OPINION

Facing Up to
Paradigm Shifts
I

Insurers face a future
which combines major
challenges with major
opportunities, notes
Paul Hodges.
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nsurers are having a difficult time
managing their risks. First, they were
faced with supply chain chaos caused
by the pandemic. Then Russia’s invasion
created new risks. And now the World
Bank and IMF are warning of famine as
fertiliser prices soar in response to record
natural gas prices. We seem to be seeing
the 3 Horsemen of the Apocalypse. And
unfortunately, there seems little chance of
any quick improvement.

This suggests that time spent on scenario
planning today, based on a wide range of
potential options, is becoming essential.
The problem isn’t just that the world is
going back to the 1970s/80s in terms of high
energy prices, rising geopolitical concerns
and inflation. Major paradigm shifts are
also underway, such as the moves towards
reshoring, recycling and renewable energy,
which will require fundamental changes in
business models.
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Some Middle East insurers may argue
that none of this matters. High energy
prices have, after all, so far translated into
buoyant local markets. But dig a little deeper,
and the outlook is no longer so rosy. Even
the International Energy Agency (IEA),
normally a reliable supporter of fossil fuels,
has published a special report arguing that
governments need to accelerate the move
to electric vehicles, in order to reduce oil
demand. And the European Union has
adopted a RePowerEU strategy aimed
at dramatically reducing demand for
natural gas.
Most insurers are therefore starting to
appreciate the insight of former UK premier
Harold Macmillan. When asked the question,
“What keeps you awake at nights?” His
one-word answer was simple: “Events.” And
markets today are full of “Events” such as:
» Central banks are starting to lose
credibility as inflation soars, as president
and CEO of the Federal Reserve Bank of St.
Louis James Bullard has warned;
» Covid-19 has highlighted the fragility
of global supply chains and led to major
shortages and inflation;
» Geopolitical tensions are re-emerging,
and ‘beggar-my-neighbour’ policies are
returning as the ‘economic pie’ shrinks.
It is, of course, true that some regions
will be worse impacted than others by
these developments. The Middle East, for
example, may well be more insulated in the
short term if energy prices stay high. But

insurance is a Napa Valley type industry
where timescales stretch into years and
decades, rather than weeks and months.
And the risks from a recession have been
increased by crisis-driven ‘Just-in-Case’
stockpiling, which has been widely mistaken
for robust demand growth.
As the chart suggests, the two critical
questions are inter-dependent. Are we
about to see the West move into recession,
with claims likely to rise as companies
cut maintenance to save costs? Will the
pandemic and war accelerate Net Zerobased moves away from fossil fuels, as the
IEA has recommended? Both outcomes
seem likely today. In addition, of course,
these paradigm shifts will also likely have
a knock-on impact into other core lines of
corporate and household insurance.
As the chart suggests, scenario planning,
therefore, needs to focus on both these areas:
» Recession risk – the pandemic, the war and
the growing risk of famine in parts of the
word as a result of fertiliser prices rocketing
in response to higher gas prices, and
» Future paradigm shifts – changing
demand patterns, reshoring, plus moves to
renewable energy, a more circular economy
and advanced manufacturing.
Each of them creates major challenges
and opportunities for insurers. And in
combination, they make it almost inevitable
that winners and losers will start to appear.
The issue is simply that some companies
will embrace the new business models that
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are developing, whilst others will stick their
heads in the sand and hope that business
as usual will return. We can look at the
risks as follows:

• Business as Usual: This scenario
suggests that hopes of a so-called ‘soft
landing’ for the global economy prove
correct. Unfortunately, this seems least
likely today.

• Inflation Peaks: This scenario is also
relatively optimistic, but possible. Central
banks are no longer assuming that inflation
is likely to prove transitory. But there are still
hopes that the main risks can be contained.
•Challenges Ahead: This scenario is
less optimistic in the short-term, but also
possible. Essentially, it assumes that the
outlook continues to be dominated by the
3 Horsemen of the Apocalypse.
•New Normal: This scenario represents
unknown territory for the post-War world,
but appears most probable. It means insurers
must steer through a possibly deep and longlasting recession, whilst also developing
new business models.
HOW WOULD YOUR BUSINESS
STAND UP TO THESE RISKS?
The recession risk, for example, is something
that has been minimised in recent decades.
Every time the markets looked as though
they were going to take a tumble, central
banks would rush in to cut interest rates
and increase liquidity. Even the subprime
crash in 2008 proved short-lived, as China
responded with a USD43 trillion stimulus
focused on boosting the real estate and
construction sectors. Essentially China’s real
estate market became ‘subprime on steroids’,
with cities such as Beijing, Shanghai and
Shenzhen now having even high house price
to earnings ratios than New York, London
or Singapore.
But ‘that was then, and this is now’. Today,
Western central banks have been forced to
pivot to focus on inflation risks, and interest
rates continue to move higher. In turn, this
is impacting real estate markets worldwide,
as mont hly pay ments increase a nd
affordability reduces. Consumer spending
is also slowing, as people have less money to
spend on the discretionary items that drive
economic growth.
New Normal risks build on those involved
with recession but add a new dimension.
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An insurer may initially need to carefully
monitor clients’ maintenance spend in the
refining or chemicals sector, as profitability
reduces during the recession. But they will
also face the need to re-examine tried and
trusted business models.
The EU has just agreed, for example, to
ban sales of new gasoline and diesel cars
from 2035. And the European Parliament
is pushing for the ban to include used cars
as well. So refinery closures seem inevitable
as the major regions transition to Electric
Vehicles (EVs). Similarly, leading brand
owners and retailers have committed to
tight timelines for the phaseout of virgin
plastic packaging. And European legislators
are already translating these commitments
into law, with other regions likely to follow
their lead.
Personal experience confirms that these
developments have been accelerated by
recent events. Lockdowns meant that
consumers were often overwhelmed by
the amount of plastic waste that piled up
in their kitchens, as a result of the move
to online shopping during the lockdowns.
In turn, this will likely change business
models in the plastics industry to a more
localised operation, and create new
insurance risks to be managed. It makes
little sense from a cost or CO2 basis to
ship waste plastics for long distances to
centralised plants.
Similarly, Russia’s invasion has added
to the existing pressure from the Net
Zero agenda to reduce the use of fossil
fuels in favour of EVs. And, course, the
likely next stage of this transition is the
adoption of Autonomous Vehicles (AVs),
where the insured party will in future be
the manufacturer, rather than the driver.
We are already seeing the first signs of this
seismic change, with Mercedes agreeing
to accept legal liability for accidents that
occur as a result of a problem with its Level
3 AV system next year, when it debuts on
German roads.
Insurers therefore face a future which
combines major challenges with major
opportunities. German Chancellor Olaf
Scholz’s historic February speech to the
Bundestag highlighted that: “We are living
through a watershed era. And that means
that the world afterwards will no longer be
the same as the world before.” And as Carlos
Tavares, the CEO of Stellantis has noted,
“The transformation period is a wonderful
opportunity to reset the clock and start a
new race.”

