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Financial markets update and 
considerations for insurers
"Beware the Ides of March"

In March 2020, the World Health Organisation ('WHO") declared 
Covid-19 as a pandemic. The months that followed were and 
continue to be engulfed in uncertainty. Entire countries  
have been shut down in the form of lockdowns as an initial 
response to curbing the pandemic, working from home has 
become the new reality, and our entire social construct has  
been turned on its head.

Equity markets have fallen initially due to risk-off sentiment and still demonstrate 
significant volatility, bond yields have reached new lows, bid-offer spreads widened, 
liquidity has evaporated, and credit default swap (CDS) spreads have surged. These 
factors, coupled with a looming recessionary period, have meant that governments 
and central banks have provided significant fiscal stimulus and flexible monetary 
policies to support economies. These factors have led to ultra-low interest rate 
environments, which will have an impact on investment returns and add to volatility  
in financial markets.

In a South African context, this is worsened by increasingly high levels of 
unemployment, waning investor and business confidence, troubled and debt-laden 
state-owned enterprises, already weakened economic growth, little fiscal space,  
and a sovereign downgrade. Given these factors, it is vital to understand the  
impact that global financial markets will have on insurers' assets and their ability  
to display resilience to external shocks. 

"It's the economy, stupid..."

The famous and often quoted phrase coined by a strategist within Bill Clinton's  
1992 presidential campaign still rings true today.

Had we ever truly 'valued' our ability to move freely, operate a business and, socialise? 
As countries began to shutdown to curb the rising infection rates of the pandemic, the 
dominoes started to fall. Economies in emerging markets were not in a place to provide 
governmental assistance to their citizens due to a lack of fiscal space, which meant that 
emerging markets were hit much harder than developed economies.

The global economic system is interlinked with our everyday lives, and the impact that 
the global pandemic has had on economies globally is a prime example of this. A simple 
example of this can be shown using data from Google Trends, which plots the popularity of 
search terms relating to Covid-19 against the closing price of the JSE All-Share (Alsi) Index.
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As the uncertainty of the pandemic reached South African shores, which is indicated 
by increased Google search activity, we see an almost perfect correlation with the 
downtrend in value of the closing price of the Alsi Index.
 
From a global perspective, looking at the S&P 500 Index and the Chicago Board Options 
Exchange's (CBOE) Volatility Index (VIX), which are commonly used by investors 
as a gauge for listed equities and overall systemic risk, respectively, an interesting 
phenomenon is observed. The S&P 500 index, which indicates the performance of 
500 large listed companies in the United States, has reached new highs predominantly 
off the back of rallies in technology stocks such as Apple, Amazon, Tesla, Google, 
Netflix, and Microsoft. On the other side of this - the VIX, which is constructed using 
price data from traded options on the S&P 500 Index and is commonly known as the 
"Fear Gauge,"  is currently priced at a terrifyingly high level. This suggests a dislocation 
in equity markets as the S&P 500's record rally was against increased systemic and 
market risk and investor irrationality.

Amidst a global pandemic, oil price wars, ultra-low interest rates, unprecedented fiscal 
stimulus, and rising global tensions, it is crucial to have an understanding and context of 
the factors that drive financial markets and ultimately impact investment values.

" Distrust and caution are the parents of security." – 
Benjamin Franklin

Insurers provide a sense of security to their policyholders and rely on sound investment 
decisions around policyholder funds to ensure that risks are mitigated. Insurers hold 
almost $20trn in assets globally1 and are some of the largest institutional investors in 
this regard. Any movements in financial markets will have a ripple effect on insurers, 
and it is crucial to understand the drivers behind investment values.  

In providing a sense of security, insurers closely manage and ensure asset and liability 
matching. What happens to this when a shock event takes place? Industry results have 
shown that insurers' asset portfolios demonstrated resilience and could withstand 
market stresses during peak Covid-19 market stress. However, insurers will need to 
remain alert to this and consider potential rebalancing of their investment portfolios.

In a South African context, local insurers account for just under 1% of the $20trn  
in assets held, and this is split as follows between the different asset classes2:

1  Making sense of solvency, capital and COVID-19 for the insurance sector (https://home.kpmg/xx/en/home/insights/2020/04/covid-19-solvency-capital-and-the-insurance-sector.html)
2  Selected South African insurance sector data - March 2020 (Prudential Authority)

Life insurers

Government 
bonds 17%

Corporate bonds 
19%

Mortgages  
and loans 6%

Collateralised 
securities 1%

Structured  
notes 4%

Property 
3%

Non-life insurers Mortgages  
and loans 2%

Collateralised 
securities 1%

Government 
bonds 22%

Corporate bonds 
29%

Cash 19%

Cash 30%

Equity 31%

Equity 16%
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More than half of insurers' assets are within the following asset classes:

1.   Bonds (government and corporate)
2.   Equities 
3.   Money market products

Equities and bonds have displayed significant volatility due to stress observed in 
financial markets. The low-interest rate environment will have an impact on insurers' 
investment income, and the considerable demand for such assets will further 
increase pressure on the already low yields of certain "safe-haven" assets. 

"Governments never learn. Only people learn" –  
Milton Friedman

There were signs of stress in the financial system before the global pandemic. 
Systemic and geopolitical risks were present, and the pandemic has all but 
exacerbated this. 

The world has become increasingly polarised over the past few years with surprise 
electoral victories for strongmen leaders in the United States, Brazil, United Kingdom, 
Hungary, and the Philippines, which have joined the ranks of those already in power 
in Russia, India, and China. Tightening foreign policies that focused solely on national 
interests and the waning abilities of supranational bodies have posed a threat to 
globalisation and global trade. 

The most publicised example of this increased polarisation can be seen in the 
increased tension in US-China relations, which ranges from trade wars to the banning 
of individual tech companies such as ByteDance (known for its popular app, Tik-Tok). 

Putting this into context, increased tensions in the US-China relationship, and the 
precedent set with the ban of ByteDance, can open the door for other Chinese tech 
firms to suffer a similar fate in the future. Tencent comes to mind in this regard, with 
most South African equity indices overweight on Naspers and Prosus, which have a 
significant interest in Tencent.

There have also been increased tensions between mainland China and Hong Kong 
over the sovereignty of the island. This could translate to an outflow of capital from 
Hong Kong, with investors seeking an alternate entry into the Asian financial market.

There is still significant uncertainty surrounding Brexit. This could create inefficiencies 
in European supply chains and consequently impact economic output.

Rising tensions in the Middle East, especially amongst the Gulf countries, could 
put further pressure on the oil price as we advance. This would result in additional 
uncertainty globally. 

This is also a year of the US elections, which will play on investor sentiments and 
drive further volatility in financial markets.

Locally, forecasted GDP is expected to contract by 7% with economic activity slowly 
picking up under the new level 1 restrictions. Unemployment is rising, and there has 
been a significant decrease in consumer and business confidence. The debt-to-GDP 
ratio is approaching 80%, which is alarmingly high for any economy. 

"Whatever it takes..."

This is homage to Mario Draghi, the former European Central Bank president's 
famous speech, which is believed to have saved the Euro from collapsing in 2012. 
We have seen central banks take decisive action to deal with the economic fallout of 
the pandemic and have also seen the re-introduction of dollar swap lines offered by 
the Federal Reserve to ensure liquidity in markets. 

While most insurers are well capitalised and have shown resilience in their balance 
sheets, closer monitoring of low-interest rates, equity markets, and credit is required 
due to the downturn in financial markets.

Caveat: Due to the fluidity of financial markets, the information used in this article 
was accurate at the time of writing. Movements between the date of the report and 
date of publishing are expected.


