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Australia's insurance industry is being lashed on all front. Michele Mossop

The insurance industry globally is going through one of its
toughest periods in history because of the corrosive effect
ultra-low interest rates have on their businesses.

(e Australian listed general insurers are better off than their global

by Vesna Poljak

peers. But the three-year outlook for the sector is still clouded by
growing competition; discounted premiums because

of the unusually long period without catastrophic disasters; and the realisation that
income from investments will stay at low levels as long as central banks maintain
their stimulatory policy settings.

The big Australian general insurers, IAG and Suncorp, have their challenges. The

largest part of their business is short-tail, or short-term insurance such as car

cover. These policies often rely on investment income to contribute to profitability

and low interest rates are hampering these earnings. Their long-tail business, such as

workers' compensation, could demand payouts for five or even 20 years. So in this

case, not only do they need to manage the problem of low earnings on the investment
side, but low rates also inflate the value of all future liabilities. -
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catastrophe event to see capital withdraw from the industry and allow insurers to lift
their prices. The benign run of weather conditions and lack of large events
globally has held back repricing.

"The industry manages to compete away the good times too quickly," says fund
manager Mark Nathan from Arnhem. There's another problem with taking a
short-term view on insurance stocks: inevitably it means investors don't get the
benefit of averaging out of catastrophe risk, leaving them exposed to a narrow
window of disasters. "If you're buying an insurer for the short term, the returns will be
subject to the volatility in those catastrophes,” Nathan adds.

"Insurance cycles tend to be reasonably long and generally you need some sort

of catastrophe to harden the market or push prices up. Globally we haven't seen much
in the way of significant events so we're still in a

reasonably challenging environment."

Having two dominant general insurers keeps the industry reasonably rational, but
competition is especially fierce right now.

That's no different to what's happening to the former supermarket duopoly, says fund
manager Hugh Dive from Aurora Funds Management. "What's a bigger issue for me
which hasn't really been focused on in the market is Suncorp and IAG are facing
market share losses through a bunch of challenger brands. It's a bit like what's going
on in grocery. The higher margins have given the Aldis of their world more oxygen
and the ability to nibble away at market share," he says.

"Looking at the domestic insurers, over the next three years it's hard to paint a picture
where the situation is going to be better in three years than it is now. You want to buy
them when they're on their knees, not at the top of a cycle.”

That's why the weather is so important, even though it's not something investors can
forecast, and why insurance is more complicated than banking. Insurance is also
highly regulated - for example, companies have to invest policyholder funds in the
market where that insurance was written.

"Most of the participants in the market are suggesting this is one of the toughest
operating environments they've ever seen," says Nathan.

QBE Insurance Group is regarded as a global commercial insurer and its last results
were greeted with a sell-off. On a total return measure, its shares have
underperformed the S&P/ASX 200 Index over five years incurring a loss of 16.7 per
cent versus 58.85 per cent for the index including the benefit of dividends. Suncorp is
ahead 113.97 per cent and IAG 144.25 per cent.

But with an eye to 2019, Dive thinks that QBE is the better long position of the three.
QBE has more to gain from any increase in the level of interest rates in the United
States and it would also benefit from Australian dollar depreciation. The Federal
Reserve has been unable to replicate its December 2015 rate hike and as, of Friday,
financial markets are pricing in a 59 per cent chance it will raise rates at its December
2016 meeting.

"Insurers along with retirees have been among the most challenged by zero rates
globally,” Dive says. "The GFC wasn't caused by insurance companies, but
these extremely low rates have impacted insurers."
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The extreme of this is witnessed by the international life insurers. Platinum Asset
Management argues the worst-case scenario is one of government guarantees and
policyholder haircuts if central banks continue on their course of negative interest
rates. Long-dated government bonds are used by life insurers and defined benefit
pension schemes to pad out their liabilities. When the Bank of England responded
to Brexit with a rate cut, the pension deficit of FTSE 350 companies blew out by an
estimated £10 billion, the fund manager says.
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