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A A View on Essentials of Life 
Insurance Investment 

Management
Oliver Bäte and Günther Thallinger

1

INVESTMENT MANAGEMENT HAS BEEN FAIRLY EASY – UNTIL LATELY

Source: Datastream
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DO (LIFE) INSURERS TEND TO BUY HIGH AND SELL LOW?

* For 4 companies no data after 2001 available
** In percentage points vs. previous year

Source: Interviews, annual reports, data stream

1991 - 2004*, 12 leading European insurance companies 

Change in 
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CAPITAL MARKET DOWNTURN MAKES CYCLICAL 
INVESTMENT BEHAVIOR TRANSPARENT

Source: BAV, GDV, WestLB

Ø GERMAN
LIFE INSURERS

Investment return at market value

EURO 
STOXX 50
DAX 30

Share of stocks

1995 97 99 0196 98 2000 02 03 2004

N/AN/AN/A

Percent of invested assets

Core drivers
• Regulatory requirements 

(including accounting)
• Investment capabilities 

and behavior

Here we 
focus on investment 

capabilities
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AS THE BIGGEST INVESTORS, INSURERS SHOULD BE AMONG THE TOP 
INVESTMENT MANAGERS
AuM in EUR billions, 2004

373AXA

320Allianz

233ING

226AIG

218AVIVA

217Generall

214Nippon Life

202Dai-ichi

191Prudential

176Metropolitan 
Life

Life insurers Mutual funds

Vanguard Total Stock
Market Index 39

Income Fund of America 
Total Return 39

78Growth Fund of America

70Vanguard 500 Index 

58PIMCO Total Return

56Washington Mutual 
Total Return

56Investment Company 
of America Total Return

51JPMorgan Prime MM II

46Fidelity Magellan Fund

41Fidelity Cash Reserves

Source: Company reports

5

INSURERS SHOULD DEFINE FIVE ELEMENTS

Investment 
policies and 
objectives

• Formulation of investment principles across key dimensions, 
e.g., return objective, risk tolerance, active vs. passive 

• Clear convictions on how to add value

1

• Involvement and support of experienced board
• Process to translate decisions into investment guidelines
• Approach to assess own/external competencies

Organization 
and 
governance

4

Asset 
allocation

• Highly analytical approach to define and redefine target portfolio
• Strategic asset allocation including alternative asset classes
• Definition of derivative basket

2

• Well-defined selection principles
• Rigorous monitoring process – performance and risk
• Incentive systems aligning interests

External 
manager 
selection

3

Liability
management

• Description of individual drivers of risk
• Determination of financing needs and sources
• Definition of "baseline" of investment management 

0
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LIABILITY MANAGEMENT – RISK STRUCTURING AT THE CORE
From: liability understanding … To: liability management

0

Total balance

Assets Insurance 
liabilities

Equity/NAV

Assets

Transfer 
portfolio

Investment 
risk capital

Transfer 
portfolio

Insurance 
liabilities

Risk capi-
tal UW

Key output:
• Duration, convexity
• MCEV, capital requirements, …
• Transfer portfolio defining baseline

Key output:
• Value/price and cash flow impact per risk
• Portfolio replicating "clean" cash flows
• Plus: MCEV, capital requirements, …

Assets Insurance 
liabilities

Equity/NAV

Total balance

Investment balance UW balance

Replicat-
ing
portfolio

Insurance 
liabilities

Risk capi-
tal UW

Investment balance UW balance

Guarantees
Options
Longevity
…

Assets

Investment 
risk capital

• Capital market
• Pricing
• Re-insurance

Replicat-
ing
portfolio

7

INVESTMENT POLICIES AND OBJECTIVES1

• …
• Stable results: local GAAP, IFRS
• Growth in reserves
• Optimization of

– Performance at given risk level
– New business value
– Economic value added

• Leveraging of risk capital allocated
• …

• …
• Objective 

– Long-term return (e.g., 6%)
– Annual performance
– Role of asset classes

• Management characteristics
– Active/passive management
– External/internal management

• Risk-tolerance: e.g., 
– 10% annual standard deviation
– Relative VAR for publicly listed 

portfolio < 150 bp
– Ratio of long exposure to net 

assets 3 - 5
– Minimization of credit, operational 

and liquidity risk
• …

EXAMPLE

From: fuzzy … To: implementable
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* Investments may not exceed 10% of the share capital (also known as nominal, registered, or authorized capital) of a company
** Percentage of guarantee assets (Deckungsstock) (also known as cover fund, premium fund, mathematical reserve fund, premium 

reserve stock, etc.)
*** Loans to other regional governments and local authorities of a state belonging to the EEA outside Germany

**** Percentage of "übriges gebundenes Vermögen"
Source: Anlageverodnung-AnlV (Ordinance on the Investment of Restricted Assets of Insurance Undertakings) (Status 08/2001), R 1/2002

• Real estate, directly and indirectly held
• Shares and profit-sharing rights outside the EEA
• Total of claims held directly or indirectly from subordinate

debt, profit-sharing rights, shares

Asset class

• ≤ 25%
• ≤ 10%
• Total: ≤ 35%, of which

– Non-publicly traded securities: ≤ 10%*
– Share capital* of a company:  ≤ 10%

Percentage of guarantee assets (Deckungsstock)

• Loans
– Loans secured by liens on borrowers' property
– Loans to foreign regional governments***
– Securities loans
– Policy loans

• Shares of securities as separate trust assets

• None
• ≤ 10 %**
• ≤ 5%
• None
• None

• Mortgage bonds, municipal bonds, other bonds issued by banks, 
subject to public supervision, if funds raised are invested in special 
fund of asset existing by virtue of law
– Bonds/debentures traded in regulated market
– Bonds/debentures/promissory notes (other)

• None

• ≤ 10%
• ≤5%

§ § AnIV

§1 (1) Nr. 14
§2 (2)f
§2 (3)

§1 (1) Nr. 7
§1 (1) Nr.30
§1 (1) Nr. 2
§1 (1) Nr. 5
§1 (1) Nr. 15

§1 (1) Nr. 6

§1 (1) Nr. 7
§1 (1) Nr. 8

• Investments with EEA central banks
• ABS (from companies in the EEA) 
• ABS and credit-linked-notes together
• Investments covered by the escape clauses
• Investments with one issuer (debtor) 
• Loans and debt instruments with one debtor

• None
• ≤ 5%
• ≤ 7.5% (R 1/2002 A II 2 b.)
• ≤ 5% (with BaFin permission: ≤ 10%)
• ≤ 5%****
• ≤ 30%****

§1 (1) Nr. 20

§2 (2)g 
§3 (1)
§3 (2)

• …

ASSET ALLOCATION – FROM: BARRAGE OF RESTRICTIONS… 2

• … • …

9

* Only ≤ 1% in one hedge funds
** Warrants ≤ 3% closed mutual funds ≤ 5%, …

*** Real estate closed funds ≤ 5%
Source: National insurance legislations, GDV, ANIA

2004… TO FULL LEVERAGE OF ACCESSIBLE  UNIVERSE2

35

5

1

2

8
Equity

≤ 10
Private equity

≤ 5*
Hedge funds

≤ 25
Real estate

9

35**

none

none

≤ 1

≤ 40***

Possible
Used

Other large
and liquid assets as 
credit risk not even 

considered
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2 ASSET ALLOCATION: PROPRIETARY PERSPECTIVE KEY

Refinement of 
information

Domestic equity

International equity

• Decline in risk premium through time

• Developed economies share similar 
economic and market fundamentals

Absolute return • Survivorship bias in historical data

Private equity • Fund overhang
• High-risk equity assets
• Illiquidity premium

2.Correlation matrix

Equity vs. bond

Domestic vs. 
International equity

R = 0.06 R = 0.45

R = 0.48 R = 0.60

• Strong correlation to interest rate 
changes

• Globalization effect; upward 
historical trend

Returns

Hist. figures

Returns Volatility Rationale for refinement1.Risk/return characteristics Volatility

9.2
21.7

6.0
20.0

6.3
18.9

6.0
20.0

7.0
15.0

12.6
25.019.1 20.0

17.6 11.8

EXAMPLE

11

EXTERNAL MANAGER SELECTION AND STEERING

Selection principles
• Specialized managers (distinctive capabilities, 

consistent strategy and performance)
• Considerable autonomy
• Close and long-term relationships
Monitoring process
• Measurement of manager performance, tracking 

error, style drift ("balanced score card approach")
• Monitoring of risk characteristics to optimize 

diversification between managers
Incentive systems
• Fixed fees

– Kept at a minimum reimbursement of 
reasonable costs

– Absolute amount instead of percentage of AuM
• Performance fees

– Reward for relative performance
– Very aggressive – no cap on performance

Life insurers 
Share of AuM managed by third parties, 
2004 

From: rare … To: systematic know-how tapping

3

US Europe

< 15

< 3

100%

!Manage-
ment of close to 100 
external managers 

possible

Source: Sigma
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Final agreement

15 managers for 8 active mandates

20 - 30

260 outside managers

Screen 2
• Portfolio attribution analyses
• In-depth interviews
• 150 criteria in evaluation model

– Management quality (organization, track 
record, control, etc.)

– Expected return (research, investment 
philosophy, etc.)

Screen 3
• Further in-depth analyses

– Correlation between managers
– Optimal number of managers per mandate

• Negotiations

Selection process

Screen 1
• Comprehensive Internet questionnaire

Prerequisites

• 5+ professionals for product
• 3 professional sites in region
• >5-year experience
• Mandate <20% of fund
• >3-year track record
• 50%+ of α from stock selection

EXAMPLE

EXTERNAL MANAGER SELECTION – RIGOROUS PROCESS NEEDED3

60 - 80

13

ORGANIZATION AND GOVERNANCE 

From: historically grown … To: aligned with activities required

4

• Set objectives
• Review policies; approve 

guidelines
• Review performance
• Assist to access to 

opportunities

Investments Back office

Support

Investment 
Board

Invest-
ments Back officeAttribution

unit Risk unit

• Support definition of 
guidelines and policies 
(e.g., bench-marks)

• Supervise and report 
performance

• Advice on setting risk 
limits and policies 

• Supervise risk exposure
• Monitor compliance

ALM
committee

ALM
committee

EXAMPLE

~ 45 FTE, different 
profiles~ 40 FTE
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SUMMARY

• Insurers have the intrinsics to be the top-performing 
investors, even within the restrictions they face

• To become a top performer, the insurance industry 
needs to put essential elements in place
– Disaggregation and valuation of risk
– Management of risk: pricing, financing and interplay
– Operative excellence in investment management

• The theory is surely understood, the issue is 
thorough implementation

15
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