
The recent fall in yields on insurance-linked securities (ILS) 
has been widely interpreted as closing off the opportunity for 
investors. We disagree. In this short paper we argue that the 
strategic case for investment in ILS still stands. We find that:

 Ȃ Over the long term valuations are not particularly expensive, 
and yields not particularly low 

 Ȃ Widening ILS mandates from catastrophe bonds to include 
private transactions can help increase yield

 Ȃ The supply and demand outlook remains healthy, with future 
supply likely to outstrip demand.
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Current yields
It is certainly true that current yields of around 5% are 
below where they were six years ago (Figure 1). This is 
consistent with years when there are few catastrophes.

In these years insurers cut their premiums as they compete 
for business and need less capital to pay out claims. This 
in turn reduces the yield on ILS. When larger events do hit, 
such as Hurricane Katrina in New Orleans, Hurricane Ike or 
the 2011 tsunami in Japan, market prices rise as reinsurers 
need to rebuild their balance sheets after having paid out 
large claims, and investors require a higher risk premium. 
This is reflected in the sharply rising lines on the chart after 
major disasters.

Long term valuation levels
Even so, taking a much longer term view of the market,  
ILS valuations do not look that low. Rates remain well 
within their recent range (shown by the orange lines in 
Figure 1). Looking further back, the Guy Carpenter Global 
Property Catastrophe Rate on Line (ROL) Index (Figure 
2) uses reinsurance rates that were charged by global 
reinsurers who take on catastrophe risks and goes back 
to 1990. The Swiss Re Global Cat Bond Index started in 
2002, and the market was embryonic in the 1990s. This Guy 
Carpenter index shows that current rates are still inside a 
normal range, and historical pricing for reinsurance has 
been both much higher and much lower. In our investment 
management team’s view ILS still fairly compensates 
investors for the catastrophe risks they take on. 

What are insurance-linked securities?

Catastrophe
bonds: Like conventional bonds, these are tradable 
instruments that repay the holder’s capital at maturity, 
together with a regular coupon over the life of the bond. 
The issuer is an insurer (or reinsurer) passing risks on to 
the capital markets. This is usually done to reduce the 
capital that (re)insurers need to hold against risks on 
their balance sheet. If a defined catastrophe occurs such 
as a hurricane, earthquake, or wind storm, the holder of 
the catastrophe bond may as a result forgo all or part of 
their coupon and capital.

Private transactions:
Unlike catastrophe bonds, these are not tradable. 
They are bespoke reinsurance agreements agreed 
directly between a reinsurer and investor. They are 
often cheaper to issue than a catastrophe bond and 
can provide higher returns. They can also provide 
diversification across a wider set of risks such as 
aviation, marine, motor and mortality. The private 
transactions market is estimated to be roughly twice 
the size of the catastrophe bond market, but due to its 
nature there is less data available on this segment.

For further information on ILS please click here.
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http://www.schroders.com/globalassets/schroders/sites/pensions/pdfs/cat-bonds-october-2013-final.pdf


Figure 1: Cat bonds remain well within their recent range…
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Source: Schroders, Swiss Re, as at 31 December 2014. For illustration only.

Figure 2: … and well above historical levels

350

The Guy Carpenter Global Property Catastrophe Rate on Line (ROL) Index - comparative reinsurance premiums rebased to 1990 levels

300

250

200

150

100

50

0
‘90

400

‘91 ‘92 ‘93 ‘94 ‘95 ‘96 ‘97 ‘98 ‘99 ‘00 ‘01 ‘02 ‘03 ‘04 ‘05 ‘06 ‘07 ‘08 ‘09 ‘10 ‘11 ‘12 ‘13 ‘14

9/11 & storm Lothar Hurricane Katrina, Rita & WilmaHurricane Andrew

Source: Schroders, Guy Carpenter, 31 December 2014. For illustration only.

Figure 3: Catastrophe bonds have tracked high yield bonds, with fewer fluctuations
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Source: Schroders, Bank of America Merrill Lynch, Swiss Re, 31 December 2014. For illustration only.

Figure 4: ILS has measured up well against comparable asset classes since 2001

ILS Short-dated gilts Long-dated gilts
Global corporate 
bonds

Global high  
yield debt

Yield (%pa) 8.5%* 0.7% 2.0% 2.4% 6.9%

Return (%pa) 8.3%    4.1% 7.9% 5.6% 8.7%

Risk (%pa)** 2.6% 1.8% 9.4% 4.3% 10.0%

Source: Schroders (*the yield on the Schroder IF Core ILS Fund has been shown), Bank of America Merrill Lynch Global Broad Market Corporate and Global High Yield Indices, 
Swiss Re Global Cat Bond Total Return Index, FTSE Actuaries Under 5 Year and Over 15 Year Indices, 31 January 2015. Indices plotted from 31 December 2001. **To compare asset 
classes conventional annualised standard deviation is shown for risk. This is not a measure of tail risk. For illustration only.

2



Expected risk and return
Indeed, over the longer term, catastrophe bonds 
have returned a similar amount to high yield debt and 
significantly more than corporate bonds. This is shown by 
the Swiss Re Catastrophe Bond Index in Figure 3 below. 
However, risk (measured by conventional volatility) has 
been far lower. And despite their recent drift down, 
catastrophe bond yields are still at a similar level to high 
yield debt. Moreover, private transactions are even more 
attractive. This is a much less crowded market and higher 
yields are easier to access than catastrophe bonds. One 
way of accessing both catastrophe bonds and private 
transactions is through the Schroder Investment Fund 
(IF) Core Insurance-Linked Securities Fund. At the end of 
January 2015 the yield here was almost double that of the 
catastrophe bond market at 8.5%, yet the fund still retains a 
diverse spread of catastrophe risks from around the world. 

These yields look very attractive compared with typical 
base interest rates of close to 0.5% pa, many long-dated 
government bonds yielding less than expected inflation 
and some short-dated government bonds even offering 
negative interest rates. Certainly, global high yield debt is 
yielding a healthy 6.9%, but it comes with a high level of 
volatility and risk. However, as shown in Figure 4, the yield 
on a sample diversified ILS fund (which includes private 
transactions) is 8.5%. Historic volatility has been low, as has 
the correlation with other financial markets. It is true that 
ILS suffers occasionally large ‘tail risks’. However, a well 
managed fund should be able to ensure suitable global 
diversification to reduce the risks.

Supply and demand
There has been much commentary over the last year 
suggesting that there has been a big flow of capital into 
ILS from institutional investors. This may have resulted in 
a perceived excess of demand over supply, pushing down 
yields in the process. However, the statistics in the latest 
Aon Benfield Reinsurance Market Outlook, an industry 
survey, from January 2015 (Figure 5) and the Artemis Deal 
Directory, another industry data source, do not support  
this assertion. 

The ILS market (catastrophe bonds and private 
transactions) has grown considerably in recent years. 
Indeed, both these sources suggest that there has been 
a significant increase in the supply of ILS in recent years. 
The Aon Benfield survey concludes that supply is outpacing 
demand. It shows that, by the end of 2014, the market had 
grown to a record $64 billion after more new issues than 
ever before. 2015 is also looking like being another year 
of high issuance. It is likely to be spurred on by the new 
Solvency II regulations in 2016, which will force insurers to 
set aside extra capital. The net result is that they are likely 
to want to pass on more risks to the capital markets in the 
form of ILS. The case for demand suppressing ILS yields 
over the next few years therefore seems unlikely.

So, in an investment environment where yield is in scarce 
supply, we believe there is still a very good case for ILS. 
Taken in the round Ȃ including both catastrophe bonds and 
private transactions Ȃ we think they can offer investors a 
pocket of value in a world where the yields on mainstream 
assets have been compressed to hitherto unknown levels. 
Of course expertise is required in ILS to ensure that 
positions are suitably diversified to help reduce risk.

If you would like to discuss any of the topics raised in  
this paper or the Fund please contact James Nunn 
(james.nunn@schroders.com or 0207 658 2776) or   
email ukpensions@schroders.com.

Figure 5: The ILS market size been rising fast
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Important information: The views and opinions contained herein are those of the 
author, and may not necessarily represent views expressed or reflected in other 
Schroders communications, strategies or funds. This document does not constitute 
an offer to anyone, or a solicitation by anyone, to subscribe for shares of Schroder 
Investment Fund (the “Company”). Nothing in this document should be construed 
as advice and is therefore not a recommendation to buy or sell shares. Schroder 
Investment Fund is a mutual investment umbrella fund qualified as an undertaking 
for collective investment (UCI) regulated by the provisions of the Luxembourg law 
13 February 2007 relating to specialised investment funds (the “2007 Law”). The 
distribution and promotion of the Company’s units is restricted for the purpose 
of Article 2 of the 2007 Law, to well-informed investors who are supposed to have 
sufficient experience to judge themselves the concept of risk-spreading and the 
information they need to form their opinion. Accordingly, this material is targeted to 
institutional; professional; existing investors in this or a substantially similar fund; and 
clients and newly accepted clients of the Schroder Group where reasonable steps have 
been taken to ensure that investment in the Funds is suitable. This material should not 
be relied upon by persons of any other description. Past performance is not a reliable 
indicator of future results, prices of shares and the income from them may fall as well 

as rise and investors may not get back the amount originally invested. An investment 
in the company entails risks, which are fully described in the prospectus. The fund 
invests in securities that assume insurance-related risks. The occurrence of an insured 
event may lead to partial or full loss of the principal invested. Therefore the capital is 
not guaranteed and may decrease. Deposits with financial institutions may be subject 
to price fluctuation or default by the issuer. Some of the amounts deposited may not 
be returned to the fund. Some investments denominated in a currency other than 
that of the share-class may not be hedged. The market movements between those 
currencies will impact the performance. Investments in insurance- linked securities 
can be difficult to sell quickly, which may affect the value of the fund and, in extreme 
market conditions, its ability to meet redemption requests upon demand.  Third 
party data is owned or licensed by the data provider and may not be reproduced or 
extracted and used for any other purpose without the data provider’s consent. Third 
party data is provided without any warranties of any kind. The data provider and issuer 
of the document shall have no liability in connection with the third party data. Issued 
by Schroder Investment Management Limited, 31, Gresham Street, EC2V 7QA, who 
is authorised and regulated by the Financial Conduct Authority. For your security, all 
telephone calls are recorded. SCH45870.


