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Jump In! Investing for Government Risk Pools in a Low Interest Rate Environment
From humble beginnings in the 1970’s, government risk pools have emerged as a major risk management tool for cities, counties, school districts, and other municipal entities that have struggled historically to find competitively-priced insurance products that fit their unique needs. During the hard insurance markets of the 70’s and 80’s, many public entities found their operations disrupted by rising premiums and declining availability of coverage, from cities insuring local parks and swimming pools to police and fire departments’ workers compensation policies. 
The March 24, 1986 Time Magazine cover article, “Sorry, America, Your Insurance Has Been Canceled” brought national attention to the issue.  After that, several states began passing legislation allowing municipal entities to form non-profit risk pools to provide affordable, reliable coverage. The success of early risk pools led to similar programs spreading to other states, and today the Association of Government Risk Pools estimates that 80% to 85% of all applicable public entities (generally grouped into the five categories of cities, towns, counties, school districts, and special districts) participate in them, providing a wide variety of insurance, mitigation, education, and outreach benefits to their members. Like private insurance companies, these risk pools typically invest the premiums they receive from members to provide additional income to the pool and to contribute to long-term financial strength. In this paper, we will discuss investment best practices for government risk pools and how they differ from typical private insurers. 

In many respects, pools often look similar to traditional commercial carriers.  However, the commercial market is singularly focused on profitably selling insurance while the pooling community focuses not only on excellent insurance underwriting but also provides benefits specifically designed for their members.  Whether it be tailored loss mitigation strategies based on in-depth knowledge of a specific risk or geographical area, consistent rates, or an attractive dividend policy, pools do more than simply write insurance policies.  Additionally, risk pools provide stability.  While commercial carriers tend to move in and out of markets served by government risk pools, they are designed to provide coverage through cycles.  Most pool directors can provide examples of members that left the pool for a commercial carrier only to return when the carrier raised rates or exited the market.  A government risk pool’s investment portfolio is, of course, there to protect principal and pay claims, but should also support these other important benefits for members and be a source of long term stability for pools.  Broadly speaking, helping meet these goals requires a high quality portfolio with a focus on investment income.

The starting point in designing a portfolio for a government risk pool is a comparable investment portfolio for a typical property and casualty (P&C) insurer, as state regulations typically mandate the pools be similarly conservative in their investments.  In some states, the investment regulations for pools are restrictive, limiting investments to U.S. government securities and maybe municipal bonds from that state. In many other states, statutes governing risk pools typically contain this language (or similar):

“The capital, surplus, and other funds, or any part thereof, of any risk management pool may be invested as authorized under the Insurers Investment Act for an insurer.”

Like traditional P&C insurers, government risk pools will want all or most of their investment portfolios to consist of diversified investment-grade fixed income with duration targeted to a level that provides the optimal tradeoff between incremental income and interest rate risk to surplus. Pool managers may be tempted to implement a conservative portfolio of U.S. Treasury or Agency bonds to minimize credit risk. However, superior long-term risk-adjusted returns are available from a mix of spread products (e.g., corporate and taxable municipal bonds) and structured products (including MBS, CMBS, and ABS), though unlike private P&C insurers, risk pools are typically non-profit and non-taxable and thus should avoid investing in tax-exempt municipals.  Further, spread products will provide more current income than U.S. government securities, enhancing pools’ ability to provide the other important member benefits. Allocations to riskier assets like common stocks and high-yield bonds may be appropriate for pools with the financial strength to tolerate higher volatility in pursuit of higher returns.  We will discuss the considerations involved in determining whether to add such “risk asset” allocations later in this paper.

Having settled on a diversified fixed-income investment strategy, the next question is what duration, or level of interest rate risk, is appropriate. Longer durations will produce higher income, but will also experience larger market value fluctuations as interest rates move. This could create a situation of having to sell positions at a loss if cash needs to be raised, leading to loss of surplus.  To minimize the risk of a cash shortage, a duration target should be identified based on each pool’s cash flow profile. The key considerations in choosing a target duration are yield curve steepness (how much income is gained/lost by extending/shortening), duration of liabilities (expected length of time to settle outstanding claims), volatility of claims (affects likelihood of needing fast liquidity from the portfolio), and level of surplus relative to the size of the portfolio (determines amount of market value losses the program can comfortably absorb). 

The duration of loss reserves and volatility of claims will be especially important factors in determining the optimal portfolio duration.   The specific business mix and underwriting environment of each pool will heavily influence the appropriate duration. Auto and property reserves typically pay off quickly, whereas workers compensation and general liability can take significantly longer. The volatility of property claims will be heavily influenced by the territory’s exposure to severe weather events, and liability claims can have large variance in the average severity depending on the nature of the claim and the number of people affected. Close examination of these factors will be crucial in determining the proper portfolio duration and effectively managing the interest rate risk exposure of member’s equity. 

As mentioned previously, risk pools may also be able to benefit from supplemental allocations to riskier non-core assets in addition to the core investment-grade fixed income portfolio. These all come with their own unique risk/return trade-offs and may not be appropriate for all risk pools, but can potentially provide incremental returns and diversification to portfolios that are able to tolerate the higher volatility. It is essential to thoroughly analyze a pool’s capital strength, underwriting volatility, regulatory capital adequacy, liquidity needs, and the riskiness of the core fixed income portfolio in determining what allocation to risk assets is appropriate. It may be helpful to compare these measures to an industry average or peer group as a reference point, and in some cases dynamic financial analysis (DFA) modeling may help to illustrate the risk-return trade-offs available and their impact on members’ equity.

Common types of risk assets for insurance investors include convertible bonds (can potentially provide returns similar to stocks with significantly lower volatility), high-yield bonds (as the name implies, provides higher yields than investment grade bonds, but with higher risk of price volatility and defaults), and common stocks (which provide the highest returns over the long term, but also the highest volatility). Other assets like real estate, hedge funds, and private equity are less widely held among insurance investors, as it’s primarily just the largest companies that have the scale necessary to invest in these assets effectively. Stress testing members’ equity in various down cycles for these risk assets can help optimize the appropriate amount of risk for a given pool.  Overall, for risk pools that have the members’ equity to persevere through volatile markets and the underwriting stability to accept additional risk in the investment portfolio, risk asset allocations can improve long-term returns and contribute to the overall financial strength of the pool.

With their rapid growth and broad acceptance, government risk pools have become an important part of the insurance landscape. In investing their premiums and surplus funds, pools should pursue portfolio strategies that will enhance their long-term financial strength while respecting the idiosyncratic nature of the risks they insure and the regulatory environments they operate in. Key components of any investment strategy include the broad asset allocation, the sector breakdown within each asset class, and for fixed income investments, the duration positioning within each sector. These should all be determined through a holistic analysis of the risk pool’s underwriting, reserving, and overall financial strength to ensure returns are maximized within a balanced risk framework. 
AAM has extensive experience navigating these issues for a wide variety of insurance entities, including government risk pools, and can design and implement a custom portfolio that provides a firm financial foundation to you and your member insureds for as long as they have risks to protect against.
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Disclaimer: Asset Allocation & Management Company, LLC (AAM) is an investment adviser registered with the Securities and Exchange Commission, specializing in fixed-income asset management services for insurance companies. This information was developed using publicly available information, internally developed data and outside sources believed to be reliable.  While all reasonable care has been taken to ensure that the facts stated and the opinions given are accurate, complete and reasonable, liability is expressly disclaimed by AAM and any affiliates (collectively known as “AAM”), and their representative officers and employees.  This report has been prepared for informational purposes only and does not purport to represent a complete analysis of any security, company or industry discussed. Any opinions and/or recommendations expressed are subject to change without notice and should be considered only as part of a diversified portfolio. A complete list of investment recommendations made during the past year is available upon request. Past performance is not an indication of future returns.

This information is distributed to recipients including AAM, any of which may have acted on the basis of the information, or may have an ownership interest in securities to which the information relates.  It may also be distributed to clients of AAM, as well as to other recipients with whom no such client relationship exists.  Providing this information does not, in and of itself, constitute a recommendation by AAM, nor does it imply that the purchase or sale of any security is suitable for the recipient. Investing in the bond market is subject to certain risks including market, interest-rate, issuer, credit, inflation, liquidity, valuation, volatility, prepayment and extension. No part of this material may be reproduced in any form, or referred to in any other publication, without express written permission. 
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