
www.fsadvice.com.au
Volume 07  Number 01  |  2012

Risk and life insurances54

THE AUSTRALIAN JOURNAL OF FINANcIAL PLANNING•  FS Advice

SqUEEzING THE LEmON: 
DRIvING INSURANcE PROFITS 
IN THE NEw INvESTmENT 
LANDScAPE
Graham Harman

A
ccountants, similar to other small and medium 
Investment markets are posing significant 
headwinds for the insurance sector, with yields 
low and with equity markets held back by global 
concerns. This paper looks at ways to “squeeze the 
lemon”, and to work your asset portfolio harder.

We clarify the mechanisms by which 
developments in security markets can impact an insurance company; 
identify which variables are within management control, versus 
which are not; and map out ways to focus and improve investment 
decisions. A tailored investment strategy can feed directly into 
enhanced insurance company profitability.

Overview – insurance industry under siege
As 2011 progresses, insurance industry executives could be forgiven 
for feeling beleaguered. On the claims side, cyclones and floods 
have been doing their worst; and in consequence the availability of 
affordable re-insurance is becoming increasingly problematic. On 
the asset side of the balance sheet, yields on cash and fixed interest 
investments have reversed their uptrends and have abruptly dwindled; 
whilst equity markets in August delivered some of the worst falls 
seen for years. Meanwhile, despite this extreme pressure on industry 
profitability, regulators continue to patrol with probing searchlights, 
whilst flood damage in particular has left some consumers feel both 
overcharged and duped by the fine print.

Given these pressures, most insurance companies will already 
have been closely scrutinising costs, as well as seizing on any limited 
opportunities to lift premiums. In this paper, we consider some of 
the more holistic opportunities to address profitability, in particular 
those which can arise from a more integrated approach to asset-
liability management; those which look to drive the balance sheet still 
harder; and those which look for opportunities amongst the current 
turmoil in security markets.

The key messages are that:
 Significant value can be added via a quantification of the risk in 

the investment book.
 Clarifying the mechanisms by which developments in global 

security markets impact an insurance company can focus and 
improve investment decisions.

 A tailored investment strategy can feed directly into enhanced 
insurance company profitability.

The insurance industry landscape has changed dramatically 
in 2011, and even if you have addressed the following issues 
previously, from a profitability perspective it is well worth revisiting 
the following questions:

 Is your investment portfolio still well-aligned with the structure 
of your insurance and corporate liabilities, in the light of recent 
turbulence both in securities markets and in insurance pricing 
and conditions?

 What do shifts in the yield structure and in equity pricing mean 
for insurance company profitability? Which of the variables can 
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be controlled, and which are the variables 
that have to be dealt with?

 What opportunities do current 
developments in security market pricing 
offer to insurance companies?

 What opportunities do current 
developments in institutional investment 
portfolio construction offer to insurance 
companies?

Alignment  
– investments and liabilities
For many insurers, the seamless alignment 
of the investment portfolio, on the one hand, 
and the insurance and corporate liabilities on 
the other, is a core competency and is already 
well-managed. We discuss it here, however, 
not only to articulate a framework on which 
the following sections will be built, but also 
from a belief that dis-alignment has been 
creeping into the industry and is holding 
back profitability growth. The drivers of this 
dis-alignment may include one or more of:

 Specialisation and functional separation 
– for example, where an insurance com-
pany sees its value-add in accessing a 
customer base, and deemphasises the 
investment function.

 Warning signs that the insurance com-
ponent, and the investment component 
of the total business may no longer be 
working seamlessly in alignment to drive 
profits might include:

 The “normalisation” of Key Perfor-
mance Indicators for senior executives or 
for regional reporting so that investment 
returns are excluded.

 Absence of a review process for the risks of 
in-house management of assets including:

 –  Style risk
 –  Key person risk
 –  Counter-party risk
 –  Operational risk
 –   Absence of peer review of investment 

decisions.
 Geographical separation – for example, 

where an Australian subsidiary company 
develops an Australia-specific customer 
franchise, but outsources the investment 
function to a global parent.

 Executive effort and profit driver separa-
tion. In reviewing profit drivers how 
much of the annual profit of the insur-
ance company comes from investments? 
Is executive and board management time 
allocated to enhancing investment out-
comes consistent with the proportion of 

profit derived from investments? How 
much consideration of the investment 
environment is taken, when insurance 
pricing is being set? How much consid-
eration of insurance imperatives is taken 
– for example, changes in the duration or 
risk profile of the insurance book – when 
investment strategy is being formulated?

 Fundamental changes in asset character-
istics post GFC – for example, the growth 
rate of equity earnings may have been 
permanently impaired; sovereign paper 
may no longer be regarded as a “risk-free” 
asset; volatility may be here to stay.

 Dislocations in asset pricing in the “new 
normal” environment, post-GFC – for ex-
ample, US and Australian long bond rates 
are both trading at or near 40 year lows.

A generic interface between the 
investments and liabilities of a representative 
insurance company is illustrated in Figure 1.

Key features of this interface include:
Asset-liability matching, including:

 Short dated fixed interest matched to un-
earned premiums and technical reserves.

 Equities matched to shareholders funds.
 Factor matching – that is, regardless of 

the particular assets in which an insur-
ance company is invested, factors such as 
yield, duration, GDP exposure, curren-
cy exposure etc embedded in both assets 
and in liabilities, can be matched across 
the balance sheet interface.

Asset-liability mis-matching, including:
 Term mismatches between fixed interest 

investments and insurance – with either 
the investment duration longer than the 
insurance liabilities such that there is a 
yield pick-up when the yield curve is posi-
tively sloped; or with the insurance liabil-
ity duration longer than investment dura-

tion for the purposes of risk mitigation.
 Credit mismatches, aimed at garnering 

an investment yield premium.
Income-Expense Matching and Apportion-
ment, including:

 Decisions about whether insurance un-
derwriting is budgeted to be standalone 
profitable or apportioned interest income 
from the investment book.

 Tax-management – for example, via the 
interest on corporate debt being taxde-
ductible; the potential to shield part of 
the investment interest stream within 
underwriting losses; and the ability to 
shield inter-company dividend income 
via franking credits.

Risk management, including:
 Management of risk factors via factor cor-

relations. For example, a rise in Australia’s 
unemployment experience might impact 
the financials of an insurance company 
via a range of conduits, including:

 –   A fall in the running yield on short-
dated fixed interest as the Reserve 
Bank eases policy

 –   A rise in the market value of the bond 
book

 –   A fall in the value of equity investments 
as the general profit outlook deteriorates

 –   A rise in fraud claims as hardship bites
 –   A drop in the general insurance claims 

experience as economic activity slows
 –   Probability of adequacy management 

via management of the asset mix 
and resultant investment portfolio 
characteristics.

 –   The identification of profitable risk-
taking opportunities – for example, 
by lifting the equity investments to 
shareholders’ funds ratio when share-
prices offer an outstanding value and/
or growth proposition.

Figure 1: The investments-liabilities interface

Source: Russell Investments
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 For listed insurers, consideration of the 
correlation between risk factors in prima-
ry and secondary capital markets. For ex-
ample, the ability to replenish sharehold-
ers funds via a (primary market) rights 
issue in case of need will be a function of 
the probability of adequacy; but the prob-
ability of adequacy will itself be a function 
of (secondary market) security pricing.

what do shifts in the yield 
structure and in equity pric-
ing mean for insurance com-
pany profitability?
In 2011, many long established aspects of the 
investment landscape are suddenly no longer 
true, or at least have changed materially. The 
risk-free nature of sovereign debt is increas-
ingly being called into question. Equities 
have lost their “growth” cachet. Government 
bond yields have approached, and in some 
cases touched, 50 year lows – not only in Aus-
tralia, but in Germany and in the US. Vola-
tility anomalies have become recurrent. The 
Australian yield-curve is no longer positively 
sloped. The Australian dollar has traded at a 
50-year valuation extreme. The list goes on.

A framework for thinking about the 
linkages between investments and insurance 
is set out in Figure 2. Whilst the Australian 
and global investment landscapes at present 
may appear tumultuous, we believe that 
the impact of global macro developments 
on an insurance companies operations and 
profitability can be simplified to:

 Changes in the risk free rate,
 Changes in return premia for various 

risks – such as term, credit, and equity 
risk premia and,

 Variations in volatility and correlations.

It is also critical to distinguish between 
investment market variables that are 
independent features of the external 
landscape – such as diminished bond rates 
and increased equity market volatility – and 
those control variables which are the tools of 
insurance company management – such as 
the duration of the fixed interest portfolio, 
the proportion of offshore assets, and the 
ratio of equity investments to shareholders’ 
funds. These exogenous and control 
variables are set out – horizontally, and 
vertically respectively – in Figure 2.

So, for example, “risk aversion” associated 
with European sovereign bankruptcy risk, 
impacts insurance companies by driving 
the risk free rate and term premium down 
(as US and Australian government debt 
securities are sought after as a “safe haven”); 
and by driving the equity risk premium up 
(i.e. share prices are driven down and their 
relative value improves). This is shown 
on the top, horizontal axis. Shifting the 
debt/equity mix towards equities may be 
an appropriate response (subject to risk 
modeling of the resultant target position) 
and is shown on the vertical axis. Downward 
pointing arrows indicate a reduction in debt 
investments, relative to equities.

It is also important to remain forward 
looking – and certainly to avoid reactive 
responses. For example, “Value-at-Risk” 
models of investment portfolio risk can point 
to heightened variability in risk asset returns 
in the wake of a financial crisis, and if the 
results are taken literally it may be tempting 
to scale back risk asset weightings to preserve 
prior risk levels. In contrast, however, the 
reality may well be that return volatility has 
now been vented and that the balance sheet 

may in fact now be worked harder in the 
interests of driving profitability.

A review of risk models is timely at 
this current juncture – both the risk 
measurement and management tools used 
with in investments on a stand-alone basis, 
and the risk measurement and management 
tools used across the insurance company as 
an integrated entity.

Figure 2 should be seen as a dynamic, 
intermediate tool in the delivery of the 
ultimate objective: insurance company 
profitability. It does not directly address the 
insurance, sales and underwriting aspects of 
the business; and neither does it establish the 
initial investment-liability interface which 
was illustrated in Figure 1.

What it does do is to:
 relate the plethora of external develop-

ments in global and domestic financial 
markets, to the key return, risk and 
correlation variables relevant to the 
organisation

 connect those key investment parame-
ters to internal decision variables which 
are under management control

 indicate the direction of change in those 
decision variables called for by invest-
ment market developments

 deliver output, which becomes input to 
such management systems that specify 
the target variables – solvency, probabil-
ity of adequacy, profitability, and the 
growth of the insurance entity

Quantification of these changes is a next 
step – including assessment of offsetting 
effects, and calibration of control variable 
changes; but is beyond the scope of this 
paper. Particular values will depend on the 
individual circumstances of each company.

Source: Russell Invesetments Source: Illustrations c/ Acadian

Figure 3: A stylised situation where the minimum variance 
portfolio dominates the market portfolio

Figure 2: The Investments-liabilities interface
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what opportunities do  
current developments in 
institutional investment 
portfolio construction offer  
to insurance companies?
The dramatic growth of Australia’s superan-
nuation savings industry, now worth $1.4 tril-
lion, has generated an intense research and 
innovation program into investment portfolio 
construction. A number of these develop-
ments are particularly suitable for insurance 
company investment portfolios, but have had 
little take-up thus far. We highlight two of the 
key relevant developments – managed volatili-
ty investing, and managed futures – as follows:

managed volatility investing
Managed volatility investing – also known as 
minimum variance or low volatility investing 
– is designed to capture a return premium to 
the market portfolio, at low levels of risk. In 
an efficient market, returns should align with 
risk; however, evidence exists that suggests 
otherwise (Figures 3, 4).

why would low volatility strategies suit 
and insurance company?
Low volatility investments have always been 
a natural fit in the asset portfolio of an insur-
ance company, in light of the insurance risks 
which are being taken on the liability side of 
the balance sheet. However, in the face of 
downward pressure on profitability, and tak-
ing as given a Markowitz-style risk-return 
tradeoff, insurers have been reluctant to give 
up return in search of low volatility.

Low volatility Strategies offer the prospect 
of a return premium at low risk levels – as 
evidenced in Figure 4, above. Providers 
include such managers as Acadian, AQR, 

Lazard and Bernstein. Russell Investments 
has produced original research in this area, 
and created custom indices which target 
stable returns.

There is also a precedent for Australian 
insurers harvesting a significant return 
premium for low risk investing – this was the 
tilt away from resource companies and towards 
industrial and financial companies which was 
systematically implemented by some general 
insurers through the 1980s. Whilst this tilt was 
motivated by considerations of risk reduction, 
the underperformance of risky mining shares 
during the decade meant that an (insurance 
sector preferred) 80/20 Industrial/Resources 
mix outperformed a benchmark (1980) 50/50 
mix by 2.8 percentage points per annum.

volatility as an asset class and the rise 
of managed futures
Volatility as an asset class involves buying 
and selling, not volatile assets themselves, 
but the changing profile though time of the 
volatility of those assets. For example, the 
US “VIX” index, a measure of the volatility 
of US listed shares, is a tradable asset on the 
Chicago Board Options Exchange (CBOE).

Why is volatility an attractive asset for an 
insurance company?

Insurance companies are naturally exposed 
to volatility on the liability side of the balance 
sheet – the basic business model is to charge 
to accept customer risk/volatility. And whilst 
significant risk mitigation is achieved by the 
averaging of event risk across customers, 
the effect of “clustering” (cyclones, floods, 
landslips etc) nonetheless leaves the 
company exposed. Long equity positions 
in the investment portfolio can exacerbate 
this adverse exposure to volatility, because 

sharemarket crises are often associated with 
downward spikes in shareprices, simultaneous 
with upward spikes in volatility.

Call option overwriting of share portfolios 
(a popular income enhancement) can also, 
perversely, exacerbate this adverse volatility 
exposure even further – because the benefit 
of short call options positions moving further 
out of the money as shareprices fall, is eroded 
by an offsetting boost to the value of those 
call options as volatility jumps higher.

Ideally, then, an insurance company 
should include a long exposure to volatility 
on the asset side of the balance sheet. The 
challenge is how to implement that exposure. 
Most traditional approaches have major 
drawbacks, for example:

 Buying put (and/or call) options pays 
away a lot of premium; and the tendency 
for realised volatility to be lower than im-
plied volatility is one of the recurring fea-
tures of the volatility landscape.

 Managed volatility products are opaque, 
have had very mixed performance, and 
are not necessarily net long volatility.

 The general character of long volatility 
exposure is that it generates negative re-
turns on average.

Given these dilemmas, investing in 
Managed Futures is a natural fit for an 
insurance company. Managed Futures 
– broadly synonymous with a CTA 
(“Commodity Trading Adviser”) strategy 
– involves global tactical asset allocation 
across a range of assets, markets and regions, 
implemented via futures, and typically 
embodying a momentum bias. Importantly, 
this momentum bias leaves Managed Futures 
funds long volatility, but with a return 
premium rather than a return discount.

Figure 5: managed futures growth in assets under  
management – 1980–2011

Figure 4: Low volatility strategies across regions, 1998–2009

Source: Acadian
Sources: AlphaMetrix Alternative Investment Advisors,  

BarclayHedge Alternative Investment Database
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what opportunities do current developments in security 
market pricing offer to insurance companies?
Current volatile conditions in investment markets, and the disparate 
range of plausible future paths for the global economy, may leave 
insurance industry participants feeling that uncertainty around asset 
strategies has never been greater. It is of some comfort to reflect, how-
ever, that such uncertainty is very much “normal” a year of two out 
from the depths of a global recession and/or from a financial crisis. 
Figure 7 illustrates a stylised “cycle of investor emotions”.

Markets are a realisation process, as consensus gradually migrates 
from widespread euphoria at a peak, to ingrained despondency 
and disinterest at a low. Between these extremes, sharemarkets are 
traditionally said to “climb a wall of worry”, from trough to peak, 
and then to descend a “slope of hope” from peak to trough.

Making sense of current conditions, it is worth pointing out that 
at turning points (such as the 2007 peak and the 2009 low in global 
equities) fundamentals are changing swiftly, but after a long trend in a 
particular direction, emotions and perceptions are very sticky. That’s 
why, as an all-important new trend is born, the shift in conditions 
tends to be greeted with complacency or indifference. In an uptrend, 
however, the opposite situation applies. Right now, we would position 
global sharemarket cycle in the scepticism-caution-worry phase.

Fundamentals are fairly steady – slowly, gingerly and subject to 
a speed limit, the global outlook is improving; but emotions and 
perceptions are particularly skittish.

With sentiment swinging wildly, and even the flow of fundamental 
data delivering a more confusing message than normal, insurance 
company management could be forgiven for thinking that it is well-
nigh impossible to get a clear read on what is happening in the world 
economy – let alone to make robust deductions about the implications 
for integrated investment/liability management. However, a broad 
picture does emerge from a snowstorm of good news and bad news 
signals, of:

 a global macro economy turning convincingly upwards, from re-
cessionary lows,

 an ongoing recovery, as we traverse a second year of growth, 
but with

 sub-par growth rates, relative to previous post-recessionary epi-
sodes, and with

 significant levels of excess capacity.

One of the best ways to visualise this stylised characterisation of 
current macro conditions, is to look at real (inflation-adjusted) GDP 
in the United States – still the world’s largest and most representative 
economy – relative to its long-term trend. The logarithmic scale, 
in Figure 8, below, depicts the compound growth rate as a steadily 
rising line, with the actual level of real GDP shown as alternately 
pushing ahead of that long-term capacity growth, or lagging below 
it, as the cycle waxes and wanes through time.

Fleshing out the overall state of macro-economic indicators as 
characterized above, Figure 8 shows that, for the US economy at 
least, and with reference to this broad measure of economic activity:

 The US economy turned up from its lows in Q3, 2009, and is 
now a meaningful 5.6% above those lows in real terms.

 The economy has risen for 8 straight quarters and is now well 
into a growth phase, but

 Real growth rates of just under 3% p.a. in the recovery phase are 
well below the accelerated recovery rates of previous rebounds, 
and

 There is “headroom” of excess capacity in the order of 8% of US 
GDP – that is, upside of over $US 1 trillion before “normal” 
levels of activity are restored.

This is still the “sweet spot” in the cycle. The “sweet spot” is the 
period, in the early years of an expansionary phase in the economy, 
when capacity utilisation in capital and labour markets is sub-par, 
but when economic indicators are firming and the global economy 
is growing.

In the absence of bottlenecks and pricing power, with inflation a 
non-issue, and with central banks still nursing the recovery, there 
is persistent downward pressure on the yield structure. Cash is a 
poor investment, but bond yields remain low despite solid economic 
growth numbers. Shares do well, albeit with plenty of “noise”, 
not only because growth is positive and because dividends are 
competitive with cash rates, but also because in this phase profit 
growth arises from taking up the slack on idle existing resources. 
Capital raisings and capital expenditure, which are dilutive to 
earnings per share, are not required. Meanwhile, risk aversion is 
subsiding fairly steadily, but the liquidity pumped in by solicitous 
central banks is superfluous to the transactional needs of a still 
incipient recovery, and both consumers and business are debt-shy 
in the wake of the recent crisis.

Source: Barclay Hedge Alternative Investment Database,  
Standard & Poor’s Source: Traditional

Figure 7: The cycle of investor emotionsFigure 6: Performance of managed futures (as measured by 
the Barclay BTOP50 Index) during the 15 worst quarters of the 
S&P 500 Index, Jan 1987 – Jun 2011. Past performance is not a 
reliable indicator of future performance
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conclusions
Many of the current pressures on insurance profitability are beyond 
management control – low running yields in fixed interest markets, 
and volatility and uncertainty in global equity markets, as much as 
natural catastrophes and rising reinsurance costs.

The global investment outlook is particularly complicated at 
present, with an overload of commentary and of possibilities, 
but a dearth of clarity in terms of what these developments mean 
specifically for insurers.

It is therefore more important than ever to identify the conduits via 
which global market volatility is impacting the insurance business; 
and more important than ever to “squeeze the lemon” in search of 
enhanced profitability.

The broad options for achieving this include:
 more effective exploitation of the investment portfolio;
 seamless co-ordination of the asset and liability sides of the bal-

ance sheet and
 more efficient management of investment risk.

Our top ten suggestions for responding to current 
circumstances are as follows:
Easy Squeezes – top ten ideas to help boost insurance company 
profitability:
1.  Break the asset-liability geographical nexus – i.e. invest share-

holders funds offshore unhedged.
2.  Lift the equity investments/shareholders’ funds ratio above 20%.
3. Turn down commodity exposure.
4. Shorten the investment term structure.
5. Favour credit exposure over sovereign exposure.
6. Probability weight the impact of an Australia-specific recession 

with a view to freeing up capital.
7. Invest in low volatility investment products.
8.  Invest in managed futures funds to achieve effective exposure to 

volatility and hedge your investment risk.
9. Calibrate your risk models on a forward-looking, not a backward-

looking basis, with a view to freeing up capital. Volatility and fear 
are more likely to be lower in future, than they have been through 
August – October 2011.

10. Change your capital structure by issuing long debt, lifting divi-
dends and buying back equity. fs

This paper was co-authored by Dr Thomas Gillespie, director, Investment Risk Advisory
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SaaS as it allows users to subscribe to the software service on an as-needed basis. 

This practice is a far cry from what accountants are traditionally used to when it comes 
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“Beta bounces” therefore occur, as we have seen, as the excess 
liquidity finds a home in volatile parking spots such as commodities; 
REITs, the Australian dollar; and small cap equities.

Over 2011 and through 2012, the global expansionary phase will 
likely be moving from the “end of the beginning” to the “beginning 
of the middle”. Over the next one to two years, taking as a central case 
that the world continues to normalise, excess capacity will continue 
to be absorbed by broadening growth. This scenario holds no fears 
for equities, which continue to be favoured, although with earnings 
growth and margin expansion taking over from yield arbitrage as the 
major driver.

Sovereign bonds are at much greater risk in such a transition – 
international yields are low, and it would be hard to see them falling 
further, or delivering capital gains in such an environment. (Corporate 
credit sits somewhere mid-way between sovereign debt and shares in 
this paradigm, with features of both). “Beta bounce” assets are also 
at risk in this scenario, as the excess liquidity which drove them up 
is either withdrawn by central banks and/or redeployed into the real 
economy. Real assets – such as real property and infrastructure – 
will increasingly benefit through time as occupancy and utilisation 
rates for those assets improve, and as disinflationary forces fade and 
inflation re-emerges as at least a possibility.

Figure 2 encapsulated the tilts that Russell believes are worth 
considering in the current environment. For example, the 40 year 
lows in domestic and global sovereign bonds suggest a shortening of 
fixed interest book and a lift in the allocation to equities relative to 
bonds. The extreme overvaluation of the Australian dollar suggests 
that – regardless of the geographical sourcing of insurance business 
– investing a portion of shareholders funds matched assets offshore, 
unhedged, should be considered.

The size of any such tilts will be determined by governance 
structures and risk budgets specific to particular organisations.

Figure 8: Upside capacity in the US economy

Source: Datastream, Russell calculations


