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Insurance companies across the globe 
continue to be challenged by low or 
negative real yields, rising claim costs 
and shrinking risk premiums. 

Improving portfolio returns while managing 
downside risk remains the fundamental challenge 
facing insurance companies today. In order to 
address this challenge, there has been a notable 
increase in illiquidity and complexity risk across the 
industry – a trend we expect to continue into 2022.

Insurance company investing has undergone a quasi-
revolution of sorts, as insurers of all sizes embrace 
greater sophistication in their investment activities as 
a way to seek improvements in income and surplus 
growth. This trend is illustrated in the growing 
combination of alternative asset managers with 
insurance companies, and points to the importance of 
investments as a lever for growth for many companies.

These changes are driving a re-evaluation of proper 
governance structures, portfolio strategy, and 
liquidity needs across the industry, as well as a 
desire to leverage scale to drive operational and fee 
efficiencies within the investment program.  
The ultimate objective of our clients is not to merely 
beat a benchmark, but to contribute positively to 
growth in overall enterprise value. To maintain 
alignment with this objective and address the myriad 
of challenges facing insurers today requires a much 
broader toolkit and the re-thinking of old paradigms.

In this paper we will share investment themes we 
believe insurance companies should consider in the 
coming year.
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1. Continued use of alternatives

One of the primary trends resulting 
from a decade of declining interest 
rates has been the adoption 
of Alternative investments by 
insurance companies. 

While some larger, more sophisticated insurers have 
been active in Alternatives for a long time, even 
relatively small insurers are adding exposure today.

Although it's true that Alternatives by nature of 
their typical limited partnership structure incur high 
capital charges, every insurance company has a 
different sensitivity to regulatory or rating agency 
capital. The increased use of holding company 
structures can also create non-regulated pools of 
capital for investments that are not necessarily 
bound by the same constraints. The point is that in a 
period of low interest rates, insurers are increasingly 
willing to spend capital to allocate to sectors that 
maintain competitive rates of return. Our role is to 
help our client’s solve this multi-dimensional puzzle.

For any client, allocating to Alternatives begins with 
a discussion on the objectives of the portfolio. For 
insurers, some are seeking to maximize return, 
while others merely have a desire to extend 
beyond public fixed income to help boost income. 
Whatever the objective, there is generally a level 
of education involved in how best to develop a 
strategic allocation, commitment plan, forecast 
distributions, and maintain targeted exposure over 
time. Furthermore, investment and operational due 
diligence is critical as the dispersion of outcomes 
across strategies is large relative to public markets. 
In our view, access to top-quartile managers is 
essential to establishing a successful program.

We believe the growth in Alternative assets is here 
to stay as insurance companies develop more 
sophisticated investment programs to combat low 
portfolio yields. Private debt, in particular, has been 
the fastest-growing asset class, which we will cover 
in more detail next.

Figure 1. Overview of the alternative investment landscape

Source: Mercer

Private Equity

Potential to achieve 
higher returns 
relative to public 
equity markets 
by accessing 
idiosyncratic sources 
of alpha.

Private Debt

Generate current 
income with 
downside risk 
mitigation and 
upside potential.

Generate premium 
to public fixed 
income.

Real Estate

Generate income 
with a degree of 
inflation protection 
with core strategies.

Potential for alpha 
generation and 
specific exposures 
within value-add or 
opportunistic.

Other Real Assets

Increase 
diversification, 
generate income, 
provide some 
inflation-sensitive 
exposure.

Hedge Funds

Opportunity to 
generate alpha 
with less volatility 
than public equity 
markets, improve 
diversification, 
access strategies 
likely to assist in tail-
risk hedging.

The majority of our insurance clients focus on private debt, real estate, and real assets. Private debt in particular has 
represented the largest sub-asset class exposure.
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2. An evolution in private debt

Within Alternatives, private debt has 
been the asset class we have seen the 
most interest in across our insurance 
client base. 

Factors such as strong investment demand, a 
reduction in bank lending, and continued growth 
in private equity capital, have resulted in non-bank 
lenders now accounting for almost 80% of U.S. and 
European primary loan originations1.The asset class 
has more than doubled over the last seven years, 
now representing approximately two-thirds of the 
size of the broadly syndicated loan market and 
40% of the size of the high yield market. Insurance 
companies, both globally and in Australia, have 
been significant investors within this market2.

As the market has grown, so have the varieties of 
private lending strategies. While middle market 
corporate lending has been the most prevalent, 
the full opportunity set of strategies can include 
specialty finance, structured credit, credit 
opportunities funds, and a variety of multi-sector 
strategies, to name a few. We are increasingly 
seeing middle market lending as the core 
component of a core-satellite approach to building 
private debt portfolios, with additional strategies 
being added either as a way to potentially enhance 
return or provide diversification. The illustration in 
figure 2 highlights the broad range of strategies for 
consideration within private debt today:

Figure 2. Private debt investment opportunities

North America Europe Emerging markets Global

Core Core+

Direct lending Structured credit Speciality finance

Upper middle market CLO debt Music/film/media & royalties

Middle market CLO multi Healthcare lending & royalties

Lower middle market CLO equity Insurance & litigation finance

Venture lending ABS multi Asset based lending

Senior & interactive Consumer ABS Aviation, maritime & rail

Mezzanine & preferred lending Commercial ABS Lender/platform finance

Sponsored & non-sponsored Esoteric ABS Regulatory capital relief

Opportunistic Portfolio NAV lending Factoring & trade finance

Private BDC’s & SBIC’s Multi–sector structured credit Real assets & energy

Credit opportunities & value–add

Special situations, distressed debt  
& credit dislocation

Special situations, distressed debt  
& credit dislocation

Special situations, distressed debt  
& credit dislocation

Multi-strategy credit

Source: Mercer

1  LCD Global Leveraged Lending Review Q3 2020
2  DataStream (ICE BofAML Global High Yield – Market Value), S&P LCD (S&P Leveraged Loan Index – Market Value), Credit Suisse (CS Western European 

Leveraged Loan Index – Market Value) and Preqin (Global Private Debt AUM). December 2019



Top investment considerations for Pacific insurers in 2022 5

The utilization of a broader range of sectors is 
important to build a diversified portfolio, particularly 
as capital continues to flow into corporate lending 
sectors. In the U.S., average pro forma leverage 
on new deals are at the highest level since 2007 
and debt investors continue to feel pressure to 
put money to work, resulting in supply-demand 
imbalances in favour of borrowers. This may lead to 
potential mis-pricings in the future.

When building private debt portfolios for clients today a 
primary focus is on mitigating losses. Our private debt 
team’s analysis of underlying portfolio investments 
indicates that the dispersion of returns at the portfolio 
company level is very narrow, but loss dispersion can be 
much larger and is the driving factor of disparity across 
manager performance. In our view, credit alpha is most 
determined by: losses, fees, deployment, and leverage.

Within corporate middle market lending specifically, 
we believe clients should focus on managers with 
diversified portfolios, competitive origination 
platforms, and a track record of limiting defaults and 
maximizing recoveries. As more capital has entered 
the market, we also believe investment management 
fees are poised to fall, and actively negotiate on our 
client’s behalf to add “alpha” through the potential 
for more competitive fee structures. Finally, after 
building a program to reflect these considerations, 
it is critical to maintain targeted exposure over time. 
The contribution and distribution cycle of many funds 
makes it difficult for many clients to accomplish 
this. For this reason, we also expect the emergence 
of more evergreen structures in the future. In this 
sense, corporate middle market lending may begin 
to resemble less liquid versions of broadly syndicated 
loan allocations in client portfolios.
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3. Expanded use of illiquidity 
and complexity premiums

3  NAIC Capital Markets Bureau, Private Equity-Owned U.S. Insurer Investments as of Year-End 2020.
4  Private Equity Value Creation in Finance: Evidence from Life Insurance, Penn Law: Legal Scholarship Repository. February 14, 2020.

Alongside simply taking more credit 
risk, insurers have increasingly sought 
ways to trade liquidity or invest in 
more complex securities in exchange 
for additional return. 

While this theme is intertwined with our previous two 
themes of increasing Alternatives exposure and the 
expanding definition and use of private debt, it is a 
big enough theme to stand on its own in our opinion.

The best representation of this theme is the 
increasing combination of alternative asset 
management firms and insurance companies, 
particularly within the life and annuity sector. In 
the US, asset backed securities (ABS) average 25% 
for private equity-owned insurers versus 10% for 
the broader industry3. The substitution of ABS for 
corporate credit is one of the primary shifts in these 
investment portfolios and the overall increase in 
yield accounts for on average about one third of 
the return-on-equity advantage generated by these 
companies4. The generation of this proprietary 
potential yield advantage is one side of the value 
equation of these transactions, while the other 
is the potential benefit of permanent capital for 
the asset manager. In Australia, the increasing 
presence of private equity firms amongst insurers is 
also observable, in conjunction with the continued 
retreat by banks as capital providers resulting in 
the emergence of non-bank lenders. As a result, 
we are observing increasing interest in private 
market strategies, characterised by complexity and 
illiquidity, amongst insurers across all segments. 
In Europe, while the theme remains applicable, the 
picture is slightly different - high capital charges 
for securitizations under the Solvency II and LAGIC 
regulatory framework have tended to discourage 
their use.

This trend is one example of a broader theme 
across the insurance industry of increasing 
sophistication in investment strategy. Whether 
that is some combination of complexity, through 
structure or strategy, or by trading liquidity, the 
trend increasingly applies across the industry and 
the investment grade portion of the portfolio. While 
most investors think of “Alternatives” when giving 
up liquidity for higher returns, we are frequently 
seeing clients look for opportunities to make the 
trade across more core parts of the portfolio.

For example, within investment grade fixed income, 
insurers are looking for ways to trade liquidity 
through either more thinly traded, esoteric issues 
or directly originated investment grade debt. 
On a global level, while life insurers have been 
active in the corporate private placement market 
for many years, more health and property and 
casualty (general) insurers are investing in privately 
originated debt across a diversified set of sectors 
and maturities. Some well capitalised insurers are 
also investing in semi-liquid multi-sector income 
strategies as a way to add additional yield relative to 
public high yield bonds and loans.

We believe this trend of increasing complexity and 
illiquidity will continue in the coming years. Our role 
is to help our clients properly calibrate these risks 
in the context of their broader operating objectives, 
market opportunities and regulatory constraints.



Top investment considerations for Pacific insurers in 2022 7

4. Sustainable investment takes 
centre stage

Institutional investors are increasingly 
incorporating sustainability into their 
investment process and insurance 
companies are no exception. 

In the Pacific region, this has been a prominent 
theme for many years with momentum continuing. 
We observe a number of entities making public 
commitments to emission reductions and 
climate change, with others taking material 
steps to enhance their environmental, social, and 
governance (ESG) risk frameworks, specifically 
considering ways to mitigate the transition and 
physical risks of climate change. 

While in some cases the objective is mission 
alignment, often it is simply a recognition that these 
frameworks are a way to mitigate risk and identify 
thematic opportunities.

Regulation supporting sustainable investing in the 
Pacific region has also proved a motivating factor 
for insurers. In Australia, APRA’s Prudential Practise 
Guide 226, which sets regulatory expectations on 
the way insurers address climate risk, has been 
released. Furthermore, in New Zealand, the passing 
of government legislation on mandatory climate 
related disclosures for insurers (with greater than 
NZ $1 billion in total assets or annual premium 
income greater than NZ $250m), represent prime 
examples of the importance placed by regulators on 
this theme.
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The degree to which sustainability is embedded into 
an organization can be highly variable and is driven 
by each organization’s unique set of circumstances, 
objectives, and stakeholders. Regardless of any internal 
motivation, however, is the reality that the external 
pressure for adopting these policies is growing. 
Whether it is from regulators, rating agencies, or 
customers, insurers will need to be prepared for 
more robust disclosures and potential regulatory 
engagement on these topics going forward.

Developing an approach to sustainability can seem 
like a daunting task and oftentimes the desire 
to implement solutions has outpaced the data, 
analytics, and standardisation required to do so. 
At Mercer our insurance practice works with our 
dedicated sustainable investment team to help 
clients decide what approach is appropriate for 
their organization and develop an implementation 
and monitoring plan over time. This process, which 
is outlined in Mercer’s Sustainable Investment 
Declaration, follows four basic steps:

Figure 3. Pathway to sustainable investment 
declaration

This process generally begins at the enterprise 
level, either by developing a set of beliefs about a 
company’s approach to sustainable investment or 
by simply outlining the risks most relevant to the 
organization and seeking to better understand 
current exposure. Sustainability objectives can 
be implemented across different levels of the 
organization, beginning with the enterprise level, 
and cascading down through the investment 
program’s policies and objectives, the strategy and 
manager level, and lastly the security exposures of 
the company.

Climate risk, in particular, has been the dominant 
theme insurance clients have focused on and much 
of the required disclosure by regulators and rating 
agencies is focused on environmental factors. 

We believe that long-term, addressing ESG and 
climate- related risks and opportunities will become 
a core aspect of all insurance companies’ investment 
programs and review processes, embedded within 
the governance documents of the organization.

Insurance companies should be proactive in 
considering sustainability, preparing for an increase 
in disclosure requirements, and aligning their 
investment process, risk management and pricing 
with emerging industry practices.

For more information, please speak with us and 
we can provide a copy of Mercer’s Sustainable 
Investment for Insurers presentation.

Beliefs

Process

Policy

Portfolio

ESG annual assessment & report

1

3

2

4
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5. Elevated Inflation Risk

It's hard to discuss market themes 
for 2022 without acknowledging the 
elevated risk of inflation. 

With large allocations to fixed rate investment grade 
debt, insurance company portfolios are particularly 
at risk from inflation or its by-products. Perversely, 
however, a moderate inflation environment that results 
in a steady increase in interest rates could help improve 
reinvestment rates. Either way, insurance companies 
should be prepared for a range of outcomes.

There is no shortage of prognostication on the 
subject and we won’t use this paper to add to what is 
a well-covered subject that most investors are acutely 
aware of. Inflation is notoriously hard to predict 
and is driven as much by collective psychology as 
any conventional mathematical formula. But the 
distribution of outcomes has clearly widened and 
the risks appear to be biased toward higher inflation 
going forward. Unfortunately, there is no silver bullet 
to protect portfolios from this phenomenon.

We recommend clients take a diversified approach 
to inflation protection, by investing in several asset 
classes that have various sensitivities to inflationary 
factors. Examples include real assets, such as real 
estate, infrastructure, and select equities, as well as 
commodities. This can also include increased exposure 
to floating rate fixed income assets, which may protect 
portfolio returns in the event of aggressive central 
bank rate responses.

When adding more inflation sensitive assets in the 
portfolio, insurance companies should also be aware 
of the overall equity factor risk being introduced into 
the portfolio and help ensure a proper alignment 
of overall risk with portfolio objectives. With this in 
mind, portfolio scenario analysis can be a useful 
tool to understand how portfolios are constructed 
for different potential outcomes. As an example, the 
heat map below summaries how we expect different 
strategies to perform across different scenarios over 
a three year time horizon. For more information 
please see Mercer’s paper on Inflation Protection5.
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Figure 4. Asset class heat map

Asset/Scenario Balanced 
growth

Financial 
repression

Hard 
landing

Goldilocks Pandemic 
stagflation

Overheat

Global equity

EM equity

Long nominal bonds

Investment-grade credit

High yield

Emerging market debt

Floating-rate structured credit

Inflation-linked bonds

Private debt

Commodities (ex-gold)

Gold

National resource eq (listed)

Natural resource leq (private)

REITs

Unlisted real estate

Listed infrastructure

Unlisted infrastructure

Worst Best

Economic scenario description
Balanced Growth: Economic growth and inflation moderate, consistent with consensus forecast.  
Financial Repression: Strong growth and inflation, supported long term by low central bank rates, designed to reduce debt.  
Hard Landing: Growth slows sharply, as fiscal stimulus is reined in; deflation risk rises. 
Goldilocks: Robust growth, driven by productivity gains, which also keeps inflation low.  
Pandemic Stagflation: Pandemic stress re-emerges. Growth slows, but supply chains drive inflation. 
Overheat: Central banks pre-emptively tighten policy to avoid risk of runaway inflation.

Source: Mercer. Expected returns are hypothetical average returns of economic asset classes derived using Mercer's Capital Markets 
Assumptions. There can be no assurance that these returns can be achieved. Actual returns are likely to vary. Please see Important 
notices for further information on return expectations. Data as of June 30, 2021.

5 Mercer’s inflation hub https://www.mercer.com/our-thinking/wealth/inflation.html#hubs
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6. Evolving Regulation

Given the nature of the insurance 
industry, adherence with evolving 
regulation represents a natural 
theme for insurers. 

Given the magnitude of regulatory changes in the 
Pacific region during 2022, this theme warrants 
additional focus by insurers.

The adoption globally of revised accounting 
standards (IFRS 17 - International Financial 
Reporting Standards) represents a challenge for 
many insurers. In Australia, equivalent accounting 
standards (Australian Accounting Standards Board 
17 Insurance Contracts – ‘AASB 17’), are expected 
to be introduced in January 2023. Given the 
relationships between accounting and regulatory 
standards, APRA is integrating AASB17 into its Life 
and General Insurance Capital Standards (LAGIC) 
framework by revising a range of prudential and 
reporting standards. In December 2021, as part of 
APRA's Policy Roadmap for private health insurers, 
APRA released the detailed proposals in relation 
to its review of the private health insurance capital 
framework. The release includes the draft capital 
standards, draft reporting standards, Quantitative 
Impact Study (QIS) workbooks and a response paper 
setting out APRA’s response to stakeholder feedback 
provided to date. APRA’s intention is to release 
the final standards in the second half of 2022 for 
implementation on 1 July 2023.

Similarly in New Zealand, alongside the 
implementation of equivalent IFRS17 accounting 
standards, proposed changes to the RBNZ (Reserve 
Bank of New Zealand) solvency standards have been 
proposed. Dealing with and managing regulatory 
changes can represent a resource and time intensive 
task, with the potential requirement for components 
of an insurer’s operating framework including the 
investment portfolio, to be reviewed and recalibrated.

Figure 5. Managing evolving regulation

In managing this process, we are encouraging 
insurers to:

Be proactive - in understanding the 
implications of revised standards or 
regulation such that these can be 
considered well in advance of the 
implementation deadline (this is particularly 
relevant for the Australian private health 
insurance segment where the new 
regulatory standards represent a material 
change from those currently in-force).

Consider what business wide decisions 
may be required. Regulatory changes 
typically apply to a number of business 
functions and hence the organisational 
wide impact may need to be considered.

Review the operating framework – 
consider whether a review of components 
such as risk appetite, capital management, 
or the investment strategy is warranted in 
light of the potential impacts.

Review internal processes (e.g. data and 
reporting functions) to ensure capacity 
and capability to meet requirements of 
any revised reporting standards.

Consider the appropriateness of 
governance documentation and policies 
in place including any updates that may 
be required.

Regulatory changes represent an inevitable feature 
of the insurance landscape. Ensuring appropriate 
resources and specialist advice to assist with the 
evolving regulation represents in our view an ever 
present theme for insurers.
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Mercer Insurance Investment Practice
Mercer is one of the world’s largest insurance investment 
consultants with a team of dedicated investment 
professionals located across the globe8. We assist 
clients with every aspect of the institutional investment 
process, including strategy, portfolio structure, manager 
searches, implementation and ongoing monitoring. Our 
service spectrum extends beyond advisory investment 
consulting to our digital research tool, MercerInsight®, 
and discretionary outsourcing services, providing a 
flexible engagement model for our clients.

The insurance industry is a large and important client sector 
for Mercer and for Marsh & McLennan businesses more 
broadly. Our investment consulting staff serve a diverse 
range of insurance companies, all with distinct capital 
needs and regulatory domiciles. We bring an enterprise- 
level approach to managing client portfolios and leverage 
a dedicated team of more than 225 manager research 
professionals9 to bring our ideas to clients. Please contact 
one of our team members for more information.

12

8  Insurance Asset Outsourcing Exchange. Insurance-Focused Investment Consultant 
Compendium, October 2021. Assets were reported as of December 2020.  
Please see Important Notices for information about assets under advisement.

9  Mercer pitch book as of June 2021

30+ years
Working with insurance companies

30+
Dedicated insurance team members globally

$684 billion
Global insurance assets under advisement

$632 billion
Global insurance subscriber assets on Mercer Insight

Digital Advice Delegated

Note: Please see Important Notices for important information about 
Assets under Advisement. Assets as of December 31, 2020.
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Important notices

This document has been prepared by Mercer Investments 
(Australia) Limited (MIAL) ABN 66 008 612 397, Australian 
Financial Services Licence #244385. 

© 2022 Mercer LLC. All rights reserved.

‘MERCER’ is a registered trademark of Mercer (Australia) Pty Ltd 
ABN 32 005 315 917.

References to Mercer shall be construed to include Mercer LLC 
and/or its associated companies.

This contains confidential and proprietary information of Mercer 
and is intended for the exclusive use of the parties to whom it 
was provided by Mercer. Its content may not be modified, sold or 
otherwise provided, in whole or in part, to any other person or 
entity, without Mercer’s prior written permission.

The findings, ratings and/or opinions expressed herein are the 
intellectual property of Mercer and are subject to change without 
notice. They are not intended to convey any guarantees as to the 
future performance of the investment products, asset classes or 
capital markets discussed. Past performance does not guarantee 
future results. Mercer’s ratings do not constitute individualised 
investment advice.

This report provides general information or advice and does 
not constitute an offer or a solicitation of an offer to buy or sell 
securities, commodities and/or any other financial instruments 
or products or constitute a solicitation to purchase on behalf of 
any of the investment managers mentioned, including MIAL, 
their affiliates, products or strategies that Mercer may evaluate 
or recommend. The report is not intended to be, nor should 
be construed as, financial product advice. It does not take into 
account your objectives, financial situation or needs. You should 
therefore consider the appropriateness of the advice and consult 
a financial adviser before making any investment decision.

Information contained herein has been obtained from a range 
of third party sources. While the information is believed to be 
reliable, Mercer has not sought to verify it independently. As 
such, Mercer makes no representations or warranties as to the 
accuracy of the information presented and takes no responsibility 
or liability (including for indirect, consequential or incidental 
damages), for any error, omission or inaccuracy in the data 
supplied by any third party.

For the most recent approved ratings of an investment strategy, 
and a fuller explanation of their meanings, contact your Mercer 
representative.

Conflicts of interest: For Mercer Investments conflict  
of interest disclosures, contact your Mercer representative  
or see www.mercer.com/conflictsofinterest. 

Mercer universes: Mercer’s universes are intended to provide 
collective samples of strategies that best allow for robust peer 
group comparisons over a chosen timeframe. Mercer does not 
assert that the peer groups are wholly representative of and 
applicable to all strategies available to investors. 

Risk warnings: The value of your investments can go down as 
well as up, and you may not get back the amount you have 
invested. Investments denominated in a foreign currency will 
fluctuate with the value of the currency. Certain investments 
like Emerging Market Debt carry additional risks that should be 
considered before choosing an investment manager or making 
an investment decision. Investing in Emerging Market Debt 
carries additional risks including currency, political, country and 
other risks.

This document is not for distribution to retail investors.
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