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Meet The Editors

The Editorial

We help asset managers in the multi-trillion 
dollar insurance general account marketplace. 
We pair our proprietary market analytics and 
data with our clients’ strengths to create 
sharply focused distribution strategies.

Stewart J. Foley, CFA

Stewart is the Founder 
and Managing Partner 
of Insurance AUM.
His track record includes 
successfully raising and 
managing over $25 billion 
of insurance general account assets in the 
US, London, and Bermuda markets. Stewart 
is also a Lecturer and Special Advisor on the 
Practice of Finance at Lake Forest College.

To read more, click here.

David F. Holmes

David applies 30+ years 
of industry experience 
to provide actionable 
research supporting 
investment managers’ 
business development 
and asset retention success. David founded 
and directs activities of the Insurance Asset 
Outsourcing Exchange and is a Partner with 
Eager, Davis & Holmes LLC.  

To read more, click here.
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We are very pleased to share David Holmes’ industry-leading league tables for insurance 
asset managers in a variety of asset classes. His firm also produced research that includes 
the most current information available on outsourcing trends by asset class in granular 
detail. He is the best researcher in the business and we’re proud to have worked with 
him for many years.

Our interview for this edition is with Bill Poutsiaka, one of the most accomplished 
insurance asset management experts in the industry. Bill’s experience includes serving 
as the CIO of AIG, CEO of PanAgora Asset Management and the CEO of Arkwright 
Mutual, the predecessor to FM Global. His interview is a follow-on piece to John 
Gauthier’s interview in our last edition on governance issues surrounding an insurer’s 
investment portfolio.  

This publication is dedicated to you: 
Insurance Investment Professionals

We want to present you with topics that matter to you – please send your ideas to us. 
We will find the right content, and put it in our next edition.

Last thing – we need your help. We are committed to the Compliance efforts for our 
contributors. The content they provide is intended for institutional investors only. 
To comply with this requirement, we need our readers to confirm that they qualify. 
Please share the Journal with your friends and colleagues – just share the link instead 
of the PDF.  

We appreciate all of the kind words and notes we have received. We would like to give 
special recognition to Robinn Jerutis who makes the magic happen.

Best regards,

Stewart

http://insuranceaum.com/our-people/
http://insuranceaum.com/our-people/
mailto: journal@insuranceaum.com
http://insuranceaum.com/


2Q2018
VOL 2 | ISS 2

Insurance AUM Journal
PAGE 3

The League Tables

847.868.0044 | journal@insuranceaum.com | insuranceaum.com

DEFINITION OF TERMS

General Account (GA) 

General Account assets fund the liabilities 
underwritten by the insurer and are available 
to pay claims and benefits to which insureds 
or policyholders are entitled. General account 
assets exclude assets held in separate 
accounts for variable annuity and unit-linked 
investments as well as pension fund assets. 

Non-Affiliated 
General Account Assets

This category includes only the GA assets 
each firm manages for insurance companies 
that are not owned in whole or in part by 
the investment firm, its affiliates or parent 
company.

Affiliated General Account Assets

This category includes only the GA assets 
of the investment firm’s client organizations 
that are owned in whole or in part by the 
investment firm, its affiliates or parent 
company.

Insurance Investment 
Outsourcing Report
OUR VIEW

Insurance companies continue to increase their use of third party investment managers. Forty-six 
investment managers participated in this 2018 report, posting non-affiliated general account (GA) 
assets totaling $2.23 trillion, as of year-end 2017, a 16.9% increase from $1.91 trillion reported a year 
earlier. Caution that a large part of the increase results from changes in currency exchange rates, i.e. 
the Euro was stronger at year-end 2017, and AUM in this report is stated in US dollars.

BlackRock continues as the global AUM leader, reporting $281 billion in non-affiliated GA assets, 
followed by Goldman Sachs AM, Amundi, and DWS. The AUM rankings in this report are dominated 
by managers serving insurers through large multi-sector fixed income mandates. A different and 
insightful ranking of managers based upon insurance GA AUM in specific (e.g. bank loans, muni’s, 
etc.) investment strategies is included in the main report (examples included in this excerpt).

We caution against drawing strong conclusions from the reported asset totals and individual 
managers’ AUM changes year-to-year. In addition to new accounts, asset flows and terminations, 
AUM changes can result from obfuscations such as mergers and acquisitions, insourcing, insurance 
company spin-offs, changing exchange rates, and rising interest rates. Insightful analyses of “organic” 
growth in each region is provided in the Insurance Asset Outsourcing Exchange’s Outsourcing 
Monitor – Dashboard, updated quarterly, and annual Insurance Asset Outsourcing Size and Growth 
Assessment, updated annually. 

A “same sample” of managers participating both years finds non-affiliated global AUM growth of 
17% over the course of 2017. In North America, third party managers posted a gain of 5.7%, down 
from 8.5% a year earlier. Ex-US regions report a 19.9% gain in 2017, but with differences specific to 
Europe, APAC and Offshore. Some managers reporting global totals did not provide regional detail, 
which explains discrepancy in the global versus regional (North America and Ex-US) “same sample” 
growth rates.

What’s driving growth? Certainly, it’s about insurers gaining access to strategy-specific investment 
expertise and resources not available in house. But its more than that. Insurance companies seek 
investment solutions to a host of lingering and emerging issues, from rising rates and volatility to 
changing regulatory/rating agency requirements, tax law, and business/underwriting challenges. 

Accordingly, insurance companies’ interest in forward-thinking, solutions-focused white papers has 
grown dramatically, as evidenced by increased traffic and downloads from the Exchange’s Thought 
Leadership web page. This Insurance AUM Journal is our response to this growing need. 

We are thankful for the investment managers who have shared their profiles in this report, and for the 
support of so many insurance company investment professionals and insurance-focused investment 
consultants who read this publication and support our work.

David Holmes
Insurance Investment Outsourcing Exchange
david.holmes@assetoutsourcingexchange.com

Stewart Foley
Insurance AUM
stewart@insuranceaum.com

Following are excerpts from the Insurance 
Investment Outsourcing Report – 2018 Edition. 
This report is published by the Insurance Asset 
Outsourcing Exchange and Insurance AUM.

The full report, including profiles of 46 insurance-
focused investment managers, is available upon 
request, by clicking here.

mailto: david.holmes@assetoutsourcingexchange.com
mailto: journal@insuranceaum.com
http://insuranceaum.com/
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 Rank Investment Management Firm 12/31/2017 12/31/2016
 1 BlackRock 281.3 272.8
 2 Goldman Sachs Asset Management 192.1 170.4
 3 Amundi  180.8 120.2
 4 DWS 180.5 190.0
 5 Guggenheim Investments 121.2 100.0
 6 Aberdeen Standard Investments 111.7 58.8
 7 MetLife Investment Management (“MIM”) 103.9 6.9
 8 Wellington Management Company  103.7 120.1
 9 J.P. Morgan Asset Management 103.0 85.3
 10 PIMCO 93.7 86.2
 11 Macquarie Investment Management  69.8 73.6
 12 Conning 68.6 66.2
 13 New England Asset Management (“NEAM”) 67.9 65.6
 14 Western Asset 57.8 53.8
 15 Wells Fargo Asset Management 48.9 40.2
 16 HSBC Global Asset Management  41.0 NA
 17 Schroders Investment Management  38.1 27.7
 18 PineBridge Investments 35.8 36.9
 19 Invesco  34.7 27.0
 20 Insight Investment 31.2 27.4
 21 Morgan Stanley 27.4 20.0
 22 Natixis Investment Managers 22.6 25.8
 23 Neuberger Berman 21.3 14.0
 24 Northern Trust Asset Management 21.1 18.4
 25 AAM 19.5 18.1
 26 Standish 18.5 18.8
 27 Barings 17.8 13.0
 28 Vanguard 17.1 14.9
 29 Payden & Rygel 15.5 15.1
 30 AllianceBernstein 13.6 12.8
 31 Prime Advisors 12.3 14.6
 32 Federated Investors 11.4 13.9
 33 T. Rowe Price 8.6 7.5
 34 Income Research + Management 8.1 NA
 35 Advantus Capital Management 6.9 6.6
 36 Loomis, Sayles & Company 4.5 4.2
 37 Miles Capital, Inc. 3.6 3.4
 38 Madison Scottsdale Insurance Asset Management 3.0 2.8
 39 MFS Investment Management 2.1 NA
 40 Voya Investment Management 2.1 2.3
 41 Fort Washington Investment Advisors 1.3 1.2
 42 Opus Investment Management 1.1 1.1
 43 OFI 1.0 0.8
 44 Denver Investments 1.0 0.8
 45 Manulife Asset Management 0.5 0.4
 46 Capital Innovations 0.1 NA

  Totals ($ Billion) $2,227.5 $1,859.6

Global 
Non-Affiliated

General Account 
Insurance Assets 

$Billion

mailto: journal@insuranceaum.com
http://insuranceaum.com/
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 Rank Investment Management Firm 12/31/2017 12/31/2016
 1 BlackRock 122.8 115.2
 2 Guggenheim Investments 119.0 98.3
 3 Goldman Sachs Asset Management 114.2 109.4
 4 Wellington Management Company  84.4 95.2
 5 DWS 76.8 72.0
 6 J.P. Morgan Asset Management 60.5 42.9
 7 Conning 59.0 58.5
 8 New England Asset Management (“NEAM”) 57.7 54.9
 9 Macquarie Investment Management  51.2 71.3
 10 Wells Fargo Asset Management 45.3 36.7
 11 PIMCO 39.9 32.4
 12 Western Asset 33.7 34.1
 13 Invesco  22.1 16.4
 14 Northern Trust Asset Management 21.1 NA
 15 AAM 18.5 17.1
 16 Vanguard 17.1 14.9
 17 Standish 16.8 15.7
 18 Prime Advisors 12.1 14.4
 19 Natixis Investment Managers 10.2 9.3
 20 Federated Investors 10.2 12.6
 21 Payden & Rygel 9.8 11.0
 22 Morgan Stanley 9.4 8.3
 23 Insight Investment 8.4 8.7
 24 Neuberger Berman 8.1 5.0
 25 Income Research + Management 7.4 NA
 26 T. Rowe Price 7.3 6.5
 27 Advantus Capital Management 6.9 6.6
 28 Barings 4.7 2.6
 29 Loomis, Sayles & Company 4.5 4.2
 30 AllianceBernstein 3.8 4.0
 31 Miles Capital, Inc. 3.6 3.4
 32 Schroders Investment Management  3.4 3.2
 33 Madison Scottsdale Insurance Asset Management 3.0 2.8
 34 MFS Investment Management 1.3 NA
 35 Fort Washington Investment Advisors 1.3 1.2
 36 Opus Investment Management 1.1 1.1
 37 Aberdeen Standard Investments 1.1 NA
 38 Denver Investments 1.0 0.8
 39 Voya Investment Management 0.9 1.0
 40 Manulife Asset Management 0.5 NA
 41 OFI 0.2 0.2
 42 Capital Innovations 0.1 NA

  Totals ($ Billion) $1,080.2  $992.3 

North America 
Domiciled 

Non-Affiliated 
General Account 
Insurance Assets 

$Billion

mailto: journal@insuranceaum.com
http://insuranceaum.com/
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 Rank Investment Management Firm 12/31/2017 12/31/2016
 1 Amundi  180.8 120.2
 2 BlackRock 158.5 157.7
 3 Aberdeen Standard Investments 110.6 58.8
 4 DWS 103.8 118.0
 5 Goldman Sachs Asset Management 77.8 60.9
 6 PIMCO 53.8 53.8
 7 J.P. Morgan Asset Management 42.5 42.3
 8 Schroders Investment Management  34.7 24.4
 9 Western Asset 24.1 19.7
 10 Insight Investment 22.8 18.6
 11 Wellington Management Company LLP 19.3 24.9
 12 Macquarie Investment Management  18.7 2.3
 13 Morgan Stanley 18.0 11.7
 14 Neuberger Berman 13.3 9.0
 15 Barings 13.1 10.3
 16 Invesco  12.5 10.7
 17 Natixis Investment Managers 12.4 16.4
 18 New England Asset Management (“NEAM”) 10.2 10.6
 19 AllianceBernstein 9.8 8.8
 20 Conning 9.7 7.7
 21 Payden & Rygel 5.7 4.0
 22 Wells Fargo Asset Management 3.6 3.5
 23 Guggenheim Investments 2.2 1.7
 24 Standish 1.7 3.1
 25 T. Rowe Price 1.3 1.0
 26 Federated Investors 1.3 1.3
 27 Voya Investment Management 1.1 1.3
 28 AAM 1.0 1.1
 29 OFI 0.7 0.6
 30 MFS Investment Management 0.7 NA
 31 Income Research + Management 0.7 NA
 32 Prime Advisors 0.2 0.2
 33 Loomis, Sayles & Company 0.04 0.04
 34 Madison Scottsdale Insurance Asset Management 0.03 0.03

  Totals ($ Billion) $966.7  $804.8 

Ex-North America 
Domiciled 

Non-Affiliated 
General Account 
Insurance Assets 

$Billion
NOTE: 

REGIONAL BREAKOUTS 
PROVIDED IN FULL REPORT

mailto: journal@insuranceaum.com
http://insuranceaum.com/
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    Non-Affiliated Affiliated VA/
Rank Investment Management Firm Total GA GA Unit-Linked

 1 Amundi  661.6 180.8 396.8 84.0
 2 PIMCO 590.7 93.7 425.8 71.2
 3 MetLife Investment Mgmt (“MIM”) 538.8 103.9 420.0 14.9
 4 BlackRock 520.3 281.3  239.0
 5 Aberdeen Standard Investments 415.1 111.7 58.2 245.3
 6 Natixis Investment Managers 275.2 22.6 252.5 
 7 Goldman Sachs Asset Management 256.7 192.1 0.1 64.6
 8 DWS 234.6 180.5  54.1
 9 Wellington Management Company LLP 180.3 103.7   76.6
 10 Barings 176.4 17.8 154.7 3.9
 11 AllianceBernstein 167.7 13.6 86.4 67.6
 12 J.P. Morgan Asset Management 153.6 103.0 0.0 50.6
 13 Voya Investment Management 140.5 2.1 90.1 48.3
 14 Guggenheim Investments 125.4 121.2 4.2 
 15 Manulife Asset Management 117.3 0.5 65.8 51.1
 16 HSBC Global Asset Management  113.4 41.0 72.4 
 17 T. Rowe Price 110.6 8.6   102.0
 18 Schroders Investment Management  99.8 38.1  61.7
 19 New England Asset Mgmt (“NEAM”) 96.1 67.9 28.2  
 20 Conning 93.2 68.6 24.5 
 21 Invesco  70.6 34.7   35.9
 22 Macquarie Investment Management  69.8 69.8  
 23 Wells Fargo Asset Management 58.4 48.9 1.6 8.0
 24 Western Asset 57.8 57.8  
 25 Morgan Stanley 39.9 27.4   12.6
 26 Fort Washington Investment Advisors 39.5 1.3 38.1 0.1
 27 PineBridge Investments 35.8 35.8    
 28 Advantus Capital Management 32.0 6.9 21.0 4.2
 29 Neuberger Berman 31.7 21.3   10.4
 30 Insight Investment 31.2 31.2  
 31 OFI 25.6 1.0 1.1 23.5
 32 MFS Investment Management 24.3 2.1  22.2
 33 Northern Trust Asset Management 21.1 21.1    
 34 AAM 19.7 19.5 0.2 
 35 Standish 18.5 18.5    
 36 Vanguard 17.1 17.1  
 37 Payden & Rygel 15.5 15.5    
 38 Prime Advisors 12.4 12.3 0.2 
 39 Federated Investors 11.4 11.4    
 40 Opus Investment Management 9.8 1.1 8.6 
 41 Income Research + Management 8.1 8.1    
 42 Loomis, Sayles & Company 4.5 4.5  
 43 Miles Capital, Inc. 3.6 3.6    
 44 Madison Scottsdale Insurance Asset Mgmt 3.0 3.0  
 45 Denver Investments 1.0 1.0    
 46 Capital Innovations 0.1 0.1  

  Totals ($ Billion) $5729.9 $2227.5 $2150.4 $1351.9

Global 
Affiliated GA, 

Non-Affiliated GA 
& Variable 

Annuity/ 
Unit-Linked

Assets
12/31/17
$Billion

mailto: journal@insuranceaum.com
http://insuranceaum.com/
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GA Non-Affiliated 
Insurance Assets By Strategy 

NOTE: 
BELOW ARE FOUR STRATEGIES 
EXCERPTED FROM SOURCE REPORT

  Investment Management Firm
 1 Wellington Management Company  2,434
 2 Northern Trust Asset Management 1,296
 3 Conning 1,275
 4 Payden & Rygel 291
 5 Wells Fargo Asset Management 272
 6 Voya Investment Management 255
 7 Invesco  134
 8 Federated Investors 128
 9 New England Asset Management (“NEAM”) 115
 10 Advantus Capital Management 69
 11 Madison Scottsdale Insurance Asset Management 55
 12 Miles Capital, Inc. 39
 13 BlackRock 20

  Total $6,383

DIVIDEND EQUITY

  Investment Management Firm
 1 BlackRock 4,570 
 2 Neuberger Berman 3,568 
 3 Western Asset 2,659 
 4 MetLife Investment Management (“MIM”) 1,990 
 5 Wellington Management Company  1,924 
 6 T. Rowe Price 1,900 
 7 PIMCO 1,454 
 8 Morgan Stanley 1,275 
 9 Macquarie Investment Management  1,079 
 10 AllianceBernstein 950 
 11 Wells Fargo Asset Management 901 
 12 Barings 764 
 13 Conning 627 
 14 Aberdeen Standard Investments 590 
 15 Fort Washington Investment Advisors 346 
 16 Federated Investors 252 
 17 Guggenheim Investments 226 
 18 New England Asset Management (“NEAM”) 68 
 19 Payden & Rygel 59 
 20 Miles Capital, Inc. 57 
 21 Northern Trust Asset Management 50 
 22 Advantus Capital Management 25 
 23 Prime Advisors 3 

  Total $25,337

HIGH YIELD

  Investment Management Firm
 1 Western Asset 4,255
 2 BlackRock 3,595
 3 Wellington Management Company  3,342
 4 Payden & Rygel 2,541
 5 PIMCO 2,444
 6 Neuberger Berman 1,678
 7 AllianceBernstein 1,222
 8 Conning 967
 9 Schroders Investment Management  941
 10 Morgan Stanley 878
 11 MetLife Investment Management (“MIM”) 521
 12 Federated Investors 486
 13 Macquarie Investment Management  423
 14 Barings 195
 15 T. Rowe Price 175
 16 Aberdeen Standard Investments 38

  Total $23,700

EMERGING MARKET DEBT

  Investment Management Firm
 1 Invesco  6,969
 2 Barings 4,431
 3 Conning 3,889
 4 Guggenheim Investments 1,447
 5 BlackRock 1,184
 6 T. Rowe Price 1,100
 7 MetLife Investment Management (“MIM”) 696
 8 PIMCO 527
 9 Wellington Management Company  337
 10 Neuberger Berman 313
 11 Voya Investment Management 285
 12 Wells Fargo Asset Management 273
 13 New England Asset Management (“NEAM”) 115
 14 OFI 9

  Total $21,577

BANK LOANS

12/31/17, $Million

mailto: journal@insuranceaum.com
http://insuranceaum.com/
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Professional Risk Managers International Association (PRMIA)
Recovery from Crisis: Corporate Governance in Post GFC World1

IAUM: Where do we stand with corporate 
governance 10 years after the GFC?

POUTSIAKA: Many financial service 
participants have learned lessons about 
leverage, liquidity, counter-party risk, 
collateral, interdependence and how 
quickly things that appear unshakable 
can collapse. The GFC was unchartered 
waters that at times felt like being in Class 
6 rapids with limited gear. In a matter of 
days, major companies went from being 
highly rated to being the vehicles for a 
liquidity crisis that threatened the system, 
requiring substantial government funding. 

In the property and casualty insurance 
sector, state regulators and industry 
practices prevented serious dislocation, 
with the exception of certain mortgage 
and financial guarantee products (less 
than 2% of sector premium at the time) as 
reported by the GAO. And several steps 
have been taken since then. If the change 
in financial position of these insurers is a 
proxy for governance effectiveness, then it 
continues to work. Whether by choice or 
requirement, the industry is even stronger 
today.

Given their balance sheet strength, what 
is the central governance question at 

present for insurers? It is answering how 
their business strategy recognizes the 
structural changes underway. By no means 
am I suggesting we take solvency off the 
radar. Never. I’m confirming that strategic 
business risk has attained as prominent 
a place today, as capital-market driven 
insolvency had reached in the crisis.  

“According to the PwC’s 20th CEO 
Survey (2018), a higher percentage of 
insurance CEO’s than those in any other 
industry are extremely concerned about 
the threats to their growth prospects from 
over-regulation, the speed of technological 
change, changing customer behavior, and 
competition from new market entrants. In 
short, the entire insurance business model 
is being disrupted….. At PwC’s Financial 
Services Audit and Risk Committee Forum, 
44% of insurance directors (in attendance) 
think that most existing insurers will not 
survive, at least in their current form.”2

Simply put…following the GFC, the 
industry and regulators have built a 
stronger balance sheet for a business model 
that could be less relevant in the future.  In 
the interim, the combination of significant 
capital to deploy and a mixed outlook 
for investment returns only intensifies 

the tension between underwriting/pricing 
discipline and growth, from a public 
shareholder’s perspective. In companies 
where governance is performing at 
the highest level, a strategic response 
exploiting all these conditions is in motion, 
and the associated risks managed.  

IAUM: What are the operational elements 
of excellent investment governance for 
insurers?

POUTSIAKA: This afternoon we’ll talk 
about the operational determinants of 
governance success. I’ll present my views 
in the context of the investment function 
and my board experiences more broadly. 
I believe these observations apply to all 
forms of governance.  

With a former employer, indications of 
the challenge for me, as the new CIO, 
crystallized quickly. Changes were well 
underway which, along with all the 
“routine” moving parts of a risk-bearing 
company, shape a portfolio. We also saw 
this as the right time to build a more 
advanced process for strategic portfolio 
design.

The organization operated subsidiaries in 
multiple jurisdictions, each with its own 
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The Interview
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1Interview is expanded from PRMIA Conference Operational Risk & Due Diligence; Suffolk University Finance Department – Boston, MA; April 2018.
2https://www.pwc.com/us/en/industries/insurance/library/top-issues.html
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set of investment needs. We determined 
that creating the position of regional 
CIO and forming regional advisory 
committees matched perfectly with these 
circumstances. While the committees did 
not have transaction authority, we chose to 
run them using a governance framework, 
and they did perform the heavy lifting 
for many of the risk and strategic 
recommendations made to the board of 
directors. 

Through this approach, we could see which 
elements of governance worked best for 
us under a variety of circumstances. We 
acquired a rich data set in a compressed 
period. As we rolled out the program, we 
concluded that the effectiveness was a 
direct result of 5 aspects: (1) the design 
of the governance framework; (2) the 
clarity of goals and roles; (3) the degree 
of customization; (4) the selection of 
committee members; and (5) the level of 
committee engagement. In my ongoing 
discussions on this subject with executives, 
these same items find there way into most 
conversations. 

IAUM: How have investment governance 
models evolved?

POUTSIAKA: We created a committee 
charter based on our collective experience 
at the time. It was more than adequate and, 
in some ways, innovative. But industry 
quality in this area has continued to improve, 
dramatically. One of my favorite source 
documents currently is a 2017 publication 
from the CFA Institute, Elements of an 
Investment Policy Statement. Templates 
like these identify the full scope of issues 
in a highly organized manner, including 
the mechanics of solid implementation 
Every company serious about investment 
governance should periodically audit how 
they measure up against a well-tested 
protocol, especially now, for many reasons:

• There is increased scrutiny of board 
accountability by rating agencies, 
regulators, analysts, shareholders, 

mutual policyholders, and the media. 
This focus has magnified the value 
of conducting an objective review 
periodically (and electively.)  
• The GFC demonstrated, in stark 
terms, the significance of asset 
management to the financial health of 
intermediaries.  Insurance companies 
have been expanding into new and 
sometimes riskier investments, as 
well as accepting weaker protective 
covenants, in response to lower 
embedded yields.
• Insurers are making greater use of 
highly-specialized external managers 
or consultants, itself a complex 
selection task with significant risk 
implications. Selecting the wrong 
manager for an investment-grade 
mandate is irritating. Choosing the 
wrong manager for middle-market 
bank loans can have much more 
serious consequences.
• Nothing short of a revolution is 
taking place in strategic portfolio 
construction for a variety of 
reasons, including ESG. Given 
the implications for risk control, a 
credible approval process needs to be 
in place.
• Expanding use of an Outsourced 
CIO model, while offering 
advantages to some companies, 
widens the fiduciary responsibility of 
an investment committee.     

“Best practices” for investment governance 
are beneficial because they point you in the 
right direction. They are a great start, but 
not a great finish.  This is where the other 
factors come into play.    

IAUM: Customization is key!

POUTSIAKA: Our own lift-off point was 
that these were licensed p&c subsidiaries 
of a public company. But each painted a 
different picture based on their existing 
portfolio, financial and liquidity position, 
jurisdiction and regulations, underwritten 
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lines, and business plans. In addition, 
they often had vastly different investment 
opportunity sets. 

• In countries or regions with highly 
developed capital markets, like North 
America and Europe, we emphasized 
a thorough understanding of the 
relative value of all the choices.
• In emerging markets where bank 
paper and a few corporate issuers 
were the only options, we devoted 
more effort to credit and asset/liability 
challenges than to asset allocation.
• In Japan, our membership included 
deep foreign exchange expertise as 
we hedged this risk for long-duration 
returns imported to diversify out of 
the JGB dominated portfolio inherited 
through an acquisition.   

The more we customized our governance 
approach – the people, the material, the 
process – the better the outcome in all 
respects.  

IAUM: What are the goals, and roles?

POUTSIAKA: GOALS- The risk pillar 
of investment governance includes 
certainty around priorities. This means an 
unambiguous objective, precise constraints 
and limits, and the most common error of 
omission…rank ordering of other financial 
priorities that the portfolio manager 
should consider when making investment 
decisions.

The reason financial companies fall short 
in the objective setting phase is because 
it’s complex.3 There is a wide range of 
variables that come into play including 
form of ownership, access to and cost of 
capital, business volatility, accounting 
and tax regimes, etc. These sometimes 
conflicting interests is one reason I call 
this institutional segment the hot mess 
of asset management, and the future for 
other investors who recognize the value 
of considering all factors, the difficulty in 
doing so notwithstanding. 

847.868.0044 | journal@insuranceaum.com | insuranceaum.com

3See Enterprise Driven Investing for Insurance Companies: The Hot Mess – and Future – of Asset Management; https://www.gweiss.com/Insights/; May 2017. 

mailto: journal@insuranceaum.com
http://insuranceaum.com/


The symptoms of poor objective setting are 
usually self-evident. It can manifest itself 
as an over-engineered model, a process 
that is entirely quantitative, or endless 
debates about the objective rather than 
how to achieve it. The CIO insists on total 
return over the long-term. The CRO argues 
for  capital efficiency. The Chief Marketing 
Officer focuses on absolute yield. The 
CFO wants to realize capital gains for 
reported earnings, and the Head of Tax 
prefers taking capital losses to carry back 
and recover prior payments. Fortunately, 
our executives worked in harmony, and 
one of the many benefits was the clarity 
of the investment objective and risk limits, 
as well as the relative importance of other 
financial factors not directly captured in 
the objective’s description.    

A key and often forgotten task is the need for 
senior management to set skill-based and 
fully-aligned performance measurements 
at the same time they recommend an 
investment objective. This is a challenge 
when investment decisions are subject to 
many business considerations. In some 
respects, more skill is required under 
these circumstances. The playing field is 
smaller, but it’s of paramount importance 
to evaluate the skill of the team you’ve 
assembled, for several reasons including 
compensation. There are ways to gauge 
this skill in highly constrained mandates, 
such as strategic performance against a 
customized model portfolio, and asset class 
carve-outs unconstrained by the business.  

ROLES- Clarity and organization-
wide understanding surrounding roles, 
authorities and their linkage in a fully 
integrated investment process, is also a 
necessity. This defines compliance, and 
prevents risks and opportunities from 
falling through the cracks. However, 
the larger benefit – the elephant in the 
governance room -- may be that when 
this clarity forms a bright line between a 
committee and day-to-day management, 
executives should be less concerned over 

loss of control. As a result, management 
should welcome knowledge experts to 
the investment committee or a separate 
advisory board.   

IAUM: Who should be selected for 
governance?

POUTSIAKA: I have always found that 
boards and committees having domain 
expertise and critical thinking were the 
most effective, and failed to understand 
how a basic governance threshold is 
possible without them, even when 
excellent reporting and an otherwise 
terrific governance model are in place.   

The expertise of an insurer’s investment 
committee needs to be diverse and relevant 
to the portfolio framework envisioned. 
Member selection criteria should also 
include critical thinking, not just going 
along with the Committee Chair. High 
caliber candidates look for an opportunity 
to have an impact (within the committee’s 
mission) and to learn from respected 
specialists in other areas. Diversification of 
investment expertise, and critical thinking, 
create these opportunities and attract the 
right members. The presence of these 
attributes is best revealed by the quality of 
questions. In governance, a good question 
is more important than a good answer. 
Here are two examples.

An external fixed-income manager was 
presenting an impressive performance 
record against a benchmark. A committee 
member with prior experience asked two 
questions: (1) How much of the excess 
return (and risk) was attributable to 
securities not in the benchmark, and (2) 
with these securities removed, what was 
the tracking error? These questions were 
designed to reveal indexing (through 
sampling) and excess return having little 
to do with the benchmark. In addition to 
sending the wrong signal on a manager’s 
security selection skill, sparse reporting 
of this type can seriously undermine asset 
allocation strategy if not violate investment 

2Q2018
VOL 2 | ISS 2

Insurance AUM Journal
PAGE 12

The Interview With Bill Poutsiaka (cont.)

guidelines. These questions elevated our 
performance evaluation and attribution 
analysis elsewhere as well.  

In another instance, we were evaluating 
a strategic rebalancing for one of our 
portfolios. The primary objective was net 
investment income, but the rebalancing 
was motivated by potential improvements 
in secondary, but important, measures. 
The committee first elected to maintain net 
investment under all circumstances, when 
a member posed the question…”What 
will this cost?” Analysis showed that a 
de minimis reduction of 5-10 basis points 
in NII allowed for substantial benefits in 
overall return, diversification, and risk-
adjusted contribution at the portfolio 
level. Critical thinking had increased our 
understanding significantly. 

IAUM: How do you achieve committee 
engagement?

POUTSIAKA: By definition, membership 
on an investment committee is a critical 
role and participation should be interesting 
but, in the latter case, often falls short. A 
concerted effort in three areas will position 
committee members to maximize their 
engagement. 

PERFORMANCE EVALUATION. 
Everyone fortunate enough to be given 
governance responsibility, whether by 
appointment or election, should be the 
kind of person motivated by their own 
high standards. But this is a dynamic 
process with many twists and turns unique 
to an organization. It is critical to give 
the governance team a road map for how 
things can be adjusted to maximize their 
effectiveness. We did an annual assessment 
at the individual and group level, to guide 
these ongoing improvements. 

COMMUNICATION.  
This means several things. 
Availability of Information. We made 
committee material available in advance, 
then distributed minutes and action items 
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on a timely basis afterwards. Information 
was posted on an intranet-repository for all 
regional committees and others throughout 
the company approved for access. Being 
customized did not mean ideas weren’t 
transferable. We shared.

Quality of Information. This starts with 
a thoughtful selection and presentation 
of Standing Agenda items. But every 
governance committee should also have 
a schedule of Special Topics that amounts 
to a self-imposed challenge to look for 
emerging trends, rather than just being 
reactive. These discussions can include 
external experts. Today’s subjects could 
include the following:

• Given all the invention in Smart 
Beta, ETF’s, etc. what is the best 
market taxonomy for strategic and 
tactical allocation, including risk 
factors?
• Investors are making sizable 
commitments to less liquid private 
markets.  How should they properly 
value the illiquidity premium 
attached to different strategies or 
layers of the capital structure?
• Do advances in technology 
impacting the front-, middle-, and 
back-offices make a company’s 
current insourcing/outsourcing 
strategy less relevant?  

Format of Information. Committee 
members are often buried with low-value 
and stale information, often masking 
the main issues and failing to recognize 
the Committee’s role. Just because 
improvements in data and technology 
make it easy to produce more tables, 
doesn’t mean it’s helpful to do so.  

Our material usually included a summary 
of the detail provided for each topic. We 
also used visual analytics…. a fascinating 
communication discipline that presents 
complex matters in simpler ways, 
requiring less explanation. This was 
especially helpful with decisions regarding 

the multiple trade-offs associated with 
managing balance sheets.

Here’s my acid test for material…A 
business professional without 
organizational familiarity should be able 
to pick up a quarterly investment report 
and within 25 minutes understand, clearly, 
four basics: (1) risk limits; (2) how well 
you have done (or not) against the primary 
objective; (3) the decisions made that had 
the biggest impact on value, including the 
reasoning; and (4) your recommendations 
and the basis for them. For an investment 
professional without knowledge of the 
entity, this should take 15 minutes, and a 
seasoned committee member, 10 minutes. 

MEETING DYNAMICS. 
We always favored more discussion and 
less presentation based on the expectation 
that members had reviewed all information 
thoroughly. In addition, by including a 
thoughtful question where appropriate, 
we centered the meeting discussion and 
helped members prepare as they read 
material with this question in mind.

We also cultivated debate as a form of 
quality control. There are many ways to 
achieve this dialogue. We sometimes used 
voting technology to stimulate different 
views mid-way through a discussion that 
was feeling like group-think. Often, this 
“cultivation” wasn’t needed to foster 
debate. These were spirited meetings, but 
they showcased professionalism, mutual 
respect and full support for decisions. 
Collectively, these characteristics are 
the hallmark of excellent governance 
chemistry. 

IAUM: So in conclusion, a more robust 
expectation for the value of investment 
governance?

POUTSIAKA: There are no guarantees 
with governance. Companies sometimes 
can, and often do, take a narrow and 
procedural view. It’s relatively easy to 
check the box with a perfunctory process.  
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This was acceptable in the past for many 
insurers, even preferred by some. Wait out a 
soft pricing cycle, or for asset impairments 
to recover on their own, etc. Given today’s 
industry challenges, a passive approach 
like this is especially dangerous. At the 
other end of the spectrum are massive and 
bureaucratic governance programs that add 
little value.

Alternatively, simple and well-designed 
governance has no less potential to 
contribute than any other dimension of 
the organizational challenge, while firmly 
respecting the distinction from management 
The approach to investment governance I’ve 
outlined today had a very positive impact 
on controlling risk, enhancing returns and 
engendering confidence with internal and 
external constituents. While the companies 
involved had met their obligations through 
the crisis, the changes implemented in 
management oversight, using a governance 
model because of the size and complexity 
of the enterprise, realized these additional 
benefits. The changes were endorsed and 
shaped by their respective boards, which 
demonstrated a keen recognition of the full 
potential in a strong investment governance 
philosophy. The wisdom of doing so was 
evidenced in the favorable outcome, 
including professional fulfillment for all 
involved.
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The Rise of Factor Investing For Insurers

INTRODUCTION
For more than 20 years, Exchange Traded 
Funds (ETFs) have simplified the way 
institutional investors access global 
markets. Insurance companies around 
the world are taking note and rapidly 
embracing ETF strategies. ETF assets on 
insurance company balance sheets in the 
U.S. grew by more than 70% over the past 
two years.1 Equity allocations represent the 
largest share of total insurance company 
ETF assets, though the use of bond ETFs 
by insurers is accelerating.1

Equity ETFs have been at the core of 
insurance portfolios for years, offering 
accessible market cap weighted indexes. 
Some of the most highly used equity ETFs 
include core exposures such as the iShares 
Core S&P 500 ETF (IVV) and iShares 
Core High Dividend ETF (HDV). In 
parallel, insurers lead the way amongst 
institutions in implementation of factor 
strategies and in doing so, they increasingly 
use ETFs as a delivery vehicle for factor 
exposures.

To understand institutional usage of factors 
and factor-based strategies, the Economist 
Intelligence Unit, on behalf of BlackRock, 
conducted a global survey of 200 
executives from institutional investment 
firms, including 50 insurers. The survey 
found that across the institutional 
landscape, insurance companies were most 
likely to use single and multifactor equity 
strategies. Their leading motivator was a 
desire to increase return within a specific 
asset class. Other important drivers 
influencing factor strategy use included 
risk management, portfolio diversification 
and investment cost reduction.2

BlackRock identified four common themes 
in the implementation of factor-based 
equity ETFs within insurance general 
accounts:

What are factors? 
Factors are broad, persistent drivers of return. 
There are macroeconomic (macro) factors and 
style factors. Macro factors like economic 
growth and the rate of inflation help explain 
returns across asset classes.
In contrast, style factors help explain returns 
within asset classes. Style factors can be shared 
characteristics (e.g. attractive Value, small Size 
or high Quality) or returns patterns (e.g. strong 
Momentum or low beta).
While the concept of factors isn’t new, the use 
of factors is being revolutionized by technology. 
Advances in financial analytics and big data 
make it possible to quickly screen large volumes
of market data and build factor portfolios with 
precision.
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FOUR FACTOR-BASED INSURANCE APPLICATIONS

Building diversified income-oriented equity portfolios with dividend ETFs

Managing equity risk contribution with minimum volatility ETFs

Implementing factor views and portfolio tilts with single factor ETFs

Multifactor ETFs: Capturing Potential Excess Returns at a Lower Cost

1
2
3
4
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1Source: U.S. statutory data from S&L Finance, as of 12/31/17. 
2Source: The Economist Intelligence Unit, as of 1/31/16.
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1The Rise of Factor Investing For Insurers? (cont.)

Building Diversified 
Income-Oriented 
Equity Portfolios 
with Dividend ETFs

Persistently low interest rates are making 
it difficult for insurance companies to 
meet yield and income targets. Since 
the financial crisis, U.S. and European 
insurers lost $400 billion in yield income.3 
Among the largest U.S. insurers, average 
net investment income as a percentage 

of cash and invested assets declined by 
approximately 143 basis points.4

Within fixed income, insurers are taking on 
more risk. As book yields converge toward 
lower market yields, many insurers have 
rotated out of fixed income and cash and 
into equities and Schedule BA assets (a 
proxy for alternative investments).

Within public equities, insurers continue 
to increase their exposure to high dividend 
stocks. While many insurers have in-house 
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expertise in selecting domestic dividend 
stocks, many lack the resources to identify 
idiosyncratic opportunities outside of the 
U.S. As a result, those who find it difficult 
to both maintain their strategic asset 
allocation and achieve the yield targets of 
their equity portfolio are turning to ETFs to 
access diversified, low-cost, international 
or global yield-oriented strategies.

Case Study: 
Enhance Dividend Yield
One insurer was seeking to maintain an 
existing allocation, while combining high 
dividend yielding international equity 
ETFs with their internally-managed U.S. 
equity holdings. This investment team’s 
portfolio combined a U.S. portfolio of 
high-conviction dividend stocks with 
high dividend paying European, Asian 
and Emerging Market focused ETFs, 
and weighted each region to match the 
MSCI ACWI ex USA Index. This allowed 
their research team to focus on a core 
competency, U.S. equities, while giving 
them access to a basket of global dividend-
paying stocks. In doing so, they increased 
their dividend yield by approximately 70%.

Select iShares Dividend Funds

iShares Emerging 
Markets Dividend ETF

iShares Asia/Pacific 
Dividend ETF

 
iShares International 
Dividend Growth ETF

1

Dividend ETFs: Surprisingly Varied 
Dividend ETFs can vary significantly in how they select stocks. For example, iShares 
International Select Dividend ETF (IDV) tracks an index that selects only stocks that have 
a three-year history of paying dividends, subject to screens for dividend-per-share growth 
rate, non-negative trailing 12-month earnings and liquidity. In contrast, iShares International 
Dividend Growth ETF (IGRO) tracks an index that selects only stocks that have a five-year 
history of increasing dividends, positive consensus earnings forecasts and reasonable dividend 
payout ratios.

DVYE

DVYA

IGRO
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3Source: Swiss Re, “Financial repression: The unintended consequences”, March 2015.
4Source: BlackRock, as of 12/31/16.

Figure 1: Change in Asset Allocation (2011-2016)
Rotating from Safer to Riskier Assets

Source: U.S. statutory data from S&L Finance, as of 12/31/16.
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1The Rise of Factor Investing For Insurers? (cont.)

Managing Equity Risk 
Contribution with 
Minimum Volatility 
ETFs

As they boost equity allocations while 
maintaining finite risk budgets, insurers 
must deliberately control equity risk 
contribution. This focus comes with 
good reason, given the vastly different 
risk profile of equities compared to fixed 
income.

While the average insurance company’s 
equity allocation remains relatively small 
as compared to fixed income, equities 
typically contribute a disproportionate 
level of risk.  At year-end 2016, the P&C 
industry’s average allocation to equities was 
about 8%, yet it contributed approximately 
20% to total portfolio risk5. The example 
below illustrates how a small increase 
in equity allocations to 12% can have an 
outsized impact on its risk contribution 
(Figure 2). To avoid such a significant 
increase in equity risk contribution, some 
insurers are deploying minimum volatility 
equity strategies.
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By replacing a portion of an existing 
equity allocation with minimum volatility, 
an insurer can maintain its target capital 
allocation while also pursuing its yield or 
growth objectives over the long run. On 
average, minimum volatility strategies 
have captured significantly more upside 
than downside (see Figure 3). Although 
these lower-beta portfolios often trail when 
equity market returns are high and risk is 
low, their asymmetrical market participation 
has tended to produce higher risk- adjusted 
returns and absolute returns similar to 
the broad market over the long run (see 
Figure 4). This can release risk budget to 
deploy in other parts of the portfolio while 
maintaining equity return potential.

Case Study: 
Reduce Equity Risk
In one illustrative example (see Figure 5), a 
P&C insurer looking to reduce equity risk 
partnered with BlackRock to analyze its 
exposure to a variety of risk factors. The 
insurer’s equity exposure consisted of a 15% 
allocation to large-cap U.S. stocks, with the 
remainder of the portfolio invested across 
various lower-risk fixed income sectors. 
After examining the risk-contribution of 
each asset class, the insurer found that 
equities contributed 37% of total portfolio 
risk. Despite the high risk contribution of 
the equity allocation relative to its weight in 
the portfolio, the insurer sought to maintain 
its allocation to the asset class.

The proposed solution encompassed 
replacing the allocation to large-cap U.S. 
equities with a minimum volatility U.S. 
equity ETF, such as iShares Edge MSCI 
Min Vol USA ETF (USMV). The analysis 
showed that this adjustment potentially 
reduced the equity risk of the portfolio 
by 21% (from 37% to 29%) while also 
maintaining large-cap exposure. This 
reduction allowed the firm to deploy risks 
in other parts of the portfolio.

2

Source: BlackRock Solutions; Risk represented by 95% Value at Risk (VaR); VaR is calculated at a 95% 
confidence interval; 120 monthly observations, constant weighted. 
Portfolio shown for illustrative purposes only.

Figure 2: Representative Insurance Portfolio 
Quantifying Portfolio Risk
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Minimum Volatility 
Minimum volatility strategies are optimized to reduce exposure to the volatility risk factor 
while maintaining the sector, country and style characteristics of the broad market. While 
some approaches may simply underweight volatile stocks, which may result in unintended 
exposures, the iShares Minimum Volatility ETFs are deliberately constructed to be precise tools 
with which to target low volatility.
The historical tendency of minimum volatility strategies to deliver better risk-adjusted returns 
is driven by two forces.
Structurally, lower-risk stocks tend to be relatively underpriced as leverage- constrained 
investors purchase more high risk stocks to meet return ambitions.
Behaviorally, lower risk stocks are often overlooked as investors pursue risky stocks, 
overestimating the probability of dramatic outperformance. This behavior is known as the 
“lottery effect”.

5Source: BlackRock Solutions, as of 12/31/16. Risk represented by 95% Value at Risk (VaR); VaR is calcu-
lated at a 95% confidence interval; 180 monthly observations, constant weighted. P&C industry excludes 
Berkshire Hathaway and State Farm.
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Source: Morningstar. Based on monthly index returns from 12/1/09 – 3/31/18.
Compares MSCI ACWI Minimum Volatility to MSCI ACWI for Global, MSCI 
EAFE Min Vol to MSCI EAFE for Developed, MSCI EM Min Vol to MSCI EM for 
EM, MSCI Europe Min Vol to MSCI Europe for Europe and MSCI USA Min Vol 
to MSCI USA for USA. Index returns are for illustrative purposes only. Index 
performance returns do not reflect any management fees, transaction 
costs or expenses. Indexes are unmanaged and one cannot invest 
directly in an index. Past performance does not guarantee future results. 
Index returns do not represent actual iShares Fund performance. For actual 
fund performance, please visit www.iShares.com or www.blackrock.com.

Figure 3: Index Upside and Downside Capture Minimum Volatility Indexes 
Have Fared Better Than Their Parent Indexes

Figure 4: Minimum Volatility Has Offered Higher Risk-Adjusted Returns
Returns since inception of the MSCI USA Minimum Volatility Index

Source: Morningstar as of 6/2/08 to 3/31/2018. Past performance does not 
guarantee future results. Index returns are for illustrative purposes only. Index 
performance returns do not reflect any management fees, transaction costs 
or expenses. Indexes are unmanaged and one cannot invest directly in 
an index. Past performance does not guarantee future results. Index 
returns do not represent actual iShares Fund performance. For actual fund 
performance, please visit www.iShares.com or www.blackrock.com.
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BlackRock estimate, as of 4/30/15. This is not meant as a guarantee of any 
future result or experience. This information should not be relied upon as 
research, investment advice or a recommendation regarding the iShares Funds 
or any security in particular.

Figure 5: Sample P&C Insurer’s Allocation and Risk
Minimum Volatility Can Reduce Equity Risk
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Figure 6: MSCI USA Minimum Volatility Index 
Excess Performance vs. S&P 500
Minimum Volatility Has Outperformed in Down Markets

Source: Morningstar 6/2/2008 to 3/31/2018. Index returns are for illustrative 
purposes only. Index performance returns do not reflect any management 
fees, transaction costs or expenses. Indexes are unmanaged and one cannot 
invest directly in an index. Past performance does not guarantee future 
results. Index returns do not represent actual iShares Fund performance. For 
actual fund performance, please visit www.iShares.com or www.blackrock.com.
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1The Rise of Factor Investing For Insurers? (cont.)

Implementing Factor 
Views and Portfolio 
Tilts with Single Factor 
ETFs

Similar to single country and sector ETFs, 
factor-based ETFs allow investors to 
efficiently orient their portfolios based on 
macroeconomic views while providing 
diversification and liquidity potential. 
Whereas single country and sector ETF 
index methodology selects constituents 
based on static characteristics such as 
company domicile and revenue source, 
factor-based equity ETFs select stocks 
based on their historical drivers of return. 
Value, Size, Quality and Momentum 
are time-tested drivers of returns across 
equities. Because different economic 
rationales typically drive each factor, they 
have tended to outperform at different 
times. For investors with a shorter time 
horizon and a reasonable appetite for risk, 
this cyclicality presents an opportunity 
to tilt portfolios towards one factor or 
another in pursuit of incremental returns 
(see Figure 7 below).
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For illustrative purposes only. There is no guarantee that the factors identified will outperform 
during any economic regime.

Figure 7: Typical Behavior of Global Business Cycle
Factors Have Tended to Outperform at Different Times

Four Style Factors 
Value, Size, Quality and Momentum have been 
historical drivers of equity returns. Each factor 
is easily accessible through iShares single 
factor ETFs: VLUE, SIZE, QUAL, MTUM
Indexes select constituents based on certain 
characteristics associated with each factor:

Value: High book value to price, 
high 12-month forward earnings 
to price and enterprise value to 

            cash flow from operations.

Size: Small market capitalization.

Quality: High return on equity 
(ROE), stable year-over-year 
earnings growth and low 

                           financial leverage.

Momentum: 
High price momentum.

VLUE

SIZE

QUAL

MTUM
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Investors may also blend factors in order 
to gain exposure to a set of risk premia 
that provide outperformance over time. 
Such an approach takes advantage of the 
potential diversification benefits and the 
time varying nature of factors, without 
tying the portfolio to the performance of 

any individual factor. This also affords 
investors the opportunity to determine 
their own strategic asset allocation of 
factors, thereby harnessing the low (and 
often negative) correlation of excess 
returns relative to each other, as seen in 
figure 8 below.

Figure 8: MSCI USA Factor Indexes: Correlations of Excess Returns
Low Correlations Can Create Diversification

Source: MSCI, BlackRock, from 2/1/2015 – 3/31/2018. Correlations are calculated using monthly returns in 
excess of the MSCI USA Index.
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1The Rise of Factor Investing For Insurers? (cont.)

Case Study: 
Rethink Core Allocations
One large P&C insurer embraced this approach in its 
surplus portfolio, replacing part of its passive U.S. market 
capitalization-weighted equity allocation, in the form of 
iShares Core S&P 500 ETF (IVV), with a blend of factor-
based ETFs  representing Quality, Momentum, Value and Size 
(see Figure 9). Initially, the investment team equally weighted 
its allocations to each of the factors, deliberately avoiding 
tactical views on any one factor while retaining flexibility to 
tilt the portfolio at different points in the business cycle.

Over time, as the market environment changed and the 
investment team identified signals of an expansionary cycle, 
the insurer increased its relative allocation to the Value and 
Size factors using iShares Edge MSCI USA Value Factor 
ETF (VLUE) and iShares Edge MSCI USA Size Factor 
ETF (SIZE). The MSCI USA Enhanced Value Index (the 
benchmark for VLUE), has a historical upside capture in excess 

of 100% and a beta greater than one, while the MSCI USA 
Risk Weighted Index (the benchmark for SIZE) offered risk-
managed exposure to smaller companies and a greater upside 
than downside capture ratio.6 In combination, these two factors 
have generally outperformed in periods of economic growth, 
an opportunity the insurer sought to capture.6 While Value 
and (small) Size were overweighted, the insurer maintained 
diversification with relative underweights to Momentum and 
the slightly more defensive Quality factor.

As market signals changed, the insurer implemented a more 
defensive tilt, executing an overweight to Quality via the 
iShares Edge MSCI USA Quality Factor ETF (QUAL), 
relative to the other three factors. With a methodology 
designed to seek out stocks with strong balance sheets and 
stable earnings, the MSCI USA Sector Neutral Quality index 
(the benchmark for QUAL) had a historical beta of 0.9 and a 
maximum drawdown 14% less than that of the S&P 500.6 The 
investment team continues to monitor market signals to tilt the 
portfolio tactically.
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6Source: BlackRock, MSCI, Morningstar,   1/1/2015 – 3/31/2018 based on monthly return. Past performance does not guarantee future results.

This information should not be relied upon as research, investment advice or a recommendation regarding the Funds or any 
security in particular. This information is strictly for illustrative and educational purposes and is subject to change. There is no 
guarantee that any strategies discussed will be effective.

Figure 9: Single Factor Allocations around Core S&P 500 Exposure
Factor ETFs Simplify Tactical Portfolio Tilts

Why Use a Multifactor Strategy? 
Multifactor strategies are optimized to provide diversified exposure to several factors. Individual style factors may zig while the others zag depending on 
the market environment, so a portfolio that uses a multifactor approach can potentially benefit in a variety of market conditions, harnessing their negative 
correlations (see Figure 8). Over the long term, combining factor exposures may produce even more consistent results than factor exposures individually.
Multifactor equity funds such as the iShares Edge MSCI Multifactor USA ETF (LRGF) can have sector, country and risk characteristics that are similar 
to well-known equity benchmarks, so these funds can function as long-term core allocations.
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1The Rise of Factor Investing For Insurers? (cont.)

Multifactor ETFs: 
Capturing Potential 
Excess Returns at a 
Lower Cost

While some insurers take an active 
approach to implementing single factor 
views, many others choose to embrace 
the diversification benefits and potential 
return enhancement that can come from 
an allocation to a diversified set of factors 
through a multifactor strategy.

In particular, multifactor ETFs provide 
a flexible solution for insurers who 
are looking to replace active managers 
and reduce management fees. Insurers 
increasingly engage portfolio analysis 
technology such as factor-based 
attribution tools to identify static drivers 
of active manager performance. In some 
cases, this separates managers that are 
consistently delivering alpha over time 
from those that maintain relatively static 
allocations to factors (now accessible 
more cheaply through ETFs). Static 
exposure to factors explains over 90% 
of the aggregate excess returns among 
outperforming managers.7  While true 
alpha (i.e. excess return that is driven not 
by factors, but by security selection or 
timing) may still be present in addition to 
static factor returns, it can be reduced by 
the drag of high fees. Multifactor ETFs 
enable insurers to mirror much of the 
risk exposure in certain active funds, at 
a lower price.

The rules-based indexes that underlie 
single and multifactor ETFs have evolved 
to deliver precise exposure to these 
historically rewarded risk factors across 
various global equity markets. These 
factor indexes are transparent (holdings 
disclosed daily) and based on published 
rules that can help increase predictability 
of turnover and performance. Multifactor 
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indexes use bottom-up stock selection and weighting to maximize exposure to desired factors 
while minimizing overlap. Ultimately, these factor indexes enable insurers to build ETF 
portfolios with potentially higher risk-adjusted or absolute returns versus the market, at a 
lower cost than active managers.

4

For illustrative purposes only. 

Figure 10: The Drivers of Portfolio Returns
Static Factor Exposures Play a Key Role
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7Source: Madhavan, Sobczyk, Ang (2016) “Estimating Factor Exposures with Cross-Sectional Characteristics with Application to Active Mutual Funds”, BlackRock 
Working Paper.

For illustrative purposes only.

Figure 11: Style Factor Exposures
Not All Active Managers Offer Active Exposures

Case Study: 
Manage Factor Exposure
An insurer sought to decompose one of its active U.S. equity manager’s sources of excess 
return. The manager delivered slight outperformance of 39 basis points per year versus the 
benchmark (S&P 500) net of fees. With support from BlackRock, the insurer conducted a 
factor-based risk analysis and return attribution on the fund. This analysis, based on 5 years 
of holdings, illustrated the manager’s persistent factor tilts over time (Figure 11).
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1The Rise of Factor Investing For Insurers? (cont.)

Looking Ahead
The insurance industry has seen 
significant shifts in the way investment 
teams direct asset allocation to maximize 
risk-adjusted returns and income, while 
reducing volatility against a backdrop of 
regulatory and market-driven constraints. 
Though a significant proportion of risk 
in insurance portfolios stems from rates 
and spreads, the growth of equity and 
alternative allocations add another layer of 
complexity to the risk-budgeting process. 
Insurers must deliberately redistribute 
risk while seeking to maintain or boost 
portfolio return. Given expectations for 
continued low rates, low expected equity 
returns, and an expected pickup in market 
volatility, this trend is likely to persist.

In this context, ETFs can be useful 
tools for insurers to steer portfolios. 
BlackRock partners with insurance 
companies to share insights into portfolio 
risk and return analytics, investment due 
diligence, and trading guidance. We are 
here to help.
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Want to know more?
Carefully consider the Funds’ investment objectives, risk factors, and charges and expenses before investing. This and other 
information can be found in the Funds’ prospectuses or, if available, the summary prospectuses which may be obtained by 
visiting www.iShares.com or www.blackrock.com. Read the prospectus carefully before investing.
Investing involves risk, including possible loss of principal.
There can be no assurance that performance will be enhanced or risk will be reduced for funds that seek to provide exposure to certain quantitative investment characteristics 
(“factors”). Exposure to such investment factors may detract from performance in some market environments, perhaps for extended periods. In such circumstances, a fund 
may seek to maintain exposure  to the targeted investment factors and not adjust to target different factors, which could result in losses. The iShares Minimum Volatility 
ETFs may experience more than minimum volatility as there is no guarantee that the underlying index’s strategy of seeking to lower volatility will be successful. The strategies 
discussed are strictly for illustrative and educational purposes and are not a recommendation, offer or solicitation to buy or sell any securities or to adopt any investment 
strategy. There is no guarantee that any strategies discussed will be effective. The information presented does not take into consideration commissions, tax implications, or 
other transactions costs, which may significantly affect the economic consequences of a given strategy or investment decision. This material represents an assessment of 
the market environment as of the date indicated; is subject to change; and is not intended to be a forecast of future events or a guarantee of future results. This information 
should not be relied upon by the reader as research or investment advice regarding the funds or any issuer or security in particular. Transactions in shares of ETFs will result 
in brokerage commissions and will generate tax consequences. All regulated investment companies are obliged to distribute portfolio gains to shareholders. There can be no 
assurance that an active trading market for shares of an ETF will develop or be maintained. Diversification and asset allocation may not protect against market risk or loss of 
principal. Case studies presented are shown for illustrative purposes only. They are not meant as a guarantee of any future result or experience. The information should not be 
relied upon as research, investment advice or a recommendation regarding the iShares Funds or any security in particular. The iShares Funds are distributed by BlackRock 
Investments, LLC (together with its affiliates, “BlackRock”). The iShares Funds are not sponsored, endorsed, issued, sold or promoted by MSCI Inc., nor does this company 
make any representation regarding the advisability of investing in the Funds. BlackRock is not affiliated with MSCI Inc.
iSHARES and BLACKROCK are registered trademarks of BlackRock. All other marks are the property of their respective owners. 481566
Lit. No. IS-FACT-INSUR-1016 007375a-ISHR_R3_PRD_THK_1016
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The output revealed this manager held stocks, which in aggregate to the benchmark, exhibited long-term tilts to 
factors including Momentum, Value and (smaller) Size. Although these positions were the product of an active 
decision, the exposure to these factors remained fairly static over the five-year period.
The return attribution highlighted the portion of return generated from these static factor tilts versus additional 
security selection. In total, the fund’s excess return of 39 basis points per year could be disaggregated into -73 
basis points from security selection (including factor-timing and the manager’s 90 basis point per-year expense 
ratio), and 112 point return from long-only static factor exposure (Figure 12).
By analyzing the active manager’s holdings and by understanding the insurer’s objectives to seek excess returns 
without significantly increasing risk, BlackRock identified the iShares Edge MSCI USA Multifactor ETF (LRGF), 
an optimized blend of equity factors, as a low-cost vehicle for exposure to these known risk premia. The ETF 
offered the insurer an opportunity for excess returns in a tax- efficient structure and at an expense ratio less than 
one-fourth that of the active manager. The investor also appreciated the more consistent excess return potential 
afforded by a multifactor versus the typically more volatile single factor approach.

Figure 12: Active Fund Return Attribution
Static Factors Help Drive Excess Return

For illustrative purposes only.
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AllianceBernstein

EM Debt Investing: 
Considering the Right Approach

Renewed Insurance Interest Bolsters Inflows
For investors looking for yield in an environment of low interest rates and compressed credit spreads, EM debt offers an attractive range   
of opportunities. Insurers have resumed their activity in this space, contributing to recent inflows. Insurance interest has picked up from  a 
low point in 2013, when a spike in market volatility during the “taper tantrum” curtailed investment.

The flows into EM debt have spanned market segments. Hard- currency debt, local-currency debt, sovereigns and corporates have all 
benefited (Display 1). Hard-currency debt has led the way, with over $106 billion invested from 2016 to 2017. Local-currency debt has seen 
almost $50 billion in inflows during that period, as investors’ fears of another taper tantrum have decreased.

From a sector perspective, sovereign-bond and corporate-bond fund inflows totaled over $34.6 and $23.4 billion, respectively, while 
blended funds experienced even greater flows: over $54 billion. Even in 2018, which is off to a volatile start, trends in EM debt asset flows 
have remained positive.

Retail investors are generally agnostic about individual EM debt segments, focusing primarily on absolute returns. Institutional investors, 
in contrast, generally take a more  granular  approach. They tend to invest more selectively in specific subsectors of the market, as dictated 
by asset-allocation plans, risk appetite and—in the case of insurers—applicable regulations and capital charges.

Originally published in Insider Insights.
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Emerging-market (EM) debt’s strong returns and outlook have attracted 
flows from wide-ranging investors. Insurers calculating the expected 
returns of EM debt subsegments must adjust for the cost of capital, so 
that they can fairly assess opportunities versus other investments in their 
asset allocations.
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As of January 11, 2018. Not all hard-currency and local-currency flows fit into categories in left-hand display 
Source: EPFR, J.P. Morgan and AB

Display 1: EM Flows Continue To Be Positive
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2EM Debt Investing: Considering the Right Approach (cont.)

Hard-Currency EM Debt: Charges are Similar to Developed Corporates
For insurers with liabilities denominated in the US dollar, investing in hard-currency debt (US dollar–denominated, for simplicity’s sake) 
is a natural extension of their corporate-bond allocation, so hard-currency debt may be a significant part of their allocation.

The required capital-charge rate for an EM hard-currency bond (either sovereign or corporate) is similar to the capital charge for a developed-
market corporate bond with the same rating. This holds true under the supervision of many regulatory  bodies,  including the National 
Association of Insurance Commissioners (NAIC) for insurers in the US, and Solvency II for European insurers.

Under the NAIC Risk-Based Capital (RBC) framework, non-US sovereigns and corporates are effectively treated the same as US corporates 
(Display 2). There is no explicit country or region input into the formula. As is the case with US credit, the NAIC’s designation is directly 
derived from ratings assigned by a NRSRO for a particular issue. The rules are very similar under Solvency II.
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For insurers that hold liabilities in another currency—such as the euro, pound sterling or yen—investing in hard-currency EM debt is also 
a natural extension of their credit allocation. However, these insurers now have to account for the currency-hedging cost, too, just as they 
would when investing in US corporate bonds.

When currency-hedging costs are elevated, as is the case today for European and Japanese investors, the extra yield spread that EM 
investment-grade debt typically offers versus US corporate bonds (Display 3 may help overcome that added cost.

Through March 23, 2018. Spreads are adjusted prior to June 30, 2017. Source: Bank of America Merrill Lynch and AB. Not for inspection by, distribution or quotation 
to the general public.

Display 3: EM Investment-Grade Corporates and Sovereigns Offer Relative Value | Spreads & Spread Difference
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Display 2: Required Capital Charges for Non-US Sovereigns and 
Corporate vs. US 

Source: AB
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2EM Debt Investing: Considering the Right Approach (cont.)

Local-Currency EM Debt: 
Cost Considerations 
Insurance companies shouldn’t overlook 
the potential of EM local-currency debt. 
This segment does bring currency risk, 
which may result in an additional capital 
charge under certain regulatory regimes. 
However, it can offer attractive return 
potential in the right environment.

Under Solvency II, the capital-charge 
rate for currency risk is 25%; for NAIC-
regulated insurers, there is no explicit 
capital charge. Under NAIC RBC, a US 
dollar-denominated BBB-rated bond has 
the same capital charge as a bond of the 
same rating issued in South African rand—
even though the underlying economic, 
credit and interest-rate environments may 
be quite different.

For US-domiciled insurers, local-currency 
EM  debt  investments can bring greater 
internal complexities—and potentially 
more volatile  financial results. Also, 
under both NAIC RBC  and Solvency II, 
systematically hedging the currency risk 
of EM local-currency bonds is very likely 
to be expensive, with the future cost of 
hedging more unpredictable than for hard-
currency hedging. As a result, insurers 
investing in local EM debt may prefer to 
simply bear the currency risk.

The implication for insurance investors: 
the expected returns from local-currency 
EM debt must compensate for the added 
cost of capital and the complications from 
currency risk. Positioning in this market 
segment becomes less about substituting  
for  corporate bond exposure and more 
about having an allocation to a total-return 
strategy, especially compared with riskier 
and more capital-intensive asset classes 
like equities or hedge funds.

High-Yield: Potential, But Adjust for 
Cost of Capital
In the hard-currency EM debt segment, as 
mentioned earlier, the discussion of capital 
charges is similar to the one happening 
with developed-market corporate bonds.

In accordance with local regulations, 
high-yield bonds are either significantly 
more expensive than investment-grade 
bonds from a capital point of view, or 
they’re simply inadmissible. In the US 
and Europe, where high-yield bonds are 
admissible, it’s important to adjust yields 
for the cost of capital when comparing 
the relative value of investment-grade and 
high-yield EM debt.

Where it’s appropriate, insurers should 
consider adding higher-rated high-
yield bonds because of the potential for 
price gains if the issuer’s fundamentals 
improve. For example, a BB-rated 
issuer with strengthening fundamentals 
could be on the verge of an upgrade to 
investment-grade bonds. The bond could 
see substantial price appreciation before 
the official rating upgrade takes place. 
A portfolio that ignores higher-rated 
high-yield issuers will miss out on these 
opportunities.

Understanding Potential Credit 
Risks Is Key
However, insurance companies should 
also be aware of the risk of mark-to-market 
volatility, as well as credit impairment (or 
default) risk. Even in these cases, though, 
having a keen understanding of such risks 
can still allow insurers to invest prudently 
in the EM debt space.

One example of these risks was the impact 
of declining crude-oil prices in 2015 and 
2016. This development put tremendous 
pressure on oil and gas companies, many 

of which were domiciled in EM countries.
Even some investment-grade issuers 
defaulted. It required deep active research 
to evaluate thevmacro environment, 
understand businesses from the bottom 
up and determine which were at risk and 
which were being unfairly punished. The 
judicious use of stress testing provided 
insight into which companies were best 
equipped to survive.

Another instance was Brazil’s sovereign-
debt downgrade to below investment 
grade—the result of a corruption scandal 
in 2015. Brazilian corporate bonds also 
suffered, and only careful monitoring of 
sovereign developments and an in-depth 
knowledge of individual issuers provided 
insight into which issuers could weather 
the storm. In general, exporters were the 
better bet, because their businesses were 
less closely tied to the Brazilian economy.

The Big Picture
Overall, EM debt has posted impressive 
performance over the  past few years, 
attracting substantial inflows. Given the 
continued strong fundamentals across 
many countries, there are wide-ranging 
opportunities in this market for discerning 
investors.

Insurance companies should also consider 
that capital-charge rates for many EM debt 
sectors aren’t far removed from the charges 
for US bonds with the same credit rating. 
In addition, the more capital- intensive 
sectors may be worth a closer look, 
especially relative to other investments in 
their overall asset allocation.
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2EM Debt Investing: Considering the Right Approach (cont.)
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Conning

State of the States: 
Municipal Bond Credit Perspectives - May 2018

Executive Summary 
Conning has a declining outlook on 
state credit quality. State revenue growth 
is trending below the growth in state 
expenditures (as well as the growth of U.S. 
GDP), and this mismatch has led to state 
reserves edging lower since our last report 
in October 2017.

The ongoing economic expansion continues 
to be uneven. Several states concentrated 
in the Northeast are lagging, while many 
West- ern and Southeastern states are 
experiencing strong economic growth. 
We believe that above-average economic 
activity foreshadows credit upgrades and 
better relative bond performance.

A handful of states are now in perpetual 
budget mode, making mid-cycle 
adjustments, watching revenues come up 
short and experiencing enactment delays. 
We expect this pattern to continue with FY 
2019 budgets starting July 1. Increases in 
retirement costs and Medicaid continue 
to crowd out spending on other essential 
purposes for many states, making for 
tough political decisions.

The Tax Cuts and Jobs Act (TCJA) has 
added a new challenge for states with high 
income and property taxes, in the form of 
a new $10,000 per-family cap in state and 

local deductions (SALT). Curtailing the 
SALT deductions is especially challenging 
for middle- to high-income taxpayers in 
states with higher tax rates, who in turn 
are pressuring political leaders to cut state 
and local taxes. For these taxpayers, the 
benefits of the TCJA may be negated – and 
their taxes may even go up. Taxpayers in 
low-tax states are much more likely to see 
greater tax-relief benefits created by TCJA.

The TCJA also affects the municipal bond 
buyer base. The lower corporate tax rate 
makes municipal bond investments less 
attractive for P&C insurers and banks, 
which account for about 25% of all 
municipal bonds outstanding. In 2017, 
P&C insurers and banks increased their 
holdings by $33 billion, but this demand is 
unlikely to be maintained in 2018.1

However, life insurers may find tax-
advantaged securities more attractive 
under the TCJA. Demand from individuals 
has also been strong, especially in states 
with high state-income tax rates. While the 
municipal bond buyer base is changing, we 
estimate new-issue municipal supply will 
be lower by 25% in 2018, as the TCJA has 
eliminated tax-exempt advance refundings 
of municipal bonds.

States continue to be very cautious in 
issuing new debt; debt service remains less 
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Conning’s State of the States report is our proprietary, ongoing ranking of the U.S. 
states by credit outlook. In this issue, we also offer insight on the recent tax-law 
changes along with our overall assessment of municipal bond credit quality. States 
are the largest issuers of municipal bonds and we believe that a sound understanding 
of their credit quality is a prerequisite to effective municipal bond investing. This 
report forms the basis for our internal ratings, which also consider security features 
and fiscal management, yielding a comprehensive assessment of both credit quality 
and direction. This analysis centers our disciplined approach to constructing and 
managing municipal bond portfolios.
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1The Board of Governors of the Federal Reserve System, Financial Accounts of the United States – Z.1, L.212 Municipal Securities, https://www.federalreserve.gov/
releases/z1/20180308/html/l212.htm, March 8, 2018

than 5% of General Fund expenditures for 
most states. Growing costs for Medicaid, 
pensions and other retirement benefits 
(OPEB) are crowding out room for new 
capital projects. The proposed infrastructure 
plan by the Trump administration will 
not likely lead to a meaningful increase 
in state debt issuance, as it calls for more 
than seven dollars of state funds for each 
dollar of federal grant money on a project-
by-project basis. States and their political 
subdivisions have political and economic 
limits in their ability to raise revenue, and 
the Trump infrastructure proposal does not 
alter this reality.

Key Findings
• Conning maintains its declining outlook 
  on state credit quality.
• Slow state tax-revenue growth is making 
  for tough fiscal choices.
• Economic growth is concentrated in 
  Western and Southeastern states.
• The Tax Cuts and Jobs Act has altered the 
  municipal bond buyer base.
• Elimination of state and local tax deduction 
  is adding challenges for high-tax states.
• Overall municipal credit quality is 
  benefiting from U.S. economic growth.
• Revenue bond sectors have 
  positive outlooks.
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State of the States: Municipal Bond Credit Perspectives (cont.)

Although we have a declining outlook on the state credit sector, 
Conning has improving or stable outlooks on all the municipal 
market’s other major risk sectors. Steady home price appreciation, 
growing consumer confidence plus higher wages and wealth levels 
are leading to more driving, flying and purchases - all of which 
increase municipal revenues.

State Revenues: Slow Growth Continues in 2017 
AAs Exhibit 1 illustrates, state tax revenues increased 3.8% in 
2017, which is an improvement from 2016 but still below the
growth in GDP and state General Fund expenditures. Some of the 
2017 state revenue growth is due to individuals and corporations 
prepaying their income taxes as a result of the passage of the TCJA, 
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which are one-time prepayments that will not lead to long-term 
growth. Furthermore, 25% of the states’ revenue growth came not 
from economic growth but from newly enacted revenue measures, 
according to the State Expenditure Report, Fall 2017, from the 
National Association of State Budget Officers (NASBO).

State Expenditures: Outpacing Inflation
Lackluster revenue growth from state taxes has been accompanied 
by state General Fund expenditures being up 4.0% in 2017.2 As 
Exhibit 2 illustrates, state expenditures continue to outpace the 
CPI inflation measure, implying that states face difficult choices 
between higher taxes, spending cuts or reserve draw- downs. 
Combined with the state election cycle, which includes many 
gubernatorial races in large states, we expect a contentious state 
budget enactment process this spring and summer, which is a credit 
concern.

State Spending Trends: 
Medicaid Crowding Out Other Needs
In the past two decades, Medicaid spending has risen to 29% of total 
state spending (FY2016) from 20% (FY1996), per NASBO’s latest 
State Expenditure Report. During the same period, elementary and 
secondary education fell to 19.6% of total state spending from 22%. 
Medicaid is currently the largest state-spending component and 
was the fastest-growing component (6.1%) in FY2016.

Another major expenditure driver are legacy costs. These are not 
shown as a specific expenditure in Exhibit 3, but are embedded in 

2©2017 The National Association of State Budget Officers, “Fiscal Survey of the States (Fall 2017),” https://www.nasbo.org/reports-data/fiscal-survey-of-states

Prepared by Conning, Inc. Sources: Bureau of Economic Analysis, U.S. 
Department of Commerce (2009-2018), Census Bureau, U.S. Department of 
Commerce (2009-2018) and ©2017 The National Association of State Budget 
Officers, “Fiscal Survey of the States (Fall 2017),” https://www.nasbo.org/ 
reports-data/fiscal-survey-of-states
1State General Fund revenues include individual and corporate income taxes, 
sales, property taxes, licenses and fees plus other revenue.

Exhibit 1: State Revenues, State Expenditure and GDP Growth

Prepared by Conning, Inc. 
Source: Census Bureau, U.S. Department of Commerce (2009-2017)

Exhibit 2: State General Fund Expenditure Growth % 
Compared to Annual CPI
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Exhibit 3: State 
Expenditures by 
Function FY2016

Prepared by Conning, Inc. Source: © 2000-2018 The National Association of 
State Budget Officers, Fiscal Survey of the States (Fall 2017),” https://www.nasbo.
org/reports-data/fiscal- survey-of-states
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State of the States: Municipal Bond Credit Perspectives (cont.)

all the categories. Many states, most notably California, have lowered their assumed rates of return on pension investments. While this may 
be good governance, it also increases required state pension plan contributions.

As shown in Exhibit 4, fund-reserve balances continue to fall. Reserve balances vary dramatically: 13 states have less than 5%, as shown 
in Exhibit 5, including Illinois, New Jersey and Pennsylvania. Among the states with large reserve balances, Texas and Alaska have more 
than 15%.
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State Pensions: No Improvement
For state pension plans, net unfunded liabilities 
edged higher in 2016. The Funded Ratio declined 
to 71.1% in FY2016 from 74.5% in FY2015, per 
state financial reports. Conning expects some 
improvement in funding ratios for FY2017 once 
higher FY2017 investment returns are factored 
in. Exhibit 6 lists the states with the lowest 
funded ratios. 

States report a wide dispersion in funded ratios: 
some have fully funded plans while others have 
huge unfunded obligations created by years of 
underfunding, plan changes and poor investment 
performance. Many states now required to make 
higher pension contributions are choosing to not 
fund 100% of their annual required contribution, 
most notably New Jersey. Other states are 
extending the time to reach fully funded status, 
most notably Illinois. These actions make the 
pension liabilities even greater.

Exhibit 4: Year-End Balance as a Percent of Expenditures1

Prepared by Conning, Inc. Source: © 2000-2017 The National Association 
of State Budget Officers, Fiscal Survey of the States (Fall 2017),” https://
www.nasbo.org/reports-data/fiscal- survey-of-states
1Includes the ending GF balance plus Rainy Day Fund Balance

Exhibit 5: Total Fund Balances as Percentage of GF Expenditures 
by State

Prepared by Conning, Inc. Source: © 2000-2018 The National Association 
of State Budget Officers, Fiscal Survey of the States (Fall 2017), https://
www. nasbo.org/reports-data/fiscal-survey-of-states

Exhibit 6: States with Lowest Pension Plan Funded Ratios

Prepared by Conning, Inc. Source: State Comprehensive Annual Financial Reports 
(CAFRs 2016)

http://insuranceaum.com/
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State of the States: Municipal Bond Credit Perspectives (cont.)

Economic Debt: Fixed Costs Vary by State
Economic debt measures each state’s total fixed-cost 
obligations, not just direct or stated debt issued. It 
tallies stated debt plus a state’s net pension liability 
(NPL) and its unfunded other post-retirement benefits 
(OPEB) liabilities. Conning believes economic debt 
is a more comprehensive measure of fixed costs and 
an important credit factor.

While aggregate FY2016 stated debt was $517 billion, 
Conning calculates that economic debt (including 
stated debt) for the same period was $1.6 trillion. The 
difference is NPL plus unfunded OPEB. Although 
the failure to make annual required contributions in 
full to these accounts does not constitute an event of 
default, these are long-term obligations and for many 
states it is all but impossible to reduce vested benefits. 
While states generally have more control over setting 
OPEB benefits, these are often subject to collective 
bargaining agreements.

Several states have high economic debt levels with the 
annual expense to service their fixed-cost obligations 
accounting for 20% or more of their General Fund 
expenditures. States with little economic debt do 
not have this burden, giving them a material credit 
and competitive advantage. Illinois, New Jersey, 
Connecticut and Pennsylvania have fixed costs 
exceeding 20% of their expenditures. Median state 
economic debt as a percentage of personal income is 
5.4% as calculated by Conning, but as Exhibits 7 and 
8 illustrate, the dispersion by state is quite wide.

General Fund Reserves: Major Differences 
by State
General Fund reserves provide an important cushion 
in the event revenues and expenditures fall out of 
balance. The median state General Fund reserve 
balance as estimated by NASBO in its Fall 2017 
report is 7.7%. The state leaders and laggards are set 
forth in Exhibit 9.
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Exhibit 7: States with Low Economic Debt

Prepared by Conning, Inc. Source: State Comprehensive Annual Financial Reports 
(CAFRs 2016)

Exhibit 8: States with High Economic Debt

Prepared by Conning, Inc. Source: State Comprehensive Annual Financial Reports 
(CAFRs 2016)

Exhibit 9: State Revenues: Leaders v. Laggards

Prepared by Conning, Inc. Source: ©2000-2018 The National Association of State 
Budget Officers, Fiscal Survey of the States (Fall 2017),” https://www.nasbo.org/reports-
data/ fiscal-survey-of-states

mailto: journal@insuranceaum.com
http://insuranceaum.com/


State of the States: Municipal Bond Credit Perspectives (cont.)

GDP Growth: All States Up
Real GDP increased in every state in the third quarter of 2017 versus the third quarter in 2016 at seasonally adjusted annual rates; year over 
year, GDP grew 4.1% on average. States that have the strongest GDP growth during the period are listed in Exhibit 10, while the laggards 
are shown in Exhibit 11.

State Employment: Impressive Growth
During the past 12 months (February 2017-February 2018), the U.S. economy added just over two million jobs. All states gained employment 
except Alaska, Delaware, Louisiana and North Dakota. Employment growth is an insightful economic indicator as it drives state tax 
revenue, housing prices and personal income.

Unemployment rates have come down since our October 2017  report. Colorado, Hawaii, Idaho, Iowa, Maine, Nebraska,  New Hampshire, 
North Dakota, Vermont and Wisconsin all reported unemployment rates at or below 3%, while only Alaska reported an unemployment rate 
above 6% (7.3%). Employment growth by state is listed in Exhibits 12 and 13.
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Exhibit 10: GDP Growth Leaders by State, 3Q17 vs 3Q16

Prepared by Conning, Inc. Sources: Bureau of Economic Analysis, U.S. 
Department of Commerce (2009-2018), Census Bureau, U.S. Department of 
Commerce (2009-2018)
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Exhibit 11: GDP Growth Laggards by State, 3Q17 vs 3Q16

Prepared by Conning, Inc. Sources: Bureau of Economic Analysis, U.S. 
Department of Commerce (2009-2018), Census Bureau, U.S. Department of 
Commerce (2009-2018)
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Exhibit 12: State Employment Growth Leaders

Prepared by Conning, Inc. Source: Bureau of Labor Statistics, U.S. Department of 
Labor (2018)

Exhibit 13: State Employment Growth Laggards

Prepared by Conning, Inc. Source: Bureau of Labor Statistics, U.S. Department 
of Labor (2018)
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State of the States: Municipal Bond Credit Perspectives (cont.)

Personal Income: Growth Led by Mountain, Pacific and Southeastern Regions 
State personal income is defined as the sum of net earnings by place of residence, property income, and personal current- transfer receipts. 
State personal income grew by 3.1% on average in 2017, up from 2.3% growth in 2016 per the Bureau of Economic Analysis. North Dakota 
was the lone state to experience a decline in personal income. Meanwhile, personal income increased 1.1% quarter over quarter in 4Q2017, 
led by Nevada’s 1.5% growth.
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Exhibit 14: 2017 State Personal Income Leaders, Growth 4% or More

Prepared by Conning, Inc. Source: Census Bureau, U.S. Department of 
Commerce (2018)

Exhibit 15: 2017 State Personal Income Laggards, Growth 1.5% or Less

Prepared by Conning, Inc. Source: Census Bureau, U.S. Department of 
Commerce (2018)

Exhibit 16: Fourth-Quarter Price Change by State, Purchase-Only Index (Seasonally Adjusted)

Prepared by Conning, Inc. Source: Federal Housing Finance Agency (FHFA) (2018), “U.S. House Prices Rise 
1.6 Percent in Fourth Quarter,” February 27, 2018

Home Price Appreciation: 
Another Year of 6%+ Growth   
The Home Price Index (HPI) is calculated 
by the Federal Housing Finance Agency 
(FHFA) using conventional, conforming 
mortgages that are backed by either 
Fannie Mae or Freddie Mac. House 
prices rose 6.7% between the fourth 
quarters of 2016 and 2017. All states 
except Mississippi experienced home 
price increases. In 2016, home prices 
also rose more than 6%. The Mountain, 
Western and Southeastern regions led the 
way higher as illustrated by Exhibit 16.
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State of the States: Municipal Bond Credit Perspectives (cont.)
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Exhibit 19: One-Year Home Price Appreciation, by State

Prepared by Conning, Inc. Source: Federal Housing Finance Agency (FHFA) (2018) press release dated February 23, 2018

Exhibit 17: Home Price Leaders

Prepared by Conning, Inc. Source: Federal Housing Finance 
Agency (FHFA) (2018) press release dated February 23, 2018

  Year-over-Year Price State
 State Increase 2016-2017 Rank
  
 Washington 12.04% 1

 Idaho 11.49% 2

 Nevada 11.45% 3

 Utah 10.74% 4

 Colorado 9.76% 5

Exhibit 18: Home Price Laggards

Prepared by Conning, Inc. Source: Federal Housing Finance 
Agency (FHFA) (2018) press release dated February 23, 2018

  Year-over-Year Price State
 State Increase 2016-2017 Rank
  
 Louisiana 2.69% 46

 Delaware 2.03% 47

 North Dakota 1.79% 48

 West Virginia 1.13% 49

 Mississippi -0.57% 50
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Population Growth: Western and Southern States Lead
Population growth since the last census in 2010 has been led by a handful of states. Over the past seven years, 45% of the nation’s 
population growth of almost 17 million has come from three states: Texas, California and Florida. Over this same period, three states have 
lost population: Illinois, Vermont and West Virginia. Exhibit 20 illustrates population growth since 2010 by state.

State of the States Methodology 
Conning analyzes 13 economic and government-obligation credit ratios 
to calculate our state rankings, measuring business climate, credit-specific 
metrics, economic and  income levels, and housing activity. Exhibit 21 
sets forth the indicators and their respective weightings. We emphasize 
the indicators that we think are forward-looking and correlate to future 
financial results.

The definitions and sources of each of the indicators can be found in 
Appendix A.

The Results: Utah to Kentucky
Conning’s five top-ranked states are Utah, Colorado, Idaho, Texas and 
Washington. Their common threads include strong economic growth, 
favorable business conditions and low fixed costs.

Our five lowest-ranked states are Connecticut, New Mexico, Illinois, 
Mississippi and Kentucky. These states share some combination of high 
commodity-revenue reliance, high legacy costs, slow economic growth 
and a less favorable business climate. The state rankings by each indicator 
can be found in Appendix B.

Of note among the large states is the continued credit improvement for 
California, rising to 14th from 23rd in our October 2017 report.  California 
is in its best fiscal situation in over 15 years. State tax revenues were up 
over 7% during 2017 without  any new revenue actions. Reserves are 

Exhibit 20: Population Percentage Growth by State Since 2010

Prepared by Conning, Inc. Source: Census Bureau, U.S. Department of Commerce (2018).

Exhibit 21: Quantitative Measures of State Performance

Prepared by Conning, Inc. Source: see Appendix A.

  Weighting
 Credit Metrics 40%
  
 ALEC-Laffer Economic Outlook Ranking 2018 8%

 Economic Debt per Personal Income 8%

 FY2017 General Fund Balances as % of 
 General Fund Expenditures 8%

 Debt per Capita 8%

 Tax Revenue Growth 8%

 Economic and Income Measures 60%
  
 GDP per Capita 8%

 Real State GDP Growth 8%

 Employment Growth 8%

 Personal Income Growth 8%

 Unemployment Rate 8%

 Median Household Income 8%

 Home Price Growth 8%

 Population Growth 4%

 Total 100%
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also at record levels and growing.   State debt 
levels have been stable.   Concerns  remain 
due to the state’s high unfunded pension levels 
and OPEB and the fear of what a recession 
would do to tax revenues.     An impediment 
to a higher ranking is California’s high state 
income and sales tax rates, which hinder its 
competitiveness.

Prepared by Conning, Inc.

Exhibit 22: Conning’s State Rankings

Exhibit 23: State Rankings Alphabetically 
with Credit Trend

Prepared by Conning, Inc.

Exhibit 23 provides our current rankings 
alphabetically by state and whether the 
rank has materially improved, declined or 
remained stable from our October 2017 
report. Since our last report, many of the oil 
patch states, including Texas, Oklahoma, 
North Dakota and Wyoming, have seen 
their relative state rankings improve as a 
result of the recovery of oil prices.
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3Exhibit 24: State Ranking Map

Prepared by Conning, Inc.

Exhibit 25: Top-Ranked States

Credit highlights for the best and worst states are displayed 
in Exhibits 25 and 26.

Prepared by Conning, Inc. GF = General Fund.

 State Rank Key credit factors
  
 Utah 1 Best state competitive index with very strong
   employment, personal income, GDP and 
   population growth.

 Colorado 2 Strong employment, personal income, GDP 
   growth with low economic debt and a 
   favorable business climate.

 Idaho 3 Top state in terms of employment growth and
   population growth with rapidly increasing 
   home prices.

 Texas 4 A top state for employment, population and 
   GDP with significant GF reserves.

 Washington 5 Top state for home price growth with very 
   strong growth in personal income, population 
   and employment.

Prepared by Conning, Inc. GF = General Fund.

Exhibit 26: Lowest-Ranked States

 State Rank Key credit factors
  
 Connecticut 46 High economic debt levels with low GF 
   reserve balances; slow personal income
   and employment growth offset by high 
   income levels.
  
 New Mexico 47 Very high unemployment rate, high 
   economic debt levels and very low median  
   household income.

 Illinois 48 High economic debt levels with low GF 
   reserves and a slow-growing economy. 
   Recent tax increases have stabilized GF 
   operations.

 Mississippi 49 Lowest median family income among all 
   states, poor growth in employment and 
   income.

 Kentucky 50 Very high unfunded pension levels with low 
   median family household income.
   Employment, GDP and home price have 
   been sluggish.

http://insuranceaum.com/
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State of the States: Municipal Bond Credit Perspectives (cont.)

State and Local Taxes (SALT) Cap: 
New Worry for High-Tax States
Under the TCJA, state and local tax 
deductions are limited to $10,000 per 
return ($5,000 for married couples 
filing separately). States where SALT 
deductions are highest as a percentage of 
personal income include New York, New 
Jersey, Connecticut, California, Maryland 
and Oregon. Lawmakers in these states 
are considering ways to preserve this 
deduction, but the likelihood of the IRS 
approving measures to evade the $10,000 
cap is uncertain.

The SALT deduction cap will erode and 
possibly eliminate all the benefits of the 
personal income tax cuts for many upper- 
middle-class earners in states with high tax 
rates. Higher-income residents of states 
with lower tax rates will receive a greater 
share of benefits from the TCJA tax cuts. 
This could accelerate the migration away 
from states with higher tax rates to those    
with lower rates, creating a new credit 
concern for the former.

On balance, the TCJA has made the states 
with higher tax rates less competitive.

Federal Changes: TCJA Has Altered 
the Municipal Bond Buyer Base
The lower corporate tax rate of 21% has 
made municipal bond investments less 
attractive for P&C insurers and banks,    
which account for 24% of total municipal 
bond holdings.3 We expect P&C companies 
to be less active buyers of tax-exempt 
municipal bonds, especially at the short 
end of the curve.

Proposed Congressional legislation 
classifies municipals as level 2B high-
quality liquid assets (HQLA), the same 
as for mortgage-backed securities but 
below sovereign debt. This new potential 

demand may offset some loss of demand 
created   by the lower corporate tax rate. 
Furthermore, municipal bonds continue 
to offer diversification for portfolios with 
significant corporate bond exposure, and 
a universe of average higher quality than 
today’s corporate bond market.

While P&C insurers may have less interest, 
life insurers may have more interest in 
municipal bonds. While life companies 
hold just 5% of all municipal securities 
(tax-exempt and taxable), the TCJA has 
increased the value of holding tax-exempt 
securities    for life insurers by lowering 
their effective tax rate to 6.3%. (Previously 
the effective tax rate on tax-exempt 
municipals was    higher and complicated 
for life insurers to determine.) Under the 
TCJA, tax-exempt income for life insurers 
is now taxed just  above the 5.25% rate for 
P&C companies.

However, the traditional ability for issuers 
to call bonds after 10 years is a concern for 
life insurance accounts, which are long-
duration buyers. New structures, including 
replacing call features with make-whole 
calls, may be needed to attract these buyers.
While the TCJA has slightly lowered 
personal tax rates, we expect individual 
demand for tax-exempt municipal bonds 
to remain strong especially in states with 
high income-tax rates. With state and local 
deductions capped, tax-exempt municipal 
bond  interest is one of the few tax 
deductions remaining.

The TCJA eliminated the ability of 
municipal issuers to advance refund 
outstanding bonds. Advance refundings 
of existing bonds, which result in two sets 
of bonds outstanding for the same project, 
have accounted for as much as 40% of 
total annual issuance. This prohibition 
may lower municipal issuance as much 

as 25% in 2018 compared to 2017. Thus, 
any reduction in demand will be offset by 
lower supply.

Overall, there is a great deal of information 
for market participants to digest. There 
are crossover buyers, ETFs and mutual 
funds willing to step in if municipal yields 
become attractive. On balance, we expect 
demand for municipal securities to hold 
steady.

Trump Infrastructure Plan: No 
Surge of Issuance
The White House has proposed a $1.5 
trillion, 10-year infrastructure plan, entitled 
“Legislative Outline for Rebuilding 
Infrastructure in America.” The proposal 
calls for $200 billion in federal funding 
with the remainder coming from state, 
local  and private sources, with a heavy 
reliance on public-private partnerships.

The plan relies heavily on states to finance the 
bulk of new infrastructure improvements, 
similar to today. A key question: can the 
federal government commit $200 billion in 
additional spending given its own budget 
deficit? Raising the federal gas   tax is one 
way for the federal government to pay 
for new transportation infrastructure, but 
historically Congressional support  for this 
has been difficult to obtain. The existing 
tax rate of 18.4 cents per gallon has not 
been adjusted since 1993.

In the White House proposal, state 
governments and their political 
subdivisions would apply for federal 
grants to one of three agencies, based 
on the project. Applicants would have 
to identify how they would fund their 
share of the projects, which would be an 
important selection criterion for receiving 
grant money. This would mean spelling 
out meaningfully high state fee and  tax 
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Special Section: TCJA, Infrastructure and the Municipal Bond Market 

3The Board of Governors of the Federal Reserve System, Financial Accounts of the United States – Z.1, L.212 Municipal Securities, https://www.federalreserve.gov/
releases/z1/20180308/ html/l212.htm,
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State of the States: Municipal Bond Credit Perspectives (cont.)

increases in the applications, which has been politically difficult for both state and local governments facing their own fiscal challenges, let 
alone adding new projects. Nothing in this plan changes that reality.

The plan also includes permitting reform, which may be difficult for Congress to approve. Even if approved in some fashion, money could 
be slow in forthcoming due to the grant approval process. Thus, we feel there is no immediate concern over any surge in new municipal 
issuance related to the proposed federal infrastructure plan.

Municipal Credit Quality Show Overall Improving Trend 
Municipal credit has been on an improving trend, benefiting from the ongoing national economic recovery. Severe credit problems, where 
they exist, are concentrated in a few large issuers, namely Puerto Rico, Illinois and New Jersey. The recovery  is lifting home prices and 
economic activity and both are either taxed or subject to user fees by state and local governments. Credit upgrades exceeded downgrades 
for the third consecutive year in 2017, per Moody’s.4 Conning sees improving to stable outlooks for all major risk sectors composing the 
municipal universe, other than for state-backed obligations, as summarized by Exhibit 27. Two sectors where we see value are airport and 
health care credits.
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Airports – During the past two years, domestic aviation traffic has increased 9.2% among large-hub airports and 14.2% among mid-hub 
airports, and the rate of growth in enplanements is exceeding national GDP growth.5 Demand is primarily a function of economic and 
population growth, especially for airports that principally serve origin and destination passengers, where airline traffic is most responsive 
to local economic conditions and population growth. Other developments affecting airports and airlines have generally been positive as 
well, with capacity apparently growing responsibly.

4Rating revisions: Upgrades top downgrades in 2017, though downgraded is higher”, ©2018 Moody’s Investor Service,Inc., and/or their licensors and affiliates - used with 
permission.
5Calculated by Conning. Calendar Year (CY) Passenger Boardings at Commercial Service Airports, CY 2016 vs 2014, Hubs L, M; https://www.faa.gov/airports/planning_
capacity/passenger_allcargo_stats/ passenger/media/cy16-commercial-service-enplanements.pdf; https://www.faa.gov/airports/planning_capacity/passenger_allcargo_
stats/passenger/media/cy14-commercial-service-enplanements.pdf

Exhibit 27: Conning ‘s Municipal Sector Outlook

Issuers Outlook Comment 
   

Airports Improving Enplanement and other revenue growth have led to improved debt-service coverage. 

Transportation Improving Improving ecomony and low fuel prices driving increased revenues. 

Higher Ed-Public Improving Strong demand for a limited number of spaces at a reasonable price point. 

Sales Taxes Improving Higher consumer spending leading to higher tax revenues and debt-service coverage. 

Health Care Stable Low financial leverage with stable margins but with unrelenting cost pressures. 

Public Power Stable Economic growth and debt refundings resulting in solid credit metrics. 

Water & Sewer Stable Usage growth, essential service yielding stable operating performance. 

Local GOs Stable Steady home price appreciation leading to property tax revenue growth. 

School Districts Stable Property tax revenue growth offset by pension costs and lower state aid. 

Higher Ed-Private Stable High demand for top-tier schools continues; affordability issues for lower-tier schools. 

State Housing Agencies Stable Low mortgage loan losses and limited new issuance merit stable outlook. 

State GOs Declining Tax revenue growth has been slow with growing legacy costs for many states. 
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State of the States: Municipal Bond Credit Perspectives (cont.)

This airport sector has proven resilient 
to both natural and man-made disasters. 
The fall 2017 hurricanes striking Texas 
and Florida closed several airports for 
several days but didn’t cause material 
damage or long-term financial strain. 
The 2016  Florida zika outbreak didn’t 
materially affect airport credits like the 
Miami International Airport, the Orlando 
International Airport, the Fort Lauderdale-
Hollywood International Airport or the 
Tampa International Airport. Even looking 
back at 9/11,  after which civilian air traffic 
was grounded for a week, airport traffic 
recovered with no permanent impairment 
in airport   credit quality.

Another positive trend for airports is 
growth in international traffic. International 
travellers tend to spend more at airports, 
generate higher landing fees and use other 
airport services such as parking. Millennial 
behavior is also a tailwind for the sector: 
younger people prefer living in cities 
without owning cars and using air travel 
more frequently. We have an improving 
outlook on the airport sector.

Healthcare – We believe that the 
healthcare sector merits a stable outlook and 
is an appropriate asset class for insurance 
companies. Healthcare providers, which 
we define as those operating acute-care 
facilities, have improved their financial    

profiles in recent years with adoption of 
the Affordable Care Act (ACA).  Medicaid 
expansion has increased the number 
of   patients covered by insurance while 
reducing bad debt expense. Investment-
grade hospitals provide essential services
and generally have strong financial profiles 
with a growing need for their services 
as the population ages. Most healthcare 
providers have been successfully adjusting 
their business models for the ACA, an 
aging population, lower reimbursement 
levels and value-based reimbursement 
models. Merger and acquisition activity is 
also strengthening credit profiles.
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Laffer State Competitive Environment (8% weight) Arthur Laffer, a supply-side economist, developed the Laffer State Economic 
Competitive Index. The report assigns an Economic Outlook Rank based on a state’s current standing in 16 state policy variables 
including top marginal personal and corporate income tax rates, property and sales tax burdens, and state minimum wage. Rankings are 
from his 11th edition 2018 report.
Source: ©2018 American Legislative Exchange Council (ALEC), Rich States Poor States, Authors: Dr. Arthur B. Laffer, Jonathan 
Williams, and Stephen Moore, 11th Edition, published April 16, 2018 – used with permission, http://www.alec.org/publications/rich-
states-poor-states/

Economic Debt Per Personal Income (8% weight) This indicator ranks each state according to its economic debt as a percentage 
of each state’s first quarter personal income. Conning defines “Economic Debt” for each state as its Net Tax-Supported Debt + State 
Unemployment Trust Fund Loan Balance (if any) + Unfunded Pension Liabilities + Unfunded OPEB Liabilities. Each state’s Economic 
Debt is then divided by its personal income.
Economic Debt = Net Tax-Supported Debt + State Trust Fund Loans + Unfunded Pensions + OPEB Liabilities/ personal income
Sources: ©2017 Moody’s Investors Services, Inc., Moody’s Analytics, Inc. and/or their licensors and affiliates – used with limited 
permission; Office of Unemployment Insurance, Division of Fiscal and Actuarial Services, U.S. Department of Labor “State 
Unemployment Insurance Trust Fund Solvency Report 2018,” https://oui.doleta.gov/unemploy/docs/trustFundSolvReport2018.pdf; and 
Bureau of Economic Analysis, U.S. Department of Commerce (2017), “State Personal Income: 2017” (March 22, 2018), https://bea.gov/
newsreleases/regional/spi/2018/pdf/spi0318.pdf

FY17 General Fund Balance as a percentage of GF Expenditures (8% weight) This indicator ranks the states according to 
their General Fund balance as a percentage of expenditures for FY17. Each state’s ending balance and budget stabilization fund are added 
together to equal their total funds. Each state’s total fund is then divided by that state’s expenditures. This data was taken from The Fall 
Fiscal Survey of States (December 2017), published by the National Association of State Budget Officers.
Sources: ©2017 The National Association of State Budget Officers, “Fiscal Survey of the States (Fall 2017),” https://www.nasbo.org/
reports-data/fiscal-survey-of-states

Debt per Capita (8%) Dividing total state debt by population provides a measures a state’s debt burden.
Sources: “©2018 Moody’s Investors Services, Inc., Moody’s Analytics, Inc. and/or their licensors and affiliates – used with limited 
permission, “Medians – Total State Debt Remains Flat in 2017” (May 3, 2017) and
Census Bureau, U.S. Department of Commerce (2017), https://census.gov/data/tables/2017/demo/popest/state-total.html

Tax Revenue Growth (8% weight) This indicator ranks the states according to their tax revenue growth for the 12 months ended 
December 31, 2017 as compared same period a year earlier. The data was obtained from the U.S. Census Bureau.
Source: Census Bureau, U.S. Department of Commerce (2018), https://www.census.gov/data/tables/2017/econ/qtax/historical/q4.html

Gross Domestic Product (GDP) Growth by State (8% weight) This indicator ranks each state’s annual growth in GDP. This 
information comes from the U.S. Bureau of Economic Analysis. 
Source: Bureau of Economic Analysis, U.S. Department of Commerce (2015-2017), https://bea.gov/newsreleases/regional/gdp_state/
qgsp_newsrelease.htm

Gross Domestic Product per capita (8% weight) This indicator equals GDP divided by the population of each state, per statistics 
from the U.S. census bureau.
Source: Bureau of Economic Analysis, U.S. Department of Commerce (2018), https://bea.gov/newsreleases/regional/gdp_state/qgsp_
newsrelease.htm

Year-over-Year Employment Growth (8% weight) This indicator ranks the states based on their year-over-year total employment 
growth from February 2017 to February 2018. The data was obtained through the Bureau of Labor Statistics using seasonally adjusted 
figures.
Source: Bureau of Labor Statistics, U.S. Department of Labor (2018), https://www.bls.gov/news.release/laus.t01.htm

Appendix A — Description of Indicators
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Median Family Income(8% weight) This indicator ranks states by their median household income. Information is from the census 
survey dated September 14, 2017.
Source: Census Bureau, U.S. Department of Commerce (2018). https://www.census.gov/data/tables/time-series/demo/income-poverty/
historical-income-households.html

Unemployment Rate (8% weight) This indicator ranks the states by their February 2018 unemployment rate. The unemployment 
rate is the percentage of the labor force that is unemployed but is actively seeking employment and is willing and able to work. The data 
were obtained from the Bureau of Labor Statistics.
Source: Bureau of Labor Statistics, U.S. Department of Labor (2018), https://www.bls.gov/news.release/laus.t01.htm

Year-over-Year Personal Income Growth (8% weight) This indicator ranks the states according to their personal income growth 
over the most recent 12 months ending December 31, 2017.
Source: Bureau of Economic Analysis, Department of Commerce (2016) https://bea.gov/newsreleases/regional/spi/2018/pdf/spi0318.pdf

One-Year change in Home Prices (8% weight) This indicator ranks the states based on their one-year change in home prices. The 
data were obtained through the Federal Housing
Finance Agency (FHFA) and covers the quarter ended December 2017.
Source: Federal Housing Finance Agency (FHFA) (2018), https://www.fhfa.gov/AboutUs/Reports/Pages/US-House-Price-Index-Report-
4Q2017-December.aspx

Population Change (4% weight) Annual change in population by state from July 2016 to July 2017
Source: Census Bureau, U.S. Department of Commerce (2017) https://www.census.gov/data/tables/2017/demo/popest/state-total.html
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Appendix B - State Rankings by Credit Indicator
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8% 
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8% 
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4% 
                

Utah 10.28 1 1 9 22 20 7 28 3 7 11 4 4 11 3 

Colorado 10.88 2 15 14 34 7 6 16 5 8 9 6 5 7 8 

Idaho 12.12 3 2 6 9 10 19 49 1 10 9 2 2 32 1 

Texas 15.24 4 14 35 5 11 11 19 6 3 23 21 15 24 7 

Washington 16.32 5 37 26 11 45 16 9 4 2 42 1 1 8 4 

Florida 17.96 6 6 7 21 23 17 40 11 17 22 9 8 41 5 

Tennessee 18.24 7 12 5 8 6 34 35 17 27 14 17 6 40 14 

Indiana 19.52 8 3 19 13 8 14 27 29 32 12 24 18 33 24 

Arizona 19.68 9 5 11 29 19 10 43 9 26 46 5 12 28 6 

Wyoming 19.68 10 8 10 2 2 50 6 13 1 23 41 39 26 50 

Nebraska 20.28 11 28 1 4 1 22 14 44 48 4 46 11 21 19 

Georgia 20.44 12 11 17 20 24 24 29 10 15 33 8 19 39 13 

New 
Hampshire 20.76 13 17 23 27 22 48 20 19 43 2 13 14 1 21 

California 21.28 14 47 34 32 42 4 8 8 22 30 7 10 12 20 

North Dakota 21.40 15 4 4 39 3 3 4 50 20 2 50 48 19 43 

Nevada 21.44 16 13 12 26 14 44 36 2 34 46 3 3 34 2 

North 
Carolina 22.76 17 7 30 18 17 43 30 14 19 33 10 20 38 11 

Oregon 22.84 18 41 22 6 38 49 22 7 14 25 14 21 22 9 

Hawaii 23.04 19 45 47 7 48 20 15 21 28 1 20 7 6 46 

Michigan 23.04 20 18 16 19 18 18 33 25 9 44 33 9 29 34 

South Dakota 23.12 21 9 2 14 16 27 26 18 50 14 45 33 27 16 

Minnesota 23.56 22 44 28 12 31 28 13 36 23 12 25 25 9 17 

Virginia 23.68 23 10 18 41 32 23 17 32 29 17 19 36 13 18 

Oklahoma 24.20 24 16 20 43 9 5 38 12 6 25 39 30 42 35 

Ohio 25.56 25 21 8 28 28 9 24 33 30 33 30 23 37 31 

South 
Carolina 25.60 26 33 39 10 12 47 46 15 12 31 12 22 36 10 

Massachu- 
setts 25.80 27 25 43 40 49 36 3 28 24 17 15 26 5 23 

Iowa 26.44 28 29 3 23 5 40 18 38 46 6 49 38 23 25 

Wisconsin 27.24 29 19 13 35 36 33 25 37 39 6 32 31 20 29 

Missouri 27.44 30 23 15 24 13 29 37 31 36 19 38 28 35 30 

Alabama 27.88 31 20 25 17 27 38 45 34 11 19 22 29 45 33 

New York 27.92 32 50 33 16 46 31 2 26 18 39 26 27 15 40 

Delaware 28.04 33 36 44 15 44 25 1 48 16 31 11 47 25 15 

Montana 28.24 34 43 21 46 4 8 44 27 31 25 23 45 30 12 
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Appendix B - State Rankings by Credit Indicator (continued)
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Arkansas 28.80 35 22 24 44 15 42 48 43 4 21 16 24 46 22 

Alaska 29.88 36 34 48 1 35 1 7 49 33 50 48 41 3 47 

Maine 30.44 37 42 27 25 21 35 41 39 25 6 31 32 43 27 

Maryland 30.48 38 32 40 33 40 37 11 45 37 29 18 42 4 26 

Rhode Island 31.28 39 39 36 30 41 41 23 23 45 33 35 13 14 36 

West Virginia 31.72 40 30 37 3 25 21 47 30 5 48 29 49 48 49 

Vermont 32.04 41 49 41 31 26 39 34 46 38 4 37 17 18 41 

Pennsylvania 32.40 42 38 38 50 29 26 21 20 40 44 28 35 17 38 

New Jersey 32.96 43 46 50 48 47 15 10 16 44 39 34 37 10 32 

Kansas 33.64 44 26 31 47 33 12 31 40 47 14 47 43 31 37 

Louisiana 34.80 45 27 32 42 34 2 32 47 42 33 27 46 49 44 

Connecticut 35.36 46 40 49 49 50 13 5 41 49 39 44 40 2 42 

New Mexico 36.04 47 35 42 36 30 45 39 22 13 49 42 34 44 39 

Illinois 36.24 48 48 46 38 43 30 12 35 35 42 40 44 16 48 

Mississippi 36.76 49 24 29 37 37 46 50 24 21 33 36 50 50 45 

Kentucky 36.96 50 31 45 45 39 32 42 42 41 25 43 16 47 28 

 
Prepared by Conning, Inc. Sources: ©2018 Conning, Inc. and publicly available information.
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Regime Shift: The End of Free Money

When the Fed raises the price of money from zero, it changes everything. For the past 10 
years, money has essentially been free. In certain countries, they were actually giving it 
away (and still are). In the U.S., the Treasury borrowed short term at around 0.05% for most 
of the past decade. Highly-rated corporates and speculators funding levered investments 
borrowed at a LIBOR rate of 0.25%. Households were never able to borrow as cheaply, but 
some floating-rate mortgages fell as low as 2.5%, the lowest rate ever.1

What happens when money is free? Everyone (households, businesses, governments, 
speculators) lines up to borrow some. In this cycle, it has been mostly businesses, 
governments and speculators, as households were too recently burned by their housing 
borrowing binge of the early 2000’s to want to re-lever. When money is free, debt rises 
sharply because interest payments are so low, no one has trouble servicing it (Display 1). 
In addition, the price of assets rises: when funding is near zero, any asset yielding anything 
looks tremendously attractive. 

Real estate, with rental yields at record lows of 4.0%, looked very attractive; utility stocks, 
with a dividend yield of 3.7%, also attractive; junk debt, at 6.4%, staggeringly attractive; 
start-ups  with big payoffs in 10 years, never looked better on a present value basis; LBO 
deals at 11x EV/ EBITDA, what’s not to like? Money is so cheap they’re practically 
begging you to borrow.2
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Unfortunately, this fairy tale environment 
has come to an end. The end of free money 
has arrived. We are entering a new regime 
for the economy and for markets. The 
consensus appears to believe that there are 
no excesses in the economy, and therefore 
that a recession will not happen for at least 
two years and, importantly, since we cannot 
have a bear market without a recession, 
stocks must be owned and the dips bought. 
We disagree. With the end of free money, 
we believe: 

1) Rising rates will expose the cost 
of carrying excessive debt—earnings 
will disappoint and defaults will rise 
more than expected; 
2) The higher cost of debt will slow 
the economy—even though it appears 
nothing can stop growth today 
because of the global synchronized 
economic boom, the U.S. tax cut and 
fiscal spending ramp; and
3) Risky assets will re-price lower—
not because of a 2020 recession, 
which is somewhat too far out—but 
because the rising price of money 
means all assets are less attractive (all 
else equal).

Below we expand on the impact of higher 
debt servicing costs  on the corporate sector 
(via EPS and defaults), the economy, and 
asset prices.

4

Display 1: Spurred by Free Money, Corporate Debt Near Record Highs. 
Debt to GDP (Non-Financial Corporates)

Shading represents recessions. Source: MSIM Global Multi-Asset Team Analysis; 
Haver Analytics; BIS. Data as of March 31, 2018.

Global Multi-Asset Viewpoint
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4Regime Shift: The End of Free Money (cont.)

Rising Debt Servicing Costs: Impact on EPS 
and Defaults
Our analysis indicates that U.S. corporate debt has shot up 50% 
from its cycle low nearly 10 years ago and now stands at $9 trillion. 
This represents a leverage ratio of 5.6x (i.e. debt is 5.6x EBIT), 
at levels last seen in 2007 just before the Financial Crisis. On the 
other hand, with record low borrowing costs, servicing record debt 
has been manageable for U.S. corporates. Interest expense has 
remained relatively low at 19% of EBIT. This is not as low as at the 
prior cycle bests of 15-17% in 1995, 2005 and 2015, but is much 
better than stressed periods such as 2001 and 2009 when interest 
expense rose to 30-45% of EBIT.3 However, our work shows that 
every 100 bps of rate hikes will increase interest expense as a share 
of EBIT by 200 basis points (i.e. from 19% to 21%) such that by 
the end of 2019, interest expense will rise to 22% of EBIT – the 
same level reached before the 2008-09 recession.4 (Display 2) The 
increase in interest expense is driven by the fact that over 30% of 
corporate debt is linked to short term rates and about a fifth of fixed 
rate debt will roll over at higher rates each year.5  Ability to pay is 
one of the key drivers of default rates and interest expense rising 
to 22% of EBIT points to U.S. high yield default rates rising from 
the current 3.5% to 4.2%. A 4.2% default rate implies high yield 
spreads of 490 basis points (up from the current 360 basis points).6

This outcome could be worse given that investment grade debt is of 
the lowest quality since 1990, with almost half of investment grade 
borrowers rated BBB, two notches above junk. In addition, by 
2020, EBIT is likely to fall while debt will likely still be rising and 
unless the Fed actually cuts rates quickly enough, interest expense 
could rise to 27% of EBIT, which could drive the default rate above 
6% and spreads above 800 basis points.7

Simultaneously, these rate hikes and interest expense increases 
would hit margins and earnings, which does not appear to be in 
consensus estimates. Our work points to a 3% hit to S&P 500 EPS 
in 2018 and 2019, from higher interest expense. This represents a 
roughly 35 basis point annual hit to margins in 2018 and 2019.8 
And yet, the consensus forecasts margins to increase by 25 basis 
points in 2019 compared to 2018.9 This alone could cause EPS to 
grow at only 5-7%, rather than the 10% currently expected by the 
consensus for 2019. Some disappointment is also possible for 2018 
EPS but will likely be swamped by the enormous boost from the 
tax cuts, strong global growth and the weaker dollar.

Net-net, 2018 and 2019 rate hikes will increase interest expense 
and corporate defaults and cause corporate spreads to widen and 
margins and EPS to miss expectations.
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Display 2: Interest Expense to Rise to 22% of EBIT Interest Expense 
as % of EBIT vs. High Yield Spreads

Shading represents recessions. Source: MSIM Global Multi-Asset Team Analysis; Haver Analytics; BIS. Data 
as of March 31, 2018. Forecasts/estimates are based on current market conditions, subject to change, and 
may not necessarily come to pass.
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Rising Debt Servicing Costs: 
Impact on Economy
Given the apparent on-going global 
synchronized growth boom and U.S. fiscal 
stimulus, it is no wonder that economists 
and market participants hold a very positive 
view on U.S. growth in 2018. We share that 
view. The consensus expects U.S. growth 
of 2.8% this year and our forecast is 2.9%. 
However, it is striking that the consensus 
expects growth to remain exceptionally 
strong in 2019 and 2020, at 2.4% and 
2.1%, respectively. These forecasts mean 
the economy would grow 0.9% and 0.6% 
above its potential growth rate of 1.5% 
in the 10th and 11th year of an economic 
expansion. In our opinion, this is extremely 
unlikely, as it implies that the Fed’s hiking 
cycle of 200 basis points by 2018-end and 
275 basis points by 2019-end will have had 
a near-zero impact on economic activity. 
Remember it took zero rates over the last 8 
years to get the economy to grow at a 2.2% 
pace.

On the contrary, we expect growth to 
moderate significantly in 2019 and in 2020, 
as the Fed’s actions are already beginning 
to bite and will continue to do so over the 
next two years.

Conceptually, we believe one of the better 
ways of describing the degree of policy 
tightness is to compare the real fed funds 
rate to the Fed’s estimated neutral rate.10 
For nearly 10 years, real policy rates were 
100-200 basis points below the neutral 
rate. Today, because of 150 basis points 
of tightening from the Fed, policy is now 
neutral (which is clearly a function of 
the very low real neutral rate or r* - we 
use the Laubach-Williams estimate  of r* 
which is currently 0%). Historically, going 
from very easy to neutral policy has been 
sufficient to cap growth and drive it
back towards trend. And 100-130 basis 
points of “tightness” (i.e. rates above 
neutral by 100-130 basis points), which 
is where we will be by end-2019, has 

historically been sufficient to drive the 
economy into recession.

More practically, higher policy rates act to 
restrain growth through multiple channels 
and are visibly doing so already:

• Housing investment: The 
expectations of higher policy rates has 
caused a doubling in 10 year yields in 
the past two years, which has driven 
mortgage rates to the highest levels 
in nearly four years.11 As a result, 
housing activity has slowed, with 
home sales flat for the past year. We 
expect housing investment to go from 
contributing roughly 15 basis points 
to growth over the past two years to 
detracting just over 5 basis points 
over the next two years.12

• Consumer spending, though in large 
part a function of disposable income, 
is also affected by higher interest 
rates, which impact auto loans, credit 
card debt and home equity loans. 
So far those interest rates have only 
risen 80-135 basis points from their 
lows. We would expect another 150 
basis points of rate increases over the 
next two years.13 Based on historical 
behavior, every 100 basis points of 
rate hikes likely detracts 30 basis 
points from consumer spending.
• Corporate activity is also impacted 
by higher policy rates through a 
variety of channels. Capital spending 
and investment tends to be negatively 
impacted initially, via the reduction 
in profits that comes from higher 
interest expense, and then, via the 
lower sales and profits that come 
from falling housing investment 
and consumer spending, described 
above. This has yet to occur, but 
higher interest expense will likely 
increasingly impact corporates in 
2019. Importantly, higher policy rates 
also lead to reduced bank lending to 
corporates. Historically, corporate 
lending standards stop easing a 
couple of quarters after rates begin to 

normalize, and then begin to tighten 
6-8 quarters after policy rates reach 
neutral. Again, we have not yet seen 
this but expect that the Senior Loan 
Officer Survey, when released for 
the first quarter of 2018, should 
indicate a reduction in easing of credit 
standards, which would portend a 
tightening of standards in 2019 (based 
on the historical 6-8 quarter lag). So 
capital spending by corporates, which 
is always partially funded by internal 
cash flows but also by debt, should 
stay strong this year but will begin to 
reflect less easy credit standards by 
2019.

Rising Debt Servicing Costs: 
Impact on Asset Prices
It is well understood that the Fed did create 
conditions for a borrowing binge, hoping 
to stimulate economic activity. Indeed, one 
of the stated objectives of free money was 
to encourage increases in asset prices in 
order to generate a wealth effect, so that 
households would increase spending. In 
that sense, free money succeeded beyond 
expectations. As we have previously 
shown, all assets benefited from massive 
inflows as households, businesses and 
speculators flowed cash and reallocated 
to all other asset classes. As a result, most 
asset classes are sitting today at record or 
near- record valuations (see Display 3). At 
no other time in history have so many asset 
classes been simultaneously overvalued: 
a bubble in everything, as The Economist 
magazine cover recently proclaimed. When 
you are getting “robbed” at the bank getting 
0% return on your savings, long term 
bonds yielding 1.5-2% look appealing, as 
do corporate bonds yielding 2-3%, junk 
bonds yielding 6%, stocks yielding 2-4%, 
and so on. As mentioned earlier, when you 
can borrow at near zero (and expect to for 
a long time), paying up for businesses, as 
private equity firms have been doing at 
a record pace, or seeding venture deals 
for companies that are years away from 
positive cash flows, makes sense.
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Display 3: U.S. Assets Collectively Overvalued Composite Valuation of U.S. Stocks, Corporate Bonds 
and Residential Housing1

Footnote: (1) S&P 500 Forward P/E, Moody’s BBB Yield, U.S. Residential Housing Rental Yield Equal 
Weighted Z-score. Source: MSIM Global Multi-Asset Team Analysis; Haver Analytics; BIS. Data as of March 
31, 2018.

For this reason, we are of the view that a 
reset in asset price valuations is likely to 
occur as the Fed continues on its tightening 
path. And importantly, this valuation reset 
will not necessarily come in anticipation 
of a recession in economic activity and 
earnings, as a recession might still be 18-24 
months into the future. It will occur because 
the opportunity cost of investing in longer 
duration assets has gone from zero to 3%.

In a way, the risk premium has gone from 
an infinite multiple of cash returns to barely 
1-2x cash returns – in many cases that is not 
sufficient given the massive risk differential 
between long duration or illiquid assets and 
cash. This applies to speculators as well, 
who could earn carry while speculating, on 
a leveraged basis, on the capital appreciation 
of many long duration assets: getting paid to 
wait – does it get better than that?! Now the 
carry for many such levered speculations 
has been eliminated:  it has become a pure 
bet on capital appreciation. There is likely 

However, the world has changed. Money 
is no longer free:  cash is now yielding 
nearly 2% (a 6-month Treasury bill yields 
1.91% and a 12 month one 2.08%).14 That 
has already driven 10-year yields back up to 
nearly 3%, though investment grade bonds 
still only yield 3.8% and stocks still only 
yield 2%.15 But as inflation approaches 2%, 
a bit earlier than the Fed expects, cash rates 
are likely to keep climbing and will likely 
approach 3% in 12 months.16 Since a bond 
has both duration and credit risk, it will 
need to yield more when cash pays 3%, than 
when cash pays zero, given that cash has no 
duration or credit risk.

Similarly, large cap equities, which 
currently pay 2% dividends, clearly look 
a lot less attractive when cash is 3% than 
when it pays 0% - particularly as it is very 
unlikely that the dividend growth will 
suddenly accelerate to make up for the lack 
of a dividend yield premium over cash. 
(Display 4)

Display 4: The End of Free Carry Cash is Again Yielding More than Stocks

Source: MSIM Global Multi-Asset Team Analysis; Haver Analytics; BIS. Data as of March 31, 2018.
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to be less capital willing to take these types of bets until a valuation reset restores carry to a level sufficient to justify the risk. Individual 
investors have shown this willingness to borrow to invest, by taking more margin debt than any time in history. The negative carry will soon 
make it less attractive to hold long equity positions and give them less tolerance for short- term downside.

In our view then, the end of free money as the Fed raises rates to 2% and beyond is a regime shift that the markets do not appear to have 
discounted yet. The tailwinds of easy money are turning into headwinds as the cost of servicing record corporate debt hits corporate profits 
and forces weaker, highly levered companies into default. In addition, higher borrowing costs are already impacting economic activity in 
housing and will likely impact consumers and corporates, particularly after the boost from the tax cut and fiscal spending passes. Ultimately, 
economic growth is likely to slow more and earlier (2019 rather than 2020-21) than the consensus believes. Lastly, even though everyone 
seems to believe that “if the recession is not around the corner, you gotta own stocks,” the surprise may very well be that asset valuations 
reset well in advance of a 2020 recession as the price of money climbs back to more normal levels.

The scenario we lay out will likely unfold over the coming quarters. As a result, we believe the defensive stance we have favored year to 
date continues to be warranted in the U.S. (and China), with better value in eurozone and Japanese equities and local rates in emerging 
markets. Against this cautious backdrop, we do expect a stabilization both in U.S. growth expectations
as the stimulus kicks in for the second quarter, and in trade war fears as the war of words turns to negotiations. This may temporarily 
stabilize sentiment in equity markets until the theme of The End of Free Money reasserts itself, as inflation and Fed rate expectations both 
continue to climb.

DISCLOSURES
There is no assurance that a portfolio will achieve its investment objective. Portfolios 
are subject to market risk, which is the possibility that the market values of securities 
owned by the portfolio will decline and that the value of portfolio shares may therefore 
be less than what you paid for them. Accordingly, you can lose money investing in 
this portfolio. Please be aware that this portfolio may be subject to certain additional 
risks.  In general, equity securities’ values fluctuate in response to activities specific 
to a company. Investments in foreign markets entail special risks such as currency, 
political, economic, and market risks. The risks of investing in emerging market 
countries are greater than risks associated with investments in foreign developed 
countries. Fixed-income securities are subject to the ability of an issuer to make 
timely principal and interest payments (credit risk), changes in interest rates (interest-
rate risk), the creditworthiness of the issuer and general market liquidity (market risk). 
In the current rising interest-rate environment, bond prices may fall and may result in 
periods of volatility and increased portfolio redemptions. Longer- term securities may 
be more sensitive to interest rate changes. In a declining interest-rate environment, 
the portfolio may generate less income. Mortgage- and asset-backed securities 
(MBS and ABS) are sensitive to early prepayment risk and a higher risk of default 
and may be hard to value and difficult  to sell (liquidity risk). They are also subject to 
credit, market and interest rate risks. Certain U.S. government securities purchased 
by the Portfolio, such as those issued by Fannie Mae and Freddie Mac, are not 
backed by the full faith and credit of the United States. It is possible that these issuers 
will not have the funds to meet their payment obligations in the future. The issuer or 
governmental authority that controls the repayment of sovereign debt may not be 
willing or able to repay the principal and/ or pay interest when due in accordance 
with the terms of such obligations. Investments in foreign markets entail special 
risks such as currency, political, economic, and market risks. The risks of investing 
in emerging market countries are greater than risks associated with investments 
in foreign developed countries. Real estate investment trusts are subject to risks 
similar to those associated with the direct ownership of real estate and they are 
sensitive to such factors as management skills and changes in tax laws. Restricted 
and illiquid securities may be more difficult to sell and value than publicly traded 
securities (liquidity risk). Derivative instruments can be illiquid, may disproportionately 
increase losses and may have a potentially large negative impact on the Portfolio’s 
performance. Trading  in, and investment exposure to, the commodities markets may 
involve substantial risks and subject the Portfolio to greater volatility. Nondiversified 
portfolios often invest in a more limited number of issuers. As such, changes in the 

financial condition or market value of a single issuer may cause greater volatility. By 
investing in investment company securities, the portfolio is subject to the underlying 
risks of that investment company’s portfolio securities. In addition to the Portfolio’s 
fees and expenses, the Portfolio generally would bear its share of the investment 
company’s fees and expenses. Subsidiary and Tax Risk The Portfolio may seek to 
gain exposure to the commodity markets through investments in the Subsidiary or 
commodity index-linked structured notes. The Subsidiary is not registered under the 
1940 Act and is not subject to all the investor protections of the 1940 Act. Historically, 
the Internal Revenue Service (“IRS”) has issued private letter rulings in which the 
IRS specifically concluded that income and gains from investments in commodity 
index-linked structured notes or a wholly-owned foreign subsidiary that invests in 
commodity- linked instruments are “qualifying income” for purposes of compliance 
with Subchapter M of the Internal Revenue Code of 1986, as amended (the “Code”). 
The Portfolio has not received such a private letter ruling, and is not able to rely 
on private letter rulings issued to other taxpayers. If the Portfolio failed to qualify as 
a regulated investment company, it would be subject to federal and state income 
tax on all of its taxable income at regular corporate tax rates with no deduction for 
any distributions paid to shareholders, which would significantly adversely affect the 
returns to, and could cause substantial losses for, Portfolio shareholders.
FOOTNOTES
1Source: Bloomberg; Bankrate.com
2Source: Bloomberg; Datastream; Haver Analytics.
3Source: U.S. National Income and Product Accounts (NIPA), Nonfinancial Corporate 
Business net Interest Coverage Ratio.
4Source: Global Multi-Asset Team Estimates; U.S. National Income and Product 
Accounts (NIPA).
5Source: Global Multi-Asset Team Estimates.
6Moody’s 12 month trailing default rate.
7Source: Moody’s.
8Source: Global Multi-Asset Team Estimates; Factset.
9ibid.
10Source: Laubach-Williams model described in “Measuring the Natural rate of 
Interest,” by Thomas Laubach and John C. Williams, published in the Review of 
Economics and Statistics, November 2003.
11Source: Global Multi-Asset Team Analysis; Bloomberg.
12Source: Global Multi-Asset Team Estimates; Historical data from U.S. Bureau of 
Economic Analysis.
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13Source: Global Multi-Asset Team Estimates; based on 150 basis points of Fed rate hikes.
14Source: Global Multi-Asset Team Analysis; Bloomberg.
15ibid.
16Source: Global Multi-Asset Team Estimates.
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