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M A N A G I N G  I N V E S T M E N T S  T H R O U G H  P O L I T I C A L  F R A G M E N T A T I O N

2018 has been an eventful year for investment markets, 

with central banks and governments having taken or 

agreed to take initial steps to reverse the significant 

monetary stimulus put in place following the global 

financial crisis. The implementation of this reversal of 

stimulus — so-called quantitative tightening — will have 

substantial bearing on the evolution of investment 

markets in the coming years. 

For much of 2018, we have seen tremendous variation 

in global experience, with the US experiencing volatile 

equity returns and large increases in bond yields and 

interest rates, while European equity markets have 

fallen and bond yields have remained subdued. For 

emerging markets, 2018 has been a highly challenging 

year. Ongoing trade disputes between the US and 

several emerging-market countries, increasing US 

interest rates and fiscal concerns regarding certain 

emerging-market economies have led to periodic bouts 

of volatility and overall negative returns. 

The theme of our Top 10 Ideas for 2017 was managing 

assets in the context of increased geopolitical risks. 

These risks continued to rear their heads throughout 

2018, with the increasing prominence of populist 

political parties across Europe and the Americas, Brexit 

and US trade tensions continuing to unnerve markets. 

Increased volatility in asset classes and geopolitical 

risks remain at the forefront of our thinking for 2019. 

The potential for the pace of globalization to slow, 

pause or even go into reverse is looking more credible 

than ever. Ongoing turbulence in global politics is likely 

to continue to weigh on investment markets but may 

present a more favorable investment environment for 

certain strategies.  

Insurers will need to consider how best to react to 

an environment in which the withdrawal of monetary 

stimulus means asset valuations will be less supported, 

and geopolitical risks and deglobalization have the 

potential to act as significant market disruptors. At the 

same time, the need for insurers to generate higher 

returns remains as important as ever given the wider 

business pressures the industry is facing. 

Toward this end, the global insurance team has 

identified 10 investment ideas that we believe will aid 

in the successful management of an insurer’s assets in 

2019 and beyond. We highlight the nature of the likely 

benefits of each idea — split between governance, 

financial and operational benefits. Although not all of 

these ideas will be appropriate for every insurer, they 

are intended to provoke debate around an appropriate 

course of action. We would be happy to discuss these 

ideas with you in more detail.
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1 .  E N H A N C E  M A R K E T  R I S K  F R A M E W O R K S

It is now more than 10 years since the collapse of Lehman Brothers and 

the onset of the global financial crisis. In that time, insurers have been at 

the forefront of change, reviewing and developing their frameworks for 

monitoring and managing investment risks. This is driven in part by the 

increasingly competitive environment for insurance premiums, insurance 

regulation, and increasing demands from stakeholders for improved 

transparency and oversight of their investments. 

Most insurers have taken positive steps toward improving the overall 

robustness of their market-risk frameworks. However, certain areas 

should remain subject to periodic review:

• Asset liability modelling frameworks: With increased uncertainty 

regarding the direction of bond and currency markets, any mismatch 

within the liability-matching assets can result in significant balance 

sheet and earnings volatility. 

• Market risk appetite: This should be fully embedded and consistently 

implemented in all areas of the investment value chain. In particular, 

it’s important that the guidelines and parameters used by individual 

investment managers are compatible with the insurer’s risk appetite, 

both in insolation and in the aggregate. In our experience, this is not 

always the case.  

• Focus on diversification: Although correlations will likely increase during 

a crisis, there are still benefits to spreading assets and exposures 

across different return drivers. 

• Overall dynamism of the governance model: It’s important to ensure 

that timely actions can be taken on the investments, particularly during 

market volatility.

Although the next crisis will undoubtedly be different from the last, 

insurers can take specific actions to ensure they are better prepared for 

such eventualities in a rapidly changing world. 
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2 .  R E V I E W  G E O G R A P H I C A L  A L L O C A T I O N S

The total value of goods and services traded across international borders 

has grown exponentially in the past half century, with a corresponding 

trend toward greater globalization in investment portfolios, such as 

moving domestic equity holdings into an international equity portfolio or 

moving from developed to emerging markets. 

There are significant risks to further globalization due to political 

fragmentation and the potential for increased protectionist and 

isolationist policies, prompting many to wonder whether we have  

reached “peak globalization.”

The ongoing trade tension between the US and China has further 

exacerbated market volatility and has at least temporarily reduced the net 

capital flows from developed to emerging market investments. 

If global trade hits a plateau or reverses direction, one of the potential 

effects could be greater divergence in investment returns across regions 

and countries. Although this may result in more diversified returns, it could 

also undermine the continued support for global rather than regionally 

biased portfolios and lead to heightened currency risks.  

Insurers should reassess whether the geographical allocation of assets 

remains appropriate given increased geopolitical risks and the impact 

these could have on currency exposures.

F I N A N C I A L

G O V E R N A N C E
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3 .  I N C R E A S E  F O C U S  O N  C R E D I T  A S S E T S

Corporate bonds and other credit assets are staple fare for most 

insurers, and this has served them well, with strong returns driven by low 

default levels and falling spreads. The continuation of the low-interest-

rate environment, with accommodative monetary policy from central 

banks, has been particularly supportive of credit assets. In a world of 

abundant credit, however, both lending standards and debt-servicing 

capabilities may come under pressure. 

This has the potential to impact a wide range of credit assets, such as:

• Investment-grade corporate bonds: Leverage levels from borrowers 

have increased, and a large proportion of the outstanding paper is now 

positioned at BBB.  

• Leveraged loans: More than three out of four loans are now “cov-lite” 

— with lower levels of protection for borrowers — with the cov-lite 

proportion having more than tripled since the global financial crisis. 

More actively managed mandates could be well-placed to take advantage 

of a change in the credit environment — for example, if the manager has 

the ability to rotate between different credit sectors. In addition, there 

are some sectors of the credit market that, in our view, remain attractive 

from a purely economic standpoint, such as securitized and emerging-

market debt.

Insurers should therefore review their allocations to credit assets to 

ensure that these remain appropriate given current valuations and the 

proliferation of BBB corporate credits. We recommend reducing credit in 

favor of multisector mandates or more dedicated securitized allocations.  

F I N A N C I A L

G O V E R N A N C E
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4 .  R E A S S E S S  L I Q U I D I T Y  M A N A G E M E N T  P R A C T I C E S

Many insurers have been steadily increasing allocations to less-liquid 

assets, whether by moving from highly liquid government bonds to less-

liquid corporate bonds or by stepping in to fill the void left by banks in 

lending amounts to borrowers that are not large enough to issue on the 

bond market. 

Although the illiquidity premium offered by such strategies looks 

attractive, this should in no way be viewed as a “free lunch” for insurers. 

Following the global financial crisis, banks have seen their collective 

ability to act as providers of credit and liquidity to the market curtailed 

by stricter capital controls. Central banks had become the principal 

suppliers of such liquidity, but it is now their stated intention to materially 

deleverage their balance sheets in the coming years. As such, we are 

expecting a reduction in the relative degree of liquidity in many markets, 

with a heightened risk of a further liquidity crunch within asset categories. 

The illiquidity premium offered by less-liquid assets remains an attractive 

opportunity for insurance companies, but it will become increasingly 

important to select the most attractive opportunities from among the 

various types of illiquid assets. 

In addition, insurers should robustly stress-test all aspects of their 

liquidity needs on both the asset side (such as collateral for derivatives) 

and the liability side (such as claims and expenses) as well as their wider 

business needs (such as dividends and loan repayments) — under both 

business-as-usual and stressed scenarios. 
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5 .  R E V I E W  P R I V A T E  M A R K E T S  I M P L E M E N T A T I O N

Less-liquid private market assets, such as private debt, infrastructure 

and real estate, have several attractive economic benefits, including 

strong yield potential, diversification benefits from mainstream assets and 

regulatory capital efficiency for some asset types (for example, private 

debt and infrastructure). However, a strategy for accessing the most-

attractive assets and investment managers is key to maximizing the value 

to be gained.  

This strategy revolves around a robust implementation process, which  

should include:

• Diversifying exposures — considering managers, vintages and 

investment strategies (for example, an individual private debt fund  

may only hold five to 10 underlying investments compared to at least  

100 holdings for most liquid fixed income funds)

• Ensuring dispersion between manager returns — with a heterogeneous 

opportunity set and concentrated funds

• Understanding the capital treatment 

• Getting access to some of the more successful funds, which are often 

closed to new investors

• Understanding the fee structure of these funds

• Having a process for managing the increased operational and 

governance burden

There is therefore a trade-off between effective diversification across 

a number of private market investment managers and the associated 

increase in costs and operational burden. Although the largest insurers 

may be able to overcome this by using in-house resources, other insurers 

may need to explore options such as private market funds of funds.  

F I N A N C I A L

O P E R AT I O N A L
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6 .  C O N S I D E R  C A S H  A S  A N  A S S E T  C L A S S

The front end of the yield curve is investable for the first time in a decade. 

Yields on the short end of the yield curve have moved steadily higher as 

the Fed raises its policy rate.  

Interest rates and government bond yields in the developed world remain 

very low relative to historic levels, mainly due to the reaction of central 

banks to the global financial crisis in lowering short-term interest rates 

and reducing longer-term rates through asset purchases (“quantitative 

easing”). Over the course of 2018, we have seen some reversal of the low-

yield environment in the US.  

The three-month T-bill rate has increased from 0.5% since the beginning 

of 2017 to more than 2.3% in December 2018. The two-year treasury yield 

has spiked from 1.2% to 2.8% over the same period.  

At the same time, demand for longer-dated treasuries has kept the long 

end of the curve in check, pushing up cash and short-term rates at a 

much faster pace than the rest of the curve. As such, the flattening of the 

yield curve means the term premium has collapsed (investors receive less 

compensation for taking duration risk).

The opportunity cost of holding cash or shorter-duration assets has 

declined significantly as market volatility has intensified. Insurers should 

reassess their liquidity and risk tolerance to determine if cash can play a 

role in portfolio construction.  

F I N A N C I A L
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7 .  D E V E L O P  A  M O R E  S U S T A I N A B L E  
I N V E S T M E N T  A P P R O A C H

Investors are increasingly being encouraged by a wide range of 

governments and supranational organizations to adopt a more 

sustainable investment perspective. As an example, the UN Principles 

for Responsible Investment’s guide identified 300 policy instruments 

that were supportive of investors considering sustainable factors, with 

half of these instruments originating in the last five years. Although 

insurance companies are not formally required to adopt such an approach, 

insurance regulators (for example, PRA in the UK) and external bodies 

have been increasingly demanding that insurers pay greater attention to 

environmental, social and governance (ESG) factors. 

Many insurers have independently adopted a more sustainable approach. 

This is likely the result of a number of factors. Academic studies show 

that this approach has had a positive-to-neutral impact on financial 

performance, and insurers are also recognizing their societal roles as 

long-term responsible holders of capital and want to manage reputational 

risks. In addition, for many insurers, this is a wider asset-liability 

consideration rather than an asset-only issue. 

Insurers can take various practical steps to adopt a more sustainable 

investment approach:

• Governance: Determine beliefs regarding a sustainable investment 

approach and set policies and procedures around them. 

• Strategy: Evaluate benefits of introducing more sustainable asset 

classes through modelling and stress testing.

• Implementation: Adopt dedicated ESG benchmarks and mandates  

and/or consider the ESG credentials of underlying managers as part  

of the selection and monitoring process. 

F I N A N C I A L

G O V E R N A N C E
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8 .  U N D E R S T A N D  I N F L A T I O N  R I S K S

Due to globalization, technological advances, monetary policy and 

demographic trends, inflation in most developed economies has been 

moderate in recent decades.

However, a continuation of this benign inflationary environment is by no 

means certain as evidence of growing inflationary pressures mounts. 

Although the risks associated with higher price inflation are investor-

specific, all institutional investors should be concerned about maintaining 

the “purchasing power” of their portfolios over time.

Insurers will have additional considerations for:

• Any inflationary mismatch between their existing assets and liabilities 

(particularly for life insurers, in which liabilities are typically longer-term 

and inflation linkage may be more explicit)

• The need for capital to generate a return linked to longer-term claims 

increases (which we would expect to have some inflation linkage) in 

order to support the writing of new business

We do not make any strong predictions about future inflation levels, but 

we would argue that inflation risks are skewed to the upside from a cyclical 

perspective. As such, we recommend that insurers fully understand their 

exposure to higher inflation in both assets and liabilities. If exposure is 

deemed sufficiently material, they can take action to mitigate this risk. 

Such actions can include “inflation hedging” by using inflation-linked 

bonds and derivatives to explicitly match inflation exposures or investing 

in inflation-sensitive assets that are expected to provide a positive real 

return over the medium to long term, such as certain real estate and 

infrastructure investments. 

F I N A N C I A L

G O V E R N A N C E
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9 .  R E E V A L U A T E  “ A C T I V E  V E R S U S  
P A S S I V E ”  I M P L E M E N T A T I O N

Insurance companies periodically review the overall implementation 

approach for their investments. Historically, this has been considered in 

terms of “active versus passive” management, although, in practice, this is 

an oversimplification of the concepts. 

Various drivers influence the most appropriate implementation approach: 

• The growth of systematic or factor strategies, such as multifactor 

equity funds, means a much wider range of approaches is now available, 

leading to a blurring of the lines between “active” and “passive.”

• On average, management fees for both active and passive management 

have been falling in recent years and are expected to continue to 

decrease. The current fee picture may look different from when the 

strategy was originally set. 

• The ongoing trend of more assets being invested in index-tracking 

rather than discretionarily managed strategies has the potential to 

present systemic risks (for example, causing a market bubble in certain 

sectors). To date, we have only seen pockets of concern, but this 

will potentially need more attention if the trend toward indexation 

approaches escalates materially. 

In our view, there is no single best implementation approach for insurance 

companies. The approach will be driven by factors such as investment 

beliefs, return targets and costs. However, given the various drivers that 

exist, we believe it is appropriate to review the approach now.  

F I N A N C I A L

O P E R AT I O N A L

G O V E R N A N C E
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1 0 .  C O N S I D E R  C A P I T A L- E F F I C I E N T  
I N V E S T M E N T  S T R U C T U R E S

The asset management industry is increasingly targeting the insurance 

industry and its sizable pool of investable assets. Although not 

a historically large part of insurance company portfolios, illiquid 

alternative strategies have been a growing segment for third-party 

managers targeting the sector. In an effort to make these investment 

structures more palatable to rating- or capital-sensitive insurers, there 

has been increased development of more capital-efficient structures. 

Following are the broad approaches we have seen in the market.

A rated fund filed with the Securities Valuation Office is a benefit to life 

insurance companies that can report the investment on Schedule BA but 

at a capital charge associated with the assigned rating. This favorable 

“look-through treatment” is not yet available to health and P&C filers 

and is limited to investments that have the underlying characteristics of 

a bond or other fixed-income instrument. The use of NAIC credit rating 

provider ratings for funds may be limited going forward.

A rated debt structure uses ratings for each underlying security. This 

structure may have a fixed term (although evergreen options exist), a 

coupon and a CUSIP number, allowing insurance companies to file the 

security using Schedule D. Underlying assets are typically fixed-income 

in nature.

A securitization consists of a pool of investments tranched into an 

equity piece and a debt piece. The former would be filed using  

Schedule BA, whereas the latter would be filed using Schedule D in the 

same manner as above. The result is a lower weighted average capital 

charge. Typically, the underlying securities are not individually rated,  

as the overall rating instead relies on the equity subordination. This has 

allowed for a much more diverse range of private investments, many 

of which are dissimilar to fixed income (for example, private equity, 

opportunistic funds, etc.).

F I N A N C I A L

O P E R AT I O N A L

G O V E R N A N C E
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Given the added complexity and uncertainty over regulatory 

interpretations, how should insurers consider these structures?  

First and foremost, we believe insurers should focus on the investment 

thesis of the underlying assets. No matter how compelling the structure 

may be, the investment strategy should stand on its own merit. Second, 

for insurance companies with significant capital levels, it may not be 

necessary to add the complexity and potential uncertainty associated  

with some of these strategies.  

In general, our preference is to avoid structures that play the regulatory 

capital arbitrage game — getting better capital treatment than the 

underlying securities would otherwise offer — and focus instead on 

structures that more accurately reflect the credit quality or ratings of the 

underlying securities, regardless of the vehicle in which they are invested. 

Ultimately, we believe this is more in line with the spirit of the current 

regulatory framework. 

We expect significant growth in these capital-efficient investment 

structures and have encountered varying levels of understanding of 

their implications for insurers. Although opportunities exist to structure 

thoughtful vehicles that better reflect the underlying credit quality of an 

investment strategy, it is important to understand the various capital and 

accounting implications.  
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