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In March 2012, at the request of its Board, the CFO of an imaginary European insurer – let’s 

call it A – took a fresh look at the Group’s exposure to various Euro crisis scenarios. The initial 

findings were reassuring. For example, under one scenario – a disorderly Greek exit from 

the Euro – A’s solvency capital was forecast to be reduced about 10%, a manageable impact. 

Similar solvency effects were projected for other paths to a Euro‑collapse.

But as he reviewed these forecasts, the CFO began to have doubts. He suspected that some 

of the underlying assumptions had glossed over important detail. Moreover, as he pondered 

the severity of the shocks assumed, he was reminded of the hard lesson learned coming out 

of the 2008 financial crisis. In retrospect it was clear that they hadn’t shocked the models 

enough to provide useable early warning signals for that downturn. So the CFO challenged 

his team to take a harder look at the numbers.

The team’s new analysis removed some of the simplifying assumptions typically made in 

similar exercises, such as ignoring intangibles and deferred costs. They paid much closer 

attention to the effects of the domicile of assets and liabilities during a crisis. This required 

legal opinions on how contracts may be interpreted under scenarios for which there is no 

precedent or case law. And they looked more closely at the impact of foreign exchange rates, 

which can be important for insurers with global assets.

The results of this second, more detailed analysis were substantially different, and 

substantially worse. Capital destruction went up into dangerous territory. In one scenario, 

the absolute capital loss pushed A to the brink of insolvency.

Mitigating actions to prevent this catastrophe were promptly taken, but only because the full 

enormity of one Euro crisis scenario was finally recognised.

ExHIBIT 1: IMPACT ON AVAILABLE CAPITAL (€M) PRE AND POST DEEP DIVE
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A few months earlier, in January 2012 another global insurer – let’s call it B – initiated 

an evaluation of the Euro crisis for a quite different reason. B feared that its businesses 

may become an acquisition target during a Euro‑meltdown. It feared that larger, better 

capitalised competitors would gain in relative strength during a crisis. B intended to do its 

homework, produce a league table of competitors’ strength during a crisis and develop 

defensive contingency plans.

But B’s scenario analysis turned that agenda on its head. Instead of identifying threats for 

B, the Euro crisis looked likely to damage other, now better capitalised firms more than 

B. Despite the first impression created by current capital ratios, the mix of B’s assets and 

liabilities – especially their domicile and currency – meant that, under most meltdown 

scenarios, B stood to lose far less capital than its peers. Far from being prey, B could be a 

predator during a Euro crisis.

B shifted its priority from capital preservation and hostile bid preparation to identifying 

potential acquisition targets – building on the scenario analysis that had shown B’s 

relative strength.

The common moral of these two narratives is that there is value in going the extra mile when 

assessing Euro crisis risk. It took A and B two attempts to get an accurate view, but it was 

worth the effort. The payoff was better decisions on some of the most important decisions 

management will take in their tenure.

“The devil is in the detail” may be an overused expression but with regard to Euro crisis 

analysis it is spot on, perhaps for the insurance sector more than any other. This is because 

insurers’ financial performance is dominated by the interplay of assets and liabilities which, 

in turn, are further complicated by geography, currency and duration. All of these factors can 

move differentially during and after, say, a disorderly Greek exit from the Euro or a collapse 

of the Spanish banking sector. It is not only these events themselves that matter but their 

second and third order effects: the dominoes falling in other countries and the efforts to prop 

them up, especially the potential reactions from Germany.

Indeed, thorough analysis of European scenarios shows that the initial events matter far less 

than these aftershocks. And you can estimate these second and third order effects only by 

burrowing into the detail. Doing so reveals how capital losses vary substantially across the 

sector. The expectation that all peers suffer more or less equally goes out the window, as our 

fictional Insurer B discovered. Here is how B stood in the table of leading European based 

insurers (the figures are disguised but the orders of magnitude are genuine).
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ExHIBIT 2: STARTING SOLVENCY LEVELS OF PEER GROUP CONSIDERED
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Not unnaturally, B assumed that as the sector’s capital started sinking, B would remain in 

the same relative position, becoming one of the first insurers threatened with insolvency and 

hence a potential target of competitors, such as C and D.

ExHIBIT 3: B’S INITIAL THOUGHTS ON LIKELY SOLVENCY PROGRESSION
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Detailed modeling turned this hypothesis on its head, revealing that B’s downside sensitivity 

was not nearly as bad as its apparently stronger peers. In a deepening crisis, B’s capital would 

fall at between a quarter to a half the rate of peers C and D.
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ExHIBIT 4: MODELED SOLVENCY PROGRESSION UNDER SPANISH BANKING 
COLLAPSE SCENARIO
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Some competitors would fare better than B. But B’s relative strengthening during a crisis 

meant that they would not be a direct threat. Rather, they would be rival acquirers of the 

businesses threatened with insolvency. Knowing who these rivals would probably be, and 

thus which assets they might pursue, allowed B to refine its own target list.

The implications of this analysis for B were so unexpected that before taking further action B 

checked the analysis. It discovered that the incorrect initial loss estimates arose from three 

sources of imprecision:

 • Hedging basis – Insurers hedge either economic capital or regulatory capital 

but not both

 • Policyholder buffers – Policy buffers are non‑linear and are treated differently under 

different solvency measures

 • Accounting treatment – Accountancy rules provide considerable latitude in how to 

treat assets and liabilities

To illustrate the third factor, accounting treatment, the following chart shows regulatory and 

economic capital under different meltdown scenarios for different competitors. Depending 

on which metric a competitor chose to assess, its situation could lead it to act as either 

predator or prey. To gain a balanced view of how peers would act in a crisis, B developed a 

set of scorecards mapping out potential outcomes across a range of variables, scenarios, 

severities, and measurement frameworks.
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ExHIBIT 5: ExAMPLE EURO CRISIS SCORECARDS
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Source: Oliver Wyman anslysis

LOOKING AHEAD

All one can know with certainty about economic forecasts, it is said, is that they’ll be wrong. 

Euro crisis forecasts are no exception. Whatever happens, even the “muddle‑through” 

scenario, will contain major elements of surprise. That said, businesses cannot avoid making 

decisions now in the face of this uncertain future.
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Insurers, have come a long way in learning to stop the analysis where its relevance to 

decision‑making stops. For example, when building risk models for Solvency II, Insurers 

aim to model all material risks rather than all risks. Modeling low‑impact risks adds little 

in terms of capital requirements but dramatically increases model complexity and the 

difficulty of using the model for decision making.

However, the Euro crisis is a case where analysis rarely goes too far. Initial, rough‑cut 

evaluations are all too likely to confirm erroneous pre‑conceptions and create a false sense 

of security. To fully understand the strategic consequences of Euro‑meltdown, you have to 

conduct the kind of detailed analysis described in the graphic below.

In other words, a credible evaluation of the Euro crisis is both broad and deep. When looking 

across the sector and into one’s own balance sheet, the key insights emerge from the multi‑

faceted cause and effect relationships of the crisis. Scenarios must consider not only how the 

ECB and other quasi‑political policy bodies respond but, more importantly, what happens in 

the European banking system. If the Euro crisis manifests itself in one of the meltdown forms 

being discussed, then the banks will be the disease carrier to the general economy. And 

underprepared insurers will be amongst the first to get sick.

ExHIBIT 6: ENABLING A ROBUST REVIEW OF AN ESCALATING EUROZONE CRISIS
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