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SURVIVE OR THRIVE IN A
NEW GLOBAL ORDER?
TOP 10 INVESTMENT IDEAS FOR INSURERS IN 2019
2018 was indeed an eventful year for investment
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monetary stimulus provided following the global
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Europe and the Americas, combined with Brexit and a

will continue to have a major bearing on investment
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markets in the coming years.
Increased volatility and geopolitical risks remain at the
For much of 2018, we saw dispersion across markets,

forefront of our thinking for 2019 as the idea that the
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reverse looks more credible. Even though ongoing
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2018 was challenging, as ongoing trade disputes,
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Globally, insurers will continue to focus on an
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amid a continued rebalancing away from resource-
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driven sectors, with a weaker Australian dollar

protectionism have the potential to further disrupt
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markets. Against this backdrop, the need to generate
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higher returns remains as critical as ever given the
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business pressures the insurance industry faces.

counterparts, producing negative returns, whereas
bond yields saw pronounced declines, particularly in

To help navigate this challenging landscape, we have
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identified 10 investment ideas we believe insurers should
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consider as they develop their investment strategies

fell over the course of 2018.

into 2019 and beyond.
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1. ENHANCE THE MARKET RISK FRAMEWORK
In the 10 years since the collapse of Lehman Brothers and the onset of the
global financial crisis, insurers have been at the forefront of developing
sophisticated frameworks for calibrating, monitoring and managing
investment risk. An increasingly competitive commercial environment
has combined with what at times seems like a sea of regulation to drive a
strategic imperative to improve transparency, oversight and efficiency of
insurers’ investments.
Many insurers have made significant progress in improving the robustness
of their market risk frameworks since the last crisis. However, the next
crisis will likely be different. To ensure they are better prepared, there are
specific actions insurers can take:
• Market risk appetite: Ensuring the market risk appetite is fully
embedded and consistently applied across the investment value chain
is fundamental. In particular, it is important that investment guidelines,
constraints and parameters — in isolation and in aggregate — are
compatible with the overall corporate risk appetite and aligned to
market conditions.
• Focus on asset-liability management: Continuing uncertainty around
the direction of bond and currency markets will increase the focus on
matching liabilities with the right asset mix; any unintended mismatch
can generate unwanted balance sheet and earnings volatility.
• Asset diversification: Although correlations can and do increase during
a crisis, properly constructed portfolios will benefit from spreading
assets and exposures across different risk and return drivers.
• Investment governance: This has become central to insurers’ investment
strategies — partly to ensure the overall approach is robust and,
increasingly, to ensure that timely actions can be implemented.
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2. AS SES S G LOBAL VERSU S REG IONAL
A S S E T A L LO C AT I O N
The total value of goods and services traded across international borders
has grown dramatically in recent times, with a corresponding trend
towards positioning investment portfolios to benefit from globalisation.
However, political fragmentation, alongside increased protectionism and
isolationist policies, may pose significant risks to continued globalisation
as ongoing trade tensions between the US and China increase market
volatility. This has (at least temporarily) reduced net capital flows from
developed to emerging markets.
Should global trade plateau or reverse direction, a potential impact may
well be greater divergence in returns across regions and countries,
which could undermine the case for global rather than regionally biased
portfolios and lead to heightened currency risks.
Insurers should assess whether their geographical allocation of assets
remains appropriate given the heightened geopolitical risks and the impact
these could have on currency exposures.

3. INCREASE FOCUS ON CREDIT EXPOSURE
As a default strategy for the balance sheet, corporate bonds and other
credit assets have served insurers well over the longer term, with strong
returns driven by low default levels, declining spreads and the continuation
of a low-interest-rate environment. However, in a world of abundant
credit, there is potential for declining lending standards to drive credit
quality lower. Arguably, there has already been an impact:
• Investment-grade corporate bond leverage has increased significantly.
• A large and growing proportion of outstanding stock is rated BBB.
• More than three out of four leveraged loans are now “covenant-lite,”
providing lower levels of protection — this has more than tripled since
the global financial crisis.
Insurers will of course continue to allocate to credit assets, but
manager and security selection are more important than ever.
Given the ability to rotate between credit sectors, actively managed
mandates are well-placed to benefit from and manage through changes
in the credit environment.
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4. MANAGE LIQUIDIT Y REQUIREMENTS
Insurers have been increasing allocations to less-liquid assets in recent
times — at one end of the spectrum, typically through moving from highly
liquid sovereigns to corporate bonds, and at the other, by stepping in to fill
the void left by those banks that focused on repairing their balance sheets
following the global financial crisis.
We have seen central banks become the principal suppliers of liquidity,
but it is now their stated intention to materially deleverage in the coming
years. The degree to which liquidity and access to capital will decline has
yet to be seen, but a heightened risk of a liquidity crunch within asset
categories cannot be overlooked.
Insurers should robustly stress-test all aspects of their liquidity needs,
both on the asset side (such as collateral for derivatives and illiquid
asset types) and the liability side (such as claims and expenses) as well as
for wider business needs (such as dividends, loan repayments and new
business acquisition). This should be done under both business-as-usual
and stressed scenarios.

S UR VIVE OR T HRIVE IN A NE W G LOBAL ORDER

5

5

5 . I M P L E M E N T P R I VAT E M A R K E T S
E X P O S U R E E F F I C I E N T LY
The economic benefit of less-liquid private market assets, such as
private debt, infrastructure equity and real estate debt, can enhance
yield, deliver diversification and generate regulatory capital efficiency.
Designing and executing an appropriate strategy to access and exploit
the most-attractive assets and investment managers at the right price is
key to maximising value. However, many insurers experience difficulty in
implementing these strategies. An effective approach should focus on:
• Diversification of exposures across managers, vintages and strategies
(for example, a private debt fund may hold only five to 10 underlying
investments compared to at least 100 holdings for most liquid fixed
income funds)
• Dispersion between manager returns — with a heterogeneous
opportunity set and concentrated funds
• Regulatory capital efficiency (for LAGIC-regulated insurers, aggregation
[diversification] benefits can be achieved via exposure to multiple APRA
asset risk modules with the potential to reduce the total asset risk
charge and hence APRA’s minimum capital requirement)
• Access to best-in-class managers, funds and strategies — something
that is often not feasible for new or small-scale investors
• Clarity and understanding of the fee structure of these funds operating
in this sector — a critical factor
• Managing the increased operational and governance burden that
inevitably comes with this asset class
Even though larger insurers can generally absorb the increased
operational and governance overhead associated with this asset class,
a growing number are increasingly accessing private markets through a
fund-of-funds approach.
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6 . M A N A G E I N T E R E S T R AT E U N C E R TA I N T Y
As interest rates and government bond yields in the developed world
remained at historically low levels, 2018 saw a more-hawkish Federal Reserve
Board implement a number of US interest-rate rises, at odds with stubbornly
low or, in some cases, negative rates in the eurozone, the UK and Australia,
with the RBA interest rate remaining unchanged over the course of 2018.
The global interest-rate outlook requires insurers to focus on interestrate sensitivity across both assets and liabilities. Ensuring the associated
exposure is well-understood and within risk appetite requires a view of the
exposure across the whole balance sheet rather than just the matching
assets; for example, a faster-than-anticipated and/or significant increase
in rates could impact the wider risk-asset universe as well as the matching
asset portfolio.
Insurers should not overlook the opportunity to take advantage of this
environment through expressing explicit interest rate views — for example,
long or short duration (particularly within surplus funds) — or by replacing
fixed with floating rate assets where there is less interest rate sensitivity.
Both strategies should be considered in conjunction with appropriately skilled
active managers (for example, within an absolute return fixed income fund).
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7. I N T E G R AT E A N D E M B E D S U S TA I N A B I L I T Y
Insurers increasingly see the value of integrating a more-sustainable
approach with their investment strategies, while regulators such as APRA
in Australia or the FMA and RBNZ in New Zealand have been increasingly
demanding that insurers focus on environmental, social and governance
(ESG) factors. APRA and RBNZ have previously indicated insurers should
consider the management of climate risk within risk-management frameworks
and business decisions.
At the same time, recognising their role in society and as long-term holders
of capital, insurers have been independently adopting a more-responsible,
sustainable approach, and we expect this to continue. In addition to
managing reputational risk, for many insurers, this is also a wider assetliability consideration.
Insurers are taking practical steps to integrate sustainability:
• Governance: determining investment beliefs in the context of a sustainable
investment approach and setting policies and procedures
• Strategy: evaluating the benefits of introducing sustainable asset classes
through modelling and stress-testing
• Benchmarking: adopting dedicated ESG benchmarks and considering the
ESG credentials of underlying managers as part of the selection process
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Although inflation in most developed economies has been moderate
in recent decades, a continuation of this benign environment is by
no means a given. The risks associated with higher price inflation can
be quite investor-specific, but all institutional investors should be
concerned about maintaining the “purchasing power” of their portfolios
over time.
Insurers will also have additional considerations:
• Potential for inflationary mismatch between existing assets and
liabilities (particularly for life insurers and accident-compensation
schemes, where liabilities are typically longer-term and inflation
linkage may be more explicit)
• The need for capital to generate a return to underpin longer-term
claims increases (which often carry at least some inflation)
Making predictions about the probable level of future inflation is fraught
with uncertainty, but the risks are likely skewed to the upside from a
cyclical perspective. It is natural for insurers to review their exposure
to higher inflation across both sides of the balance sheet as well as the
implications for the future purchasing power of their customers’ savings
or retirement funds.
Mitigation can include inflation hedging through the use of inflationlinked bonds and derivatives to explicitly match inflation exposures or
by investing in “inflation-sensitive” assets that are expected to provide
a positive real return over the medium to long term, such as real estate
and infrastructure.
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9. R E A S S ES S ACT I V E-V ER S U S- PA S S I V E A PPROAC H
The approach to implementing an agreed investment strategy is often
considered in terms of “active-versus-passive” management. In practice,
there are a number of drivers that influence the efficiency of the
approach:
• Although investment management fees (for both active and passive)
have been falling over recent years, fee levels continue to be the focal
point of the debate. The commoditisation of passive management should
not be confused with the fact that a large degree of skill, resource and
infrastructure is required to deliver index-like performance.
• The growth of systematic, factor or “smart beta” strategies delivered
through single or multi-factor funds has led to a much wider range of
approaches. The blurring of the lines between active and passive should
be considered in the context of how robust the underlying factors may
actually turn out to be.
• As more assets are invested in index-tracking strategies, the potential
for systemic risk should not be overlooked. To date, only pockets of
concern have emerged, but there is a need for caution as the trend to
indexation continues.
There is, of course, no single best implementation approach for insurance
companies. The approach adopted should be considered in light of a
number of factors, including (but not restricted to) investment beliefs, risk
and return targets, costs, capital budget and stakeholder considerations.

1 0 . A LT E R N AT I V E R I S K P R E M I A
We may well be moving out of an environment in which accommodative
monetary policy has provided “easy beta” and equity and credit markets
have generated strong returns with (until recently) limited volatility. As we
transition towards a potentially higher-risk environment, it is important
to consider sources of return that are less correlated to mainstream
assets. Alternative risk premia (ARP) strategies can meet these criteria,
representing a more-systematic approach to accessing consistent
returns through exploiting market inefficiencies.
ARP strategies fill the gap between traditional multi-asset strategies and
hedge funds, providing many of the diversification benefits of hedge funds
but with lower costs and higher transparency.
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SUMMARY
The shift in global order brings with it political and economic
uncertainty, potentially giving rise to greater investment risk and
market volatility. However, with this comes the opportunity to design
and execute well-resourced and thoughtful investment strategies.
Given the challenges of the business environment, insurers continue
to seek out actionable investment ideas to generate the level of
return necessary to sustain their businesses.
Mercer is the world’s largest insurance investment adviser,1 and
whether you are considering your approach to managing market
risk or reassessing your overarching asset allocation, our team of
insurance investment experts is ideally placed to help you navigate the
new global order.
We have helped many insurance clients design and implement
strategies to deal with inflation risk, manage their credit exposures,
assess regulatory capital implications, and optimise their passive and
active approaches to markets, including introducing a sustainable
approach. For insurers seeking alternative sources of income, Mercer’s
Alternatives business is well placed to provide access to private
markets strategies underpinned by a range of best-in-class managers.
1
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