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Executive summary

The fallout from the COVID-19 crisis has put new pressure on already low interest 
rates, which were facing a structural decline even before pandemic outbreak. The 
massive monetary and fiscal response to the ensuing lockdown measures has 
further pressured yields. The rise of implicit or explicit yield curve control and also  
redesigns of monetary policy frameworks suggest that low interest rates are set to 
stay, for even longer. In this environment, we forecast that US 10-year yields will be 
at 1%, and German yields at around –0.4% by year-end 2020 and 2021. Lower for 
longer is the new norm that insurers will need to cope with.

Empirical analysis across the major markets shows a strong long-term relationship 
between the combined ratio in non-life insurance and nominal interest rates. During 
periods of lower rates, weaker investment returns need to be offset by stronger 
underwriting results. Before COVID-19, most major markets were already in a 
prolonged phase of below-average profitability. In the last decade, the average ROE 
of the G7 markets in our analysis was relatively low at around 7%, reflecting a 
prolonged period of soft underwriting conditions, weak investment performance, 
and a high level of capital funds. For last year, we estimate that non-life insurers in 
the G7 markets would have needed to improve their underwriting margin by 6 to 9 
percentage points (ppt), depending on market, to achieve long-run ROE 
expectations. With the projected further drop in interest rates, we estimate that the 
sector’s profitability gap will widen by another 1–3 ppt through 2021. Even with 
recent price rises commercial lines, more re-underwriting is needed to address 
profitability shortfalls.

Life is even more interest-rate sensitive than non-life business. The average maturity 
of US life insures’ bond portfolios was 10.7 years in 2019 compared with 5.8 years 
for Property & Casualty (P&C). Many non-life policies are short-tail and can be re-
underwritten annually. The life sector, however, is dominated by savings products 
and long-dated multi-year contracts. Interest rates have a huge impact on savings 
products, the investment income of which is a major source of earnings for life 
insurers. Comparisons of savings products across key markets show that interest rate 
sensitivity is the highest where guarantees are rigid and duration of business is high. 
Further, policyholder behaviour in response to interest rate changes can foil insurers’ 
hedging strategies, the latter heavily reliant on reasonably accurate predictions of 
future cash flows. Life insurers have taken measures to counteract the profitability hit 
of low interest rates. Traditionally the focus has been on growing new business with 
new product features; now many life insurers are looking to enhance the value of 
existing portfolios by steering clients to high-value products and services, increasing 
persistency, improving claims management and also reducing operational costs, 

Changes in the market environment have also led insurers to realign their asset 
allocation. Search for yield has led to more investments in higher-risk assets, albeit 
with caution and within a strict solvency framework in most jurisdictions. To comply 
with regulatory requirements, the search for higher-yields must be balanced with 
security to meet obligations. Overall, insurer portfolio yields have steadily declined 
over the last decade, despite higher levels of equity, credit and illiquidity risk.

Capital optimisation is also part of improving profitability. Reinsurance and market 
solutions provide effective tools to manage capital. Reducing mortality, morbidity 
and longevity risk exposures by transferring risks is one way to provide capital relief. 
In Europe, under Solvency II lapse risk carries the highest capital charges for 
underwriting results, and lapse risk transfer solutions can improve solvency ratios. 
Reinsurance and other solutions can also be used to free up trapped capital through 
efficient reserve financing or monetisation of value-in-force business.

Unconventional monetary policy and 
negative interest rates are here to stay.

Non-life insurers need to improve their 
underwriting margins significantly to 
cope with ultra-low interest rates.

Life insurance savings products that 
combine long-term guarantees, and high 
flexibility and liquidity are most 
interest-rate sensitive.

The search for higher-yielding assets 
needs to be balanced against asset 
security.

Capital optimisation and reducing 
operating costs are also integral to 
improving profitability.
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Interest rates have been low and even negative for a long while already. The COVID-19 induced crisis and resulting 
policy response suggest that interest rates won’t being rising sustainably any time soon.

 

Negative-yielding debt is piling up
Real interest rates are negative, also for insurers balance sheets 
(illustrated with US data)
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In 2019, non-life insurers in G7 markets needed to improve 
underwriting margin by 6 to 9 ppt to close the profitability gap. 
The predicted drop in interest rates will widen the gap further.
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Lower interest rates for even longer

We expect the global economy to contract by close to 4% this year because of the 
COVID-19 crisis, more than double the rate (–1.8%) seen during the global financial 
crisis (GFC). In the US and euro area, the fall in GDP in the first half of 2020 due to 
the lockdown measures enforced to contain the virus outbreak was more than twice 
as large as during the GFC, and three times as fast. After the sharp downturn, we 
expect the global economy to see protracted recovery in the second half of 2020 
and in 2021, and to not return to pre-crisis growth levels path. This is also because of 
the weaker global economic resilience pre COVID-19 than before the GFC.1 

2019 2020F 2021F 2022F 2023F 2019 2020F 2021F 2022F 2023F

Real GDP (% change) Policy rate (%)

US 2.3 –6.4 4.2 1.9 1.9 US 1.6 0.1 0.1 0.1 0.1

Euro area 1.2 –7.5 4.8 1.0 1.0 Euro area 0.0 0.0 0.0 0.0 0.0

China 6.1 2.7 7.0 5.3 5.6 China 2.5 1.8 1.8 2.2 2.3

CPI (% change) 10-year government bond yields (%)

US 1.8 0.7 1.7 2.3 2.3 US 1.9 1.0 1.0 1.2 1.4

Euro area 1.2 0.2 1.0 0.8 1.2 Euro area –0.2 –0.4 –0.4 –0.4 –0.1

China 2.9 2.3 2.6 2.5 2.5 China 3.2 2.8 2.7 2.6 2.6

F = forecasts 
Source: Bloomberg, Swiss Re Institute 

The timely and decisive stimulus intervention by monetary and fiscal authorities 
helped cushion the impact of the pandemic crisis. Governments took different 
measures to provide enough liquidity to households and private firms through direct 
transfers or by providing loan guarantees to banks. As a result, public and private 
debt levels have skyrocketed from the already elevated levels going into this crisis: in 
the first quarter of this year, debt levels were up 6.1 percentage points (ppt) of GDP 
relative to the end of 2019 in advanced economies.2 Central banks were quick to 
react to market turbulence and tighter financial conditions by cutting policy rates,  
re-enacting their 2008 playbook of quantitative easing (QE) and special lending 
facilities. They have also entered new territory, such as with the US Federal Reserve 
(Fed) buying corporate credit.

The level of fiscal and monetary stimulus actioned so far this year in response to 
COVID-19 is about as large as all emergency packages over the last 50 years 
combined.3 Amid protracted recovery, we believe central bank interest rates will 
remain close to zero or even below for the next two years at least. Bond yields have 
fallen further from already low levels, with the US 10-year Treasury yield hitting a 
record low of 0.4% in early March before regaining some ground. We expect that 
central banks will keep borrowing costs low to render higher debt burdens more 
sustainable. We forecast the US 10-year yield to stand at around 1% by year-end 
2020 and 2021, and that the German 10-year yield will remain negative.

New policy frameworks emerging
The Fed in the US and the European Central Bank (ECB) have been performing 
strategic reviews of their monetary policy frameworks. The Fed concluded that 
process in late August and adopted a flexible average inflation targeting framework 
whereby it will allow inflation to overshoot the 2% level to make up for periods of 
undershooting. We expect the ECB to come to a similar conclusion. The current crisis 
may also accelerate other changes, such as official adoption of yield curve control 

1 See “sigma Resilience Index 2020:  global resilience put to the pandemic test, Swiss Re Institute.
2 According to the IIF Global Debt Monitor July 2020, advanced economies’ private non-financial and 

government debt combined increased by 6.1% of GDP in the first quarter of 2020, compared to an 
average 0.6% per quarter since 2011. Over the whole horizon, 26 ppt of debt per GDP has been added.

3 Looking at large inflation-adjusted interventions in the US and large European economies. See The 
biggest bailouts in history, Deutsche Bank Research, 20 April 2020.

This year’s COVID-19 induced global 
recession will be very deep and sharp.

Table 1 
Economic forecasts for key countries

The fiscal and monetary response to 
lockdown was immediate and massive.

Central banks will keep policy rates low 
for longer to keep the resulting elevated 
debt levels sustainable,

New price stability target definitions 
imply a slower reaction of policy rates to 
increasing inflation.
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(YCC), as seen in Australia. These developments imply interest rates will remain 
lower for longer. 

The fiscal stimulus measures to alleviate the economic shock and encourage higher 
demand will translate into higher levels of public sector debt. However, larger 
government bond issuance and higher debt levels need not result in higher yields. 
Rather, we expect an increase in “financial repression” with central banks capping 
yield increases, if necessary, or at the very least ensuring that borrowing costs 
remain low for the foreseeable future.4 Meanwhile, the review of policy framework 
suggests that as interest rates remain low, inflation will be allowed to pick up 
somewhat. That would be an uncomfortable combination for insurers. 

Real interest rates as a key economic indicator 
Most important for P&C insurers are inflation-adjusted interest rates. Currently, real 
yields are zero or negative across all major markets. In the US, the decline in 10-year 
real yields is being driven by higher inflation expectations and a lower yield curve 
post COVID-19 (see Figure 1). Euro real yields, meanwhile, have been negative for 
five years already. Historically, real yields have been on a century-long decline, and 
may well go lower still if financial repression and YCC by central banks becomes 
more likely. For insurers, negative real rates are a key challenge given a widening gap 
between investment returns and inflation-sensitive claims.
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Drivers of the low rate environment
A few fundamental factors have been driving interest rates structurally lower for 
several decades already. These include ageing demographics, globalisation and 
technology, leading to excess savings.5 And, in the last 10 years, unprecedented 
monetary policy in the aftermath of GFC and now again in COVID-19 times, has 
exerted significant pressure on short- and long-term interest rates directly and 
indirectly. Around 25% of global bonds currently trade with negative yields. This 
translates into a massive USD 16 trillion of public and corporate debt that investors 
are paying to hold (see Figure 2).

One of the fundamental drivers of low real interest rates is demographics. Global 
ageing and a decreasing share of the low-saving young population mean that the 

4 Financial repression: here to stay and stronger than ever, Swiss Re Institute, 1 September 2020.
5 For a comprehensive overview of the long-term drivers of interest rates, see “Recovery Strengthens, 

Remains Uneven” in World Economic Outlook, IMF, 2014. More recently, economic policy has also 
favoured lower interest rates. This includes monetary dominance vs fiscal policy. 

With financial repression and YCC 
increasingly possible, yields will remain 
lower for longer.

Negative real interest rates affect both 
sides of an (non-life) insurer’s balance 
sheet for the worse.

Figure 1 
US real yield decomposition, in %

The low rates environment has been 
around for a quite some time.

While fundamental factors continue to 
drive the longer-term downward trend in 
real interest rates …

Lower interest rates for even longer

Finanhttps://www.swissre.com/institute/research/topics-and-risk-dialogues/economy-and-insurance-outlook/expertise-publication-financial-repression-here-to-stay.html
https://www.imf.org/en/Publications/WEO/Issues/2016/12/31/Recovery-Strengthens-Remains-Uneven
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demand for savings will continue to increase. Moreover, maturing and now retracting 
globalisation and the associated slowing of competition is also contributing to lower 
real rates, on the back of slower productivity growth.6 

A prolonged period of unconventional monetary policy and negative interest rates 
can have adverse side effects. For example, lower funding costs provided through 
QE to eligible companies and countries ultimately distort competition. Further, low 
rates help keep otherwise essentially bankrupt companies alive (also known as 
“zombification”). Less competition and reduced incentives to innovate further 
depresses productivity growth and real interest rates consequently.7 Low rates have 
been fuelling the accumulation of debt, which was exacerbated by the current crisis. 
Over-indebtedness and the resulting misallocation of resources will in turn drag on 
the recovery process.8 The higher the debt levels and share of zombie firms, the 
more likely an economy will be stuck in the “debt trap”, where a rise in interest rates 
would lead to widespread bankruptcies.9 That is another reason why central banks 
will be hesitant to raise policy rates anytime soon.
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Helicopter money
As monetary policy is largely exhausted, central banks have repeatedly called for 
fiscal policy to step in.10 Last year we said the next downturn would bring further 
steps in the direction of closer monetary and fiscal coordination, or helicopter money 
(HM) in an extreme form.11 So has it happened, here and there: in reaction to 
COVID-19, some countries have implicitly or explicitly resorted to HM-type 
measures. Examples include YCC adoption, and also more outright actions such as 
fiscal transfers in the US or Singapore, with implicit backing from central banks.

With HM, a central bank permanently creates money and hands it over to spenders 
(households, firms or the government) to lift growth and inflation. HM comes with 
significant risks, but we believe a well-structured approach can lead to positive 

6 Globalization, Market Power, and the Natural Interest Rate, IMF Working Paper 19/95, 2019.
7 “The circular relationship between productivity growth and real interest rates”, VOXEU, 5 Dec. 2019. 
8 C. Borio, A blind spot in today’s macroeconomics, BIS-IMF-OECD Joint Conference on “Weak 

productivity: the role of financial factors and policies“, 10–11 January 2018.
9 C. Borio, “Secular stagnation or financial cycle drag”, Business Economics, 52 (2), 2017.
10 For example, Haldane et al show the Bank of England’s QE programmes 2 and 3 had a negligible effect 

on domestic 10-year yields. The BIS cites similar results in other regions. See: A. Haldane A. et al.  
QE: the story so far, Bank of England Staff Working Paper no. 624, 2016, and Unconventional monetary 
policy tools: a cross-country analysis, CGFS Papers No 63, BIS, 2019.

11 sigma 6/2019 – Sustaining resilience amid slowing growth, Swiss Re Institute.

… the side effects of monetary policy are 
also contributing to the decline.

Figure 2 
Total amount and share of negative 
yielding bonds in global markets

Monetary policy is largely exhausted: the 
next step could be helicopter money…

… which, if well-coordinated, can lead to 
positive longer-term outcomes.

https://voxeu.org/article/circular-relationship-between-productivity-growth-and-real-interest-rates
https://www.swissre.com/institute/research/sigma-research/sigma-2019-06.html
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Lower interest rates for even longer

outcomes over the longer term.12 Fiscal spending has a superior effect on the real 
economy when central banks keep interest rates low, as private investments are not 
crowded out by higher borrowing costs. HM can offer a way out of being trapped in 
a low-growth environment, and we believe governments will adopt more extreme 
forms of HM should the already-taken measures prove ineffective. Key in assessing 
the success of HM strategies is whether spending is used for productive investments 
(eg, infrastructure spending, R&D, human capital): in the absence of structural labour 
market and product reforms, only then can economic trend growth be lifted.

12 As fiscal and monetary authorities de facto coordinate, programme design is key: clear boundaries and 
a pre-defined exit strategy are needed to avoid undesirable outcomes such as run-away inflation, 
opportunistic fiscal spending or damage to institutional credibility.
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Non-life insurers unable to offset low interest 
rates pre COVID-19

Property and Casualty (P&C) insurers are generally less sensitive to interest rate 
changes than Life and Health (L&H) given a low share of multi-year contracts in their 
policy portfolios, and an absence of product guarantees. Nevertheless, long-tail lines 
in P&C like casualty are dependent on investment returns earned on underwriting 
cash flows, and the current low rates do pose a challenge. Low interest rates have 
been a reality since the GFC. P&C insurers’ yields on their asset portfolios have fallen 
post-GFC, putting pressure on profitability in the past decade. The soft market 
conditions have left insurers with little pricing power to offset low interest rates, even 
before COVID-19, which has amplified prior low rate trends and policy reactions. As 
Figure 3 shows, pre-GFC total yields in most G7 markets were in the 4–6% range. By 
2019, earned yields had fallen to 2% to 4%. Insurers now need to be prepared for 
different scenarios, whether an extended period of even lower interest rates, or 
policy-induced stagflation with low yields alongside a spike in inflation. 
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P&C profitability is driven by both underwriting and investment performance. 
Investment income on invested cash flows, which for long-tail lines can remain on 
the balance sheet for a couple of years, is an integral part of the business model. 
Accordingly, pricing for P&C products considers the time value of money. Non-life 
insurers hold technical reserves for two reasons: (1) premiums are payable in 
advance at the start of each period covered by a policy, meaning that insurers 
typically hold funds for a period of time before an insured event occurs; and (2) there 
tends to be a time-lag between occurrence of an insured event and actual claims 
payment. For claims with long settlement periods, the investment of underwriting 
cash flows between occurrence and settlement are more exposed to interest rate 
risk. Figure 4 illustrates the typical payment patterns for US lines of business. On 
average, premiums for long-tail lines like general liability, medical malpractice and 
workers’ compensation are invested for about three to four years.

P&C insurers have interest rate 
sensitivities on the investment side.

Figure 3 
Total investment yields, 1999–2019

Investment income on underwriting cash 
flows is integral to P&C rate calculations.
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Non-life insurers unable to offset low interest rates pre COVID-19
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In the longer-term, the P&C combined ratio13 moves roughly in line with interest rates 
when adjusting for the shorter-term underwriting cycle (see Figure 5) and a lag of a 
few years. Over the past 100 years, the correlation between the combined ratio and 
lagged government bond yields has been about 70%. Additionally, given the much 
shorter-term nature of the liabilities, asset and liability matching is not as difficult for 
P&C as for life products. This lessens the balance sheet concerns that can arise from 
a mismatch.
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Empirical analysis across the major markets using data on combined ratios, 
consumer price inflation and interest rates from 1977 through 2017 confirms the 
relationship. In line with prior research, we find that there is a strong long-term 
relationship between the combined ratio and nominal interest rates.14 However, the 
relevance of these interactions becomes very small when looking at short-term 
(quarterly or annual) changes in interest rates and the impact on combined ratios. 
This means that in contrast to a significant long-term relationship, interest rates play 
only a minor role in explaining short-term changes in underwriting metrics, as the 
underwriting cycle and claims event risks become more dominant.

13 The combined ratio combines the claims ratio (incurred losses divided by earned premiums) and the 
expense ratio (expenses divided by earned premiums), a metric for underwriting profitability. 

14 See sigma 4/2018 – Profitability in non-life insurance: mind the gap, Swiss Re Institute. 

Figure 4 
Interest rate sensitivity for US lines of 
business: duration of liabilities (years)

Over the long run, interest rates and 
underwriting performance are inversely 
correlated.

Figure 5 
Long-term relationship between interest 
rates and combined ratio

The short-term relationship is blurred.

https://www.swissre.com/institute/research/sigma-research/sigma-2018-04.html
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To assess the current profitability level of major non-life markets, Table 2 presents an 
accounting scenario for the G7 markets. The following assumptions are key in 
shaping our view on the medium-term outlook

 ̤ Target ROEs for 2019 (and 2021) are set at 10% to approximate long-term 
average returns, adjusted for unusual loss years, as well as typical profitability 
targets of public companies. We chose a lower target of 8% for Japan, based on 
the entrenched lower inflation, yield and performance environment there. 

 ̤ We used 2019 actual current yields of non-life insurers excluding realised and 
unrealised capital gains to reflect a typical current profit contribution from 
investment (row A). Government bond yields are predicted to essentially move 
sideways for the foreseeable future (see Table 1) and hence we do not expect 
systematic gains in bond values over the next years.

 ̤ Solvency ratios and asset leverage are used at 2019 actual levels. 

 ̤ Tax rates reflect the averages of the last 10 years, excluding years with negative 
pre-tax income, as these do not contribute to assessing the normal tax burden of a 
year with positive profits. We have used the new federal statutory rate of 21% for 
the US.

 ̤ We adjust for the deviation of normal reserving patterns to estimate the impact of 
reserves cycles on current business.15 We could not make these adjustments for 
the UK, France and Japan due to lack of data disclosure.

 ̤ We subtract the actual catastrophe losses for each country and add an expected 
value16 to correct for the influence of event risk.

Table 2 indicates that in 2019, non-life insurers in most major markets needed to 
improve their underwriting margin17 by 6 to 9 ppt (row B), depending on the market, 
to achieve reasonable ROE. This is equivalent to points of combined ratio that need 
to improve. Compared to our estimates for 2017,18 the gap narrowed the most for the 
US (1.7 ppt) based on a hardening market and widened the most for Germany  
(–2.9 ppt) based on lower investment yields. Since then, interest rates have declined 
significantly. 

15 For the US and Canada, we used reported data on reserves changes for prior-year business. For 
Germany and Italy, we used the deviation of reserves changes as % of premiums from long-term 
averages.

16 The expected values are determined on market levels based on trend analysis. They are not based on 
modelled cat scenarios.

17 Defined as underwriting result as % of net premiums earned. Underwriting result = net premiums 
earned – (claims incurred + underwriting expenses + policyholder dividends).

18 See sigma 4/2018 – Profitability in non-life insurance: mind the gap, Swiss Re Institute. 

To meet targets ROEs…

…our simulation indicates that 
underwriting results in major markets 
need to improve by 6–9 ppt. 

Table 2  
Estimation of the non-life profitability gap

Source: Swiss Re Institute

US Canada UK Germany France Italy Japan

A Investment yield, 2019 3.1% 2.7% 2.2% 2.0% 2.1% 2.9% 2.3%

B Profitability gap 2019, % of net premiums –6.2% –8.9% –8.8% –9.3% –5.8% –8.4% –6.8%

C Drop in 10-year yields, 2019 -2021 –1.1% –0.7% –0.7% –0.2% –0.4% –1.1% 0.0%

D Change in profitability gap –3.1% –1.5% –2.5% –0.7% –1.5% –3.1% 0.0%

E Profitability gap 2021, % of net premiums –9.3% –10.5% –11.2% –10.0% –7.3% –11.5% –6.8%
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Non-life insurers unable to offset low interest rates pre COVID-19

To provide a forward-looking view of profitability for next year, we re-ran the 
simulation by lowering the investment yield by the same amount than the estimated 
drop in 10-year government bond yields (row C). See also Table 1 for our global 
interest rate forecasts. The profitability gap (points of combined ratio improvement 
needed) widens by another 1 to 3 ppt, based on the predicted lower market rates 
through 2021 and current leverage in the markets’ balance sheets. Estimated 
profitability gaps widen to 7–11% of premiums earned. The largest gaps are in Italy 
and the UK, and the lowest gaps in Japan and France.19
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Most P&C policies are annual and can be re-priced every year, which in theory allows 
for mitigation of the impact of low interest rates. However, premium rates are 
determined by supply and demand, and are thus dependent on the underwriting 
cycle and structural factors such as rate regulation and competition from alternative 
capital. In the recent competitive environment, insurers’ pricing power has been 
limited, and they were not able to sufficiently offset low interest rates pre COVID-19. 
Even with recent rate hardening in commercial lines, our analysis suggests more 
work on the underwriting side is needed to offset the effect of low interest rates.

19  Caveat: we do not have data on distortions from reserves changes for Japan and France.

As interest rates fall further, the 
profitability gap will widen more.

Figure 6  
Estimates of the 2019 non-life 
profitability gap and sensitivity to lower 
interest rates through 2021 

Insurers were not able to sufficiently 
offset low interest rates in the recent 
competitive environment.
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Low for longer: very negative for life insurers

Low interest rates affect life insurers negatively by undermining underwriting profits, 
investment returns and capital positions (see Figure 7). 

Lower interest rates make insurance products more expensive
Lower interest rates typically makes insurance more expensive. This can be 
illustrated using a simple example of an endowment policy, which would pay out a 
benefit of USD 100 000 in 20 years. Assuming a 0% interest rate, the insurance 
buyer has to pay 20 annual payments USD 5 000. If interest rates were at 3%, 
however, the insurer would be able to offer the same benefit with annual payments 
of USD 3 613, because compound interest rates would fund 28%. Further, with a 5% 
investment return, annual payments could be reduced to USD 2 880, with 42% of 
the benefit paid out of interest rate income (see Figure 8). 
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Low interest rates are more negative for 
life than non-life business.

Figure 7  
Low interest rate impacts on life insurers 

Note: * Impacts on investment returns exclude realised gains by selling assets. Source: Swiss Re Institute
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Interest rates are relevant for the price of 
insurance ….

Figure 8  
Premiums required to fund a  
USD 100 000 benefit with a 20-year 
policy under different interest rates 
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Low for longer: very negative for life insurers

Life insurers have a high portion of saving business 
For life insurers, the impact of interest rates depends on the proportion of savings-
type relative to pure protection-oriented products in their policy portfolios. Protection 
products include term assurance, disability, health insurance and critical illness. 

Savings-type products include annuity, endowment and with-profits types of 
insurance.20 Sales of saving-types products have been negatively impacted by the 
low interest rate years since the GFC. The share of savings products of total life 
premiums dropped from 86% in 2008 to 81% in 2019 (see Figure 9). For example, 
consider a payout annuity which offers a lifetime income to a buyer in exchange for a 
lump-sum premium payment. When interest rates decline, the present value of the 
future payments increases and a higher premium is required to keep benefits at the 
same level, reducing people’s incentive to buy annuities.
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40%
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80%

100%

Protection type

Saving-type

20192008

Savings-type Protection type

81%86%

19%14%

Source: Swiss Re Institute

Interest rate sensitivity of various life insurance products
Interest rate risks vary by the presence of guarantees and embedded options built 
into various life products. The guarantees are based on interest rate and market 
conditions at the time of sale, and forward projections. As rates change, the value of 
any such guarantees and options also changes. Generally, when rates trend lower, 
the guarantees become more valuable to the insured and more expensive to the 
insurer.

High

– Fixed
 annuities

–  Long term
 care
– Universal 
 life

– Variable
 annuities
– Disability

– Whole life
– Term life

– Group life
– Retirement
 saving
– Health
 insurance

Low

Source: CIPR, Standard & Poor’s, Swiss Re Institute

As Figure 10 shows, by product the most significant impact is on: (1) fixed annuities, 
where the insurer guarantees the policyholder a certain crediting rate over a given 
period. In a low interest rate environment, it is harder to earn a spread over the rate 
promised to the consumer from invested assets; (2) long-term care, where the 
contribution to profitability from investment income is expected to be sizable; and (3) 

20 For explanation of the product terms used, see sigma 4/2012 – Facing the interest rate challenge.

Globally over 80% of life insurers 
premium comes from interest-rate 
sensitive saving products.

Figure 9  
Global life premiums split  
(2008 versus 2019)

Guarantees and embedded options in 
products are the key risks to insurer 
profits in a low rate environment.

Figure 10 
Sensitivity of life products to interest 
rates by product type, ranked from 
highest impact to lowest impact

The interest rate sensitivity of life 
insurers’ portfolios depends on the 
product mix.

https://www.swissre.com/institute/research/sigma-research/sigma-2012-04.html


Swiss Re Institute  Lower for even longer: what does the low interest rate economy mean for insurers?  September 2020 13

Universal Life products, where profitability depends on the insurer earning a spread 
above the crediting rates promised to the consumer, which also face spread 
compression and where secondary guarantees have become “in the money” from 
the policyholder perspective; (4) variable annuities, which are more sensitive to 
equity markets. Still, the fees charged for the guarantees offered can be insufficient 
to maintain profitability in a low interest rate environment, as low and volatile interest 
rates lead to increased hedging costs. Hedging the interest sensitivity for many 
products has become more expensive and difficult to manage. Re-pricing and de-
risking activities have dampened sales in several product categories. Moreover, 
assumptions for policyholder behaviour and even returns on non-fixed income assets 
made based on observations from more “normal” times may have to be revised 
further, squeezing reserves.

Overview of life savings product characteristics in key advanced markets
The life insurance offering is diverse, with significantly different products in individual 
markets. Features such as the level and flexibility of guarantees can be influenced by 
regulation and the relative importance of distribution channels. Tax legislation can 
impact, for example, the minimum time a product can be held to qualify for tax 
exemption, and social security can make insurance plans mandatory. 

Table 3 summarises the major product characteristics in key markets and their 
interest rate sensitivity. For instance, in Germany endowment insurance 
(Kapitallebensversicherung) is a mainstay of the market. With rigid guarantees and 
long duration of its products, low interest rates pose a serious challenge. In the US, 
deferred fixed annuities,21 universal life and participating whole life are the most 
interest-rate sensitive products, and in Canada, universal life products are. In Spain, 
endowment business is sensitive to interest rates since insurers offer fixed 
guarantees. In Japan, single premium whole life insurance contracts with low sums 
insured in the initial phase are the most sensitive. In Italy, most life insurance is with-
profits savings business and whole life policies (polizze rivalutabili), both vulnerable 
to a decline in interest rates. Meanwhile, in France, life insurance savings products 
are relatively flexible and offer only short-term guarantees, largely mitigating interest 
rate risks. In the UK, savings products have no interest rate guarantees and have 
been marginalised in the market there. 

21 Deferred fixed annuities are similar to savings plans. They may but are not usually converted into a 
payout annuity. 

Interest rate sensitivities are country 
specific.

For example, sector profitability in 
Germany is very vulnerable to low 
interest rates; in France much less so.
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Interest income dependence of various life insurance products 
The various life products are also highly heterogeneous in terms of sources of 
earnings. For protection products, investment income is not the main source of 
earnings, so interest rate fluctuations are not a main threat to profitability. For 
example, the main source of profit for a term life insurance product is life risk (ie, the 
amount by which premiums charged to policyholders exceed mortality pay-outs). 
Investment income adds just little to overall earnings. In contrast, investment income 
is important for pay-out annuity products, but there interest rate risk can be 
effectively managed through prudent asset-liability matching (ALM) because 
policyholder behaviour is not relevant. 

Interest sensitivity of policyholder behaviour 
In life insurance, policyholder behaviour may be sensitive to changes in interest rates 
and other economic developments, and to psychological factors. All these can 
undermine the insurer’s cash flow projections. Not only is savings business the most 
affected by interest rate changes, it is also where asymmetries between positive and 
negative effects are strongest due to the impact of rate changes on policyholder 
behaviour. Policyholder behaviour can be a significant issue for savings products 
because of the options and guarantees embedded in the products. For example, 
policyholders usually have the right to reduce or increase premium payments for 
regular premium contracts in later years, and to withdraw money from both regular 
and single premium accounts. Another option sometimes granted to policyholders is 
the right, at maturity, to extend the duration of a contract under the original terms. 
Cash flows from life insurance savings-type business are therefore hard to predict, 
which gives rise to many challenges in managing interest rate risk.

Table 3 
Product differentiation in individual markets, and related interest rate sensitivities

* High/medium/low: high= market share inforce > 50%; medium=  significant amount, but not the mainstay product; low: low volume business. 
** Sums insured in the first five to ten years are limited to the single premium payment. 
*** These options are available depending on the contract terms or only on special occasions such as marriage or the birth of a child. 
Source: sigma 4/2012 – Facing the interest rate challenge, Swiss Re.
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Market relevance

High premium share in total life market*

Product features that increase interest rate sensitivity

Inflexible interest rate guarantee

Option to increase sums insured/accounts with initial interest rate guarantee level***

No market value adjustment to surrender values

Insignificant, limited or no surrender charge

No tax benefit

Risk scenario

Interest rates decline or stay low for long

Interest rates surge

Results in:    High interest rate exposure for insurers     Medium interest rate exposure for insurers    Low interest rate exposure for insurers

Investment income is not a main earner 
for protection products.

The profitability of savings business is 
impacted asymmetrically by positive and 
negative interest rate moves.

Low for longer: very negative for life insurers
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Declining interest rates can reduce the incentive for policyholders to lapse their 
savings policies. As rates decline, embedded interest rate guarantees gain in value 
and attractive alternative investment opportunities for policyholders are in short 
supply. Conversely, policyholders may be inclined to increase premium payments or 
the sums insured, or extend the contract beyond the original maturity date if the 
original interest rate is guaranteed. This generates a reinvestment risk for the insurer. 
It is therefore important to note that higher/lower than expected lapses can foil ALM 
and hedging strategies. Both interest rate increases and decreases may therefore 
alter the expected cash flows from life savings business.

For protection products (eg, term assurance, disability, health and critical illness 
insurance) and pay-out annuities, policyholder behaviour is generally not very 
sensitive to movements in interest rates, because policyholders do not have the 
option of lapsing their policies. Many protection products offer level premiums, 
which means that risk charges are averaged over the contract’s lifetime. At the 
beginning of the contract, risk charges are higher than the individual risk. Later, as 
individuals grow into higher mortality and morbidity age categories, risk charges fall 
below the individual risks. Hence, cancelling an existing policy to buy a new one 
results in higher risk charges – irrespective of interest rate moves. This effect 
becomes more pronounced with the age of the existing contract and provides an 
incentive against changing policies when interest rates increase, and deters 
policyholders from lapsing when interest rates decline. 

Falling interest rates erode fixed income investment returns
Life insurers investment portfolios mostly focus on fixed-income instruments, as 
these typically provide the best match to their long-term liabilities and regulatory 
capital requirements. Constantly falling government bond yields erode returns of 
such portfolios if insurers buy and hold to match their liabilities. The record low and 
negative interest rates have been a challenge for life insurers since the GFC. In line 
with our view that interest rates are here to stay for longer, we expect the yields of 
life insurers’ bond portfolios will decline further. Figure 11 illustrates the running 
yields of four portfolios composed of 10-year government bonds assuming: (1) equal 
shares of monthly purchased bonds; and (2) replacement of maturing bonds with 
same bonds at prevailing yields. The figure shows how material the decline in 
portfolio yields between 2010 and the first half of 2020 have been. The figure 
shows the running yield for each year of the portfolio composed of bonds bought 
over the previous 10 years.  
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Declining interest rates could lead to 
lower than expected lapses in savings 
business and reinvestment risk for insurer

For protection and pay-out annuity 
products, policyholder behaviour is not 
sensitive to rates changes.

Falling government bond yields have 
eroded returns on insurers bond 
portfolios; we expect further declines.

Figure 11 
Simulation of running yields of  
10-year government bond  
portfolios held to maturity
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Duration mismatch and impacts on solvency
The importance of investment income is compounded by the sheer volume of assets 
covering savings products and because long-term guarantees are often set at the 
point of sale. Changing interest rates would not impact the value of an insurance 
company (ie, its equity position) provided that the duration of assets and liabilities 
were perfectly matched. The value of assets and liabilities would rise or fall by 
exactly the same magnitude when interest rates change. 

In reality, there are often duration mismatches, One challenge for insurers to match 
the duration of their assets with their liabilities stems from the lack of sufficiently 
long-duration financial instruments. In the US, the average maturity of government 
bonds is 8.6 years, in Germany 9.4 years, in the UK 17.2 years and in China 10.4 
years.22 Both insurers and pension funds have high demand for long-term 
investments, making the lack of long-term investment opportunities even more 
precarious. Life insurer liabilities often last 30 years or more, and in many markets 
assets with such a long duration are either unavailable or illiquid, thereby making 
proper ALM difficult.

If the duration of an insurer’s assets and liabilities is not properly matched, changes 
in interest rates can lead to significant balance sheet problems. According to an IMF 
study from 2019, the duration gap in Germany had been high for about 10 years.23 
Despite lower guarantee rates today, average guarantees remain high as in-force 
policies from earlier years remain in place. This has resulted in a negative return gap 
(see Figure 12). This is also problematic under a market consistent valuation of assets 
and liabilities (as required under Solvency II, for example) because a decline in 
interest rates increases the value of the liabilities more than the value of the assets. 
This leads to a drop in the market value of equity capital, which has a negative 
impact on the insurer’s solvency.24 
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22 Average maturities of respective country government bonds as of 14 August 2020.
23 Global Financial Stability Report, IMF, October 2019.
24 E. Berdin, Gründl, “The effects of a low interest rate environment on life insurers”, in Asset-liability 

management with ultra-low interest rates, 2015.

ALM is crucial… 

…but a lack of long-term assets 
complicates things....

…leading to duration mismatches.

Figure 12 
Life insurers guaranteed return spreads 
(%) and duration mismatches (years)  

Low for longer: very negative for life insurers

https://www.imf.org/en/Publications/GFSR/Issues/2019/10/01/global-financial-stability-report-october-2019
https://www.imf.org/en/Publications/GFSR/Issues/2019/10/01/global-financial-stability-report-october-2019
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Many insurers have taken steps to cope with the persistent low interest rate 
environment since the GFC. The two most commonly adopted approaches have 
been to change product features and look for higher investment returns. 

Changing life insurance product features and business mix 
The most effective means for insurers to manage interest rate sensitivity is to change 
product features. According to a global survey findings from the Bank of International 
Settlements, to counter the negative impact of already low interest rates, in 2017 
40% of life insurers lowered the guaranteed benefits in their new savings products 
business, and 26% abolished guaranteed products (see Figure 13, LHS).25 For  
in-force business, they sought to incentivise policyholders to surrender their policies 
in favour of other products (15%) and reduce benefits (29%). A survey of CFOs at 
European life insurers found similar results, with 29% having changed product 
features in new business, and 18% doing so for in-force business, while also 
sometimes increasing the price of products.26 In some cases, insurers have 
withdrawn from certain market segments altogether. Another development over the 
last decade has been a shift from savings-type to protection business.

With these actions, life insurers effectively moved some of their interest rate and 
other investment risks to policyholders, and profit sharing was reduced. Portfolios 
have been steered towards unit-linked or asset-management-type business, which 
reduces insurers’ exposure to financial market risks. The profitability challenges of 
the extended low interest environment on legacy business has pushed many life 
insurers to also pay increased attention to implementing an in-force management 
strategy for long-run sustainable profitability.27 

25 Insurance Supervisory Strategies for a low interest environment, Bank for International Settlement, 
October 2017.

26 Based on responses from 18 European insurers, including multinationals. European Insurance: Insurers 
Ready to Deploy Excess Capital in 2017 – CFO Survey, Moody’s, 12 June 2017.

27 See sigma 6/2017 – Life in-force management: improving customer experience and long-term 
profitability, Swiss Re Institute.

When interest rates fall, insurer can 
adjust product features.

For example, many life insurers have 
lowered or cut guarantee benefits.

To some extent, life insurers have shifted 
interest rate and other investment risks to 
policyholders.

Figure 13 
Change of life insurance product features in response to low interest rates

Source: Insurance Supervisory Strategies for a low interest environment, Bank for International Settlement, October 2017
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Re-pricing is key, but not easy for non-life insurers
P&C products are typically re-priced each year, which can mitigate the impact of low 
rates to some degree. However, P&C insurers can still be squeezed by declining 
investment income because the adjustment via higher premium rates comes with a 
lag and/or may be incomplete. Falling yields may not be fully compensated for by 
premium rate increases in times of economic weakness. That is because capital and 
capacity are inflated at the same time, intensifying competitive pressures while 
demand for insurance is low. Rate regulation is another reason why the re-pricing 
process may be disrupted or incomplete.

However, in the recent competitive environment, insurers’ pricing power has been 
limited, and insurers were not able to sufficiently offset low interest rates pre 
COVID-19. We estimate that non-life insurers in G7 markets must improve their 
underwriting margin by 6 to 9 ppt to restore profitability in 2019. The projected drop 
in rates will worsen the profitability gap by another 1–3 ppt through 2021. Raising 
rates is the main variable to correct for current and future shortfalls in profitability 
caused by low interest rates.

Beyond premium rates, there is little scope for product re-design to deal with 
changing interest rates. The duration of long-tail liabilities is inherent in the 
underlying risks insured and not a function of product design. However, insurers can 
shorten the duration of the portfolio of reserves they hold via reinsurance. 

Yield enhancing
The “too low for too long” interest rate environment has forced insurers to realign 
their investment activities. Low government bond yields are especially stressful for 
life insurers given their long-term liabilities. The average maturity of US life insurers’ 
bond portfolios was 10.7 years in 2019, compared with 5.8 years for P&C.28 The 
further decline in 2020 market interest rates will make it increasingly difficult to 
cover existing guarantees from investment income. There is also re-investment risk, 
as the average yield of the investment portfolio will fall more quickly than the 
average guarantee on the liability side, due to asset liability duration mismatch. In 
Europe, in today’s negative rate environment, even contracts with a zero guarantee 
are unprofitable when new savings are invested into negative-yielding bonds. 

To search for higher returns, insurers have taken the following steps:

 ̤ Increased alternative investments in assets such as private equity and hedge 
funds. Latest surveys indicate that COVID-19 has accelerated the trend to increase 
allocation for alternative asset classes, particularly in private credit and private 
equity.29 Currently, insurers’ alternative assets have exposures to earnings risk, 
especially from the commercial real estate sector. The second quarter 2020 
earning season showed negative impacts on insurers’ alternative investments’ 
income, which are reported with a lag.

 ̤ Invested in less liquid, higher yielding asset classes, such as real estate and 
infrastructure investment. In a 2019 survey, about 30–40% of re/insurers in the 
US, Europe and Asia said they would increase their investments in real estate and 
infrastructure in the year ahead.30 

 ̤ Move towards lower-rated bonds: Within their credit-risk portfolios, insurers have 
also been moving towards higher-yielding, lower-rated bonds. This is reflected in 
the rapid growth of the BBB corporate bonds, which we suspect will produce a 
slew of fallen angels, potentially leading to forced selling and a subsequent 
flooding of the high-yield corporate bond market.31 Globally, BBB rated bonds 
represented over 50% of the total investment grade debts in 2019, up from about 

28 Source A.M. Best, Swiss Re Institute.
29 “State Street Finds That Asset Managers Are Coping With Covid”, Insurance Edge, 1 July 2020.
30 2019 Global Insurance Survey, Natixis Investment Managers, November 2019. 
31 Life insurance industry investments, Conning, 2016.

Annual re-pricing of P&C contracts allows 
for some reaction to falling interest rates.

There is no full offset of low interest rates 
in times of limited pricing power.

Reinsurance can shorten the duration of 
insurers’ portfolios.

Searching for higher-yielding assets can 
offset the negative impact of low interest 
rates, but also increase credit risk across 
the balance sheet.

Managing interest rate risks

https://insurance-edge.net/2020/07/01/state-street-finds-that-asset-managers-are-coping-with-covid/
https://www.im.natixis.com/us/resources/2019-global-insurance-survey
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20% in 2009.32 In the US, BBB corporate bonds grew by 214% to USD 3.6 billion 
over the past 10 years, while their share in overall investment-grade bonds 
increased from 38% to 54% as of May 2020.33 In the US, BBB-equivalent National 
Association of Insurance Commissioners (NAIC)-2 rated debt made up 35% of life 
insurers’ bond holdings in 2018, up from about 28% in 2009. Similar trends are 
observed for non-life insurers, up from about 10% in 2009 to about 17% in 
2018,34 albeit less pronounced.35 Nevertheless, regulatory capital requirements 
require a balance between yield and the security of assets. In Europe under 
Solvency II, capital requirements are higher for riskier assets. 

Hedging
Many insurers hedge to reduce the sensitivity of their capital position and income to 
interest rate and equity market movements. However, if insurers had not locked in 
hedging programs pre COVID-19, it is too late to hedge the current low interest rates 
in retrospect. For some products like variable annuities with guaranteed minimum 
withdrawal benefits, there are almost no long-dated derivatives to match the 
duration of the embedded optionality.36 Hedging for these products often assume 
significant roll-over risk.37 Hedging can also be difficult if the duration of the liabilities 
is not precisely known, as can be caused by policyholder cancellations or lapses. Big 
Data analytics and predictive modelling may offer some potential for increased 
accuracy in this regard.38 Hedging also carries counterparty risk: there are not too 
many counterparties with naturally offsetting asset positions. Moreover, locking in 
hedges that reduce a company’s interest rate and equity market sensitivities may 
limit the ability to profit from a turnaround.39 

Capital optimisation
Interest rate sensitivity is also different for various assets and liabilities causing mark-
to-market volatility. To mitigate this, insurers need to hold more capital, driving up 
capital costs and reducing profitability.40 Optimisation of capital use through 
reinsurance can help mitigate the impact of low rates. Financial and capital 
management solutions for divesting capital intensive or underperforming businesses 
are possible avenues. Additionally, large block securitisation or financing 
transactions can be implemented to divest from capital-intensive and/or long-
duration books of legacy business. 

Reducing mortality, morbidity and longevity risk exposures by transferring risks is 
one way to provide capital relief. In Europe, under Solvency II lapse risk carries the 
highest capital charges for underwriting risk, and lapse risk transfer solutions can 
improve solvency ratios. Reinsurance and other capital market solutions can also free 
up trapped capital through efficient reserve financing or monetisation of value-in-
force business.

32 Assessing risk in the BBB rated corporate bond market, BlackRock, 14 October 2019. 
33 BBB Bond Downgrades Added USD 88 Billion to the High-Yield Bond Market YTD, S&P, 25 June 2020. 
34 The US insurance industry’s exposure to bonds with NAIC 2 designations continues to climb, NAIC, 

December 2019.
35 Data from A.M. Best, Swiss Re Institute
36 The Milliman Hedge Cost Index™ provides the estimated hedging cost for a hypothetical lifetime 

guaranteed minimum withdrawal benefit block, using product features for a generic Lifetime GMWB in 
line with product designs common in the market. 

37 Statutory data highlights VA hedging mismatch risk – Industry Overview, Bank of America Merrill 
Lynch, 15 May 2012.

38 For example, see Predictive modelling in insurance in Canada, Swiss Re, August 2013.
39 K. McCafferty, “Insurers Struggle with Multiple Pressures,” The Insurance & Investment Journal,  

21 June 2012.
40 See also sigma 6/2000, Asset-liability management for insurers, Swiss Re.

Insurers use hedging to reduce their 
interest rate sensitivity, but there are 
severe limitations.

Capital optimisation can also help 
mitigate the impact of low rates.

Risk transfer solutions can help provide 
capital relief.

https://www.blackrock.com/institutions/en-us/insights/investment-actions/assessing-risks-in-bbb-corporate-bonds
https://www.spglobal.com/en/research-insights/articles/bbb-bond-downgrades-added-usd-88-billion-to-the-high-yield-bond-market-ytd
https://www.naic.org/capital_markets_archive/special_report_191218.pdf
https://us.milliman.com/en/products/guarantee-index
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The COVID-19 crisis has amplified the downward pressure on interest rates. Amid 
the mounting debt levels resulting from the massive fiscal and monetary stimulus to 
cushion the fallout from the pandemic, as well as the subdued economic outlook, we 
expect monetary policy to stay very accommodative for the foreseeable future. 
Considering also the rise of implicit or explicit yield curve control, as well as the 
upcoming redesign of monetary policy frameworks, we believe interest rates will 
remain very low for even longer. 

Interest rates are a key parameter for insurance operations, not least because 
investment income is an important earnings stream. Sustained low interest rates are 
negative, as fixed income investments make up the majority of insurers’ portfolio 
investments. Low rates in the last decade have prompted insurers to invest more in 
higher-risk, higher-yielding assets, with caution. However, the introduction of risk-
based prudential regulations in certain markets has made some asset classes more 
costly. Portfolio yields have declined and we expect a further decline with the recent 
further drop in market rates.

With declining investment yields, insurers need to focus on underwriting results, 
especially as prospective fixed income gains in existing portfolio holdings will be less 
likely. Though non-life insurance prices are hardening in the major markets, our 
analysis shows more re-underwriting is required to narrow the existing profitability 
gap. We believe the trend of declining investment yields will continue given the 
recent drop in re-investment rates. The predicted decline in interest rates will widen 
the profitability gap into 2021 by about 1–3 ppt. More rate increases in excess of 
claims trends will be needed to achieve sustainable improvement in profitability.

Life insurers are more exposed to interest rate risks given the dominance of savings 
and prevalence of long-dated multi-year contracts in their product mix. Many have 
reduced and shortened the duration of guarantees and shifted from savings to 
protection products. The extended low interest environment since the GFC has 
pushed also many to look more closely at management of in-force business as a 
route to longer-run sustainable profitability.

Nominal as well as real interest rates are 
set to remain depressed at very low 
levels for a long time.

To counter low interest rate, the search 
for higher yield has increased insurers’ 
exposure to asset risk.

With rate set to remain low, non-life 
insurers needs to focus in improving 
underwriting profits. 

Many life insurers have turned to in-force 
management to support profitability.

Conclusion
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