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Use of Auctions for

Reinsurance Placement

2020 Nobel Prize in Economics for auction
theory

— ¢ Trend towards automated placement
(InsurTechs and market initiatives such as
Ritablock and B3i) as well as increasing fields
of application for blockchain technology

b Sustained competition and cost pressures in
combination with low-interest-rate environment

i
‘.*.'.‘ Auctions are proving to be a successful model

Examples of successful auctions
X Award of frequencies

'i"f Subsidies for wind farms
ﬁ Energy prices

Fabian Lassen, M.Sc. / FCII

What is an auction?

Mechanism for pricing and distributing goods
based on a transparent procedure. By contrast,
informal negotiations do not follow clear rules and
are usually non-transparent.

Sealed bids Open bids

(Bids are known only to  (Bids are known to all

the seller) bidders)
Second-price auction Ascending-bid auction
Highest-price auction Descending-bid auction

» Direct or broker (often face-to-face)

» Informal negotiations on contractual
components and prices

» Complex and at times lengthy negotiations

&

Advantage:

~

Tool for determining optimal prices and share
allocation (e.g. divide and place programme into
individual parts / layers)

~

Transparency and greater control over the
placement of the reinsurance programme

~

Reinsurers can control their portfolio more
accurately and have greater ease of access to
new customers (higher competition)

~

Optimising reinsurance costs (one-off effect?)

.\ _ . T’: ’v. ., '.-‘.
» Price one-dimensional, hence consider other
factors, such as a reinsurer’s rating
» Effort to convert process

» Challenge with specific reinsurance programmes
(standardisable reinsurance programmes, by
contrast, good, e.g. NatCat programmes: however,
problem with unclear wording in the event of loss)

» Contractual components must be defined before

the auction begins - no longer flexible

&%

at the same time (smart contract)

« Auctions not widespread in Europe, different auction methods in use

New technologies such as blockchain can increase the degree of automation and attractiveness of
auctions, as more complex processes can be mapped here and participants can be authenticated

v Reinsurers not only want to be a capacity supplier but also act as a service provider

B What does this mean for reinsurers? Is this a positive development with opportunities or more of a
negative one with many risks? Which auction approaches are suitable?
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a variety of economic sectors is already well documented. Auctions are already in
use for the Placement of reinsurance on a small scale. So why is it important to revisit
this field, which has already been studied in such considerable detail?

Two researchers, Paul R. Milgrom and Robert B. Wilson of Stanford University,
were honoured with the Nobel Prize in Economics in 2020 for their improvements
in auction theory and the invention of new auction formats.

A trend towards automation is in the Placement of reinsurance is emerging. In
this connection, a variety of InsurTechs and market initiatives, such as B3i and
Ritablock, are dealing with various fields of application of blockchain technology.

The persistent low-interest-rate environment, together with existing competition
and cost pressures from primary insurers, mean that insurers are in search of
savings potentials.

Auctions are proving to be a successful model in many areas of the economy,
e.g. in the allocation of frequencies in mobile communication, subsidies for wind
farms or energy pricing.

Auction theory is a special field within game theory. What can generally be
understood as an auction? An auction is a mechanism that can be deployed in the
pricing and distribution of goods. In an auction, clear rules are laid down in advance,
transparently explaining the group of participants, the exact procedure and the final
distribution of the goods in question based on the bids submitted by the participants.
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This is also the biggest difference to informal negotiations, which do not follow set
rules. Over time, the well-known ‘rules’ of informal negotiations have taken shape as
market practices. Auctions are distinguished based on whether the bids are sealed
or submitted openly. ‘Open’ bids are disclosed to all participants (bidders). If, on the
other hand, the bids are sealed, they are known only to the individual bidder and the
seller.

There are many other ways in which to structure an auction; some can have a great
impact on the course and outcome of the auction. Here we dispense with describing
auctions in greater detail and refer instead to the existing literature on the subject.

The rather complex process involved in reinsurance Placement is traditionally
conducted within the framework of informal negotiations. Reinsurance Placement
has evolved over the years. Reinsurance cover is usually placed either through
brokers or directly. The broker acts as the cedant’s representative and provides
market transparency with regard to the conditions and prices of reinsurance. Brokers
are also viewed as important sales partners for reinsurers.

The Placement process traditionally occurs through informal negotiations, usually on
an annual basis. The elements of the agreement — such as the contract structure and
conditions, pricing and the distribution of shares — are negotiated among several
reinsurers. These negotiations can be very complex and lengthy at times.

Ordinarily, the parties most involved in a reinsurance contract make an offer for the
coming contract year. Based on the offers collected, the cedant or an intermediary
broker identifies a price for the reinsurance programme at which enough reinsurers
agree to carry a share of the reinsurance agreement. In most cases, not all
stakeholders will be asked about pricing, often, a uniform price is ultimately chosen
for all reinsurers.

This is why the Placement of reinsurance is considered inefficient and opaque in
comparison to other financial products (e.g. the market for government bonds or
automated issuance of securities). The rules are difficult for outsiders to understand
and are not transparent in an auction context.

In the reinsurance sector, auctions can also be used as a tool for determining optimal
prices and share distributions. Here, reinsurance programmes can be divided into
different parts or layers, so that all of the reinsurers taking part in the auction can bid
for programme components that are optimal for them.

Auction rules ensure transparency for all participants. With the process already
specified in advance, pricing and share allocation are more efficient than they would
be under a traditional Reinsurance-Placement scheme.



The greatest positive effect for the cedant is that it can optimise its reinsurance costs.
This arrangement also makes it possible to appeal to and involve a greater number
of bearers of risk, hence involving greater market capacity. For reinsurers, auctions
offer the potential to gain access to new customers. In addition, reinsurers can opt
only to participate in certain elements of cover, depending on the strategy they
pursue.

Auctions reduce the qualities of a bearer of risk to the price alone and are no
substitute for the negotiation of cover or the structure of contractual arrangements.
Depending on the design of the auction, the final allocation of shares is focussed on
the price. The price, however, is quite one-dimensional and does not permit
conclusions to be made about qualities such as financial stability or the rating of the
bearer of risk. Such factors may be included as auction components, for example, in
an effort to privilege reinsurers with a higher rating within the specified framework.

The transition from traditional Placement to auctions involves effort on the part of all
participants. As auctions are not sufficiently established in Europe at the moment,
the transition is less worthwhile for reinsurers. Simplified access to cedants also
increases competition amongst reinsurers.

Auctions are better-suited for frequently used reinsurance structures to cover natural
disasters, such as NatCat excess-of-loss contracts, than they are for more specific
cover concepts. This is evident particularly in discussions of contractual components.
This is because these components must be determined prior to the auction. An
auction can serve only to determine pricing and the allocation of shares, but not for
the design of contractual clauses or the scope of cover. While this makes a portion
of the Placement significantly more efficient, the need for informal contractual
negotiations remains.

Although auctions have not yet prevailed in reinsurance, technological progress can
enhance their appeal. Auctions have led to significant efficiency gains in some
sectors. These gains are sometimes not widespread in the reinsurance sector. At this
point in time, auctions are used only very occasionally for the Placement of
reinsurance. One example of this is the Tremor platform, where Placement is
conducted digitally and automatically by means of an auction. In addition, some
reinsurance brokers also offer simple round-based auction procedures.

Some very complex transactions are executed in the reinsurance industry. In
principle, modern auction forms and technologies appear to offer a good tool with
which to optimise the Placement process in the area of pricing and share allocation.
New technologies can enhance the attractiveness of auctions in future. Standardised
processes, for example, could lead to cost advantages, with new business partners
authenticated directly upon Placement by means of a smart contract.



The medium-term trend for reinsurers would be one of increased competition.
Moreover, some reinsurers not only seek to serve as suppliers of capacity but also
want to use service offers to secure their market position. Auctions would stand in
opposition to such a strategy.

Auctions have failed to prevail in the reinsurance sector in the past. New technologies
and the continued pressure of competition may be drivers for this. A variety of factors
will determine whether the use of auctions in reinsurance is set to increase in future.
It is ultimately the cedants who must see the potential for this, and reinsurers must
be prepared to get involved in this Placement process.

Discussion

e Why haven’t auctions prevailed in Europe yet?

Some brokers are trying to place programmes in Europe via auction. The aim is
to find the most economical price for the cedant. There has not been widespread
acceptance of this Placement process to date. This might owe, for example, to
the effort involved in the transition, or to the fact that some market participants
refuse to take part in auctions.

In recent years, the trend in reinsurance Placement in Europe has been towards
greater complexity. The requirements for reinsurance underwriters have
increased, with more and more subjectivities included in the contracts as a result.
Consequently, nearly every reinsurer has terms and conditions of its own.
Programmes such as these are, in turn, difficult to standardise - and
correspondingly difficult to place through an auction.

The problem with auctions is their focus on the price. In an industry that relies on
long-term business relationships, an auction represents a rather short-term
horizon. This is not commensurate with the long-term approach taken by most
market participants.

Please contact Fabian Lassen (fabian_janbert.lassen@th-koeln.de) with any
questions or comments.
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