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Pricing and underwriting discipline dominate 
soft market conversations. We have the same 
discussions every time the industry reaches 
the soft phase of the 
insurance cycle. This 
time, though, condi-
tions are different. 
Doubtless, the com-
peting pressures to 
ease underwriting 
standards and write 
as much business as 
possible persist but 
there is another factor to watch. Weak in-
vestment returns may be more important to 
industry profitability than underwriting results 
this year.

In the past year, short-term interest rates 
around the world have declined. Central 
Banks have taken expansionary postures to 
counter the negative impact of the sub-prime 
and related credit crises. In the UK, for exam-
ple, the three-month LIBOR rate dropped 
from 5.4% in March 2007 to 3.1% in Febru-
ary 2008). 

Loose monetary policies around the world 
could destroy the underwriting profits of 
risk bearers who rely on short-term assets. 
Consider an insurer or reinsurer that holds 
only short-term investments in its portfo-
lio, with the assets paying the three-month 
LIBOR rate. Further, let’s assume that the 
Net Earned Premium of this hypothetical 
risk bearer is £100m with an underwriting 
profit rate of 5%. The result is an underwrit-
ing profit of £5m. Using industry averages 
to calculate the investable assets of this 
company, we find that the decline in interest 
rates would cut investment income by £6 
million, wiping out the underwriting gain of 
£5 million annually. The implication is clear: 
cheap money puts insurer and reinsurer 
profits at risk.

Of course, this example goes to the 
extreme. No firm holds all its assets in short-
term notes. However, insurers and reinsurers 
have been shortening their bond portfolios, 
as the marketplace is fraught with uncer-
tainty as to the ultimate direction of long-
term interest rates. With long-term rates 
declining over the past year, the investment 
income derived from these instruments has 
dropped. Further, the economic slowdown in 
developed economies has put equity prices 
under strain, and realised capital losses 
from this source will cut into investment 
income. Taking these factors into account, 

the decrease in expected investment income 
shifts the entire net income distribution 
downward. This means increasing probabili-

ties of both negative 
income and material 
loss of capital.

The most  obv i -
ous implication of 
this analysis — and 
market condit ions 
in general — is that 
(re)insurers need to 
pay at least as much 

attention to the investment side of the 
income statement as they do to the under-
writing side. We are not suggesting that they 
allow themselves to be seduced by high-yield 
and inappropriately risky securities. After all, 
hardly a week goes by now without another 
revelation on how seemingly secure financial 
instruments, such as credit default swaps and 
auction rate securities, have soured. Instead, 
a careful analysis of investment allocations is 

necessary, putting insurers and reinsurers on 
the efficient frontier of the trade-off of risk 
and return.   

A renewed focus on investment income 
also will help direct management’s attention 
to an area where one of the industry’s major 
debates of the next decade can be expected 
to develop, namely changes in international 
accounting standards toward market-driven 
valuations, including an increased emphasis 
on discounting reserves. With declining inter-
est rates, the difference between reserves at 
current full values and on a discounted basis 
will shrink. Ultimately, this may accelerate the 
changes in the industry accounting model on 
a global basis.

Soft markets lead to temptation. Pricing and 
underwriting discipline tend to be sacrificed, 
with the hope that investments will compen-
sate. But, interest rate declines are likely to 
constrain returns. Learning from 2007, insur-
ers and reinsurers should avoid chasing yields 
in inappropriately risky markets. 

David Priebe 
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The risk of chasing yields
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David Priebe explains that it’s not just sliding premiums that should have (re)insurers worried — the 
global credit crunch has revealed an investment world fraught with risks of a different kind

> > The decrease in expected invest-The decrease in expected invest-
ment income shifts the entire net ment income shifts the entire net 
income distribution downward. income distribution downward. 
This means increasing probabili-This means increasing probabili-
ties of both negative income and ties of both negative income and 
material loss of capital.material loss of capital.

015_RE_0508.indd   15015_RE_0508.indd   15 2/5/08   16:37:582/5/08   16:37:58



<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /None
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (Europe ISO Coated FOGRA27)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Error
  /CompatibilityLevel 1.3
  /CompressObjects /Off
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJDFFile false
  /CreateJobTicket true
  /DefaultRenderingIntent /Default
  /DetectBlends false
  /DetectCurves 0.0000
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams true
  /MaxSubsetPct 100
  /Optimize false
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness false
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Remove
  /UsePrologue false
  /ColorSettingsFile (None)
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages false
  /ColorImageMinResolution 150
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages false
  /GrayImageMinResolution 150
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages false
  /MonoImageMinResolution 550
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 2400
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.00000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /PDFX1a:2001
  ]
  /PDFX1aCheck true
  /PDFX3Check false
  /PDFXCompliantPDFOnly true
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox false
  /PDFXBleedBoxToTrimBoxOffset [
    0.30000
    0.30000
    0.30000
    0.30000
  ]
  /PDFXOutputIntentProfile (ISO Web Coated)
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /Description <<
    /ENU (Use these settings to create Adobe PDF documents created to the pass4press Version 7 guidelines.)
  >>
  /Namespace [
    (Adobe)
    (Common)
    (1.0)
  ]
  /OtherNamespaces [
    <<
      /AsReaderSpreads false
      /CropImagesToFrames true
      /ErrorControl /WarnAndContinue
      /FlattenerIgnoreSpreadOverrides true
      /IncludeGuidesGrids false
      /IncludeNonPrinting false
      /IncludeSlug false
      /Namespace [
        (Adobe)
        (InDesign)
        (4.0)
      ]
      /OmitPlacedBitmaps false
      /OmitPlacedEPS false
      /OmitPlacedPDF false
      /SimulateOverprint /Legacy
    >>
    <<
      /AllowImageBreaks true
      /AllowTableBreaks true
      /ExpandPage false
      /HonorBaseURL true
      /HonorRolloverEffect false
      /IgnoreHTMLPageBreaks false
      /IncludeHeaderFooter false
      /MarginOffset [
        0
        0
        0
        0
      ]
      /MetadataAuthor ()
      /MetadataKeywords ()
      /MetadataSubject ()
      /MetadataTitle ()
      /MetricPageSize [
        0
        0
      ]
      /MetricUnit /inch
      /MobileCompatible 0
      /Namespace [
        (Adobe)
        (GoLive)
        (8.0)
      ]
      /OpenZoomToHTMLFontSize false
      /PageOrientation /Portrait
      /RemoveBackground false
      /ShrinkContent true
      /TreatColorsAs /MainMonitorColors
      /UseEmbeddedProfiles false
      /UseHTMLTitleAsMetadata true
    >>
    <<
      /AddBleedMarks false
      /AddColorBars false
      /AddCropMarks true
      /AddPageInfo true
      /AddRegMarks true
      /BleedOffset [
        8.503940
        8.503940
        8.503940
        8.503940
      ]
      /ConvertColors /ConvertToCMYK
      /DestinationProfileName (Europe ISO Coated FOGRA27)
      /DestinationProfileSelector /UseName
      /Downsample16BitImages true
      /FlattenerPreset <<
        /ClipComplexRegions false
        /ConvertStrokesToOutlines false
        /ConvertTextToOutlines false
        /GradientResolution 600
        /LineArtTextResolution 2400
        /PresetName (p4p_v6_flattener)
        /PresetSelector /UseName
        /RasterVectorBalance 1
      >>
      /FormElements true
      /GenerateStructure false
      /IncludeBookmarks false
      /IncludeHyperlinks false
      /IncludeInteractive false
      /IncludeLayers false
      /IncludeProfiles false
      /MarksOffset 8.503940
      /MarksWeight 0.250000
      /MultimediaHandling /UseObjectSettings
      /Namespace [
        (Adobe)
        (CreativeSuite)
        (2.0)
      ]
      /PDFXOutputIntentProfileSelector /UseName
      /PageMarksFile /RomanDefault
      /PreserveEditing true
      /UntaggedCMYKHandling /LeaveUntagged
      /UntaggedRGBHandling /UseDocumentProfile
      /UseDocumentBleed false
    >>
  ]
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [651.969 898.583]
>> setpagedevice


