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Motivation 
• General lack of empirical work in the area of insurance-linked securities (ILS) 

• No academic study of cat bond return characteristics available 

• Traditional factor models are not suitable for the cat bond asset class 

• Performance of dedicated cat funds has not been systematically analyzed yet 

 

Contribution 
• Comprehensive statistical analysis of cat bond return time series 

• Introduction of a factor model for diversified cat bond portfolios 

• Insights into the performance of a fast-growing investment fund industry 

Cat bond return characteristics have not been extensively studied 
to date. Classical factor models exhibit low explanatory power. 
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Throughout the last decade, cat bonds have proven themselves 
as an asset class with stable returns, even in times of crisis. 

Data: monthly return time series from Bloomberg 
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Based on monthly returns from January 2001 to December 
2012, we see an extraordinarily attractive risk-return profile. 
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None of the other considered asset classes has delivered a 
comparable mean return with such a low standard deviation. 
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Since cat bond returns exhibit low correlations with other asset 
classes, specific factor models are required for fund evaluation. 

Time series regressions  
based on excess returns: 
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None of the four largest dedicated cat bond funds seems to 
have generated significant alpha returns to date.   
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Although some slopes for other asset classes are statistically 
significant, the substantive effects are mostly negligible. 
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Even a simple single index model seems to be well-suited to 
explain the returns of most diversified cat bond portfolios. 
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Investors with market access and ILS know-how could simply 
form their own portfolios and save the funds’ cost structure. 
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All of the presented results are preliminary in nature:  
the analysis will be extended in several directions. 

Summary and Conclusion 
• Outstanding historical risk-return profile of the cat bond asset class  

• The “cat market factor” is the main driver of cat bond returns (single index model) 

• Three-factor model can be employed for cat bond fund style analysis 

• Buy and hold if possible: funds seem to be largely unable to outperform the index 

 

Outlook 
• Try to improve data basis (missing Nephila/Palmetto returns, life bond market) 

• Run robustness checks (split sample regressions) 

• Include the “TERM” and “DEF” factors for fixed income (Fama/French, 1993) 

• Evaluate out-of-sample performance of the model 


	Explaining Returns in the Cat Bond Market: Factor Pricing Models and Fund Performance 	
	Cat bond return characteristics have not been extensively studied to date. Classical factor models exhibit low explanatory power.
	Throughout the last decade, cat bonds have proven themselves as an asset class with stable returns, even in times of crisis.
	Based on monthly returns from January 2001 to December 2012, we see an extraordinarily attractive risk-return profile.
	None of the other considered asset classes has delivered a comparable mean return with such a low standard deviation.
	Since cat bond returns exhibit low correlations with other asset classes, specific factor models are required for fund evaluation.
	None of the four largest dedicated cat bond funds seems to have generated significant alpha returns to date.  
	Although some slopes for other asset classes are statistically significant, the substantive effects are mostly negligible.
	Even a simple single index model seems to be well-suited to explain the returns of most diversified cat bond portfolios.
	Investors with market access and ILS know-how could simply form their own portfolios and save the funds’ cost structure.
	All of the presented results are preliminary in nature: �the analysis will be extended in several directions.

