on reinsurers' top and bottom lines.

However, our ratings on global reinsurers reflect these firms' extremely strong capital adequacy, enterprise risk

management (ERM), and competitive positions, which should allow them to withstand the unfavorable conditions for

the next year. Our forecasts factor in deteriorating earnings over the next two years, but we expect capital buffers to

remain resilient. We therefore don't expect to see many rating changes over the next 12 months (see table 1 below).

Overview

• The soft cycle in reinsurance has continued longer than many market participants expected. The industry is

running out of tactical moves to withstand this "softer for longer" scenario, and we believe it is slow to respond

to changing dynamics with strategic shifts.

• We forecast that the global reinsurance industry's returns will continue to weaken, with a combined ratio of

97%-102% and return on equity of 7%-9% for 2016.

• However, we believe that reinsurers' capital should be sufficient to absorb continued price declines, a

significant catastrophe shock, earnings deterioration, or increased asset risk over the next 12 months.

• Therefore we do not anticipate many rating changes over the next 12 months, despite the weak business

conditions.

• On the other hand, we foresee the gulf between the largest reinsurers and the rest of the market continuing to

widen, pressuring the business models, and potentially the ratings, of the smallest firms over the medium term.

Table 1

Credit Conditions For Global Reinsurers 2016

Business conditions (current) Business outlook (12 months) Sector outlook (12 months)

Global reinsurers Weak Somewhat weaker Stable

We forecast a combined ratio of 97%-102% and return on equity (ROE) of 7%-9% for the global reinsurance industry in

2016, a deterioration from previous years (see table 2). Longer term, we believe that reinsurers' financial flexibility

could diminish as investors look to other insurance sectors for larger returns. Additionally, assuming a return to

normalized catastrophe losses and reserve releases, reinsurers' weaker earnings profiles could slowly erode their

capital and undermine their competitive advantage.
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Table 2

Global Reinsurance Sector Earnings Forecasts

(%) 2011 2012 2013 2014 2015 2016F 2017F

Reported combined ratio 107.7 91.1 89.8 90.1 90.6 97-102 100-104

Reserve releases 7.9 6.1 6.3 7.0 6.0 6.0 6.0

Catastrophe losses 25.2 9.3 5.5 3.2 2.1 10.0 10.0

Normalized combined ratio* 94.4 91.9 94.6 97.9 98.4 N/A N/A

Reported return on equity 2.2 12.7 13.5 12.2 10.7 7-9 7-9

Normalized return on equity* 16.7 12.8 8.8 4.9 3.2 N/A N/A

Net investment income 3.0 3.0 2.8 2.7 2.5 2.1 1.9

*Normalized catastrophe losses and reserve releases based on 10-year historical industry average. N/A--Not applicable. F--Forecast.

We also see the possibility that the reinsurance industry's relevance to cedants and other buyers could be under threat

from alternative capital or technology companies, or that reinsurers' relaxed attitude to product innovation could

undermine the value of reinsurance in buyers' minds. We see limited evidence of reinsurers actively looking to address

these risks, and if this remains the case, it could lead to negative rating changes over the longer term.

Furthermore, we expect the gulf that is developing between the largest reinsurers and the rest of the market to

continue to widen. Larger, more diversified reinsurers, with lower costs of capital and more comprehensive product

offerings, should be able to retain more business that meets their profitability targets than more concentrated, less

sophisticated peers. We believe that larger companies still have more tactical tools to withstand the soft cycle, and are

better positioned to begin to implement strategic action to help ensure their relevance to clients long term.

The same negative factors continue to weigh on the global reinsurance market since the cycle began to turn in late

2013 (see table 3). Specifically:

• Premium rates continue to soften, albeit at a slower pace than in 2014 and 2015, but with no sign of a rebound;

• Supply outweighs demand as capital continues to flow into the sector, albeit at a slower pace, on the back of benign

catastrophe losses and the continued growth of alternative capital;

• Cedants continue to change their buying patterns to retain more risk and profit as primary rates come under

pressure; and

• Income from investments remains anemic as low interest rates drag on.

Table 3

Drivers Of Business Conditions For Global Reinsurers

Potential driver Trend for 2016 Observations

Pricing Negative Pricing continues to decline across the board. Overall average price reductions of 0%-5% are

expected for 2016, with wide variation among lines and regions. Declines have slowed relative to

recent years, and this trend should continue into 2017.

Loosening of terms and

conditions

Neutral to

negative

Large reinsurers appear to have been able to push back on clients demanding wider terms and

conditions, with some loosening experienced, but in areas that can be priced for.

M&A activity Neutral The M&A wave of 2015 appears to have stalled. The impact on industry capital has been

insignificant.

ILS capacity Neutral to

negative

The influx of ILS capacity slowed in 2015 and 2016, as low prices in the traditional market made it

more cost-effective than ILS in some cases. This is good for traditional players, but not good for

their ILS businesses.
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Table 3

Drivers Of Business Conditions For Global Reinsurers (cont.)

Potential driver Trend for 2016 Observations

Cedant demand Neutral The drop in reinsurance demand seen recently appears to have plateaued in 2016, but there is no

increase in sight.

Low investment returns Negative Lower for longer is a reality, and reinvestment rates remain paltry, which implies pain in investment

returns for some time.

Organic growth Negative Opportunities for organic growth are few; some pockets present profitability, but the windows close

quickly as competition heats up.

M&A--Mergers and acquisitions. ILS--Insurance-linked securities.

Outsmarting The Market Is Becoming Increasingly Difficult

Last year, the reinsurance industry was able to respond to these negative pressures with a number of tactical moves

that have helped to insulate companies' balance sheets and business models for the time being. Twelve months on, we

believe that reinsurers' options for withstanding such persistently weak business conditions are increasingly limited, as

they have already exhausted the easier tactical maneuvers, margins continue to be squeezed, and the industry as a

whole has been slow to react with strategic initiatives to innovate and increase the value and relevance of reinsurance.

We continue to observe a shift to proportional and primary lines of business from non-proportional reinsurance

business, as price reductions in the former lines of business are less severe than in the latter, although at the cost of

higher ceding commissions and attritional loss ratios. Proportional and primary business is also more premium

intensive, which has helped to stem the decline in many players' top lines. Despite this, we observed a 2% reduction in

net premiums written by our rated global reinsurers in 2015. Furthermore, we believe that the benefit of a shift to

primary or proportional business is dwindling as the primary markets are now experiencing pricing pressure.

Opportunities for finding more profitable lines of business are drying up. A number of reinsurers considered U.S.

casualty reinsurance as a relatively attractive line of business following severe price declines in property business.

However, many of these reinsurers have since admitted that this line has not improved as much as they had hoped,

and are now retrenching. Other business lines, such as accident and health, U.K. motor, and agriculture or crop, have

been touted as profitable over the past two years, but these lines are becoming increasingly competitive and returns

are diminishing.

One remaining bright spot is reinsurance or capital solutions for mortgage insurance (see "Amid Global Reinsurance

Pricing Gloom, Is U.S. Mortgage Reinsurance A Bright Spot Or A Risky Proposition?," published Aug. 25, 2016, on

RatingsDirect). However, given the speed with which many players have entered this market, we can't be sure of

exactly how long the opportunities here will last for interested parties.

To offset low investment returns, reinsurers have the option to increase credit, market, or interest-rate risk in search of

greater yield. Yet the industry has proven averse to any significant increase in asset risk. Our research shows that any

shift in asset allocations to generate earnings has been modest to date (see "Global Reinsurers Are Reluctant To

Increase Asset Risks To Bolster Investment Returns," published Aug. 23, 2016). We don't expect any further material

shifts, as reinsurers generally view assets as a counterbalance against catastrophe or other liability shocks. Increased
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asset risk comes with onerous capital charges, particularly in new regulatory regimes such as Solvency 2, and we don't

observe any material increase in risk appetite from the reinsurers we rate.

The wave of mergers and acquisitions in the global reinsurance industry in 2015 appears to have receded this year due

to market uncertainty, although we see the possibility of some remaining deals once the market stabilizes. We believe

that consolidation can be an effective solution for reinsurers looking to strengthen their competitive positions, smooth

concentrations, or bolster their balance sheets. However, the benefits of transformational consolidation are largely

one-off, as they are difficult to replicate with subsequent transactions. Our research suggests that the insurance

industry's track record of creating value through consolidation is unspectacular (see "Global Insurance M&A Trends

Should Continue In 2016 Despite A Patchy Track Record Of Successful Deals," published April 4, 2016), so history

doesn't suggest that this will be a successful long-term solution for most of the companies involved in last year's wave.

Diminishing returns

Tactics such as expense management and portfolio steering have longer-lasting benefits than those we mention above.

Reinsurers that are able to control their expenses find it easier than their peers to absorb price declines without

sacrificing their margins. However, in general, expenses are trending higher in the industry. Acquisition costs have

increased by 2.6% of premiums over the past five years.

At the same time, operating expenses as a proportion of premiums are rising almost as quickly over the same period.

The cost of regulatory compliance and model enhancement continues to rise; the shift toward more premium-intensive

primary or proportional business requires more staff and larger overheads; and other fixed costs are difficult to cut

despite slowing premium increases. So while expense management may provide a relative advantage for some

reinsurers, it is only a matter of time before it becomes an unprofitable exercise.

We believe that risk selection and portfolio management will remain important tools for reinsurers to mitigate the

impact of rate deterioration. Careful selection of policies or treaties, exiting loss-making business lines, and tailoring

solutions for key clients that continue to generate sufficient returns can help to maintain bottom-line profitability while

top-lines stagnate or fall. However, a prolonged period of portfolio pruning will reduce a reinsurer's profit-generating

potential, and could, over time, impair the reinsurer's competitive position. In addition, exiting underperforming lines

of businesses or regions can make it difficult for a reinsurer to re-enter them if or when they improve.

Life lessons

To see how the reinsurance industry may continue to respond to the "softer-for-longer" situation, we can look at the

life insurance industry's reaction to the lower-for-longer interest rates. We have seen the life insurance industry make

fundamental changes to its product risk profile by lowering guarantees, shifting investment risk to policyholders, or

de-emphasizing savings products and allocating capital to protection products that carry less market risk.

It is entirely possible that we may see similar shifts in reinsurers' business models as premium rates continue to soften,

cedant demand continues to change, and a rapidly evolving economy seeks protection from new risks. However, we

are yet to see concrete evidence of reinsurers coming round to this way of thinking. Our impression is that

managements' focus is on keeping their firms afloat as the market continues to soften, rather than on long-term

strategic solutions. Such solutions can be slow to develop while operating conditions are in flux. Yet surveys of

insureds show that they feel the insurance industry is failing to provide coverage for the risks they're most concerned
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about.

The reinsurance industry and Lloyd's specialty market have historically been sources of innovation in the insurance

market, but have recently been slow to respond to emerging trends such as cyber risk, the digitalization of distribution,

and coverage for floods. Many in the reinsurance industry have voiced the view that the primary market should take

the lead in finding solutions for these risks, with reinsurers providing support. This is a reactive rather than proactive

approach. Reinsurers who take the opportunity to work with cedants in finding and structuring solutions to emerging

risks may develop an early competitive advantage in these areas.

The Smallest Insurers Will Find It Hard To Catch Their Larger Counterparts As
The Gulf Between Them Widens

The weak business conditions have been harder on some reinsurers than others, with a gulf developing between the

largest reinsurers and the rest. We anticipate that this gulf will widen, putting further pressure on the business models

of the smaller players. The largest reinsurers are best placed to weather the storm, as long as the smaller firms don't

rock the boat too much. The largest reinsurers' capital structures, diversified profiles, and sizable scopes, allow them

more flexibility to undertake tactical measures and a wider range of strategic options to evolve with the market.

Premium trends indicate that the top 10 reinsurers' share of global business has increased since 2010, to 74% from

67% of the total reinsurance market. The top 11-20 players have fought hard to maintain the status quo, with their

market share hovering around 14%, while the smallest players have seen their share nearly halve over the period (see

table 4).

Table 4

Share Of Premiums For Top 40 Reinsurers

(%) 2015 2014 2013 2012 2011 2010

Top 10 74 72 71 69 68 67

Top 11-20 15 14 13 13 15 14

Rest 11 14 15 17 18 19

Reinsurers at the bottom of the table will find it increasingly difficult to cross the gulf, as barriers to entry to the top are

rising. As cedants' sophistication increases and their reinsurance buying patterns evolve, they will continue to put a

premium on partnerships with reinsurers who can offer capacity, research and product development, underwriting

expertise, and bespoke solutions.

In addition, more diversified and higher-rated players benefit from a lower cost of capital, which enables them to retain

business at lower premium rates for longer than their competitors before it becomes unprofitable. (See "Reinsurers

Approach A Tipping Point As Profitability Threatens To Sustainably Fall Below The Cost Of Capital," published Sept.

1, 2016.) Finally, reinsurers who offer life reinsurance receive a boost from that business' stronger profitability. We

expect ROE for life reinsurance to be just above 10% on average, compared with 7%-9% for non-life business (see

"Global Life Reinsurance Has Sound Prospects On Emerging Market Growth," published Aug. 30, 2016).
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The Ratings On Global Reinsurers Can Withstand The Weak Operating
Environment For Now

In the near term, we believe that our ratings on global reinsurers will remain resilient to the softer-for-longer business

conditions thanks to reinsurers' extremely strong capital adequacy and strong ERM.

The industry's ERM capabilities differentiate reinsurers from other insurers in the market. The reinsurance industry's

more sophisticated risk models and ability to steer business decisions by optimizing risk and reward enable it to

navigate difficult market conditions by allocating capital to profitable rather than unprofitable lines of business. This

ability to allocate capital more efficiently enables better execution of risk selection and portfolio management (see "For

Global Reinsurers, Stronger Enterprise Risk Management Is The Key To Success And Survival," published Aug. 18,

2016.)

Total capital in the industry remains at near record-high levels. Traditional capital is broadly flat compared to 2015, on

the back of benign catastrophes and reserve releases that allowed reinsurers to return capital to investors while

maintaining extremely strong capital adequacy, on average. Alternative capital has also continued to grow rapidly,

albeit at a slower rate in 2015 and 2016. This new source of capital has reduced pricing, particularly in catastrophe

reinsurance. However, reinsurers' willingness to make use of alternative capital has also allowed them to retrocede a

significant proportion of their catastrophe risk to the capital markets, especially in peak zones, thereby keeping the

industry's exposure to large catastrophe losses manageable.

Our scenario analysis indicates that the industry's capital can also withstand other strains--such as continued price

deterioration, weaker earnings, reserve deterioration, or increased asset risk--although catastrophe and reserve risk are

the most significant (see table 5).

Table 5

Reinsurance Industry Capital Stress Scenarios

Stress Scenario

Industry capital

impact (bil. $)

Percentage of current

excess*

Number of reinsurers'

ratings at risk

Reserve shock Severe reserve strengthening (35%

strengthening)

87.2 144 16

Catastrophe shock 1/250 year annual aggregate catastrophe

net loss

58.5 96 18

Reserve shock Top 20 U.S. reinsurers' 2002 stress

scenario (22% strengthening)

54.8 90 16

Catastrophe shock 1/100 year annual aggregate catastrophe

net loss

44.6 73 16

Catastrophe shock 1/50 year annual aggregate catastrophe

net loss

36.0 59 14

Reserve shock Moderate reserve strengthening (10%

strengthening)

24.9 41 13

Increased asset risk Double equity exposure at expense of

AAA bonds

23.2 38 11

Catastrophe shock 1/10 year annual aggregate catastrophe

net loss

20.0 33 11

Increased asset risk One category deterioration of average

bond credit quality

16.3 27 4
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Table 5

Reinsurance Industry Capital Stress Scenarios (cont.)

Stress Scenario

Industry capital

impact (bil. $)

Percentage of current

excess*

Number of reinsurers'

ratings at risk

Continued price

softening

5% price decline in 2016 5.9 10 2

Increased asset risk 30% shock to equity values 5.9 10 2

Weakened earnings Return on capital < cost of capital by 1%

for 12 months

2.3 4 2

*Excess capital at the 'A' level was $59 billion as of year-end 2015.

However, individual reinsurers' capital positions may be more exposed to certain shocks or stresses. Varying levels of

capital adequacy among reinsurers means that some ratings could come under pressure before the industry does.

Extended price declines could erode the industry's capital buffer, leading to a downward revision of our stable outlook

on the industry. Similarly, reserve strengthening can affect the industry's capital buffer materially, or prompt individual

ratings to change relatively quickly.

Our discussions with individual reinsurers and our reviews of actuarial reports indicate that reserve margins remain

robust and adequate, despite a string of significant reserve releases by most reinsurers over most of the last decade.

However, these releases have continued longer than many market observers expected, and, together with material

reserve strengthening by some primary players in the U.S., have raised questions about reserve adequacy. For

example, the U.K.'s Prudential Regulatory Authority recently sent a letter to the CEOs of U.K. re/insurers about

reserve trends, prompting Lloyd's to review the market's reserve adequacy. We continue to monitor the reinsurance

industry's risk of diminishing reserve adequacy.

Global Reinsurers' Delayed Reaction To Evolving Risk Could Alter The Industry
Landscape

We believe that the global reinsurance industry can weather the ongoing adverse business conditions for the next 12

months, and we do not expect to see many positive or negative rating actions over this period. However, as the gulf

between the largest reinsurers and the rest of the market widens, rating pressure will build from the bottom up. We

believe that the largest players still have some tactical moves left in their arsenal and are best positioned to undertake

long-term strategic actions to evolve with the market.

At the same time, we deem that the time is ripe for reinsurers to think strategically about their place in the global

economy and how they will continue to add value to cedants and insureds by providing protection against new and

evolving risks. We don't see widespread evidence that the industry is rising to these challenges as yet. Over the long

term, a slow response to changing cedant demands for protection exposes the industry to risk of disruption or

replacement that could change the industry landscape, and potentially reinsurers' role in that landscape.
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