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Since the onset of the 2008 economic downturn and credit crunch, the world economic stage has
been set for an abnormally long period of protracted sub-par growth. The U.S. bore the full brunt of
the credit crunch and proceeded with a programme of buying asset securities on a massive scale
known as quantitative easing (QE). The e! ect of QE has been to drag interest rates down to low
levels of 0.25% for a very long time.

The macroeconomic ramiÞcations of this growth slowdown have been unprecedented:

Europe and the BRIC countries (Brazil, Russia, India and China) have followed the U.S. into a
low economic growth path. 

As the U.S. beneÞts from cheap money, hopes of a Federal Reserve Bank rate increase have
sent the dollar up relative to other major currencies.

Poor economic growth coupled with an exogenous increase in oil supply and strong dollar
pummeled oil prices down to as low as $27 per barrel.

The combination of the above led to deßationary pressures worldwide.

The MENA region (Middle East and North Africa) had already begun to experience the
consequences:

Low prices a! ect the oil exports, which represent a signiÞcant share of government revenues
for many countries in the MENA area, especially Saudi Arabia (KSA), United Arab Emirates
(UAE), Bahrain, Qatar and Kuwait.

Many Cooperation Council for the Arab States of the Gulf (GCC) countries maintain a dollar



In the Þrst nine months of 2015, Þnancial reporting performance of listed UAE insurers showed 45%
had underwriting deÞcits. The combined ratio of insurers was 103% during the same period, and
net proÞts fell by 90% compared to the past period.

Faced with the prospect of a dilution of economic capital, MENA insurers need to consider their
strategic options carefully.

Risk management
The most direct impact of the global economic turbulence is felt in the insurerÕs proÞt and loss and
balance sheet statements, most notably from changes in underwriting surplus as well as return on
investment.

Because of the dollar peg maintained by several GCC countries, a low interest rate engineered by
the Fed through QE would translate into low domestic interest rates as well. Therefore, short-term
insurers Ð mostly health and property and casualty (P&C) companies, which invest heavily in short-
term bonds Ð would experience a low return on surplus assets. Equity volatility would also add to
this misery.

Going forward and as the Fed ends the QE programme, domestic rates are expected to increase.
This will add to the insurersÕ cost of capital. 

Hedging
An obvious response would be to consider or improve an existing hedging strategy through better
use of forwards/futures, swaps and options.  For instance, selling a futures stock index gives the
insurer the ability to lock in a certain price at the time of selling shares. Likewise, adopting interest
rate futures or currency futures may enable companies to lock in the cost of future borrowing,
thereby protecting against potential interest rate lift up or exchange rate volatility.

 It is also common to expect a higher likelihood of default during di " cult economic times. In order
to protect against possible loss through default or counterparty risk, an insurer may consider
buying a credit default swaps product with the aim of protecting against credit risk.

Capital market solutions
An alternative risk management strategy would be to securitize a pool of receivables through the
creation of a special purpose vehicle (SPV).  This provides direct access to the capital market and
may imply lower cost of capital. Securities would be issued through tranches (the lowest tranches
qualify for higher returns; they also face higher risks as opposed to mezzanine and higher tranches)
and would be backed by the pool of receivables. 

An alternative solution would be to consider Þnancial reinsurance. This means engaging with a
reinsurer who will be providing the capital (or loan) repayable out of any future surplus Ð and avoids
the necessity to book a liability in some jurisdictions.



Reinsurance



This would align the costs with the companyÕs performance.

Enterprise risk management (ERM) framework
A survey by Ernst & Young showed that 40% of MENA insurers have not adopted ERM practices. It
may be an appropriate time to consider implementing ERM to manage risks centrally within a given
risk tolerance set by the board. 

Adopting necessary measures
MENA insurers should consider and adopt ways to remain resilient in the face of di " cult economic
times. The options range from quick balance sheet dressing to using risk management instruments
-- and to more elaborate options, like business process reengineering and product redesigning.

Insurers need to bear in mind that these strategic choices have economic costs and may imply
sacriÞcing short-term proÞts for longer-term resilience. 

It is within this context that regulators of some jurisdictions (such as KSA and UAE) have been
stepping up measures aimed at improving the insurance framework. The new regulations include
implementation of proper reserving, actuarial-led pricing and certiÞcations, as well as introduction
of better governance, controls and investment measures.

Through alignment between regulators and insurers, we can be hopeful for positive beneÞts,
especially for those insurers bold enough to adopt the necessary resiliency measures as they face
di" cult times ahead.


