Your Investment Strategy: Don’t Lose Faith, Seize Opportunities
Is the Investment Model Broken?
“Asset allocation doesn’t work;” “Let’s totally revamp our investment approach;” and, “We should just invest in U.S. Treasuries” are just a few of the knee-jerk reactions that have been considered which is understandable after one of the worst years on record for the capital markets.  Surplus values were negatively impacted for many investors by approximately 30-40% losses in long-only global equity positions.  The magnitude of downgrades and devaluations in the historically liquid investment grade taxable and tax-exempt bond portfolios made Other-Than-Temporary-Impaired (OTTI) reporting a major headache for the accounting departments.  Even the lower-correlated asset classes, such as convertible bonds, hedge funds and emerging markets debt, recorded double-digit losses in 2008.  Which company wouldn’t be discouraged with investments after a year like that?  Those companies who survived the 2008 capital markets fallout could be positioned to reap extraordinary benefits by staying disciplined with their investment model.  However, the inputs to the model (i.e. capital markets assumptions on total return, risk, and yield) are most critical.
Balancing Underwriting and Investments 

In 2008, many companies had solid underwriting results that helped offset the losses incurred from the investment portfolio, which ironically had been carrying some companies prior to last year, when underwriting results were not as good.  To optimize operational performance, it is important to understand the contribution that both underwriting results and investment results provide to the bottom line.  Rarely do we see both components running on both cylinders and when risk is being taken on one side, it is usually wise to avoid taking on as much risk on the other side.  In our opinion, this delicate balance is critical to both the near- and long-term success of an insurance company’s portfolio.  Investment results will likely revert back to being significant to your operations and it is critical to have an appropriate investment strategy (i.e. asset allocation) in place to take advantage when they do.  Perhaps it is time to consider reducing risk in the investment portfolio, but not abandoning your entire investment strategy.  Be sure to be selective as to where you want to take risks and in which types of investments are most suitable to your individual needs.
Setting the Stage for Asset Allocation
For insurance companies, there are a multitude of business and operational factors that should be considered before the development of an appropriate asset allocation strategy.  Unlike endowments, foundations, and pension plans where spending needs, distributions, and longer-term liabilities form the backbone of the allocation decision, insurance company portfolio investments are more time-sensitive (i.e. shorter time horizons) and are driven by additional factors.  
The first step in any investment process begins with establishing clear and concise objectives including but not limited to minimizing tax payments, preserving capital, growing surplus, maximizing after-tax income, and/or achieving the highest after-tax book yield.  Once these objectives are set, an assessment of overall risk should be completed.  Areas to consider may include your company’s current financial situation, applicable regulatory constraints, and liquidity needs.  Some companies like to review peer comparisons to see what other companies are doing.  Finally, Dynamic Financial Analysis, or DFA, is basically an extended asset-liability modeling exercise that would complete the pre-Asset Allocation puzzle.  DFA models could help establish projected income statements and balance sheets (pro-forma), stress test the company’s financials under thousands of different economic and financial scenarios, and dictate the appropriate asset duration of liabilities.  Once these three stages are completed, then the focus should turn to asset allocation.
The Importance of Asset Allocation
As a review, asset allocation is a method for determining what mix of investments is likely to produce the best expected return for a given level of risk.  The goal is to develop a strategy consisting of the optimal blend of global investments among equity-type securities, fixed income, alternatives, and cash in order to most prudently reach your financial goals and objectives.  Theoretically, when stocks are up, bond yields are down, and as inflation soars, the dollar loses value.  This relationship helps explain why some investors tend to limit their focus to the one market that’s performing best at the moment.  But to avoid huge fluctuations when markets shift, it is important to keep assets diversified.  (Remember that asset allocation cannot eliminate the risk of fluctuating prices and uncertain returns.)

Research show that over 90% of investment return is driven by the appropriate asset mix, not individual security selection.  While there are periods (like 2008) where this relationship is questionable, historically, and we believe going forward, getting the asset mix right is the most important part of successful investing1.  We find that many insurance companies do not think about diversification because they do not believe that the concept could benefit their investment portfolios.  Doing nothing with your investments, in our opinion, could stall your company’s growth and positioning in an industry that is evolving through intensified competition and consolidation.
Current Capital Market Assumptions and Opportunities
Current stock valuations and earnings multiples are well below their long-term trend averages.  To say that there is potential value in stocks at present is an understatement.  For bonds, yields on 10-year Treasuries have been at or near historic lows while yields on most non-treasury issues (i.e. corporate bonds, structured securitizations, high yield, emerging markets debt) have been at or near historic wides versus treasuries.  What does all of this mean?  It means that there appears to be many pockets of opportunity outside of the “safety” of government-backed paper.  Before getting to specific types of opportunities, we believe it is critical to get the capital market assumptions correct since these are the primary inputs into the DFA model and ultimate asset allocation.
Prior to the economy emerging from the current recession, stocks could very well lead the way as they have done historically.  This, coupled with low valuations, could potentially generate equity returns well in excess of the long-term averages.  We believe that the stock return assumption is a critical input when you model projected surplus growth since stocks are marked-to-market.  While there are other factors that contribute to surplus growth, a well-diversified and successfully managed stock portfolio could provide some above-average upside while reducing overall volatility.  Our projection for stock returns over the next market cycle is in the low double-digit range across all capitalizations and styles.  To put this into perspective, stocks have long-term averages in the upper single-digits on an annualized basis.  Should those projections pan out, then there may be significant opportunity for your company to benefit from stocks, assuming you have the appropriate investment managers.

Opportunities vary across corporate investors.  Insurance companies who are income-focused are struggling with the low yields that government-backed paper currently provides.  This has made it difficult to generate adequate income.  However, corporate bonds and asset-backed securitizations (ABS), for example, offer a potential significant opportunity for investors looking to lock-in strong yields, and also for total return investors who would benefit from a significant tightening of spreads versus U.S. treasuries.  We are currently recommending mandates that carve out certain sectors of the market that could provide significant yield and total return opportunities.  These sector-only mandates include corporate bonds, asset-backed securitizations, mortgage-backed securitizations, and municipal bonds.  Treasury Inflation Protection Securities (i.e. TIPs) also warrant attention.  We think such an approach is prudent in order to take advantage of the current opportunities, but strongly recommend detailed research and due diligence on the investment manager(s) and their capabilities before proceeding.  A knowledgeable, experienced, and deep credit research team is a must.
Summary
We believe effective asset allocation is derived from the inputs that go into your investment model.  Some experts have classified the 2008 capital markets experience as a “Black Swan” event.  It is hard to argue against that assertion.  Either way, we do not believe that the investment models that many institutional investors have adhered to is broken.  In fact, we believe that they are stronger than ever and for those companies who stick to their investment discipline could create a competitive advantage within their particular industry.
                        
1 Asset allocation cannot eliminate the risk of fluctuating prices and uncertain returns. Source: Brinson, Singer and Beebower, “Determinants of Portfolio Performance,” Financial Analysts Journal, May/June 1991.

2 Past performance is no guarantee of future results.
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