
03/05/2017 

1 

Evolving Investment Strategies to 

Optimise Risk-Based Capital 

Iain Forrester 

Dongyue Zhang 

Standard Life Investments 

 

 

This presentation is intended for Institute and Faculty of Actuaries Asia 

Conference and should not be distributed to or relied upon by anyone else.  
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Agenda  

• Insurance investment trends  

• Assessment of new investment strategies  

• Case studies  

– Private market “illiquidity premium” 

– Investment manager “alpha” 
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Insurance trends: Asia  

• Declining yields becoming an increasing challenge 

• Insurers are reducing asset-liability mismatches 

• Strong demand for alternative investments 

• Growing demand for international investments, but currency hedging a major 

execution challenge 

• Regulatory modernisation will continue to drive greater collaboration between 

investment and actuarial teams 

• Asset managers who have built trust and expertise can support insurers through 

this period of major change 
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Insurance trends: European Insurance Survey 
 

• Survey to understand and assess the longer-term impact of the low-return 

environment on European insurers 

• 56 interviews were carried out with senior insurance investment executives 

• €2.4trn (around 30%) of pan-European insurance assets under management  

 

 

Source: Standard Life Investments European Insurance survey 2015 

Many European insurers are 

undertaking significant strategic 

and tactical asset allocation 

changes, expanding their traditional 

investment horizons as they seek 

to maximise returns 
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Global insurance investment trends 

• Private Markets  

– Infrastructure  

– Commercial Real Estate  

– Corporate Lending 

 

• Diversification 

– Geographical Diversification 

– New Sources of Return   

 

• Restructuring Asset Exposures 

– Matching Adjustment SPVs 

– Equities with downside protection  
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Prudent Person Principle (PPP) 

Risks of 
the asset 

class 

Identify 

Measure 

Monitor 

Manage 

Control 

Report 

Diversify 
asset 

holdings 

Prudent limit 
for off-market 

assets  

Restricted 
use of 

derivatives 

Invest with 
regard to 
liabilities 
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Delivering capital-efficient return  

• Assess against insurer’s preferred metric, for example: 

– Expected return… 

– …per unit of SCR 

 

• Expected return: 

– Based on performance objective, not risk premium or market spread 

– Net of investment management fees, etc…  

 

• Capital assessed on a marginal basis (rather than on a stand-alone basis)  

 

• Reflect disclosed targets for capital coverage and own funds volatility 
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Multiple client objectives 

• Management Style 

– Active management against standard benchmark 

– Management against liability cashflows (or maturity buckets) 

– Minimum cash requirements 

 

• Credit Parameters 

– Target credit rating  

– Limits by credit rating, sector, issuer 

– Investment universe - private credit, securitisations, … 

 

• Measures of Success 

– Active outperformance 

– Increasing expected yield to maturity 

– Maintaining book yield 

– Minimising downgrades and defaults 
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• Private credit investment is a key focus for insurance companies 

– Accessing illiquidity premium 

– Secured, leading to higher expected recoveries 

– Economic diversification 

 

• To deliver these benefits, insurers are increasingly partnering with asset managers:  

– Origination capability 

– Credit expertise (internal ratings) 

– Valuation  

– Management of stressed and defaulted loans 

 

• Insurers will require significant on-going support from these asset managers 

 

 

Case study: Private credit 
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CRE lending: Attractive illiquidity premium 
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*Merrill Lynch A rated 3-5 year Corporate Bond Index Option Adjusted Spread over LIBOR 

Spread over 3 month LIBOR 

Source: Standard Life Investments,  January 2017 
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Internal credit ratings  

11 

   Investment 
Process and 

Internal Rating 

Methodology 

Calibration 

Back-testing 

Governance 

Management 
Information 

Triggers for 
Review 

Asset manager Insurer 

 
  

Capital 
Calculation 

Illiquidity 
Premium 

Due diligence 
and on-going 

oversight 

• Private credit assets will often not be rated by an external credit rating agency 

• Insurer, possibly with assistance of their asset manager, may use internal credit rating 

processes in their liability valuation methodology and capital calculations 

 

 

Source: Standard Life Investments 
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Case study: Multi-Asset Fund 
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Investment objective: 

• Deliver return equivalent to global equity over market cycle, 

but with a fraction of equity risk 

– Cash +5% per year (gross) performance target over rolling 3 

year periods 

– Expected volatility range of between 4% - 8% 

 

Portfolio design  

• Diverse array of investment opportunities across asset 

classes and markets 

• Efficient deployment of risk through advanced risk analytics 

• Lower SCR than standard equity investments under 

Solvency II 

Multi-Asset 

Fund 

Traditional 

Equity-heavy 

Portfolio 

 

 

Source: Standard Life Investments 
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Diverse range of strategy groups 

 

 

• Exposure managed by risk not 

physical allocation 

 

• Aggregate strategy group risk 

limit – 40% of total standalone 

risk 

 

• Expected volatility 4 – 8% 

 

* These strategies only appear as we do not have a perfect hedge. Source: Standard Life Investments GARS SICAV portfolio, 31 December 2016 

European Equity 

US Equity 

UK Equity 

Japanese Equity* 

Pacific Basin ex Japanese Equity* 

US Equity Banks vs 
 US Consumer Staples 

Emerging markets vs 
 Brazilian Equity 

Global REITs 

US Investment Grade Credit 

High Yield Credit 

European Investment Grade Credit 

UK Investment Grade Credit Australian vs US Interest Rates 

US Real vs Nominal Steepener 

UK vs French Interest Rates 

UK vs German Interest Rates 

Australian Short-term Interest Rates 

Long Indian Rupee  

vs Swiss Franc 

Long Japanese Yen  

vs Korean Won 

Long Norwegian Krone  

vs Australian Dollar 

Long US Dollar vs Euro 

Long Swedish Krona vs Euro 

Long US Dollar vs Singapore Dollar 

Long Indian Rupee vs Korean Won 

Other FX 

China Equity vs UK Equity Volatility 

Asian Basket vs US Variance 

Long Equity Variance 

European vs US Volatility 

Security 
Selection 

Strategy risk exposure 
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Strategies and risk allocation 

* MSCI World (€) ** These strategies only appear as we do not have a perfect hedge. Source: Standard Life Investments GARS SICAV portfolio, 31 December 2016 

9.3% 

4.6% 

0%

2%

4%

6%

8%

10%

12%

14%

16%

Diversification benefits 

Expected volatility 

Equity 

RV Equity 

Real Estate 

Credit 

Interest Rates 

Currencies 
Volatility 

Security Selection 

The portfolio is exposed to 

multiple and diverse market 

risks 

 

Total stand-alone investment 

risk that is deployed to seek 

returns is 13.9% 

 

Equivalent equity volatility is 

12.2%* 

 

Independent risk analysis 

shows the benefits of 

investment diversification 
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Scenario analysis 

• Scenario analysis is used to explore tail risks 

– Conventional risk systems are calibrated using recent history only  

– Value-at-risk is a poor representation of tail behaviour 

– Scenarios are used to focus on potential portfolio weaknesses, not spurious 

numerical accuracy 

 

• We look at different types of scenarios 

– Historical scenarios 

• Risk Metrics 

– Forward-looking scenarios 

• Internally modelled 

• Guided by qualitative expert judgement 

– Non-traditional stress scenarios 

• Derivative positions 
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Historic scenarios 

* MSCI World Returns prior to 2000 denoted in European currency units, except for 1987 which is denoted in German Marks 

Source: GARS SICAV, RiskMetrics, 31 December 2016 

-24 -22 -20 -18 -16 -14 -12 -10 -8 -6 -4 -2 0 2 4 6 8 10 12 14 16

Black Monday 1987

Gulf War 1990

Rate Rise 1994

Mexican Crisis 1995

Asian Crisis 1997

Russian/LTCM

Tech Wreck (April 07 - 14, 2000)

Sept 11th

Equity Sell-Off (August 23 - October 09, 2002)

Equity Rally (October 10 - November 27, 2002)

Gulf War 2 (March 01 - 23, 2003)

Bond Rally (May 01 - June 13, 2003)

Bond Sell-Off (June 14 - July 31, 2003)

Emerging Market Sell-Off 2006 (May 01 - June 08, 2006)

Subprime Debacle 2007 (July 15 - August 15, 2007)

Bank Meltdown 2008 (September 12 - October 15, 2008)

Euro Crisis (July 22 - August 23, 2011)

QE jitters (May 22 - June 24, 2013)

China devaluation (August 10 - August 25, 2015)

Global slowdown fears (December 31, 2015 - February 11, 2016)

% move 

MSCI World (EUR) move over same period* Fund simulated performance (current positions)Multi Asset Fund 

16 



03/05/2017 

9 

Colour palette for PowerPoint 

presentations 

Dark blue 

R17  G52  B88 

Gold 

R217  G171  B22 

Mid blue 

R64  G150  B184 

Secondary colour palette 

Primary colour palette 

Light grey 

R220  G221  B217 

Pea green 

R121  G163  B42 

Forest green 

R0 G132  B82 

Bottle green 

R17  G179  B162 

Cyan 

R0  G156  B200 

Light blue 

R124  G179  B225 

Violet 

R128  G118  B207 

Purple 

R143  G70  B147 

Fuscia 

R233  G69  B140 

Red 

R200  G30  B69 

Orange 

R238  G116  29 

Dark grey 

R63  G69  B72 

Future scenario analysis 

Shaded regions represent  the origin of  one or more scenarios. Source: Standard Life Investments, June 2016 

Modelling techniques can help identify potential concentrations of investment risk 

• Scenarios need to be extreme, but economically plausible over a 1 year time horizon 

• Defining features of scenarios need not be directly financial market related 

• Our subject matter experts translate scenarios into financial market impacts and quantitative techniques are used to 

estimate portfolio returns  

• Formal review on a quarterly basis 

• Some scenarios currently of interest: 

– China crisis 

– Currency war 

– EM - debted 

– Referendum contagion 

– Unicycle 

– Draghi tantrum 

– Stagflation 
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Practical example: Stagflation 
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Source: Standard Life Investments, UK GARS portfolio, 31 December 2016 

Combining quantitative expertise with subjective judgement 

Description Key Factor examples 

Populist parties and agendas reduce global trade and increase borrowing USDEUR +7% 

Economic growth stutters while core inflation surges above target levels US Real Yields -50bp 

Financial markets start to fear prolonged period of stagflation US Nominal Yields +50bp 

Scenario Impact Estimate 

Global Equities -16.1% 

GARS -2.8% Multi Asset Fund 
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Asset Data Reporting (ADR) requirements 

• Asset data required for: 

Pillar 1 – calculation of Solvency Capital Requirements (SCR) 

Pillar 2 – on-going evidence of PPP compliance 

Pillar 3 – regular reporting to the regulator (including QRTs) 

 

• Key requirements of insurers: 

 Defined format (such as the industry-standard “Tripartite Template”) 

 Defined frequency 

 Data lineage 

 Accurate 

 Timely 

19 

Source: Standard Life Investments 
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Solvency II: Estimated SCR (December 2016) 

Source: Standard Life Investments, December 2016 

• Correlation assumptions for FX exposures generate large currency contribution 

 

• Correlation assumption for equity exposures arguably understates net long / short equity risk  
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Solvency II: Estimated SCR  
March 2015 – December 2016 

Source: Standard Life Investments, December 2016 

The key drivers of the changes below are: 

• Changes in the total risk position of the fund  

• Changes in the allocation to different risk strategies 
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Summary 

• The low interest rate environment presents a profound challenge to insurance 

groups 

• Risk-sensitive principle-based capital regulation opens up a wider array of 

asset classes and market risk management strategies  

• Together these factors are driving significant asset strategy innovation 

• Generating capital-efficient investment from new asset classes will often 

require significant engagement with the regulator 

• And, where outsourced, requires close collaboration with an asset manager 

that understands insurers’ needs for knowledge transfer, transparency, asset 

data and capital analytics 
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Questions Comments 

The views expressed in this presentation are those of invited contributors and not necessarily those of the IFoA. The IFoA 

do not endorse any of the views stated, nor any claims or representations made in this presentation and accept no 

responsibility or liability to any person for loss or damage suffered as a consequence of their placing reliance upon any 

view, claim or representation made in this presentation.  

 

The information and expressions of opinion contained in this publication are not intended to be a comprehensive study, 

nor to provide actuarial advice or advice of any nature and should not be treated as a substitute for specific advice 

concerning individual situations. On no account may any part of this presentation be reproduced without the written 

permission of the IFoA [or authors, in the case of non-IFoA research]. 
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Disclosures 
• The information shown relates to the past. Past performance is not a guide to the future.  The value of investment can go down as well as up. 

•   

• Any data contained herein which is attributed to a third party ("Third Party Data") is the property of (a) third party supplier(s) (the “Owner”) and is licensed for 

use by Standard Life**. Third Party Data may not be copied or distributed. Third Party Data is provided “as is” and is not warranted to be accurate, complete 

or timely. To the extent permitted by applicable law, none of the Owner, Standard Life** or any other third party (including any third party involved in providing 

and/or compiling Third Party Data) shall have any liability for Third Party Data or for any use made of Third Party Data. Past performance is no guarantee of 

future results. Neither the Owner nor any other third party sponsors, endorses or promotes the fund or product to which Third Party Data relates. 

•   

• **Standard Life means the relevant member of the Standard Life group, being Standard Life plc together with its subsidiaries, subsidiary undertakings and 

associated companies (whether direct or indirect) from time to time. 

• All information, opinions and estimates in this document are those of Standard Life Investments, and constitute our best judgement as of the date indicated 

and may be superseded by subsequent market events or other reasons.  This material is for informational purposes only and does not constitute an offer to 

sell, or solicitation of an offer to purchase any security, nor does it constitute investment  advice or an endorsement with respect to any investment vehicle. 

•   

• Standard Life Investments (Hong Kong) Limited is licensed with and regulated by the Securities and Futures Commission in Hong Kong and is a wholly-

owned subsidiary of Standard Life Investments Limited. Standard Life Investments (Singapore) Pte. Ltd  is regulated by the Monetary Authority of Singapore 

(licence number: CMS100581-1) and is a wholly-owned subsidiary of Standard Life Investments Limited. Standard Life Investments Limited is registered in 

Scotland (SC123321) at 1 George Street, Edinburgh EH2 2LL. Standard Life Investments Limited is authorised and regulated in the UK by the Financial 

Conduct Authority. 

•   

• Calls may be monitored and/or recorded to protect both you and us and help with our training. 

•   

• www.standardlifeinvestments.com 

•   

• © 2017 Standard Life, images reproduced under licence 
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