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 Executive Summary 

Exceptional monetary policies conducted across the globe over the past five years 

coupled with macro-economic risks make the outlook for inflation highly uncertain. 

While inflation risk is a concern common to all institutional investors, the nature of the 

business underwritten by insurance companies exposes them to very specific risks.  

Various scenarios of inflation may be envisaged; deflationary periods as well as high 

inflation shocks would have a significant impact on the insurance balance sheet. This 

paper focuses on the latter. Indeed, sustained high inflation rates may compromise the 

profitability of in-force P&C insurance books through adverse loss development, while 

temporary spikes in inflation may challenge pricing policy for new business. Moreover, 

the rise in nominal interest rates often associated with inflation will adversely affect 

fixed income asset portfolios. 

In this paper, we briefly present an analytical framework for assessing the exposure of 

P&C insurance liabilities to inflation. Potential portfolio reallocation strategies may be 

considered to increase the resilience of an insurance company’s balance sheet to 

inflationary shocks. 
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1. Inflation concerns in historical perspective 

Developed market economies have enjoyed a long period of low and stable inflation since the early 1980s. 

Independent central banking, stable monetary policy focusing on inflation targeting, technology driven productivity 

gains, and a reduced dependence of developed markets on energy prices have all supported price stability. This era 

of low and stable inflation contrasts sharply with the experience of the high, volatile inflation rates in the 1970s 

fuelled in part by oil shocks and the deflationary period of the 1930s. Exhibit 1
1
 puts the current inflation levels in 

the context of the past forty years.  

 

In markets where inflation-linked government bonds and inflation swaps are traded, market-implied inflation 

expectations (“breakeven inflation”) may be derived from the differential between the yield of nominal bonds and 

the yield of index-linked bonds and swaps. As shown in Exhibit 2, the current inflation swap market appears to 

imply an expectation of relative stable inflation rates for the next thirty years. 

 

 

 

 

This information discusses general market activity, industry or sector trends, or other broad-based economic, market or political conditions and should 
not be construed as research or investment advice. Please see additional disclosures. 

                                                           
1
  Exhibit 1 presents the distribution of Core CPI. 
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Exhibit 1 - Distribution of inflation rates since the 1970s
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The inflation options market – albeit a less liquid market than those of inflation swaps or index-linked bonds – 

sheds a different light on this issue. It suggests that inflation risk remains high to the upside as well as the 

downside. Exhibit 3 plots the historical level of inflation and the option-implied probability distribution of 

inflation over the next 5 years. It demonstrates that the implied probability of observing inflation over 5% is 

around 20% in the UK (for 5 year options). Over the past 10 years, such levels have only been attained over a 

period of 3 months in 2008.  

 
 

This information discusses general market activity, industry or sector trends, or other broad-based economic, market or political conditions and should 
not be construed as research or investment advice. Please see additional disclosures. 

Exhibit 2 - Implied year-on-year inflation rates derived from breakeven swaps
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While inflation expectations may, on average, be consistent with central banks’ inflation targets, a “bimodal” 

outcome of either very high or very low inflation may be a better representation of the range of scenarios that 

insurance companies need to prepare for. Upside risks may be associated with unprecedented monetary stimulus 

and high government debt stocks; while downside risks may be attributed to large output gaps and required 

deleveraging in parts of Europe, as well as to growing imbalances and financial stability risks in China. 

Indeed, inflation is seen as a very real current risk for insurers. At the beginning of 2013, Goldman Sachs Asset 

Management conducted a survey of insurance company Chief Investment and Chief Financial Officers
1
. The aim 

was to understand both future investment and non-investment themes for the global insurance industry. We 

received 252 responses, representing companies with over USD 6 trillion of assets. The two major macro risks 

listed by the P&C insurance companies were inflation (26% of respondents) and the impact of current monetary 

policies (23% of respondents). Inflationary pressures are seen as a medium-term risk. 

 

 

 

 

 

 

 

 

 

 

 

 

This information discusses general market activity, industry or sector trends, or other broad-based economic, market or political conditions and should 
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1
  GSAM Insurance Asset Management Survey: “Growing but Tempered Optimism”, April 2013 
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2. An asset/liability perspective on inflation risk 

Uncertainty surrounding the future path of inflation rates remains high and, as such, insurance companies should 

prepare themselves for an adverse inflationary environment. Before analysing potential investment strategies, it is 

important to understand the impact of inflation on insurance liabilities.  

The effects of inflation and deflation on a book of insurance liabilities varies greatly by line of business, both 

directionally and in terms of the channel of transmission. 

 Life companies tend to have only limited direct sensitivity to inflation. Instead, nominal interest rate 

movements are often the main transmission channel of inflation shocks to their assets and liabilities. Life 

books with an asset/liability duration gap and high guaranteed returns, commonly found in continental 

Europe, may benefit from a gradual increase in inflation, to the extent that maturing fixed income assets may 

be reinvested at higher yields. A sharp increase in inflation on the other hand, particularly if associated with a 

large movement in nominal interest rates, may trigger an increase in surrender rates. 

 P&C companies tend to be directly impacted by inflation. In-force P&C liabilities are exposed to adverse 

loss development, which is often related to inflation, as discussed below. Furthermore, the pricing of new 

business production may not be adjusted rapidly enough to market conditions.  

A separate GSAM Insurance publication (Q4 2013) will seek to address the issue of insurance portfolio 

management, including life, in a rising interest rate environment which typically accompanies a rising inflation 

rate. In the following section, we will concentrate on the more direct impact of inflation on P&C businesses. 

Historical experience of P&C insurance portfolios in an inflationary environment 

The experience of P&C insurance profitability during the 1970s can shed some light on the very concrete 

consequences of unexpected inflation shocks. 

 

As inflation rose, partially in response to the three oil shocks in 1973, 1979 and 1990, the underwriting 

performance of US P&C insurers suffered, with a lag. Adverse loss development gave rise to a significant 

deterioration of technical profitability. While combined ratios are driven by a variety of external factors 

independent of financial markets, such as natural disasters, we note that inflation appears to have had a very 

tangible impact on technical results. 

This information discusses general market activity, industry or sector trends, or other broad-based economic, market or political conditions and should 
not be construed as research or investment advice. Please see additional disclosures. 

Exhibit 5 - Historical relationship between combined ratios and inflation

Source: AM Best, as of end 2012

90

95

100

105

110

115

120

-2%

0%

2%

4%

6%

8%

10%

12%

14%

1954 1959 1964 1969 1974 1979 1984 1989 1994 1999 2004 2009

U
S

 P
&

C
 In

d
u

s
tr

y
 C

o
m

b
in

e
d

 R
a
ti

o

Y
e
a
r 
o

n
 y

e
a
r 

U
.S

. 
C

P
I I

n
fl

a
ti

o
n

Inflation 
(LHS)

Combined 
Ratio (RHS)

1

2
3 4

Peaks        to        follow

inf lationary shocks 

caused in part by 

commodity pressures. 

Peak   in combined 

ratio was caused in part 

by September 11 

attacks and large cat 

events during that year.

1 3

4



  

Managing P&C Insurance Portfolios in an Uncertain Inflation Environment 

GSAM Insurance  October 2013 

 

 

 

 Goldman Sachs Asset Management  7 
 

CPI inflation vs. claims inflation 

Adverse loss development in P&C books may be driven by increases in claim frequency and/or increasing claim 

severity – the latter is what is commonly referred to as “claim inflation”. It may differ significantly from measures 

of inflation commonly targeted by central banks or used in the indexation of inflation-linked bonds or swaps (such 

as US CPI or UK RPI). Some components of claims such as legal costs and social inflation are not captured by 

the standard price indices. When assessing the balance sheet impact of inflation, it is important to assess the 

relationship between these indices.  

 

The strength of the relationship between broad consumer price indices and claims inflation varies significantly by 

business line. As can be seen in Exhibit 7, the overall correlation varies from 50% (Auto Bodily Injury) to 80% 

(Homeowners insurance). However, when studying the relationship of these series under specific scenarios and 

time periods, a pattern emerges.  

 
 

 

 

 

 

 

 

 

This information discusses general market activity, industry or sector trends, or other broad-based economic, market or political conditions and should 
not be construed as research or investment advice. Please see additional disclosures.  
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A cursory look at the historical behaviour of CPI inflation and Auto Insurance Claims inflation gives an intuitive 

view on such relationship patterns: 

 Claims inflation and CPI inflation are more strongly related in high inflation scenarios. The left hand side 

chart of Exhibit 9 demonstrates the correlation between Auto Insurance inflation and CPI in various inflation 

scenarios (inflation shocks are relative to the average level of CPI). As illustrated, the correlation is stronger 

in high inflation scenarios.  

 Inflation and claims are more correlated when looking at a longer compounding period (as can be seen on the 

right hand side of Exhibit 9). Indeed, inflation tends to impact claims’ level over time.  

A better understanding of the relationship between insurance claims inflation and CPI is critical in designing the 

investment approach. Studying correlation in extreme scenarios provides interesting insights. When moving 

progressively into the tail of the distribution, correlation becomes stronger. In Exhibit 9, we isolated scenarios 

where CPI in a specific year had suffered an absolute shock from 0 to 2.5%. Correlation between CPI and auto 

insurance claims is measured conditional on the level of CPI. It becomes apparent that correlation becomes 

stronger in high inflation scenarios. As a result, traditional inflation-hedging techniques become most effective 

when inflation is high. Furthermore, understanding the sources of basis risk can lead to investments in sectors 

which are more strongly linked to the components of insurance claims.  

 

Implications for the management of insurance asset portfolios 

Inflation has the potential to impact Life and P&C insurance liabilities significantly. Whilst claims inflation 

differs in many respects from inflation measures targeted by monetary policy or referenced by index-linked 

bonds, large inflationary shocks are likely to impact insurance liabilities and financial assets simultaneously. In 

light of this dual exposure to inflation, insurance companies may consider alternative ways to position their 

investment portfolios appropriately.  

 

 

 

This information discusses general market activity, industry or sector trends, or other broad-based economic, market or political conditions and should 
not be construed as research or investment advice. Please see additional disclosures.  

Exhibit 9 - Relationship between Auto Insurance Claims and US CPI

Source: GSAM, Bureau of Labor Statistics, Towers Watson Claim Index, 1936 to 2004 
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3. Building an inflation resilient investment strategy 

The design of an appropriate investment and risk management strategy in the context of an insurance company’s 

exposure to inflation risk should reflect: 

 the drivers of inflation considered by the insurance company (e.g. impact of monetary policy, commodity 

price shocks, economic growth), as described in a separate document
1
; and 

 the balance sheet exposures targeted by the investment and risk management programme (asset only, or from 

an asset/liability perspective). 

In an increasing inflation scenario, a typical P&C insurance balance sheet would be subject to gradual erosion: 

 As reflected in the inflation swaps and index-linked bond markets for example, inflation expectations would, 

in the short term, be the direct channel of transmission of inflation to the best estimate value of liabilities on 

the balance sheet. This is due to the fact that realised inflation has only a limited immediate impact on asset 

values and liability values. 

 Over time, sustained inflationary pressures and rising inflation expectations may translate into higher 

nominal interest rates, thereby eroding the market value of fixed rate nominal bond investments. 

 In the long term, cumulative realised inflation becomes a dominant factor that impacts paid claims and asset 

cash flows. 

 

In the remainder of this section, we aim to assess potential investment and risk management strategies that may be 

considered to contain the propagation of inflation risk at each of these three stages. 

 

 

 

 

 

This information discusses general market activity, industry or sector trends, or other broad-based economic, market or political conditions and should 
not be construed as research or investment advice. Please see additional disclosures. 

The portfolio risk management process includes an effort to monitor and manage risk, but does not imply low risk. 

                                                           
1
  See “Anticipating Inflation: An Integrated Multi-Asset Class Approach”, Goldman Sachs Asset Management, May 2013 
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a. Management of the short-term mark-to-market impact of inflation 

The short-term impact of inflation shocks on an insurance asset/liability portfolio may be characterised as follows: 

 Realised inflation may lead to a gradual increase in liabilities and paid claims. However, this impact is relatively 

limited in the short term, as the main effect of inflation only gradually compounds over time. Similarly, the 

impact of realised inflation on typical asset portfolios held by insurance companies is likely to be small. 

 Changes in inflation expectations as measured directly by inflation swap curves (‘breakeven swaps’, see 

Exhibit 2) and indirectly by real interest rates can have a significant impact, as the best estimate
1
 value of 

liabilities reflects anticipated inflation accretion and its impact on future claims development.  

It is worth noting that the impact of changes in inflation expectations is not limited to business that has already 

been written but could also affect future profitability. In effect, inflation expectations are embedded in the pricing 

of new business – market pressures and competition may translate into a decrease in profitability.  

The combined short-term impact of realised inflation and changes in inflation expectation may be best managed 

through investments in inflation-linked bonds and inflation derivative overlays.  

As shown on Exhibit 10, both the inflation-linked bond and inflation swaps markets have greatly developed over 

the past ten years. 

 The outstanding amount of inflation-linked bonds, primarily government bonds, has risen considerably since 

the beginning of the financial crisis as strong demand from pension funds and insurance companies supported 

the borrowing needs of governments across the globe. Index-linked bonds are available across medium to long-

term maturities. The liquidity of very short-dated bonds (less than two years) remains limited, as the pricing of 

these bonds is dominated by seasonal effects and primary issuance is sporadic. 

 Inflation swaps may be used to mitigate the exposure of an insurance company’s asset/liability position to 

realised inflation and changes in inflation expectations without altering the asset allocation of its portfolio. As 

the index-linked bond market is dominated by government issuers, many insurers and pension funds have used 

inflation swap overlays to maintain their corporate bond allocations while mitigating their inflation exposure. 

 
This information discusses general market activity, industry or sector trends, or other broad-based economic, market or political conditions and should 
not be construed as research or investment advice. Please see additional disclosures. 

                                                           
1
  We refer to “best estimate” here as the market-consistent valuation of liabilities as defined by the Solvency II framework and embedded value 
methodology. See “The Evolution of the Solvency II Framework: Update on the legislative process and implications for Asset Liability Management” for 
more details about best estimate calculation of liabilities under the Solvency II framework.  

Exhibit 10 – Inflation-Linked Bonds & Inflation Swap Markets

Source: Barclays, ICAP, as of August 2013
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Insert A – Mechanics of inflation-linked bonds and inflation swaps  

 The most common instruments considered for inflation risk management are inflation-linked bonds and 

inflation swaps.  

 Inflation-linked bonds may be issued by corporates and governments, although the majority of the indexed 

bond market is dominated by government issuers. The investor is paid an annual or semi-annual coupon 

(depending on the country) equal to the real coupon (fixed upfront) increased by the index change between 

inception and time t
1
. At redemption, the investor receives 100 and the percentage increase in price index

2
.The 

redemption value is floored to 100 for most sovereign inflation-linkers  (except in the UK and Japanese market).  

 Inflation swaps behave in a similar way to inflation linked bonds. However, they offer greater flexibility to the 

investor in terms of maturities. Tradable indices include Eurozone, UK, US, Japan. Inflation swaps typically 

pay the current inflation rate in exchange for a fixed coupon that is set at inception. At maturity, the investor 

receives the notional multiplied by the inflation index ratio between inception and maturity. It pays the 

notional multiplied by the fixed rate compounded to maturity
3
. Swaps often do not embed deflation protection.  

 When one is particularly concerned about tail risk and high inflation scenarios, it is possible to purchase a cap on 

inflation. This is particularly attractive in the UK where the inflation indexation of pensions is constrained with 

minimum and maximum levels (typically 0 and 5% respectively). Pension funds are therefore buyers of LPI 

(limited price indexation) swaps. For an insurer willing to hedge against extreme inflation scenarios, it is possible 

to buy a 5% inflation cap funded by the sale of a 0% inflation floor.  

The design of an inflation hedging and index-linked bond allocation strategy should consider the basis risk issues 

raised in Section 2 to ensure that potential deviations between CPI inflation and claims inflation are appropriately 

managed. Indeed, by modifying the hedge ratio on a regular basis, it is possible to maximise the benefits of the 

hedge. One would increase the hedge ratio in times where inflation is high as this is when claims and price indices 

exhibit a higher correlation. 

In countries where the inflation swap market is not liquid, one would need to hedge using inflation swaps in 

another country, exposing basis risk to the mismatch between the two countries’ price indices. Correlation 

between price indices of various countries tends to be stronger in high inflation scenarios. More specifically, 

commodity inflation would likely affect all countries; tail hedges would therefore be beneficial to foreign 

investors as well. 

Such inflation-linked products may be beneficial as part of a hedging program and would provide inflation 

protection in the short term. However, it is important to consider the medium and long term knock-on effects of 

an inflation shock or prolonged inflation period.  

  

                                                           
1
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b. Management of the medium-term mark-to-market impact of interest rate and inflation movements 

In an environment of rising inflation, one may expect nominal interest rates to rise. As a primary goal of central 

banks is to maintain price stability, an increase in short-term nominal rates may be considered to mitigate 

inflationary pressures. However, the impact of rising inflation on the interest rate curve may differ depending on 

its underlying source. We may distinguish between two processes by which inflation can be generated:  

 Demand-pull: Rapid increases in demand that cannot be met by a similar increase in productive capacity can 

lead to higher prices, and consequently rising wages. 

 Cost-push: Shock to existing supply or limited production capacity leads to increasing prices of inputs such as 

commodities, resulting in higher inflation rates. 

In the first scenario, one would likely observe an increase in nominal interest rates. Monetary policy could be 

employed by central banks in order to tame increases in demand, hence moderating inflationary pressures. In the 

case of a supply-side shock such as an increase in commodity prices, it is less clear whether a central bank should 

respond with higher policy rates, particularly if inflation expectations do not appear to have changed. Indeed a 

one-off increase in commodity prices will have an impact on the inflation rate that will naturally drop off after 

about a year and such an increase in prices might also act as a drag on demand for other products. It would 

therefore be less likely that wage-price inflationary spirals would develop as a result. Further details on these 

scenarios may be found in another GSAM publication
1
.  

Depending on the scenario, the adjustment to the interest rate term structure may vary. An increase in nominal 

rates would negatively impact the mark-to-market value of the fixed income assets of insurers. This would 

particularly harm P&C insurers’ balance sheets given the higher allocation to fixed income assets. To pre-empt 

this outcome, it would be desirable to reduce the sensitivity of the portfolio to rising interest rates.  

This can be achieved by investing in floating-rate assets. With their coupon being linked to a leading interest rate 

(e.g. LIBOR), the valuation of these assets would be less impacted by rising interest rates. The investment 

universe of floating-rate assets is not limited to corporate bonds and agencies; the majority of asset backed 

securities also offer floating-rate coupons. These include securitized products such as UK residential mortgage-

backed securities (RMBS), floating-rate commercial mortgage-backed securities (CMBS), and auto and credit 

card loans. Furthermore, corporate loans and Collateralized Loan Obligations (CLOs) are floating-rate 

instruments. These are discussed in further details in Insert B.  

Beyond investments in floating-rate assets, strategies reducing the interest rate sensitivity are also worth 

considering. It is possible to manage a fixed income portfolio in a duration hedged format. In such cases, the 

interest rate exposure is removed whilst taking advantage of the credit spread. Many fixed income fund 

investments also offer duration hedged share classes. Absolute return strategies may also offer an interesting 

alternative. Such strategies are managed against a cash-based benchmark; the neutral position is therefore to have 

zero duration. In order to benefit from a rising rate environment, they may adopt a negative duration position.  

 

                                                           
1
 Global Portfolio Solutions: “Anticipating Inflation: An Integrated Multi-Asset Class Approach”, May 2013 
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Insert B – Floating-rate assets: the case for corporate loans and CLOs 

 Corporate loans are used as a source of funding by sub- investment grade companies. They are often senior and 

secured. It is a short duration asset class that could be particularly interesting in a rising interest rate environment.  

 Corporate loans are generally priced at LIBOR plus a spread. However, unlike standard floating-rate assets, 

corporate loans typically incorporate a floor on LIBOR thereby giving rise to an interest rate convexity profile 

which can be beneficial. The chart below demonstrates the distribution of LIBOR floor strikes on the S&P 

loan index and the interest rate convexity profile of floored LIBOR loan. At present, most floors are in the money. 

 

 Being a short duration asset class, corporate loans may be more capital efficient than typical corporate bonds of 

equivalent rating. These instruments are typically rated BB/B and offer a spread duration of approximately 3 years. 

 Some investors may not be able to invest in below investment grade-rated loans. In such instances, investment 

grade collateralized loan obligations (CLOs) may be an interesting alternative. CLOs are backed by pools of 

leveraged loans. As for corporate loans, CLOs are floating-rate instruments. Credit enhancements and 

overcollateralization tests provide structural protection and protect senior tranches holders.  

Managing the duration risk of the portfolio is critical in an inflationary environment as rates would be likely to 

adjust. Investments in floating-rate assets help mitigate the impact of rising rates on the value of the asset 

portfolio. Adopting an inflation-resilient asset allocation strategy may prove beneficial in the long term.  
 

 

 

 

 

 

 

 

 

 

 

 

This information discusses general market activity, industry or sector trends, or other broad-based economic, market or political conditions and should 
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Range of LIBOR Floor Strikes in Corporate Loans

Source: S&P Loan Index. Market data as of September 2013
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c. Management of the long-term cash flow position of the asset portfolio 

The previous two sections concentrated on the risk management of the market value of assets and liabilities under 

alternative short- to medium-term inflation scenarios. Over longer time periods, the capacity of the asset portfolio 

to deliver sufficient income to fund liability cash flows is more relevant than its short-term price behaviour.  

“Real assets” are investments that have the potential to deliver long-term income that increases with the general 

level of prices. Such assets include commodities, real property and infrastructure and are naturally thought of 

when one wants to create an inflation-resilient investment strategy.  

 Property prices have historically exhibited a strong correlation to inflation – particularly during the high 

inflation periods where the correlation approached 70%. Furthermore, rental income tends to rise with 

consumer prices, leading several countries to include rents in price indices
1
.  

 Commodities, including energy and food, represent a sizeable percentage of the price index in most countries, 

with significant regional differences due to consumption patterns and taxation
2
. For instance, the weight of 

commodity prices in the US consumer price index is around 20%
3
. Furthermore, under a passive monetary 

policy, commodity prices tend to spill over into the inflation trend. 

The broad equity universe is also often considered as part of an inflation-resilient strategy. This includes listed 

equity, private equity and infrastructure. In fact, listed equities ranked number five on the list of asset classes 

offering the greatest inflation protection, according to the GSAM Insurance Survey
4
.  

Master Limited Partnerships (MLPs) offer the benefits of limited partnerships whilst being traded on exchanges 

and therefore gaining more liquidity. In order to qualify from the beneficial tax treatment offered to MLPs, the 

income has to come in majority from activities such as real assets, commodities, natural resources. As such, they 

present an interesting alternative to insurance clients who would like to gain indirect exposure to real assets whilst 

benefitting from high liquidity.  

 

 

                                                           
1
 There are differences in how different countries include rents in price indices. Some include owner-occupied implicit rent whilst others do not.  

2
 In Europe, volume-based fuel taxes have over the past two decades acted as a buffer absorbing oil price shocks therefore dampening the impact of 
crude oil volatility. This has historically not been observed in the US and Canada where such taxes are low or value-based.  

3
 This represents the weight of commodities durables and non durables, excluding food, beverages and apparel. (Source: BLS) 

4
 GSAM Insurance Asset Management Survey: “Growing but Tempered Optimism”, April 2013 
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Insert C – Listed Equities & Infrastructure 

 Equity prices tend to underperform in high inflation scenarios as they are linked to poor economic prospects, 

rising rates which lead to an increase in cost of capital, and a lower value of dividends as discount rates rise. 

However, as an offset equity dividends are strongly correlated with inflation, thereby making certain equity 

sectors good candidates for inclusion in a portfolio that can deliver long-term inflation-protected cash income.  

 A natural strategy would be to invest in equity sectors whose dividends present a stronger beta to inflation. It 

is possible to tilt a passive equity strategy towards some specific sectors.  

 The graph below highlights the level of dividends paid by different equity sectors over a 5 year window, 

conditional on the level of inflation. All sectors tend to offer stronger dividends as inflation rises– however; 

utilities exhibit the strongest inflation sensitivity.  

 

 Dividends across sectors tend to increase with inflation, although some sectors offer better protection against 

high inflation levels. As illustrated, financials (where financial assets and liabilities are typically indexed to 

nominal rates) experience a small increase in income in response to an inflationary period in contrast to 

utilities, industrial and transportation sectors which earn rents from fixed assets.  

 The Infrastructure asset class represents investments in projects that provide essential services. They include 

sectors such as utilities, transport and social infrastructure (e.g. hospitals, schools, prisons). The demand in 

these services is resilient to the business cycle and companies often operate in a quasi-monopolistic 

framework. It is possible to extrapolate the conclusions of the analysis on equity sectors to the infrastructure 

assets. The returns on infrastructure assets show a strong correlation to inflation, indeed, infrastructure 

companies are regulated by price-control systems based on inflation. 

 

 

 

 

This information discusses general market activity, industry or sector trends, or other broad-based economic, market or political conditions and should 
not be construed as research or investment advice. Please see additional disclosures.  
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In order to protect the investment portfolio against an inflationary scenario over a longer horizon, investments in 

real assets would be beneficial. The choice of strategy may be driven by liquidity considerations. Exhibit 11 

compares the real assets considered here within the context of their liquidity and volatility.  

 

While different types of “real assets” may help strengthen the cash flow sensitivity of the asset portfolio to 

inflation, P&C insurance companies considering such an approach should also consider the potential impact of 

such investments on the price volatility of their portfolio. As noted above, an increase in inflation may have a 

negative impact on the price of an asset even if expected future cash flows increase, due to a possible increase in 

risk premia as inflation rises. 

 

 

 

 

 

 

 

 

 

 

 

This information discusses general market activity, industry or sector trends, or other broad-based economic, market or political conditions and should 
not be construed as research or investment advice. Please see additional disclosures.  

Exhibit 11: Liquidity/Volatility Spectrum of Real Assets

Source: GSAM
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4. Conclusion 

As confirmed by the GSAM CIO and CFO survey published in April 2013, inflation has emerged as one of the 

key concerns for P&C companies. This is not surprising given the current macro environment – record low 

interest rates, an improving growth picture and central banks with an apparently softening stance on inflation 

targeting, increasing the risk of escalating inflationary pressures in the years to come. Insurance companies have 

historically suffered in periods of high inflation, as both assets and liabilities are adversely impacted by price 

increases; real asset returns are eroded, while the value of claims is pushed higher, leading to decreasing 

profitability.  

Once the impact of inflation is understood on both the asset and liability side of the balance sheet, the next step is 

to adapt the investment strategy to try to mitigate the adverse effects of rising prices. This paper has introduced 

some of the options available to achieve this goal, for example the use of inflation-linked bonds and swaps to 

hedge the short-term impact of inflation on the liabilities, and preserve the value of assets in real terms.  

Beyond this, it is important to analyse the secondary effects of inflation on the asset portfolio that result from the 

reaction function of the market to inflation. Typically, a response to high inflation, or high inflation expectations, 

would be upward pressure on interest rates. As a result, traditional insurance fixed income portfolios would 

depreciate. Investments in floating rate assets or duration hedged strategies reduce this exposure. In particular, 

bank loans and CLOs offer an interest rate exposure which would be beneficial in both a low rate and rising rate 

environment.  

Another change to investment strategy to combat inflation would be the inclusion of so-called “real assets” in an 

insurer’s asset allocation. These assets include commodities and property - investments that have the potential to 

deliver income and returns that are directly correlated with price levels. Due to their liquidity and volatility 

profiles, these assets are often overlooked as part of an insurance company’s asset portfolio. This paper has 

highlighted ways to gain some real asset exposure by investing in infrastructure and some equity sectors.  

The negative impacts of inflation can be mitigated, particularly when there have been more immediate threats to 

profitability and to the value of insurers’ assets, as has been the case in the recent past. We feel that at this current 

stage of the economic cycle, assessment of the impact of inflation and effective mitigation of this risk is valuable. 
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