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With spreads on cat bonds at or near record highs and volatility in 
public markets pronounced, some investors are understandably 
weighing up if now is a good time to allocate to ILS as an uncorrelated 
asset class. 

We believe that many investors could indeed benefit from 
incorporating ILS. However, it is worth a closer look at underlying 
dynamics within the (re)insurance1 industry, as well as the ILS market, 
to know what to expect. 

Here we explain why spreads have widened as they have, explore the 
conclusions investors can draw when assessing the opportunity, and 
outline what they can expect to see in coming months.

Drivers of the spread widening
Until the start of 2022, demand broadly matched supply for cat bonds. 
Elevated natural catastrophe activity weakened traditional reinsurers’ 
reserves and led to the exodus of ILS investors from some high-risk 
collateralized reinsurance strategies. Even so, higher losses should 
theoretically translate into higher prices for risk transfer, helping to 
retain capital in the industry. 

1  When referring to both the reinsurance and insurance industries the reader will see  
(re)insurance

So, while “investor fatigue” caused some allocators to exit the sector  
or shift out of riskier collateralized strategies, new money came in.  
Indeed, in aggregate, the level of ILS capital actually increased in  
2021 according to leading insurance and reinsurance broker Aon  
(see chart below2).

2  Aon’s Reinsurance Aggregate; Results for the year to 31 December 2021; May 2022
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Figure 1: Reinsurance aggregate

Source: Aon’s Reinsurance Aggregate; Results for the year to 31 December 2021; May 2022



On the other hand, reinsurers’ ability to absorb volatility is reduced.  
In recent years, the reinsurance industry was able to rely upon releases 
from prior years’ loss reserves to offset some of the earnings impact of 
current year catastrophe losses. The prospect of higher inflation means 
that the cost of settling open claims may prove to be more expensive 
than originally estimated, leading to a loss of this potential buffer. 

In addition, the outlook for the remainder of 2022 is for further 
increases in interest rates and continued pressure on the asset side of 
the insurance industry’s balance sheet. As outlined above, reinsurers’ 
net income (after reflecting the impact of mark-to-market losses) 
declined sharply in Q1 2022.  In the chart below we show that the 
net income of selected leading Bermudian and European reinsurers 
declined by 156% and 43% respectively.

This increased volatility on the asset side combined with greater 
uncertainty of the quality of reserves on the liability side of the balance 
sheet will make raising additional capital - should the need arise - very 
challenging. It may only be possible with deeply discounted rights 
issues. It is not surprising that many reinsurers are seeking to reduce 
their exposure to volatility on the liability side of their balance sheet by 
trimming their catastrophe aggregates. 

For (re)insurers, reinsurance protection is an alternative source  
of risk-bearing capital to equity and debt.  Reinsurance can be used  
to manage earnings volatility and exposure to capital-destroying 
events, thereby protecting the reinsured’s all-important credit rating.  
Faced with reduced financial flexibility in the current environment it is 
not surprising that demand for reinsurance, both traditional and in ILS 
form, has increased dramatically.

Echoes of 2009, except that this time is different
The last time that the cat bond market saw similar spreads to those 
observed today was in the Spring of 2009. Then, as today, reinsurers 
were faced with a challenge on the asset side of their balance sheet. 

However, then it was the uncertainty as to the credit quality of their 
investments, which resulted in insurers and reinsurers trading at deep 
discounts to their book value. Today, it is more the prospect of further 
mark-to-market losses as central banks push up their interest rates to 
combat inflation. There is also the risk that reserve redundancies could 
become reserve deficiencies due to high inflation. 

In 2009, aggregate supply of capacity for cat bonds was static at a 
time of growing demand. The previously dominant multi-strat hedge 
fund managers exited the asset class, replaced by specialist ILS 
managers.  Despite strong inflows in 2021 the cat bond market was 
more or less fully invested by mid-February 2022. Since then flows 
have been modest resulting in spread widening as a growing number 
of sponsors sought additional capacity. 

Traditional capital also increased to the year-end 2021. When it came 
to the January 1 renewals season – with some exceptions - many 
market participants were disappointed by risk-adjusted renewal 
increases on loss-free covers. In summary, one could say that the 
supply and demand situation for the broader market was in equilibrium.

Then vs now – what changed in supply and demand
From mid-February onwards, things changed significantly. Investors 
recognized that inflation was becoming a more persistent issue. 
Previously taken to be a transitionary result of Covid-related supply-
chain disruptions, it grew clear it was not going to wash out quickly. 

Equity and debt markets corrected as investors began to anticipate 
– and central bankers to communicate – a prolonged trend of base 
rate increases. The insurance industry, with its huge holdings in fixed 
income assets, couldn’t have been in a worse situation. 

After a protracted decline in investment yields, the industry’s ordinary 
investment return was close to an all-time low. The shift in yield curves 
resulted in many (re)insurers suffering significant mark-to-market 
losses on their equity holdings and bond portfolios. 

The Strategic & Financial Analytics team at Gallagher Re estimated in 
their analysis3 of global (re)insurers’ results that shareholder’s equity of 
global reinsurers dropped by 11% in the Q1 2022 compared to Q1 2021. 
This despite improved underwriting results, thanks to higher premiums 
and lower catastrophe losses. 

Adding to the misery of a market correction in interest rates came 
the added volatility and uncertainty following the Russian invasion of 
Ukraine, as well as the lock-down of Shanghai. This has resulted in an 
increased risk aversion of many investors.                    

The other thing that changed was reinsurers’ appetite for catastrophe 
risk. On the one hand, this was in response to shareholder 
disillusionment with the earnings volatility experienced during the last 
five years. During their Q1 earnings calls, many CEOs of reinsurance 
companies emphasized their reduced exposure to catastrophe risk. 

One particularly dramatic shift was Axis Capital’s announced reduction 
in catastrophe premiums by 45% in the first quarter4, only to be 
followed by an announcement on 7 June that it would exit the property 
reinsurance market entirely dropping over $700m in written premiums5.

3  Global (re)insurers financial results Q1 2022, May 31 2022 https://www.ajg.com/
gallagherre/news-and-insights/2022/may/financial-results-report-for-q1/

4 Axis Capital 1st Quarter Press release, April 27, 2022

5  “Axis pulls out of property reinsurance; Aurora exits in reshuffle” Insurance Insider,  
June 7, 2022

Figure 2: Reinsurer’s net income

Source: Company 1st Quarter Earnings Reports. EUR / USD @ 31.03.22, 1.1068 
* C/R For P&C Reinsurance only
** C/R Premium weighted 

Company Q1 22 C/R Q1 21 C/R Q1 22 Operating income Q1 21 Operating income Δ Q1 22 Net Income Q1 21 Net income Δ

Arch Ins Holdings 78.80% 90.80%  $457.60  $185.90 146%  $185.60  $427.80 -57%

Axis Capital 91.40% 98.90%  $178.90  $82.70 116%  $149.20  $123.30 21%

Everest Re 91.60% 98.10%  $405.80  $260.20 56%  $297.80  $341.90 -13%

Renaissance Re 86.50% 103.10%  $151.90  $4.40 3352%  $-394.40  $-290.90 36%

Partner Re 84.70% 96.70%  $173.90  $41.80 316%  $-539.30  $-65.90 718%

Bermuda Aggregate** 86.71% 97.05%  $1,368.10  $575.00 138%  $-301.10  $536.20 -156%

Swiss Re* 99.30% 96.60%  $-194.00  $555.00 -135%  $85.00  $481.00 -82%

Munich Re* 91.30% 98.90%  $863.30  $883.23 -2%  $672.93  $651.91 3%

Hannover Re* 99.50% 96.20%  $283.70  $345.43 -18%  $176.60  $288.99 -39%

SCOR* 103.70% 97.10%  $-53.13  $112.89 -147%  $-88.54  $49.81 -278%

European Aggregate** 96.66% 97.39%  $899.88  $1,896.55 -53%  $845.99  $1,471.70 -43%

2

https://www.ajg.com/gallagherre/news-and-insights/2022/may/financial-results-report-for-q1/
https://www.ajg.com/gallagherre/news-and-insights/2022/may/financial-results-report-for-q1/


As most readers will know, cat bond spreads are subject to a certain 
degree of seasonality given the strong presence of North American 
hurricane risk in the market. This means a modest spread widening 
between February and June as the market enters into the hurricane 
season. Then, absent a major loss, spreads begin to tighten up towards 
the end of the hurricane season with September and October being 
the strongest months. 

We anticipate that the current high yields offered in the cat bond 
market will ultimately begin to attract new inflows. As a consequence, 
the stage is set for prices to recover from their current levels back to 
the long-term mean over the next six to nine months.

The period between June 2009 and December 2009 saw the highest 
six month performance (+9.65% as measured by the Swiss Re Cat 
Bond Total Return Index SRGLTRR) in the history of the cat bond 
market since its inception. Interestingly, at the time the floating rate 
component of the return was declining, as the Federal Reserve (Fed) 
sought to ease the financial crisis through the first stage of quantitative 
easing. Then the predominant measure for collateral returns was 
3 month LIBOR which fell from 0.56% at June 30 to 0.25% by 
December 31 2009. Today, most collateral is held in overnight Treasury 
money market funds where the most recent yields are running at 70 
bps with the expectation that these will increase by as much as a 
further 250 to 300 bps by year-end.

What about the hurricane risk? Is this really the right time to invest?
Some investors may ask whether it is wise to enter the cat bond market 
just at the inception of the hurricane season, which runs from June 1 
to November 30. Admittedly, there is some risk. However, a look at 
past performance during the six months from June 30 to December 
31 will show that there were only four years in the 20+ year history 
of the cat bond market6 that produced a negative total return during 
this performance window. Not surprisingly, these were the years of 
significant hurricane activity. In the table below we show the six month 
performance of the Swiss Re Cat Bond Total Return Index for the four 
years in question.

6 As measured by the Swiss Re Cat Bond Total Return Index incepting 31.12.2001

Unlike the collateralized reinsurance strategies, which attached at 
lower levels, the cat bond market as a whole came through with 
only modest losses in the June to December periods demonstrating 
its more remote risk profile. Interestingly, in all four periods the 
performance in the subsequent quarter more than compensated that 
of the previous six months. Indeed, during the 20+ year history of the 
cat bond market, there is no nine-month period incepting on June 
30th that produced a negative total return. 

In summary, we believe that now is an attractive time to consider entry 
or adding to an existing allocation. The issuance window for new bonds 
will soon be closing as we move closer to the peak hurricane season. 
From that perspective, little added pressure will be coming from the 
demand side and the stage is set for prices to gradually recover.

Year
Performance Jun 

– Dec 
SRGLTRR

Major Events During Period

Performance  
Dec – Mar 

subsequent year 
SRGLTRR

2005 -1.54%
Hurricanes Katrina, Rita and 

Wilma
+ 2.30%

2008 -0.92%

Hurricane Ike, Lehman 
Brothers default on TRS for 3 
bonds, Spread widening due 

to GFC 

+1.24%

2017 -0.94%
Hurricanes Harvey, Irma and 

Maria
+ 1.76%

2018 -0.40% Hurricanes Michael, Florence +1.58%
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Important Information

The views and opinions contained herein are those of the authors as at the 
date of publication and are subject to change and may become outdated 
due to market or regulatory developments. Such views and opinions may 
not necessarily represent those expressed or reflected in other Schroders 
communications. 

This document is intended to be for information purposes only. The material 
is not intended as an offer or solicitation for the purchase or sale of any 
financial instrument or security or to adopt any investment strategy. The 
information provided is not intended to constitute investment advice, an 
investment recommendation or investment research and does not take 
into account specific circumstances of any recipient. The material is not 
intended to provide, and should not be relied on for, accounting, legal or 
tax advice. 

Information herein is believed to be reliable but Schroders does not 
represent or warrant its completeness or accuracy. 

No responsibility or liability is accepted by Schroders, its officers, 
employees or agents for errors of fact or opinion or for any loss arising 
from use of all or any part of the information in this document. No reliance 
should be placed on the views and information in the document when 
taking individual investment and/or strategic decisions. Schroders has no 
obligation to notify any recipient should any information contained herein 
change or subsequently become inaccurate. Unless otherwise authorised 
by Schroders, any reproduction of all or part of the information in this 
document is prohibited. 

Any data contained in this document has been obtained from sources 
we consider to be reliable. Schroders has not independently verified or 
validated such data and it should be independently verified before further 
publication or use. Schroders does not represent or warrant the accuracy or 
completeness of any such data. 

All investing involves risk including the possible loss of principal.

Third party data are 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 are 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. www.schroders.com 
contains additional disclaimers which apply to the third party data.

Past performance is not a guide to future performance and may not be 
repeated. The value of investments and the income from them may go 
down as well as up and investors may not get back the amounts originally 
invested. Exchange rate changes may cause the value of any overseas 
investments to rise or fall. This document may contain ‘forward-looking’ 
information, such as forecasts or projections. Please note that any such 
information is not a guarantee of any future performance and there is no 
assurance that any forecast or projection will be realised. 
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Management Limited,1 London Wall Place, London, EC2Y 5AU. Registered 
Number 1893220 England. Authorised and regulated by the Financial 
Conduct Authority.
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Note to Readers in Hong Kong: Schroder Investment Management (Hong 
Kong) Limited, Level 33, Two Pacific Place 88 Queensway, Hong Kong. 
Central Entity Number (CE No.) ACJ591. Regulated by the Securities and 
Futures Commission. 

Note to Readers in Indonesia: PT Schroder Investment Management 
Indonesia, Indonesia Stock Exchange Building Tower 1, 30th Floor, Jalan 
Jend. Sudirman Kav 52-53 Jakarta 12190 Indonesia. Registered / Company 
Number by Bapepam Chairman’s Decree No: KEP-04/PM/MI/1997 dated 
April 25, 1997 on the investment management activities and Regulated by 
Otoritas Jasa Keuangan (‘OJK’), formerly the Capital Market and Financial 
Institution Supervisory Agency (‘Bapepam dan LK’).

Note to Readers in Japan: Schroder Investment Management (Japan) 
Limited, 21st Floor, Marunouchi Trust Tower Main, 1-8-3 Marunouchi, 
Chiyoda-Ku, Tokyo 100- 0005, Japan. Registered as a Financial 
Instruments Business Operator regulated by the Financial Services Agency 
of Japan. Kanto Local Finance Bureau (FIBO) No. 90. 

Note to Readers in People’s Republic of China: Schroder Investment 
Management (Shanghai) Co., Ltd., RM1101 11/F Shanghai IFC Phase (HSBC 
Building) 8 Century Avenue, Pudong, Shanghai, China, AMAC registration 
NO. P1066560. Regulated by Asset Management Association of China. 

Note to Readers in Singapore: Schroder Investment Management 
(Singapore) Ltd, 138 Market Street #23-01, CapitaGreen, Singapore 
048946. Company Registration No. 199201080H. Regulated by the 
Monetary Authority of Singapore. 

Note to Readers in South Korea: Schroders Korea Limited, 26th Floor, 136, 
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100-768, South Korea. Registered and regulated by Financial Supervisory 
Service of Korea. 
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(Switzerland) AG, Central 2, CH-8001 Zürich, Switzerland. Authorised and 
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