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Shares of European insurers were among the first to suffer yesterday as fear of an imminent war in Iraq swept the markets.

Insurers have recently been vulnerable on two fronts. They are still significant holders of equities, so suffer from any general market gloom. "The insurance sector is highly leveraged and if you are negative on the equity market you have to be negative on insurers," says Patrik Carisch, portfolio manager with Credit Suisse Asset Management. "They also have high betas [a measure of volatility]."

However, insurers are also subject to fears that falling markets undermine their solvency position. The fastest way to bolster solvency is to dump equities and buy bonds, since they can use the higher yield from bonds to discount future liabilities. This can make insurers forced sellers in a falling market - increasing the downward spiral.

In the UK, insurers have taken steps to reduce their reliance on equities, with the average equity weighting of UK with-profits funds falling from 60 to 35 per cent in the past year. They are estimated to have sold equities worth £20bn to £25bn in the past year, and have raised about £5.6bn of new capital to strengthen their balance sheets.

Analysts say the large quoted UK insurers and life assurers are unlikely to face solvency difficulties, but some of the smaller companies could be vulnerable.

Last year an official from the Financial Services Authority, the UK regulator, said he expected many of the UK's hundreds of small insurers and life assurers to "wither on the vine."

"Individual firms, the weaker siblings if you like, may have problems with the FTSE at these levels," says Andrew Palmer, group finance director at Legal & General, the UK life assurer. "But for the larger and better capitalised firms, the market would have to fall a lot further before there was a serious problem with solvency levels."

Similar problems face insurers in continental Europe. Battered by years of tumbling markets, several of Germany's smaller life groups are thought to be facing difficulty meeting capital adequacy requirements. Even the biggest, such as Allianz and Munich Re, have seen their financial strength eroded.

Both Allianz and Munich Re remain heavily exposed to the equity market and their balance sheet strength, as a result, is under pressure. Goldman Sachs has estimated that up to a third of Germany's 118 life assurers could disappear within five years. It said that between 25 and 30 smaller companies already face difficulty meeting solvency rules.

Meanwhile, a combination of extra capital, plus a sharp reduction in equity exposures, means that Swiss insurers are arguably in a stronger financial position than many European rivals.

Hansjörg Frei, chairman of the Swiss Insurance Association, said last summer that many insurers had been forced to "mass-sell equity holdings at almost any price". The sales only served to speed up the stock market free-fall which in turn drove down their capital base, in some cases "quite dramatically".

Zurich Financial Services and Swiss Life, the two worst affected Swiss insurers which both sacked their chief executives last year, have raised close to SFr5bn (£2.3bn) of new capital through two emergency rights issues.

Mr Frei says regulators have given the Swiss insurance industry a "clean bill of health" as regards solvency margins, in spite of the fact that equity levels have contracted strongly. Solvency margins are still on a par with those in the early 1990s.

But with two-thirds of the Swiss insurance industry's SFr53bn a year in premiums coming from life assurance, Swiss insurers are still particularly exposed to a market where many of the their products have guaranteed returns.

