
Falling yields mean many fixed income 
investors have been forced to accept higher 
risk to drive returns. We believe ILS is an 
overlooked tool in diversifying risk and 
improving returns.

Executive summary 
 Ȃ Fixed income investors have been boxed in for several years, 

forced to accept increasingly lower yields  

 Ȃ That box has gotten smaller as the portion of the global bond 
market trading with negative yields grows

 Ȃ Falling yields have affected fixed income portfolios of all types, 
from traditional Barclays Aggregate strategies to income-
oriented portfolios

 Ȃ By thinking outside the box and incorporating insurance-linked 
securities (“ILS”) in fixed income portfolios, we believe investors 
could potentially see higher returns and lower risk 

Boxed in: The problem with fixed income today
Over the last several years, fixed income investors have been 
forced to accept increasingly lower yields. The opportunity set has 
recently gotten even smaller. $17 trillion, or over 15% of the global 
bond market, now trades with negative yields. The trend is most 
noticeable in the global sovereign bond market, where almost 35% 
of all debt trades with negative yields.  

Figure 1: The proportion of the bond market with negative 
yield is rising

Source: Bloomberg, through August 2019. Past performance is no guarantee of  
future results.

Much of Europe has been leading this trend. Driven by a slowing 
global economy and an active central bank, US rates are still 
positive, but at or near all-time lows. As shown in Figure 1, as the 
stock of negative-yielding debt has increased over the course of 
2019, yields on risk assets such as high yield bonds have also fallen.

As global growth slows, allocators face a tough choice. Do they 
chase declining yields in lower-quality corporate debt? Or do they 
think outside the toolbox of traditional fixed income assets? We 
believe a look at the corporate debt market since 2008 can serve 
as a guide. 

Outstanding global investment grade corporate bonds have 
ballooned from less than $5 trillion in 2008 to over $11.5 trillion 
today. At the same time, the composition of the corporate debt 
market has changed. BBB-rated bonds, the lowest-rated portion of 
the investment grade universe, now make up half of the Barclays 
Corporate Index, from 24% in 2008. Yields have fallen from over 
7.2% in 2008 to under 2.2% today. Interest rate risk, or duration, 
has also risen. The duration of the US Barclays Aggregate increased 
from 3.7 years to 5.8 years over the same timeframe.  

Should the economy rebound, the lower income provided by 
traditional fixed income may be erased by rising rates. Conversely, 
if slowing global growth results in a recession, the declining credit 
characteristics of traditional fixed income portfolios could result in 
defaults, causing unexpected volatility and losses. As a result, we 
believe that investors can benefit from considering non-traditional 
fixed income options.  
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The Benefits of ILS: Diversification 
Because the risks associated with ILS are uncorrelated to the 
economic cycle, they can be a powerful tool in traditional fixed 
income portfolios and also complement investments in other 
asset classes. As shown in the table below, cat bonds have low 
correlations to traditional fixed income asset classes such as high 
yield and US bonds. Similarly, they also exhibit low correlations to 
global equities and commodities.

Figure 4: Correlation of cat bonds with other asset classes

Cat  
Bonds

Global 
Equities 

Developed
US Bonds Global  

High Yield Commodities
Emerging 

Market 
Debt

Cat Bonds 1.00
Global Equities Developed 0.18 1.00
US Bonds 0.18 0.27 1.00
Global High Yield 0.24 0.78 0.27 1.00
Commodities 0.14 0.57 0.02 0.50 1.00
Emerging Market Debt 0.20 0.64 0.60 0.82 0.42 1.00

Source: Schroders, Bloomberg, Datastream, June 30, 2019. Correlations reflect past 
performance and offer no guarantee of future results.

The fact that ILS have low correlations to other assets classes 
means that they can serve as ballast during periods of market 
dislocation. An example is highlighted in the chart below. While  
the S&P 500 and high yield bonds saw pronounced volatility  
during the financial crisis of 2008, ILS provided positive returns 
during that period. The ILS market has proven very durable as  
well. Following hurricanes in 2017, the market rebounded much 
quicker than equity markets did following the dislocation  
in 2008.

Figure 5: Asset class total returns since 2002
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Source: Bloomberg, Swiss Re, chart updated monthly: Swiss Re Global Cat Bond TR 
index, S&P 500, BofA Merrill Lynch Global High Yield Index and Barclays US Aggregate, 
as of July 31, 2019. Past performance is no guarantee of future results. Investors cannot 
invest directly in any index. 

ILS as a return generator 
In addition to providing investors material diversification benefits, 
ILS can also be a meaningful return engine. Liquid insurance-
linked securities have returned more than 5% per year since 
2002, outpacing investments in hedge funds, commodities and 
investment grade debt. While ILS returns have slightly trailed  
those of high yield debt and equities, the annualized volatility  
and drawdowns that investors have experienced has been 
materially lower. 

Figure 2: Growth of US Corporate Debt market, 1997 to present
Value of corporate debt by rating (trillions of USD)
Excludes leveraged loans and private corporate debt
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Source: Bloomberg as of 8/31/2019

An introduction to the ILS Market
ILS offer investors the opportunity to access returns not correlated 
with financial markets; the income stream from ILS is driven by 
insurance risks. The ILS universe consists of a liquid and an illiquid 
segment. The liquid portion, representing 40% of the $100 billion1  
ILS market, primarily consists of “catastrophe” or “cat” bonds 
that are syndicated and can be traded in the secondary market. 
Like other bonds, cat bonds have a secondary market that allows 
participants to trade. Cat bonds were created and first issued in the 
mid-1990s in the aftermath of Hurricane Andrew in 1992 and the 
Northridge earthquake in 1994. Insurance companies looked to ILS 
as a solution to reduce their risk exposures. 

An example of a cat bond would be an investor paying $1 million 
principal in return for an annual coupon payment, say 5% over the 
risk-free rate, over a fixed period (typically three to four years). If 
over the term the bond is not impaired by a predetermined insured 
loss event (such as a hurricane), the principal is returned to the 
investor at maturity. 

If an insured loss event does occur, and the bond is impaired, then 
all or some (depending on the structure of the cat bond) of the 
principal would be used to pay insurance claim-holders. As shown 
in the diagram below, the collateralized structure of cat bonds 
provides investors targeted exposure to a unique and diversifying 
tool. Cat bond investors are not exposed to the credit risk of an 
insurance company or to duration risk.

Figure 3: Example of ILS structure

Source: Schroders. Notes: *Proceeds from share or debt issuance, †Coupon = risk 
premium + money market return. SPV refers to special purpose vehicle.

1 Data used in this article is derived from the Cat Bond market for which public 
information is available
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When incorporated as a complement to traditional fixed income 
portfolios, ILS can potentially be a powerful tool. Allocating a small 
amount of a traditional fixed income portfolio to the most liquid 
portion of the ILS universe could result in higher expected returns, 
higher yields and potentially lower volatility. 

Figure 7: Incorporating ILS into a traditional fixed income portfolio

100% Barclays 
Global Aggregate 10% ILS 25% ILS

Expected return 3.3% 3.6% 4.2%
Wtd Avg Yield 2.3% 2.9% 3.8%
Historical return 5.7% 5.9% 6.1%
Volatility 7.6% 6.9% 5.9%

Source: Schroders, Bloomberg as of July 31, 2019. Historical returns based on Swiss 
ReGlobal Cat Bond Performance Total Return Index, Bloomberg Barclays Global 
Aggregate Total Return USD, and the Merrill Lynch Global High Yield total return 
USD from December 31, 2002 to July 31, 2019. Weighted average yield uses 5.77% 
yield-to-worse for High Yield, 2.32% yield-to-worse for Global Aggregate and 8.3% 
yield for ILS. Expected returns based on Schroders’ 10-year capital market assumptions 
as at 12/31/18 using 2.7% for Treasuries, 3.3% for global aggregate bonds, 5.5% for 
global high yield and 6.7% for ILS. Past performance is no guarantee of future results. 
Capital market assumptions have been provided by the Schroders Economics team, 
and are purely illustrative. Actual results historical and expected, would differ. Forecast 
returns are the result of hypothetical modelling. Please refer to the back for important 
information on simulated results.

For investors with income-oriented portfolios, which may 
include allocations to corporate credit, ILS can also potentially 
enhance returns and lower the overall volatility of the portfolio. 
Based upon current yields, a 10% allocation to ILS to an income 
oriented portfolio could see expected returns increase by 
10 basis points (bps), yields increase by 30 bps and volatility fall 
by 80 bps. Importantly, we believe ILS can play a meaningful 
role in generating forward-looking returns. Given the late-cycle 
dynamics currently affecting global markets, we believe that 
portfolios allocating to ILS will deliver potentially higher returns 
than those that incorporate corporate credit alone.
 

Figure 6: Historical asset class returns, 2002-2019

Figure 8: Incorporating ILS into an income-oriented fixed  
income portfolio

100% Merrill Global 
High Yield 10% ILS 25% ILS

Expected return 5.5% 5.6% 5.8%
Wtd Avg Yield 5.8% 6.0% 6.4%
Historical return 8.7% 8.6% 8.4%
Volatility 8.9% 8.1% 6.9%

Source: Schroders, Bloomberg as of July 31, 2019. Historical returns based on Swiss 
ReGlobal Cat Bond Performance Total Return Index, Bloomberg Barclays Global 
Aggregate Total Return USD, and the Merrill Lynch Global High Yield total return 
USD from December 31, 2002 to July 31, 2019. Weighted average yield uses 5.77% 
yield-to-worse for High Yield, 2.32% yield-to-worse for Global Aggregate and 8.3% 
yield for ILS. Expected returns based on Schroders’ 10-year capital market assumptions 
as at 12/31/18 using 2.7% for Treasuries, 3.3% for global aggregate bonds, 5.5% for 
global high yield and 6.7% for ILS. Past performance is no guarantee of future results. 
Capital market assumptions have been provided by the Schroders Economics team, 
and are purely illustrative. Actual results historical and expected, would differ. Forecast 
returns are the result of hypothetical modelling. Please refer to the back for important 
information on simulated results.

Managing risk in ILS
As with any investment decision, we believe that it is important  
for ILS investors to partner with managers with experience, the 
ability to understand and model portfolio risks, and a track record 
of performing well in a variety of market conditions. ILS portfolios  
can provide diversification to an investor’s fixed income asset 
allocation, but an ILS portfolio must be constructed properly Ȃ  
with an eye to the risks of specific securities and diversification 
across the portfolio Ȃ in order to do so. Given the fact that ILS 
returns are driven by meteorological events and potential disasters 
instead of corporate events or broader financial market trends,  
the risks are unique.  

Managing tail risk in ILS portfolios is particularly important.  
While the volatility of ILS portfolios may be lower than traditional 
fixed income classes, cat bonds can exhibit higher tail risks than 
some corporate credit and traditional fixed income securities.  
That said, with the right experience and prudent risk management,  
we believe ILS overall can generate positive results for investors 
in an underappreciated variety of market conditions. As 
demonstrated, even a modest allocation can improve expected 
returns and reduce volatility.

Source: Bloomberg, Swiss Re. Data from January 2002 to June 30, 2019. Cat Bonds: Swiss Re Global Cat Bond Performance Total Return Index, Equities: S&P 500 Total Return Index, 
IG bonds: JP Morgan IG Corporate Total Return Index, Commodities: S&P Goldman Sachs Commodity Index, Hedge Funds: HFRX Equally Weighted Index, High Yield Bonds: BoA 
Merrill Lynch Global HY Index. Volatility is represented by Standard Deviation. Performance figures herein reflect past performance, which is no guarantee of future results. Actual 
results would vary and may be higher or lower.

Cat bonds Equities IG Bonds Hedge Funds Commodities High Yield Bonds
Annual returns (USD) 7.1% 7.7% 5.5% 1.6% 5.8% 8.0%
Volatility annual 3.0% 14.0% 5.9% 4.5% 22.3% 9.7%
Positive months 91% 67% 69% 64% 59% 69%
Cat Bonds positive if index negative - 87% 85% 87% 90% 90%
Worst month -6.3% -16.8% -14.9% -9.9% -27.8% -17.3%
Date of worst month Sept -17 Oct ‘08 Oct ‘08 Oct ‘08 Oct ‘08 Oct -08
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The forecasts included in this material are only indicative and should 
not be relied upon, are not guaranteed and are provided only as at the 
date of issue. Our forecasts are based on our own assumptions, which 
may change. Schroder Investment Management (Switzerland) AG 
accepts no responsibility for any errors of fact or opinion and assume 
no obligation to provide you with any changes to our assumptions 
or forecasts. Forecasts and assumptions may be affected by external 
economic or other factors.

Important notice 

This document contains confidential and proprietary information. It is 
being made available to selected recipients only and is solely for the 
information of such recipients. This document may not be reproduced 
or distributed or passed on to any other person in whole or part for 
any purpose without the written consent of Schroder Investment 
Management (Switzerland) AG. 

This document does not address the investment objectives or financial 
situation of any particular person or legal entity. Investors should 
seek independent professional advice and perform their own analysis 
regarding the appropriateness of any investment described herein. 

Schroder Investment Management (Switzerland) AG does not make 
any representation or warranty, express or implied, as to the accuracy, 
completeness or updated status of such information. Some of the 
statements in this document may be forward-looking statements 
or statements of future expectations based on currently available 
information and on assumptions, which may or may not be stated in 
this document and which may not prove accurate. Such statements 

and underlying assumptions are naturally subject to risks and 
uncertainties. Factors such as the development of general economic or 
socio-economic conditions, future market conditions, mortality rates, 
unusual catastrophic events, changes in the capital markets, quality of 
data and other circumstances may cause the actual events or results to 
be materially different from those anticipated by such statements. 

Some information quoted was obtained from external sources we 
consider to be reliable. No responsibility can be accepted for errors 
of fact obtained from third parties, and this data may change with 
market conditions. 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.

Neither Schroder Investment Management (Switzerland) AG nor 
its affiliated companies nor its or its affiliates’ directors, officers or 
employees will be liable to anyone for any decision made or action 
taken in conjunction with the information in this document or for any 
related damages. 

This document serves information purposes only and does not 
constitute or form part of an offer or solicitation to acquire, subscribe 
to or dispose of, any investment or enter into any transaction.


