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Gala Reinsurance and Catastrophe Issue

Reinsurance Alchemy

f there’s any part of the insurance
business that can actually be called
glamorous, then surely it’s the rein-

surance business. Reinsurers,

unlike primary underwriters, are rela-
tively unencumbered by rules and
-regulations, and the-scope of their busi-
‘ness is often international. In general,
reinsurance people are better paid,
better dressed, and better traveled.

They are, in a sense, the financiers of °

the insurance world and, as such,
probably have more’in common with
*investment bankers.than they do with

auto underwriters, claims adjusters, and .

property inspectors.
Although the Property/Casualty rein-
surance business has been in a cyclical

downturn for the last six years or so, the

ten largest U.S. reinsurers have posted
surprisingly strong results. For 1990,
1991, and 1992, their mean return on
statutory surplus was 16%, 17.3%, and

10.5%. A potential investor in the rein- -
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“I've got it! Let’s form a reinsurance company and take it public!”

surance business can’t help but specu-
late what -the returns might look like

- during an #pturn in the cycle..

Despite this show of strength, a rein-
surance company is not—at least in the-
ory—a license to coin money. In prac-
tice, though, it has become the next best
thing (for the moment, anyway) and sev-

eral recently formed companies have

already sold stock to the public at prices

significantly higher than their founders

paid a short while earlier.
Why is it that well-capitalized rein-
surance companies are suddenly as pop-

ular as Sharon Stone at a bachelor party?-

The answer has more to do with the cur-
rent imbalance between supply and
demand than with any secular trend in

the insurance mdustry After Hurricanes
Andrew and Iniki, insurance companies
realized the obvious: catastrophes actu-
ally happen. They also realized, to their
horror, that they were overexposed to
catastrophe losses. As. a result, primary
underwriters began llooking for ways to
reduce their- exposure, or at least lay it
off on someone elsei Unfortunately, the
reinsurance version of musical chairs had
come to an end.

Although the resulting shortage of
catastrophe reinsurance (and consequent
higher prices) is considered positive by
most reinsurers and reinsurance inves-

" tors, there are potential negatives. At a

meeting of the Association of Insurance
and Financial Analysts earlier this year,
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Mark Mosca, Zurich Reinsurance .
Centre’s chief underwriter, discussed j
“the diverted capital theory,” whichl
holds that the casualty market could !
become even more icompetitive as
“capacity moves from the more immedi- |
ately dangerous property [reinsurance] |
to the slower developing but ultimately !
more deadly casualty.” (The counterbal-
ance to this—the “it féels so good theo- |
ry”—postulates that the ‘sheer pleasure ’
derived from raising property prices”
will motivate reinsurers to raise prices |
on the casualty side, as well.) Although -
Mosca saw no evidence of any change in |
the casualty market at the time, he said, - ;
“It’s coming. I just don’t know when.”
When we talked with him recently,
Mosca said his outlook hadn’t changed.
“The casualty market is probably softer !
now than it was then.” He is not predict-
ing when the market: might turn, but
says that if it continues like this for two
or three more years——as he thinks it!
might—it could lead to the demise of ;
several reinsurers. ) :

Ithough the current market for cata- !

strophe reinsurance favors sellers’
rather than buyers, there’s no reason to !
believe that it will @/ways be a seller’s!
market, nor is there any proof that;
greater premiums willi not be offset by
greater losses. L !
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Centre Re made

seventy-five percent

on a $300 million

investment—in

two months.

i
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That said, several players have

recently tapped the financial markets in -

a display of timing that can best be
described as breathtaking. Perhaps the
finest example of this breed is Zurich
Reinsuranffce Centre Holdings (ZRC),
which was; organized on March 3, 1993
by Centre Re and Fund American, who
invested $300 million and $40 million,
respectively, at $20 a share. Two months
and eight days later, a bevy of big-name
mvestment banking firms sold $300 mil-
lion worth' of the company’s stock in a
public offermg at $35 a share—a mark-
up of seventy-five percent. On paper,
Center Re;and Fireman’s Fund made a
$265 m1ll1on profit on their investment.
ZRC w1ll underwrite traditional
Property/Casualty reinsurance: working
layer excess of loss and pro rata reinsur-
ance treatres Accordmg to-its prospec-
tus, ZRC has no meamngful operating
history,” although it is staffed by an
experienceéd and highly successful crew

- of first-raté reinsurance people, none of

whom, incldentally, has an employment

contract with the company. - ‘
Based upon statutory surplus, ZRC is

the largest‘.‘ broker reinsurer in the coun-

i
¢

try. Although direct reinsurers (Generall
Re, Employers Re, American Re etc)
control fifty-two percent of the reinsur
ance market (up from 38.78% ten years
ago) and have been more profrtable'|
ZRC believes that its size, ability to
operate as a-lead reinsurer, and erllng-
ness to accept large partrcrpatrons on the
treaties it underwrites, will give it a’
competitive edge Steven Gluckstern]
the company’s chairman and pres1dent'f
recently said that “overall marketrng
efforts are not expected to bear frurt
until sometime in 1994.” '

Mark Mosca explains: “We're Very[,
cautious of casualty. We're in no hurryi;l
we’ll pick our spots. If we don’t grow
fast for the next couple of years that’ s ‘
fine with us.” . l

One thing that sets ZRC apart from
most other reinsurers is an internal polrl
cy that “all contracts underwritten will
include a limitation on the maximum
possible per occurrence exposure.” Vice:
president Elizabeth Richardson explains
that ZRC wants to cap its risk at some level[l
even if it’s 2,000% of premium. “The cap'
is there for the bizarre event; it’s not meant
to 1nterfere with the workings of the poli
icy,” she told us. According to her, and
others we checked with, caps are not
common in the industry. We wonderedl
therefore, might that not pose a compet!

itive disadvantage to ZRC, even though|

it makes all the sense in the world? ‘;

“In general, an insurance company
has to think very carefully about whom
it’s doing business with,” R1chardson
said, explarmng that ZRC, unlike most
other large reinsurers, has no “tail.” She
pornted out that other reinsurance com-
panies might not have adequate reserves
for asbestos, pollution, or. God knows

|

Mid Ocean s Largest Shareholders

-
Shareholder Number of Shares Percentage  Value (millions)
EXEL ervited ’ » 6,000,000 26.5% . $193.5 l
Marsh & McLennan Risk j
Capital Clj)rp. ' 3,735,438 11.0 120.5 |
J.P. Morgan Capital 3,050,392 9.2 98.4
H&F Bermuda Partners 2,160,000 6.7 69.7 |
Kamehameha Schools/ : : f
Bernice P Bishop Estate 1,860,000 5.8 60.0 |
Fund American 1,318,140 4.1 42.5 ,
Richard Rainwater 931,500 4.2 . 30.0
Robert ch%zhouse 306,762 0.9 : 9.9
T i

Source: Mid 0&1;7171 Prospectus
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what—but not ZRC (because it just
started writing business). Richardson
speculated that those reinsurance com-
panies that don’t cap their limits might
not be around to pay claims in the
future. (See “Long Tail,” page 4.)
ZRC’s investment strategy is also
intended to limit risk, although one
mindless restriction—perhaps designed
to placate fearful investors or clients—is
typical of insurance company group-
think: investments are restricted to
bonds rated “A” or better. If any invest-

"ment in the company’s portfolio is -

downgraded below that, it must be sold.
Exceptions to this policy must be
approved by the Board of Directors.

While we’re sure the Board will do the
right thing, who'’s to say what the future
holds? Having the flexibilizy to invest in
lower-rated bonds.might one day turn
out to be—of all things—prudent,

Ithough worldwide catastrophe rein-

surance capacity has been declining
for years—from $350 million in 1988 to
$150 million for January 1, 1993—as a
result of approximately $1 billion of
‘new capital invested in the industry,
capacity should rise to $200-250 million
for January 1, 1994. Among the new
catastrophe facilities are Renaissance
Reinsurance, International Property
Catastrophe Reinsurance, Tempest
Reinsurance, Global Capital Reinsur-
ance, Partner Reinsurance, and Mid
‘Ocean Reinsurance. .

Mid Ocean, which intends to focus
primarily on property catastrophe rein-
surance, was formed in late 1992 by
Marsh & McLennan and J. P. Morgan,
the folks who brought us ACE and XL.
The company was initially capitalized
with $359 million, although, taking into
consideration its public offering, capital
is now in excess of $600 million. As was
the case with Zurich Reinsurance
Centre, the public investors paid consid-
erably more—$24.50 a share—in August
- than the original investors paid—$16.50—
last November. (The stock was recently
trading at $32%—a seventy percent pre-
mium over book value.)

Although Mid Ocean is now long on
capital, it is short on employees. The
total staff of this Cayman Island cor-
poration headquartered in Bermuda is
eight, but should hit twenty-five by
year’s end.
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Mid Ocean plans to diversify its
exposure throughout the world, and
distribute coverage across a range of
attachment points. It intends to limit
the amount of exposuré it will directly
write for any reinsurer; as well as the
aggregate catastrophe exposure in any
geographic zone. Like Zurich Reinsur-
ance Centre, it will operate as the lead
reinsurer. Given the nature of its busi-
ness, Mid Ocean describes its expected
loss experience as “low frequency and
high severity.” For the six months ended
April 30, 1993, Mid Ocean’s loss ratio
was about fifty percent. -

affect multiple geographic zones,” and |
that “the frequency or severity of catastro-
phic events could exceed the company’s
. estimates, either of which could have a
material adverse effect on the Company’s |

~ Long Ta1l

HOW MUCH reinsurance do insur- -
ance companies have for their envi-
ronmental liabilities? It’s not always
easy to tell. CNA, for example, had
$1.5 billion in 7er reserves for asbes-
tos liabilities as of June 30, 1993.
But what were its gross reserves?
How much are its reinsurers on the.
hook for? The company pol1tely
_refused to provide further informa-
tion, citing the sensitive nature of
the litigation. (CNA has $20.9 bil-
lion of Property/Casualty reserves
and approximately $3.2 billion in
reinsurance recoverable.)
General Re’s annual report:said
that its environmental reserves
are $735 million, or eleven percent

up, they, too, declined to provide
more information.

Allstate’s recent prospectus,
however, is more informative.

for asbestos and- e'nviron’m’enta'l
claims were $806. 8 million net’
of reinsurance recoverable of

of its reserves. But when we called |

AS Of March 31’ 1993?.1'6561-\]65 ‘.
T busmess, even wrth caps
... excess of loss business,

$679.8 million.

financial condition.” Mid Ocean has not
ceded any retrocessions so far, and it

~ believes that such coverage isn’t avail-

able in adeqhate amounts, anyway.
erkshire Hathaway, the Omaha-
based conglomerate controlled by

Warren Buffet, isprobably the largest

writer of “super-cat” reinsurance in
the world; 1992 premiums were $125

“...we ;can add up

. our limits by territory
While there’s no reason to believe l‘ :
Mid Ocean wiil do a poor job diversify-
ing its risks, or that it will charge inade- '
quate premiums, its prospectus warns
that “a single catastrophic event could

and tell ourselves

that, no matter

Blowin’ In the Wind
- Catastrophe Reinsurance Price Index
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Source: Reinsurance Trends, Edgar W. Blanclr, Jr.

how b1g the Big One

s, th1sgirs how much

we will lose.”

_Ajit Jain, Berkshire Hathaway

million. For “super-cat” policies to be
activated, two things must generally
occur: The policyholder’s loss must
exceed the retention, and industry-
wide losses from the catastrophe must

"exceed a certain amount—generally

$3 billion. 1}

Ajit ]arn president of Berksh1re s
reinsurance division, described his com-
pany’s phrlosophy at a mecting of the
Casualty Actuanal Society: “No matter
how big the Big One is, when [it] comes;
we want our check to clear and to be left
with enough surplus. so that we can
come back into the marketplace and
write-business again.”

He folluows three practical rules:
“First, we do not buy reinsurance,
because if and when the Big One comes
there will Be a chain reaction, ‘making it
difficult to collect

“Second we do not wrrte Pro rata

‘we can just add
up our l1m1ts by territory and tell our-

~ selves that no matter how big the Big

One s, th1s is how much we will lose. - -

» By sticking to

“The third thing we do is to look at'
our surplus position and tell ourselves|
that we ought to be willing to lose-as]
much as the limits we put up. We are|
not willing to lose anything more than.
five percent of our surplus per occur--
rence.” Since Berkshire’s surplus is 1nl
the neighborhood of $10 b1llron—farl
more than any other reinsurer—it’s wrll—‘,
ing to risk $500 million per occurrence.

Jain told us that Berkshire is capable;
of, and does in fact, write catastrophe]
policies with $100 million. limits,;
something no-one else does. “We havel
an edge becausé of the quality of our‘[
security,” he said, explaining that the
buycr of a Berkshire reinsurance polrcy

Catastrophe Program Capacity . |

Year Value (millions);
1988 : '$350 '
1992 i . $250

1993 .- ) . ©$150-170 |
1994 -~ $200(ese)

Source: Reinsurance Trends, Edgar W. Blanch, Jr. i
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is- usually looking for impeccable‘
financial strength “But the average
reinsurance. buyer isn’t really concerned
about credit quality. They don’t spend
ten seconds thinking abour it. Theyi
want the cheapest protectron and the
h1ghest limits.” '

- If he’s correct, and we’ll bet he 1s
that means reinsurance- buyers arent
unlike buyers of primary insurance. ~?,
Although Berkshire’s reinsurance

division writes several-hundred-million
]

h
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