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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 
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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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Here we are with issue number two. Our goal is to cut through the noise and give you 
one article that you want to read – maybe two. Insurance asset management is unique 
and has a host of complicating factors beyond just deciphering financial markets.

This publication is dedicated to those who work in the field,
and these articles are written by firms who know the business well. 

We select these articles based on quality, topic and timeliness. David Holmes, the best 
researcher in the insurance asset management business, does most of the heavy lifting 
there. We have good insights into fund flows and investment trends across the industry, 
and we use that market intelligence as our guide. Rising rates, changes in the tax code 
and razor thin risk premia are at top of mind. It is important to note that our contributors 
do not pay a fee to be included in this publication.  

So, how do we make money? So far, we haven’t. Our thesis is that if we provide good 
content to the insurance asset management community, that the world will notice and 
beat a path to our door. We welcome your thoughts and suggestions on how to get better. 
We appreciate all of the articles that were submitting for consideration. As has been our 
practice, we will not put two articles on the same topic in any one issue. We don’t track 
you when you download it, and you’re welcome to forward it freely – the content has 
been approved for distribution by the contributor.  

We are very happy to include our first interview featuring John Gauthier, recently retired 
Executive Vice President and CIO of Allied World Assurance Corporation (AWAC) and 
President of Allied World Financial Services, a subsidiary of Allied World. John and 
I have been friends a very long time and many would agree that he is one of the most 
knowledgeable and progressive insurance investment professionals in the business. 
Welcome John, we hope you will grace our pages again soon.  

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 with building the 
Journal itself. 

As always, thanks for taking a look. We appreciate your thoughts and suggestions for 
future issues.

Best regards,

Stewart

Dear colleagues,
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Managing Insurance Assets: 
Lessons Learned By A Former CIO
IAUM: Why are insurance assets managed 
differently than other types of assets?

GAUTHIER: Insurance companies have 
numerous goals, objectives and constraints 
that may meaningfully differ from other 
types of managed assets. These can vary 
widely even within and across the industry. 
These goals can depend on, among other 
things, the company’s ownership structure 
(stock or mutual, private or public), tax 
jurisdiction, regulatory jurisdiction, rating 
agency oversight, and products being 
supported by those assets. And all those 
unique attributes are IN ADDITION TO 
the unique risk tolerance, investment 
philosophy and investment capabilities/
acumen of the company’s management 
team and board of directors.

Most companies care, to some extent, 
about one of two measures: growth in 
book value (per share) or annual earnings. 
While there’s likely coincidence in the 
long run between those two goals above, 
and a total return strategy of most tax-
deferred assets, in the short run they can 
have very divergent paths.

IAUM: How might those differences play 
out in real life? What are some examples?

GAUTHIER: They are all over the map, 
from the mundane to the complex. One 

could be as easy to needing to raise some 
cash for claims payments at a time you 
are bullish on the markets. Another could 
be to manage the company’s tax position 
by selling securities at gains/losses to 
offset losses or gains from other parts of 
the portfolio. Another could be tactically 
increasing or decreasing your investment 
risk assets to offset changes in the risk 
position of your liabilities. A company 
may also decide from a long-term capital 
management standpoint to decrease 
exposure to equities in order to return 
capital to shareholders. All of these could 
have an impact on the asset management 
strategy, but might have nothing to do with 
the outlook for returns.

IAUM: Those all seem like everyday 
decisions an insurance company would 
have to make. Why wouldn’t those just be 
done in the normal course of business?

GAUTHIER: They would be. But they 
might be muddied in a couple of ways. 
First, there needs to be alignment between 
what the board and senior management 
has outlined are the goals of the overall 
business, and the investment strategy. As 
has been well chronicled, the problem is 
that a lot of folks in the asset management 
profession want to be measured by the pre-
tax total return versus a benchmark. That 

can work perfectly if the stars are aligned 
and the constraints around the benchmark 
are similar to the constraints around the 
insurance company portfolio: usually they 
are not. So a board and senior management 
team need to be real thoughtful about how 
to incentive the investment team vis-a-vis 
the overall goals of the firm.

Second, a lot of insurance company 
assets have been outsourced to the asset 
management industry over the last few 
decades. This has made total sense as 
the resources available through the asset 
management industry are available at a 
much cheaper cost than most insurers 
could replicate themselves. However, the 
insurer needs to be totally conscious of the 
different goals and objectives of the asset 
manager versus the goals and objectives of 
the insurers.

IAUM: But there are lots of excellent asset 
managers offering customized solutions to 
the insurance industry.

GAUTHIER: That is true. And the level of 
sophistication of asset managers managing 
insurance assets has grown dramatically 
over the years. Their capabilities can be 
a real complement to an insurer’s internal 
capabilities. But you still have the issue 
of a divergent goals. Every asset manager 
wants to provide both great returns and 
great service to their clients, and let’s 
face it, they want to grow assets. When 
they compete against on another, there 
are numerous qualitative ways insurers 
can judge them (the people they meet in 
the process, their presentation, on-site 
diligence, client references) but all asset 
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managers like to be able to put their best 
foot forward QUANTITATIVELY.

IAUM: Ah, you mean the old composite 
performance? Versus benchmark?

GAUTHIER: Right! While every asset 
manager will accommodate and work with 
an insurer to meet the insurer’s goals, some 
of that accommodation might actually 
negatively impact the asset manager. 
Let’s go back to a couple of examples I 
outlined above. Say an insurer has a large 
unexpected mid-month claim (or any 
large cash outflow). The insurer notices 
that one of it’s asset managers has a large 
cash balance so notifies the manager and 
withdraws the cash to pay the claim. 
Everything good right?

IAUM: The manager has the cash and the 
company needed the cash so the portfolio 
supported the insurance operations. 
Sounds like it worked like it’s supposed to.

GAUTHIER: Maybe. But what if the 
manager was holding that cash for 
duration management purposes in order 
to decrease the portfolio duration (to 
below benchmark). Let’s suppose that the 
withdrawal caused the duration positioning 

to go from short of benchmark to long. 
And let’s suppose that rates when up 
meaningfully after the withdrawal. Now 
the manager has a negative performance 
month at a time when they were actually 
positioned correctly.

IAUM: But that can always be explained 
at the next committee or board meeting.

GAUTHIER: It can, and it can be footnoted 
on all future reports. But having sat on 
both sides of the table at those meetings 
for the last 30 years, I think it’s clear that 
many things can happen: Depending on 
the relationship between the asset manager 
and the insurance CIO, the asset manager 
may denote the “non-discretionary” 
aspect of the performance. But now you 
have a negative performance period, and 
a year from now no one will remember 
the “non-discretionary” reason why the 
asset manager underperformed, but that 
they did actually underperform. And if 
the asset manager finds itself having the 
wrong portfolio positioning for a period or 
two, the investment committee could end 
up questioning the continued utilization 
of that asset manager given “performance 
reasons”.

John J. Gauthier, CFA served as Executive Vice President and Chief Investment Officer of Allied World Assurance Company, Ltd. from 2010 until his retirement in 
2017. From 2008 to 2010 he served as Senior Vice President and Chief Investment Officer. Additionally from 2012 - 2017 he served as President of Allied World 
Financial Services, a subsidiary of Allied World. During his tenure as Chief Investment Officer, Mr. Gauthier was responsible for all aspects of Allied’s $9 billion 
investment portfolio, including strategic and tactical shifts, risk management, and external manager oversight. Additionally, as President of Allied World Financial 
Services, Mr. Gauthier oversaw the purchase of minority interests in, and development of strategic relationships with, six strategic partners.

In addition to his investment-related responsibilities, Mr. Gauthier was a key participant in Allied’s 10-person Senior Leadership Team responsible for strategic 
and operational decisions of the company and held several senior management committee assignments, including Risk Management, Capital Management and 
Treasury, Public Disclosures, Loss Reserves and Investor Relations. Mr. Gauthier was a frequent spokesperson for the company participating in earnings calls, 
shareholder meetings, and rating agency presentations.

Prior to his role at Allied World, Mr. Gauthier was a Managing Director at Goldman Sachs Asset Management, where he was responsible for the development of 
the insurance fixed income asset management business. Prior to his time at Goldman Sachs, Mr. Gauthier was a Managing Director at Conning Asset Manage-
ment, where he oversaw the property-casualty asset management practice.

Mr. Gauthier has spent almost 30 years at the intersection of the insurance and asset management businesses. He has been a frequent speaker at industry con-
ferences and has represented companies in front of regulators, rating agencies, stock analysts, and shareholders. He has also authored several articles in various 
insurance and risk management publications.

In addition to his successful professional career, Mr. Gauthier sits on the board of Middlesex Hospital and the Shuttle Meadow Country Club. He received a 
Bachelor of Science from Quinnipiac University and an MBA from the Wharton School at the University of Pennsylvania. He is a Chartered Financial Analyst. He 
and his wife, Anne, have two grown children and currently split their time between homes in Middletown, CT and Charlotte, NC.
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The Interview With John J. Gauthier, CFA (cont.)

More broadly, the asset manager might 
have a negative performance portfolio in 
their composite portfolio (which might 
hurt their future fundraising, and ultimately 
ability to re-invest in the business).

So while the asset manager provided a 
service to the insurer (having cash available 
when necessary) it actually could tarnish 
the asset manager, both at the client, and 
more broadly, even if only a little.

IAUM: Are there more optimal ways of 
meeting both the insurers and the asset 
manager’s goals?

GAUTHIER: Yes, and we’ll explore those 
in our next session.

About Our Guest

847.868.0044 | journal@insuranceaum.com | insuranceaum.com
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Wellington Management

CLOs: Still No Reason To Be Scared of the Initials

Originally published November 2017

Recent months have seen growing 
concerns about potential overheating 
in the bank-loan sector and the possible 
impact on CLOs, whose managers are 
major purchasers of bank loans. Weakening 
loan terms and less disciplined lending are 
often cited as evidence of such overheating. 
Also, the low-yield environment has 
driven robust demand for CLOs’ relatively 
high yields, spurring a rise in issuance. A 
potential rollback in risk-retention rules 
could reinforce this rise.

While acknowledging these concerns, 
we remain positive on CLOs for many 
reasons.1 

Net new issuance has been subdued
We see no signs that the bank-loan market 
is overheating. Importantly, the share of 
the market made up of lower-quality loans 
and leveraged-buyout deals remains small. 
Meanwhile, the portion held by CLOs has 
held steady around 60% – 65%, consistent 
with its long-term average. Even though 
total CLO issuance (including new issues, 
refinancings, and resets2) is on pace to 
reach a record high this year, it has been 
made up mostly of refinancing and reset 
deals. For such deals, CLO managers do 
not need to buy new bank-loan collateral; 

instead, they are refinancing/resetting 
existing deals to take advantage of lower 
coupons. In contrast, new CLO creation, 
which requires new bank-loan collateral, 
has been subdued (Figure 1). We have 
observed a similar trend in the bank-loan 
market: Total issuance has been quite high 
but mostly composed of refinancings, 
while new bank-loan creation has been 
much closer to its historical average.

Alyssa Irving
Fixed Income Portfolio Manager
Alyssa is a fixed income portfolio manager on 
the Financial Reserves Management (FRM) team. 
She is responsible for managing dedicated CLO, 
diversified securitized, and multisector portfolios 
for clients with customized risk and return 
objectives often related to accounting and/or 
regulatory constraints, such as insurance clients.

Celene Klimas, CFA
Investment Communications Manager
As an investment communications manager, 
Celene uses product-specific knowledge to create 
investment content, communicate investment 
strategy, and provide timely updates for clients, 
consultants, and prospects worldwide.
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KEY POINTS
• Although gross issuance of CLOs (collateralized loan obligations) 
 and bank loans has been running high this year, net new issuance has  
 been subdued — allaying concerns about overheating.
• Structural features built into CLOs are a buffer against potential capital
 losses as underwriting for bank loans loosens amid strong investor demand.
• With the economic upcycle entering its later stages, we are closely 
 monitoring pressures on lending standards and maintaining an emphasis 
 on upper-tier managers.
• We think that fears of overleveraging among buyers of CLOs are overblown.

847.868.0044 | journal@insuranceaum.com | insuranceaum.com

1A paper we published last year, “CLOs: Don’t let the initials scare you off” (https://www.wellington.com/en/pub/clos-dont-let-initials-scare-you-off) gives more 
background on the CLO market. We think the key messages in that piece still hold true today.
2A refinancing is the issuance of new CLO liabilities to pay off existing notes. A reset of a deal lengthens its maturity by extending the reinvestment period and the 
legal final maturity of the notes.   

 Sources: BofA Merrill Lynch Global Research, Intex, S&P LCD, Bloomberg

Figure 1: Moderate Primary CLE Issuance



CLOs: Still No Reason To Be Scared of the Initials (cont.)

Robust CLO structures can protect 
against increased bank-loan losses
Backed by a tailwind of brisk growth in 
demand, terms on new bank loans are 
becoming increasingly issuer friendly 
as manifested in the rising frequency 
of “covenant-light” loan agreements. 
(Covenants are commitments made by 
borrowers to lenders, typically featuring 
lender-protective measures such as 
maintenance of minimum cash-flow 
to debt service ratios. Covenant-light 
agreements do not contain the usual lender 
protections.)

We believe covenant erosion has reached 
a peak, as many investors are starting to 
push back against this trend. Nevertheless, 
we acknowledge that higher levels of 
covenant-light loans in the market could 
translate into higher defaults and lower 
recoveries in an economic down cycle, 
with negative knock-on effects for CLOs. 
However, bank-loan defaults remain near 
historical lows (1.4% as of 31 October 
2017 according to JPMorgan) and we do 
not expect a material pickup in the near 
term given our constructive outlook on 
loan fundamentals.

Although an economic downturn is not 
our base-case scenario, bank-loan defaults 
could potentially reach the high single 
digits in such a regime. As perspective, 
for several years after the bursting of the 
tech bubble in the early 2000s, the trailing 
12-month bank-loan default rate ran in 
the 5% – 8% range, marking the worst 
prolonged period in the sector’s history. 
(The default rate briefly spiked during the 
global financial crisis, to roughly 11%, but 
the upsurge was short-lived.) Applying 
the same loss levels experienced during 
the 2000 – 2003 default cycle to CLOs 
currently in the market, we estimate that 
AAA rated bonds could withstand about 
four times the defaults experienced in this 
worst-case scenario before incurring capital 

losses, while BBB tranches could survive 
about two times that scenario. These 
multiples would be even higher if we were 
to apply the bank-loan loss  experience of 
the global financial crisis. This resilience 
speaks to the strong structural protections 
built into CLOs.

Some critics draw parallels between 
today’s CLO market and the non-agency 
residential mortgage-backed securities 
(RMBS) market in 2008. We believe 
such comparisons are inaccurate. Pre-
crisis nonagency RMBS were loosely 
underwritten on the assumption that home 
prices would keep rising. As a result, loans 
were repackaged into deals with very little 
investor protections. Leverage was then 
applied throughout the structure, which 
amplified losses during the housing crisis. 

In contrast, there is no layering of risks 
within CLO structures (that is, there are 
no CLO deals backed by other CLOs). 
Furthermore, the average maturity of loans 
in pre-crisis RMBS was 30 to 40 years; the 
average maturity of loans in CLOs is just 
three years. Of course, there is still the risk 
of maturity extension and defaults if loans 
can’t be refinanced. But unlike RMBS 
and as outlined above, CLOs have strong 
structures with the ability to withstand 
such defaults and extensions.

Easy financial conditions 
could encourage bad behavior
Economic recovery and a favorable credit 
environment may be propping up some 
companies that would cease to exist under 
less-supportive conditions. When the 
cycle eventually turns, credit conditions 
will tighten, default risk will rise, and 
lenders will be less inclined to lend to 
companies with less-stable balance sheets. 
Likewise, tightening bank-loan spreads 
may be encouraging some CLO managers 
to stretch for riskier loans with higher 
yields. So, we think it’s important to assess 
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the resilience in an economic downturn of 
both the CLO managers and the underlying 
collateral.

Credit bonds issued in 2017 could 
underperform relative to deals under-written 
to more strict guidelines in earlier years. As 
a result, we favor credit bonds of slightly 
more seasoned CLOs, although we remain 
comfortable with newly issued senior 
bonds given their credit support. Within 
the overall sector, we tend to favor upper-
tier CLO managers who have demonstrated 
the ability to navigate through an economic 
cycle and who are less apt to loosen their 
credit standards.

Potential rollback 
of US risk-retention rules
The US Dodd-Frank Act requires CLO 
managers to retain at least 5% of the credit 
risk of a CLO. However, a group of CLO 
managers is challenging this rule, and the 
US Treasury Department recently released 
a report calling the rule overly punitive 
and recommending that it be dialed back. 
US CLO managers could be required to 
hold less than 5% of the deal; or they could 
end up being exempt from risk retention 
altogether.

The risk-retention rule has kept a lid on 
issuance and has limited credit availability, 
so relaxing it would likely boost CLO 
issuance. Loosening would also benefit 
smaller CLO managers hampered by the 
increased capital requirements that come 
with the rule. From an investor’s standpoint, 
rolling back the rule could improve manager 
diversification, which has narrowed in 
recent years. With more managers in the 
market, CLO issuance could rise, and 
consequently heightened demand for bank 
loans could exacerbate current pressures to 
lighten lender protections. We will continue 
to closely monitor this risk.

847.868.0044 | journal@insuranceaum.com | insuranceaum.com

3First 10 months
4“What’s happening with LIBOR - and why you should care,” https://www.wellington.com/en/pub/whats-happening-libor-and-why-you-should-care
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CLOs: Still No Reason To Be Scared of the Initials (cont.)

Buyers not using excessive 
amounts of leverage to buy CLOs
Investors’ thirst for income-producing assets has drawn an 
increasing number of buyers into the market for CLOs, based 
on these instruments’ attractive yields versus other credit assets. 
This has raised concerns that some buyers of CLOs could be 
using leverage to boost income-earning potential in the current 
low-interest-rate environment. Yet we have seen no evidence of 
outsized leverage being employed across the CLO market. In fact, 
we estimate that less than 10% of AAA CLO purchases involve 
leverage. Hedge funds typically use leverage, but they make up a 
very small share of new-issue buyers. 

Much more prominent in the buyer base are longer-term asset 
owners such as banks, insurance companies, and corporate 
pensions (Figure 2). This buyer-base profile should help dampen 
price volatility — especially in a downturn, since there should be 
limited forced selling.

In conclusion: Positive outlook on CLOs, 
but monitoring lender and manager behavior
We believe the behavior currently exhibited by lenders and CLO 
managers is indicative of the later stages of the economic cycle 
and not something more systemic. There are no signs of excesses 
building in the sector that would put higher-quality senior bonds, 
and even many subordinate bonds, at risk of loss. In the current 
environment, we are maintaining a higher-quality portfolio, 
focusing on upper-tier managers. When we invest down-in-credit 
(A rated and below), we favor refinanced bonds with shorter 
weighted-average lives; such bonds have similar credit support/
ratings as their longer-dated new issue peers but with lower risk. 

As always, we benefit from our CLO and bank loan analysts’ 
assessment of the quality of the underlying loan pool, and their 
evaluation of CLO managers’ strength, to identify security-specific 
opportunities and avoid potential underperformers.
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How will CLOs handle the phaseout of LIBOR?
Most of the bank loans bundled into CLOs pay 
floating-rate interest based on the three-month 
London Interbank Offered Rate, or LIBOR. As 
announced in July 2017, regulators intend to 
gradually phase out LIBOR and replace it with 
other measures. (See our paper on this topic4 for 
more details.) 
How might the phaseout affect CLOs? Key 
global policymakers and regulators are actively 
developing alternatives to LIBOR for pricing 
and benchmarking securities. Steve Vazquez, a 
CLO specialist at our firm, notes that new CLOs 
are beginning to build in provisions that make 
it easier to adopt new kinds of floating rates. In 
the meantime, the phaseout of LIBOR is likely 
to be very gradual and stretch over many years, 
as the rate is deeply entrenched not only in the 
CLO market but across many other parts of the 
derivatives and fixed income universes. As of October 2017 | Source: Morgan Stanley

Figure 2: CLO Buyer Base Dominated By More Stable, Longer-Term Investors

Wellington Management Company LLP (WMC) is an independently owned investment adviser registered with the US Securities and Exchange Commission (SEC). 
WMC is also a commodity trading advisor (CTA) registered with the US Commodity Futures Trading Commission. In certain circumstances, WMC provides commodity 
trading advice to clients in reliance on exemptions from CTA registration. In the US for ERISA clients, WMC is providing this material solely for sales and marketing 
purposes and not as an investment advice fiduciary under ERISA or the Internal Revenue Code. WMC has a financial interest in offering its products and services and is 
not committing to provide impartial investment advice or give advice in a fiduciary capacity in connection with those sales and marketing activities. WMC, along with its 
affiliates (collectively, Wellington Management), provides investment management and investment advisory services to institutions around the world. Located in Boston, 
Massachusetts, Wellington Management also has offices in Chicago, Illinois; Radnor, Pennsylvania; San Francisco, California; Beijing; Frankfurt; Hong Kong; London; 
Luxembourg; Singapore; Sydney; Tokyo; and Zurich. • This material is prepared for, and authorized for internal use by, designated institutional and professional investors 
and their consultants or for such other use as may be authorized by Wellington Management. This material and/or its contents are current at the time of writing and may 
not be reproduced or distributed in whole or in part, for any purpose, without the express written consent of Wellington Management. This material is not intended to 
constitute investment advice or an offer to sell, or the solicitation of an offer to purchase shares or other securities. Investors should always obtain and read an up-to-
date investment services description or prospectus before deciding whether to appoint an investment manager or to invest in a fund. Any views expressed herein are 
those of the author(s), are based on available information, and are subject to change without notice. Individual portfolio management teams may hold different views 
and may make different investment decisions for different clients.

1



CLOs: Still No Reason To Be Scared of the Initials (cont.)

In Canada, this material is provided by Wellington Management Canada LLC, a US SEC-registered investment adviser also registered in the provinces of Alberta, 
British Columbia, Manitoba, New Brunswick, Newfoundland and Labrador, Nova Scotia, Ontario, Prince Edward Island, Quebec, and Saskatchewan in the categories 
of Portfolio Manager and Exempt Market Dealer. • In the UK, this material is provided by Wellington Management International Limited (WMIL), a firm authorized 
and regulated by the Financial Conduct Authority (FCA). This material is directed only at persons (Relevant Persons) who are classified as eligible counterparties or 
professional clients under the rules of the FCA. This material must not be acted on or relied on by persons who are not Relevant Persons. Any investment or investment 
service to which this material relates is available only to Relevant Persons and will be engaged in only with Relevant Persons. • In Germany, this material is provided by 
Wellington Management International Limited, Niederlassung Deutschland, the German branch of WMIL, which is authorized and regulated by the FCA and in respect 
of certain aspects of its activities by the Bundesanstalt für Finanzdienstleistungsaufsicht (BaFin). This material is directed only at persons (Relevant Persons) who are 
classified as eligible counterparties or professional clients under the German Securities Trading Act. This material does not constitute investment advice, a solicitation 
to invest in financial instruments or financial analysis within the meaning of Section 34b of the German Securities Trading Act. It does not meet all legal requirements 
designed to guarantee the independence of financial analyses and is not subject to any prohibition on dealing ahead of the publication of financial analyses. This 
material does not constitute a prospectus for the purposes of the German Capital Investment Code, the German Securities Sales Prospectus Act or the German 
Securities Prospectus Act.• In Hong Kong, this material is provided to you by Wellington Management Hong Kong Limited (WM Hong Kong), a corporation licensed 
by the Securities and Futures Commission to conduct Type 1 (dealing in securities), Type 2 (dealing in futures contracts), Type 4 (advising on securities), and Type 9 
(asset management) regulated activities, on the basis that you are a Professional Investor as defined in the Securities and Futures Ordinance. By accepting this material 
you acknowledge and agree that this material is provided for your use only and that you will not distribute or otherwise make this material available to any person.• In 
Singapore, this material is provided for your use only by Wellington Management Singapore Pte Ltd (WM Singapore) (Registration Number 201415544E). WM Singapore 
is regulated by the Monetary Authority of Singapore under a Capital Markets Services Licence to conduct fund management activities and is an exempt financial adviser. 
By accepting this material you represent that you are a non-retail investor and that you will not copy, distribute or otherwise make this material available to any person. 
• In Australia, Wellington Management Australia Pty Ltd (WM Australia) (ABN19 167 091 090) has authorized the issue of this material for use solely by wholesale 
clients (as defined in the Corporations Act 2001). By accepting this material, you acknowledge and agree that this material is provided for your use only and that you 
will not distribute or otherwise make this material available to any person. Wellington Management Company LLP is exempt from the requirement to hold an Australian 
financial services licence (AFSL) under the Corporations Act 2001 in respect of financial services. A registered investment adviser regulated by the SEC, among others, 
is exempt from the need to hold an AFSL for financial services provided to Australian wholesale clients on certain conditions. Financial services provided by Wellington 
Management Company LLP are regulated by the SEC under the laws and regulatory requirements of the United States, which are different from the laws applying in 
Australia.• In Japan, Wellington Management Japan Pte Ltd (WM Japan) (Registration Number 199504987R) has been registered as a Financial Instruments Firm with 
registered number: Director General of Kanto Local Finance Bureau (Kin-Sho) Number 428. WM Japan is a member of the Japan Investment Advisers Association (JIAA) 
and the Investment Trusts Association, Japan (ITA). • WMIL, WM Hong Kong, WM Japan, and WM Singapore are also registered as investment advisers with the SEC; 
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An Introduction to Alternative Risk Premia

In much the same way that long-only 
investors have considered “passive” 
investing as a way to adjust their exposures 
efficiently and to reduce cost, alternatives 
investors have begun to explore systematic 
and index-based solutions—such as 
“alternative risk premia”—as a way to 
achieve those same objectives. In this 
paper, we seek to introduce the concept 
of alternative risk premia, explain how 
investors can access them, and present 
the potential benefits and drawbacks 
associated with them.

Overview
The concept underlying alternative risk 
premia is the potential reward to an investor 
for taking on some form of risk. As the 
name suggests, this risk is “alternative” to 
traditional market risk or traditional beta 
in the sense that it is non-correlating and 
tends to be structured in the form of a long/
short investment.

Alternative risk premia tend to exhibit 
heterogeneous statistical properties, 
making them potentially diversifying 
building blocks to a broader multi-asset 
portfolio.

Display 1 highlights commonly used 
alternative risk premia, which often 
result from market behaviors or structural 

conditions. For example, herding behavior 
and instances in which investors “chase 
winners and sell losers” create momentum. 
Mean reversion of asset prices to fair-
value anchors often leads to opportunities 
classified as value. Investor mispricing 
of asset yields may lead to carry 
opportunities. In commodities markets, 
for example, carry is defined as the price 
differential between futures contracts of 
different maturities. This figure may be 
positive or negative because of supply and 
demand dynamics and other factors. The 
large derivatives market often provides 
opportunities to design novel alternative 
risk premia, both behavioral and structural, 
related to asset volatility. For example, 
during market crises, investors seek safer 
assets, and low volatility stocks tend to 
outperform.

While the term “alternative risk premia” is 
fairly new, investors have had exposure to 
these sorts of returns through hedge fund 
strategies like quantitative equity, macro 
and managed futures  for many years. 
The key differences today are the ways 
investors access and implement  them.

While having an understanding of 
alternative risk premia is important, what 
is attractive and compelling to investors is 
to think about their utility. In our view, 
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Alternatives investors have always been  focused on the possibility of 
achieving a measure of downside protection, accessing differentiated 
exposures and identifying truly uncorrelated, complementary sources of 
return. In addition to conventional ways to modify multi-asset portfolios 
through incorporation of liquid alternatives, such as hedge funds and 
commodity trading advisors (“CTAs”), there has been an increase in the 
number of investors seeking newer ways to improve their portfolios.

Display 1: Commonly Used Risk Premia

Source: Morgan Stanley Investment Management. 
For illustrative purposes only. Not an exhaustive list.

these premia can be thought of as an 
extension  of factor-based investing and 
can serve as building blocks for portfolio 
construction.

Original factor-based investing started with 
the Capital Asset Pricing Model (“CAPM”), 
which sought to explain investment 
performance using a risk- free rate and a 
single market risk factor or premium.1 Over 
the years, it became increasingly apparent, 
through the groundbreaking research of 
Eugene Fama, Kenneth French and Mark 
Carhart, among others, that a single market 
risk premium was not the only driver of

1William Sharpe, “A Theory of Market Equilibrium under Conditions of Risk,” The Journal of Finance, Volume 19, Issue 3 (1964).
2Eugene F. Fama, Kenneth R. French, “Common Risk Factors in the Returns on Stocks and Bonds,” Journal of Financial Economics, Volume 33, Issue 1 (1993). Mark 
M. Carhart, “On Persistence in Mutual Fund Performance,” The Journal of Finance, Volume 52, Issue 1 (1997).
3Clifford S. Asness, Tobias J. Moskowitz, Lasse Heje Pedersen, “Value and Momentum Everywhere,” The Journal of Finance, Volume 68, Issue 3 (2013).
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2An Introduction to Alternative Risk Premia (cont.)

asset returns and that investors could exploit additional factors within or across asset 
classes.2 More recent research suggests  that investors can harvest “alternative” risk premia 
that persist because of human behavior and the structure of certain investment markets. 
Alternative risk premia are of interest to investors because, unlike stocks and bonds, 
they are generally unrelated to broader macro fundamentals. Therefore, they can provide 
diversification benefits when included in portfolios alongside traditional investments.3 

Points of Distinction
Persistently low interest rates are making The terms “alternative risk premia” and “smart 
beta” are often lumped together. However, in our view, there are important distinctions 
between the two: smart beta is generally derived from long-only investment strategies, 
whereas alternative risk premia are generally derived from long/short strategies with a 
number of them attempting to be market-neutral.

It is also important to note that alternative risk premia should not be confused with “alpha,” 
which refl cts an idiosyncratic component of return believed to be derived from a manager’s 
security selection and market-timing skill. Display 2 illustrates this distinction, as we see it, 
and provides a useful framework for considering the return sources that may comprise an 
absolute return portfolio solution.
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4“Manager Intelligence and Market Trends,” bFinance (February 2017).
5“15th Annual Alternative Investment Survey,” Deutsche Bank (March 2017).
6“Recent Hedge Fund Trends,” Morgan Stanley Prime Brokerage-Strategic Content Group (July 2017).

Display 2: Drivers of Investment Returns

Source: Morgan Stanley Investment Management. For illustrative purposes only.

Who Invests in 
Alternative Risk Premia?
Some of the earliest adopters of alternative 
risk premia strategies included sophisticated 
institutions, such as the Nordic and 
Scandinavian pension funds. Over time, 
the level of interest in these types of 
strategies—particularly among institutional 
investors—has grown. Today, investors are 
broadly diversified by geography and type: 
insurance companies, large institutions, 
endowments, risk premia-specific asset 
managers and hedge fund allocators.
 
We expect growth to continue, and recent 
survey data seems to bear this out. A February 
2017 survey from bFinance suggests that 
alternative risk premia has been the area 
of greatest investor interest on a rolling 
12-month basis.4 In March 2017, Deutsche 
Bank reported survey results showing that 
the percentage of respondents who allocate 
to alternative beta/risk premia strategies 
had increased to 26%, up from 20% in 2015 
and 15% in 2014. At a more granular level, 
nearly half of all pension fund respondents 
reported allocating to alternative beta/risk 
premia solutions today, which is nearly 
double the proportion observed in the 
prior year’s survey.5 And interestingly, a 
recent survey from Morgan Stanley Prime 
Brokerage (Display 3) reports that 79% of 
investors with >$5 billion in hedge fund 
investments are currently allocating to, or 
considering an investment in, risk premia.6 

Display 3: Investors With $5Bn+ in Hedge Funds 
Currently Allocating to Risk Premia

Source: Morgan Stanley Prime Brokerage, July 2017



2An Introduction to Alternative Risk Premia (cont.)

Bank Swap
When investors access alternative risk 
premia through a bank swap, they generally 
receive the return of an alternative risk 
premia index. For example, if the index 
return is positive then the investor receives 
the index return less a set index fee. The 
bank swap is typically short maturity (e.g., 
one year) and it  can roll, so the investor 
often has the option to increase or decrease 
the time horizon or the notional value of 
the swap. With an excess return index, the 
corresponding excess return swap requires 
no upfront cash funding from the investor. 
Depending on the International Swaps 
and Derivatives Association (“ISDA”) 
agreement, the investor may post collateral 
to the swap counterparty, the bank, between 
coupon payments as the swap’s mark-to-

market value varies. The main benefits 
of this implementation include liquidity, 
transparency and not having to fully fund 
the position. The drawbacks relate to the 
need to focus heavily on provider selection, 
premia selection, portfolio oversight 
(which cannot be done by the bank as 
its role is counterparty, not portfolio 
manager), potential cost dispersion, 
and the operational inconvenience of 
implementation. Setting up an ISDA and 
monitoring risk takes time and resources. 
Display 4 illustrates a typical bank swap 
transaction.

Fund
If an investor chooses to invest in a 
dedicated alternative risk premia fund, all 
investment selection and risk management 
decisions are outsourced to a fund manager. 

In this case, the investor commits 100% of 
the cash upfront and  is subject to the same 
fund terms as other investors. The main 
advantage here is ease of implementation; 
the drawbacks include the requirement to 
be fully funded, fund fees and the lack of 
ability to customize  or have transparency.

Fiduciary
Outsourcing to a fiduciary or asset manager 
seems to be a popular model among 
institutional investors. The fiduciary is 
often able to use its buying power to 
implement the bank swaps, potentially 
eliminating the requirement for an investor 
to fully fund, to obtain optimal pricing and 
to create a customized format. However, 
the fiduciary is required to provide the 
operational and oversight benefits of a fund 
manager.
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7In limited circumstances, investors may determine to build alternative risk premia themselves. This requires extensive trading and investment capabilities.

Display 4: Bank Swap Transaction

Source: Morgan Stanley Investment Management. For illustrative purposes only.

As investor interest in alternative risk 
premia has grown, so has recognition about 
the many ways these strategies  can be 
used in portfolios. Once mainly considered 
vehicles for constructing specific hedges, 
they are now regarded as a valuable asset 
allocation tool.

Implementing Alternative Risk Premia
Investors tend to implement alternative risk premia in three different ways:7

1. Purchasing them individually or in packages from banks in the form of bank swaps 
linked to bank-designed alternative risk premia indices.
2. Investing in a manager who designs  its own risk premia and runs them within a 
typical hedge fund or mutual fund construct.
3. Working with an asset manager who serves as a “fiduciary”, providing structuring, 
risk management and selection techniques on a customized basis.

Investors must weigh the relative merits of each implementation method.



2An Introduction to Alternative Risk Premia (cont.)

What Are the Potential Benefits 
of Investing in Alternative Risk 
Premia?

RETURN DIVERSIFICATION
The most obvious benefit is the potential 
return an investor could receive in 
exchange for taking on a specific exposure; 
from a portfolio perspective, there would 
be the potentially attractive risk/return 
properties. Many alternative risk premia 
exhibit low correlations to traditional 
portfolio investments. If incorporated into 
a portfolio appropriately, these strategies 
could complement traditional exposures in
much the same way investments in hedge 
funds and CTAs purport to do.

LIQUIDITY

When provided in the form of bank swaps, 
alternative risk premia are generally created 
using conventional instruments that have 
daily pricing.  Prices are usually published 
daily in the form of indices whose tickers 
are available for review online through 
services, such as Bloomberg. Depending 
on the terms  of the swap, the premia can 
usually be exited quickly, thus providing 
potentially greater liquidity than more 
conventional fund structures. However, it 
should be noted that dedicated alternative 
risk premia funds can offer attractive 
liquidity terms as well.

TRANSPARENCY

If using bank swaps, the banks are required 
to document the universe of investments 
and metrics around how  the index is 
constructed and trades (e.g., frequency, 
time of day, amount, universe of 
securities). Th se are available in published 
“rule books” and provide a good degree of 
transparency for those willing to conduct 
thorough due diligence.

EFFICIENCY

Alternative risk premia can be cost efficient 
and potentially capital efficient:

1. Bank swap products and some of 
the newer risk premia funds typically 
do  not have performance fees and 
may be cheaper than other sources 
of alternative exposure, such as 
hedge funds and CTAs. Of course, 
an investor would need to conduct 
full due diligence on each premium 
and compare that  to options in order 
to fully evaluate cost. As discussed 
later, costing is not consistent across 
providers. We believe thorough due 
diligence and knowledge of peer 
pricing can lead to significant benefits 
and a difference in results.
2. For many institutional investors, 
the daily pricing and liquidity of 
these investments could be beneficial 
from the perspective of regulatory 
reporting requirements. For example, 
alternative risk premia may not be 
classified in  the same category as 
other alternatives. They may be 
categorized on balance sheets as 
more liquid investments, which 
could offer the significant benefit of 
freeing up capital for investors with 
capital constraints.
3. When implemented in the form of 
bank swaps, they require less capital 
commitment for leverage purposes. 
Swap investors do not commit all 
capital upfront, as is required for 
investments in funds.

SYSTEMATIC EXPOSURE

Finally, as alternative risk premia 
are systematic and rules-based, once 
designed they are not subject to human 
intervention—either prudent judgment 
or imprudent emotional overreaction. 
Thus, these strategies could help prevent 
style drift and the potentially negative 
consequences of exposure to a manager’s 
unintended market timing.
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How Can Investors Use Alternative 
Risk Premia?

DIRECT HEDGE FUND/
CTA REPLACEMENT: 
With the potential  for comparatively 

lower cost, greater liquidity and greater 
transparency than traditional hedge fund 
and CTA structures, alternative risk premia 
could be an attractive option for an investor 
seeking to replace a portion of his hedge 
fund allocation. However, we believe this 
option does not fully address an investor’s 
needs in the absolute return space. There is 
the risk that this approach would remove all 
alpha opportunities, something we see as 
a key component of a successful absolute 
return portfolio solution.

HEDGE FUND
PORTFOLIO COMPLETION: 
By addressing gaps and concentrations 

in existing factors, inclusion of alternative 
risk premia in a hedge fund portfolio could 
make that portfolio more balanced, better 
diversified, more cost effective and better 
able to adapt to market regime changes.

HEDGE FUND
PORTFOLIO EFFICIENCY: 
Dedicated alternatives portfolios are 

often subject to cash drag because they 
need to hold high levels of  cash to manage 
redemptions from, and commitments to, 
less liquid investments. An allocation to 
risk premia, if designed appropriately, could 
provide the opportunity for “cash-plus” 
returns, an improvement over idle cash.

COMPLEMENT TO A
MULTI-ASSET PORTFOLIO: 
Introducing alternative risk premia to 

a broader portfolio of traditional market 
betas may provide greater diversification 
and drawdown protection during periods in 
which traditional asset classes exhibit high 
correlations.

847.868.0044 | journal@insuranceaum.com | insuranceaum.com
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2An Introduction to Alternative Risk Premia (cont.)

ALPHA/BETA/
FACTOR SEPARATION:
Having efficient and liquid exposure 

to alternative systematic premia or beta at 
low cost could allow the manager selection 
process to focus more specifically on 
identifying true alpha, which in turn 
could facilitate replacement of non-alpha 
generating strategies.

PERFORMANCE MEASUREMENT: 
Sophisticated investors can use 

alternative risk premia as “benchmarks” 
or factors for evaluating the composition 
of individual hedge funds or portfolios, 
potentially gaining greater insight into 
their investment exposures. For example, 
if a manager is not generating alpha but 
is actually making most of its returns 
from alternative risk premia and market 
beta, then it may find it difficult to justify 
performance fees. Further, being able to 
monitor one’s exposure in a more refined 
manner could help prevent unintended 
overexposure to a certain factor or 
premium.

Investment  Considerations
As is the case with all investments, 
alternative risk premia come with inherent 
risks. In our view, these risks include, but 
are not limited to, the following:

RETURNS ARE NOT NORMALLY
DISTRIBUTED AND 
CORRELATIONS MAY CHANGE 
OVER TIME

While this behavior may be viewed as an 
attractive quality of alternative risk premia, 
it does make it more difficult to apply 
conventional asset allocation methods. 
Basic optimization techniques may not 
adequately identify risk or correlations, 
which would make it more challenging 
to identify the risk of tail events during 
periods of highly correlated returns.

Display 5 shows the distribution of  two 
examples of alternative risk premia and 

highlights their “non-normal” distribution 
patterns. Alongside these, the diagram 
presents traditional investments, which 
tend to exhibit a “normal,” bell-curved 
distribution pattern. The difference in 
distribution of alternative risk premia 
returns is important because it means 
they can potentially provide differing 
and complementary returns to those of 
the traditional markets, thus providing 
hedging and diversification benefits.

Display 6 presents a correlation matrix of 
alternative risk premia, which shows that 
these strategies shift over time  and that 
this variance is significant. Of particular 
note is the highly correlated behavior of 
the premia during market downturns. This 
might suggest there is a risk that these 
strategies won’t work as expected and 
could move in tandem when you least want 
them to. It is therefore crucial to be able 
to evaluate and understand them in order 
to attempt to address these risks. A further 
point of consideration with regard to time 
is that alternative risk premia returns can 
be persistent, episodic or structural. For 
example, our research has shown that value 
premia tend to be persistent; commodity
carry and equity index skew are more 
episodic; and equity dividend premia are 
structural, characterized by the risk of 
decay over time.
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HISTORICAL PERFORMANCE
IS SUBJECT TO BACKTEST BIAS. 

Investors must bear in mind that alternative 
risk premia trading strategies are vulnerable 
to overfitting of backtest data and lack of 
robustness during “live” periods. In a report 
by the Journal of Portfolio Management, the 
author reported a median 73% deterioration 
in Sharpe ratios between backtested and 
live performance periods for a set of 
trading strategies run by global investment 
banks.8 Further, the report established a 
link between performance deterioration 
and strategy complexity, with a realized 
reduction in live versus backtested Sharpe 
ratios of the most complex strategies 
exceeding those of the simplest ones by over 
30%, suggesting the complex ones may be 
overfitted. Our proprietary analysis  of over 
1,000 alternative risk premia strategies 
has also identified a number of instances 
and patterns of potential for deterioration 
between backtested and live data.

On a more positive note, time is providing 
an increasingly robust set of live data from 
which to evaluate these strategies. In fact, 
in August 2017, bFinance highlighted 
that their collection of live track records 
eliminated backtest bias, concluding that 
in their sample of alternative risk premia 
strategies, the live track records do appear 
to be delivering “what it says on the tin, 

847.868.0044 | journal@insuranceaum.com | insuranceaum.com
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Display 5: Distribution of Returns for Two Alternative Risk Premia Strategies vs. Traditional Assets

Source: Morgan Stanley Investment Management. For illustrative purposes only. The illustration 
above does not represent a specific investment. Actual performance may vary significantly.

2

8The Journal of Portfolio Management, Volume 43, Number 2, pp 90-104 (Winter 2017).



2An Introduction to Alternative Risk Premia (cont.)

fulfilling the characteristics that investors 
are seeking from ARP strategies” 
with attractive risk-adjusted return 
characteristics.9

NO SET RULES GOVERNING 
HOW ALTERNATIVE RISK 
PREMIA ARE DESIGNED. 

Bank providers and risk premia providers 
may operate differently in the design 
process. This leads to a situation in 
which risk premia with similar names 
have been designed differently and may 
have dramatically varying return profiles. 
The same bFinance report referenced 
above highlights that dispersion appears 
to be greatly affected by managers’ 
implementation methodologies, as well as 
the wide variety of premia and asset class 
choices.9

To illustrate this point, Display 7 shows the 
variance among risk premia categorized 
as “U.S. Equity Value” by different bank 
providers evaluated by Morgan Stanley 
Investment Management over the last 
three years. While the names of these 
premia are similar, the methods providers 
use to harvest the same risk premia are 
very different. As a consequence, we see 
wide dispersion in their results.

The variables that can meaningfully 
impact the returns of alternative risk 
premia include index construction— using 
different sets of investments (e.g., top 
20 investments versus top 50), hedging 
approach (i.e., single stocks versus 
indices), re-balancing frequency (e.g., 
daily versus weekly), timeframe for look-
back (e.g., momentum measured over 
different time periods) - and construction 
of execution costs. 
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As mentioned previously, the cost efficiency 
of these can be highly advantageous. 
However, Display 8 shows how widely 
execution costs can vary by provider in the 
case of the bank swap products. You can 
see that the cost is made up of two core 
components: explicit and implicit costs. 
How the premia is designed and how the 
fees are applied can result in very different 
overall costs. In this case, while the explicit 
“sticker” price for Vendor 2 is the cheapest 
overall, that is not the case when all costs 
are evaluated.

WITH INCREASING POPULARITY 
COMES THE RISK OF CROWDING. 

In theoretical terms, if the risk premium 
is “pure” then it should always be there. 
However, there are capacity considerations 
for alternative risk premia strategies. As 
articulated by AQR’s Cliff Asness, “The 

847.868.0044 | journal@insuranceaum.com | insuranceaum.com
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Display 6: Correlations Between Alternative Risk Premia

Source: Marko Kolanovic and Zhen Wei, “Systematic Strategies Across Asset Classes,” J.P. Morgan, p. 50 (December 2013).

9“How Have Alternative Risk Premia Strategies Performed?”, bFinance Implementation Insight (August 2017).



2An Introduction to Alternative Risk Premia (cont.)

price of risk (how much you’re 
rewarded in extra expected 
return) can vary through time, 
and perhaps fall as the risk 
premium is more popularized.”10 
There have been cases in which 
this has occurred, and  it is 
something of which investors 
must be mindful.

As we hope the above points 
make clear, it is essential for an 
investor to have a thorough and 
methodical due diligence process 
in place to evaluate alternative 
risk premia.
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Display 7: Variance in Return of “U.S. Equity Value” Risk Premia Strategies Across Bank Providers

Source: Morgan Stanley Investment Management as of August 31, 2017.

10“How Can a Strategy Still Work if Everyone Knows About It?”, AQR-Cliff’s Perspective (August 2017).
11Mark van der Zwan, “Perspective on the Future of Hedge Fund Investing,” Morgan Stanley Investment Management (September 2017).

Display 8: Comparison of Execution Costs for Swaps Among Providers
All costs in basis points

Source: Morgan Stanley Investment 
Management. The above data is for 
illustrative purposes only and does 
not represent the performance of 
any specific investment. The above 
reflects the opinions and views of 
Morgan Stanley Investment 
Management as of the date hereof 
and not as of any future date and will 
not be updated or supplemented.

Conclusion
We see alternative risk premia as an interesting, evolving and dynamic space with a wide variety of 
applications. As articulated in our recent paper, “Perspective on the Future of Hedge Fund Investing,” we 
are actively seeking ways to enhance our clients’ portfolios.11 We believe that broadening the opportunity 
set to include strategies like alternative risk premia can be an efficient way to do that.

Total Cost Calculation: Swap Fee + Implicit fees (Turn-
over Cost, Financing Cost) Turnover cost = Monthly 
turnover x 12 x bid / offer Financing / borrow = (Long 
notional x financing) + (Short notional x borrow). Ven-
dor 1 Total Cost: 100 bps + 0 bps = 100 bps. Vendor 
2 Total Cost: 20 bps + (1.30 x 12 x 3 bps) + (1.08 x 
45 bps) + (1.08 x 35 bps) = 153 bps. Vendor 3 Total 
Cost: 25 bps + (1.83 x 12 x 4 bps) + (1.00 x 35 bps) 
+ (0.88 x 25 bps) = 170 bps. We must also consider 
our portfolio construction approach. Entry/exit fees can 
build up with frequent rebalancing.
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DISCLAIMERS
The views expressed herein are those of the Investment team and are subject to 
change at any time due to changes in market and economic conditions. The views 
and opinions expressed herein are based on matters as they exist as of the date of 
preparation of this piece and not as of any future date, and will not be updated or 
otherwise revised to reflect information that subsequently becomes available or 
circumstances existing, or changes occurring, after the date hereof. The data used 
has been obtained from sources generally believed to be reliable. No representation 
is made as to its accuracy. Information regarding expected market returns and market 
outlooks is based on the research, analysis, and opinions of the investment team. 
These views do not represent views of other Investment teams at MSIM or those of 
the firm as a whole. These conclusions are speculative in nature, may not come to 
pass, and are not intended to predict the future of any specific investment. Certain 
information contained herein constitutes forward-looking statements, which can be 
identified by the use of forward-looking terminology such as “may,” “will,” “should,” 
“expect,” “anticipate,” “project,” “estimate,” “intend,” “continue” or “believe” or the 
negatives thereof or other variations thereon or other comparable terminology. Due to 
various risks and uncertainties, actual events or results may differ materially from 
those reflected or contemplated in such forward-looking statements. No 
representation or warranty is made as to future performance or such forward-looking 
statements. Past performance is not indicative of nor does it guarantee comparable 
future results. This piece has been prepared solely for informational purposes and is 
not an offer, or a solicitation of an offer, to buy or sell any security or instrument or to 
participate in any trading strategy. Persons considering an alternative investment 
should refer to the specific fund’s offering documentation, which will fully describe the 
specific risks and considerations associated with a specific alternative investment. 
Alternative investments are speculative and include a high degree of risk. Investors 
could lose all, or a substantial amount of, their investment. Alternative investments are 
suitable only for long- term investors willing to forgo liquidity and put capital at risk for 
an indefinite period of time. Alternative investments are typically highly illiquid—there 
is no secondary market for private funds, and there may be restrictions on redemptions 
or the assignment or other transfer of investments in private funds. Alternative 
investments often engage in leverage and other speculative practices that may 
increase volatility and risk of loss. Alternative investments typically have higher fees 
and expenses than other investment vehicles, and such fees and expenses will lower 
returns achieved by investors. This is a summary of various risks associated with 
investing in alternative risk premia. This summary is not, and is not intended to be, a 
complete enumeration or explanation of the risks involved. The recipient should 
consult with its own advisors before deciding whether to invest in these strategies. In 
addition, to the extent that the investment program of such a portfolio changes and 
develops over time, additional risk factors not described here may apply. Only a 
recipient who understands the nature of the investment, does not require more than 
limited liquidity in the investment, and has sufficient resources to sustain the loss of 
its entire investment should consider making the kind of investments described in this 
Presentation. General Risks of Derivatives. An alternative risk premia portfolio could 
use various derivatives and related investment strategies, as described below. 
Derivatives may be used for a variety of purposes including hedging, risk management, 
portfolio management or to earn income. Any or all of the investment techniques 
described herein may be used at any time and there is no particular strategy that 
dictates the use of one technique rather than another, as the use of any derivative by 
a portfolio is a function of numerous variables, including market conditions. A 
derivative is a financial instrument the value of which depends upon (or derives from) 
the value of another asset, security, interest rate or index. Derivatives may relate to a 
wide variety of underlying instruments, including equity and debt securities, indices, 
interest rates, currencies and other assets. Certain derivative instruments which a 
portfolio may use and the risks of those instruments are described in further detail 
below. A portfolio may also utilize derivatives techniques, instruments and strategies 
that may be newly developed or permitted as a result of regulatory changes, to the 
extent such techniques, instruments and strategies are consistent with a portfolio’s 
investment objective and policies. Such newly developed techniques, instruments 

and strategies may involve risks different than or in addition to those described herein. 
No assurance can be given that any derivatives strategy employed by a portfolio will 
be successful. The risks associated with the use of derivatives are different from, and 
possibly greater than, the risks associated with investing directly in the instruments 
underlying such derivatives. Derivatives are highly specialized instruments that require 
investment techniques and risk analyses different from other portfolio investments. 
The use of derivative instruments requires an understanding not only of the underlying 
instrument but also of the derivative itself. Certain risk factors generally applicable to 
derivative transactions are described below. Derivatives are subject to the risk that 
the market value of the derivative itself or the market value of underlying instruments 
will change in a way adverse to a portfolio’s interests. A portfolio bears the risk that 
the Adviser may incorrectly forecast future market trends and other financial or 
economic factors or the value of the underlying security, index, interest rate or 
currency when establishing a derivatives position for a portfolio. Derivatives may be 
subject to pricing (or mispricing) risk. For example, a derivative may become 
extraordinarily expensive (or inexpensive) relative to historical prices or corresponding 
instruments. Under such market conditions, it may not be economically feasible to 
initiate a transaction or liquidate a position at an advantageous time or price. Many 
derivatives are complex and may be valued subjectively. The pricing models used by 
a portfolio to value derivatives may not produce valuations that are consistent with the 
values a portfolio realizes when it closes or sells an over-the-counter (“OTC”) 
derivative. Valuation risk is more pronounced when a portfolio enters into OTC 
derivatives with specialized terms because the market value of those derivatives in 
some cases is determined in part by reference to similar derivatives with more 
standardized terms. Improper valuations can result in increased payment requirements 
to counterparties, over- and/or under-collateralization, and/or a loss of value to a 
portfolio. Using derivatives as a hedge against a portfolio investment subjects a 
portfolio to the risk that the derivative will have imperfect correlation with the portfolio 
investment, which could result in a portfolio incurring substantial losses. This 
correlation risk may be greater in the case of derivatives based on an index or other 
basket of securities, as the portfolio securities being hedged may not duplicate the 
components of the underlying index or the basket may not be of exactly the same 
type of obligation as those underlying the derivative. The use of derivatives for “cross 
hedging” purposes (using a derivative based on one instrument as a hedge on a 
different instrument) may also involve greater correlation risks. While using derivatives 
for hedging purposes can reduce a portfolio’s risk of loss, it may also limit a portfolio’s 
opportunity for gains or result in losses by offsetting or limiting a portfolio’s ability to 
participate in favorable price movements in portfolio investments. Use of derivatives 
for non-hedging purposes may result in losses which would not be offset by increases 
in the value of portfolio securities or declines in the cost of securities to be acquired. 
In the event that a portfolio enters into a derivatives transaction as an alternative to 
purchasing or selling the underlying instrument or in order to obtain desired exposure 
to an index or market, a portfolio will be exposed to the same risks as are incurred in 
purchasing or selling the underlying instruments directly as well as additional risks 
associated with derivatives transactions, such as counterparty credit risk. The use of 
certain derivatives transactions, including OTC derivatives, involves the risk of loss 
resulting from the insolvency or bankruptcy of the counterparty to the contract or the 
failure by the counterparty to make required payments or otherwise comply with the 
terms of the contract. In the event of default by a counterparty, a portfolio may have 
contractual remedies pursuant to the agreements related to the transaction, but there 
is no guarantee that the Portfolio will be able to enforce such contractual remedies in 
a timely manner, or at all. While some derivatives are cleared through a regulated 
central clearinghouse, many derivatives transactions are not entered into or traded on 
exchanges or in markets regulated by the CFTC or the SEC. Instead, such bi-lateral 
OTC derivatives are entered into directly by a portfolio and a counterparty. OTC 
derivatives transactions can only be entered into with a willing counterparty that is 
approved by the Adviser. Where no such counterparty is available, a portfolio will be 
unable to enter into a desired OTC transaction. A portfolio may be required to make 
physical delivery of portfolio securities underlying a derivative in order to close out a 
derivatives position or to sell portfolio securities at a time or price at which it may be 
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2An Introduction to Alternative Risk Premia (cont.)

disadvantageous to do so in order to obtain cash to close out or to maintain a 
derivatives position. As a result of the structure of certain derivatives, adverse 
changes in, among other things, interest rates, volatility or the value of the underlying 
instrument can result in losses substantially greater than the amount invested in the 
derivative itself. Certain derivatives have the potential for unlimited loss, regardless of 
the size of the initial investment. Certain derivatives may be considered illiquid and 
therefore subject to a portfolio’s limitation on investments in illiquid securities. 
Derivatives transactions conducted outside the United States may not be conducted 
in the same manner as those entered into on U.S. exchanges, and may be subject 
to different margin, exercise, settlement or expiration procedures. Brokerage 
commissions, clearing costs and other transaction costs may be higher on foreign 
exchanges. Many of the risks of OTC derivatives transactions are also applicable to 
derivatives transactions conducted outside the United States. Derivatives transactions 
conducted outside the United States are subject to the risk of governmental action 
affecting the trading in, or the prices of, foreign securities, currencies and other 
instruments. The value of such positions could be adversely affected by foreign 
political and economic factors; lesser availability of data on which to make trading 
decisions; delays in a portfolio’s ability to act upon economic events occurring in 
foreign markets; and less liquidity than U.S. markets. Currency derivatives are subject 
to additional risks. Currency derivatives transactions may be negatively affected by 
government exchange controls, blockages, and manipulations. Currency exchange 
rates may be influenced by factors extrinsic to a country’s economy. There is no 
systematic reporting of last sale information with respect to foreign currencies. As a 
result, the available information on which trading in currency derivatives will be based 
may not be as complete as comparable data for other transactions. Events could 
occur in the foreign currency market which will not be reflected in currency derivatives 
until the following day, making it more difficult for a portfolio to respond to such events 
in a timely manner. OTC Options. Unlike exchange-traded options, which are 
standardized with respect to the underlying instrument, expiration date, contract size 
and strike price, the terms of OTC options generally are established through 
negotiation between the parties to the options contract. Unless the counterparties 
provide for it, there is no central clearing or guaranty function for an OTC option. 
Therefore, OTC options are subject to the risk of default or non-performance by the 
counterparty to a greater extent than exchange-traded options. Additional Risks of 
Options Transactions. The risks associated with options transactions are different 
from, and possibly greater than, the risks associated with investing directly in the 
underlying instruments. Options are highly specialized instruments that require 
investment techniques and risk analyses different from those associated with other 
portfolio investments. Options may be subject to the risk factors generally applicable 
to derivatives transactions described herein, and may also be subject to certain 
additional risk factors, including:
•The exercise of options written or purchased by a portfolio could cause a portfolio to 
sell portfolio securities, thus increasing a portfolio’s portfolio turnover.
•A portfolio pays brokerage commissions each time it writes or purchases an option 
or buys or sells an underlying security in connection with the exercise of an option. 
Such brokerage commissions could be higher relative to the commissions for direct 
purchases of sales of the underlying securities.
•A portfolio’s options transactions may be limited by limitations on options positions 
established by the SEC, the CFTC or the exchanges on which such options are 
traded.
•The hours of trading for exchange listed options may not coincide with the hours 
during which the underlying securities are traded. To the extent that the options 
markets close before the markets for the underlying securities, significant price and 
rate movements can take place in the underlying securities that cannot be reflected 
in the options markets.
•Index options based upon a narrower index of securities or other assets may present 
greater risks than options based on broad market indexes, as narrower indices are 
more susceptible to rapid and extreme fluctuations as a result of changes in the 
values of a small number of securities or other assets.
•A portfolio is subject to the risk of market movements between the time that an 

option is exercised and the time of performance thereunder, which could increase the 
extent of any losses suffered by a portfolio in connection with options transactions.
Foreign Currency Forward Exchange Contracts and Currency Futures. A portfolio 
may enter into foreign currency forward exchange contracts. Unanticipated changes 
in currency prices may result in losses to a portfolio and poorer overall performance 
for a portfolio than if it had not entered into foreign currency forward exchange 
contracts. At times, a portfolio may also enter into “cross-currency” hedging 
transactions involving currencies other than those in which securities are held or 
proposed to be purchased are denominated. Forward contracts may limit gains on 
portfolio securities that could otherwise be realized had they not been utilized and 
could result in losses. The contracts also may increase a portfolio’s volatility and may 
involve a significant amount of risk relative to the investment of cash. While a portfolio 
seeks to hedge against its currency exposures, there may be occasions where it is 
not viable or possible to ensure that the hedge will be sufficient to cover a portfolio’s 
total exposure. Additional Risk of Futures Transactions. The risks associated with 
futures contract transactions are different from, and possibly greater than, the risks 
associated with investing directly in the underlying instruments. Futures are highly 
specialized instruments that require investment techniques and risk analyses different 
from those associated with other portfolio investments. Futures may be subject to the 
risk factors generally applicable to derivatives transactions described herein, and may 
also be subject to certain additional risk factors, including: The risk of loss in buying 
and selling futures contracts can be substantial. Small price movements in the 
commodity underlying a futures position may result in immediate and substantial loss 
(or gain) to a portfolio. Buying and selling futures contracts may result in losses in 
excess of the amount invested in the position in the form of initial margin. In the event 
of adverse price movements in the underlying commodity, security, index, currency 
or instrument, a portfolio would be required to make daily cash payments to maintain 
its required margin. A portfolio may be required to sell portfolio securities, or make or 
take delivery of the underlying securities in order to meet daily margin requirements at 
a time when it may be disadvantageous to do so. A portfolio could lose margin 
payments deposited with a futures commodities merchant if the futures commodities 
merchant breaches its agreement with a portfolio, becomes insolvent or declares  
bankruptcy. Most exchanges limit the amount of fluctuation permitted in futures 
contract prices during any single trading day. Once the daily limit has been reached 
in a particular futures contract, no trades may be made on that day at prices beyond 
that limit. If futures contract prices were to move to the daily limit for several trading 
days with little or no trading, a portfolio could be prevented from prompt liquidation of 
a futures position and subject to substantial losses. The daily limit governs only price 
movements during a single trading day and therefore does not limit a portfolio’s 
potential losses. Index futures based upon a narrower index of securities may present 
greater risks than futures based on broad market indexes, as narrower indexes are 
more susceptible to rapid and extreme fluctuations as a result of changes in value of 
a small number of securities. Warrants. Warrants are equity securities in the form of 
options issued by a corporation which give the holder the right, but not the obligation, 
to purchase stock, usually at a price that is higher than the market price at the time 
the warrant is issued. A purchaser takes the risk that the warrant may expire worthless 
because the market price of the common stock fails to rise above the price set by the 
warrant. Rights. A portfolio may purchase rights for equity securities. If a portfolio 
purchases a right, it takes the risk that the right might expire worthless because the 
market value of the common stock falls below the price fixed by the right. General 
Risks of Swaps. A portfolio may enter into swaps directly or indirectly (including 
through Risk Premia Investments). The risks associated with swap transactions are 
different from, and possibly greater than, the risks associated with investing directly in 
the underlying instruments. Swaps are highly specialized instruments that require 
investment techniques and risk analyses different from those associated with other 
portfolio investments. The use of swaps requires an understanding not only of the 
underlying instrument but also of the swap contract itself. Swap transactions may be 
subject to the risk factors generally applicable to derivatives transactions described 
above, and may also be subject to certain additional risk factors. In addition to the risk 
of default by the counterparty, if the creditworthiness of a counterparty to a swap 
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2An Introduction to Alternative Risk Premia (cont.)

agreement declines, the value of the swap agreement would be likely to decline, 
potentially resulting in losses. In addition, the U.S. government has enacted legislation 
that provides for new regulation of the derivatives market, including clearing, margin, 
reporting, and registration requirements, which could restrict a portfolio’s ability to 
engage in derivatives transactions or increase the cost or uncertainty involved in such 
transactions. The European Union (and some other countries) are implementing 
similar requirements, which will affect a portfolio when it enters into a derivatives 
transaction with a counterparty organized in that country or otherwise subject to that 
country’s derivatives regulations. For example, the U.S. government and the European 
Union have adopted mandatory minimum margin requirements for OTC derivatives. 
The Adviser expects that a portfolio’s transactions will become subject to variation 
margin requirements under such rules in 2017 and initial margin requirements under 
such rules in 2020. Such requirements could increase the amount of margin a 
portfolio needs to provide in connection with its derivatives transactions and, 
therefore, make derivatives transactions more expensive. These and other new rules 
and regulations could, among other things, further restrict a portfolio’s ability to 
engage in, or increase the cost to a portfolio of, derivatives transactions, for example, 
by making some types of derivatives no longer available to a portfolio or otherwise 
limiting liquidity. A portfolio may be unable to execute its investment strategy as a 
result. The costs of derivatives transactions are expected to increase as clearing 
members raise their fees to cover the costs of additional capital requirements and 
other regulatory changes applicable to the clearing members become effective. 
These rules and regulations are new and evolving, so their potential impact on a 
portfolio and the financial system are not yet known. While the new rules and 
regulations and central clearing of some derivatives transactions are designed to 
reduce systemic risk (i.e., the risk that the interdependence of large derivatives 
dealers could cause them to suffer liquidity, solvency or other challenges 
simultaneously), there is no assurance that they will achieve that result, and in the 
meantime, as noted above, central clearing and related requirements expose a 
portfolio to new kinds of costs and risks. Interest Rate Swaps, Caps, Floors and 
Collars. A portfolio may enter into interest rate swaps, which do not involve the 
delivery of securities, other underlying assets, or principal. Accordingly, the risk of 
loss with respect to interest rate and total rate of return swaps is limited to the net 
amount of interest payments that a portfolio is contractually obligated to make. A 
portfolio may also buy or sell interest rate caps, floors and collars, which may be less 
liquid than other types of swaps. Currency Swaps. Currency swap agreements may 
be entered into on a net basis or may involve the delivery of the entire principal value 
of one designated currency in exchange for the entire principal value of another 
designated currency. In such cases, the entire principal value of a currency swap is 
subject to the risk that the counterparty will default on its contractual delivery 
obligations. Credit Default Swaps. A portfolio may be either the buyer or seller in a 
credit default swap. As the buyer in a credit default swap, a portfolio would pay to the 
counterparty the periodic stream of payments. If no default occurs, a portfolio would 
receive no benefit from the contract. As the seller in a credit default swap, a portfolio 
would receive the stream of payments but would be subject to exposure on the 
notional amount of the swap, which it would be required to pay in the event of default. 
The use of credit default swaps could result in losses to a portfolio if the Adviser fails 
to correctly evaluate the creditworthiness of the issuer of the referenced debt 
obligation. Combined Transactions. Combined transactions involve entering into 
multiple derivatives transactions instead of a single derivatives transaction in order to 
customize the risk and return characteristics of the overall position. Combined 
transactions typically contain elements of risk that are present in each of the 
component transactions. Because combined transactions involve multiple 
transactions, they may result in higher transaction costs and may be more difficult to 
close out. Other Instruments and Future Developments. A portfolio may take 
advantage of opportunities in the area of swaps, options on various underlying 
instruments and swaptions and certain other customized “synthetic” or derivative 
investments in the future. In addition, a portfolio may take advantage of opportunities 
with respect to certain other “synthetic” or derivative instruments which are not 
presently available, but which may be developed to the extent such opportunities are 

both consistent with a portfolio’s investment objective and legally permissible for a 
portfolio. Morgan Stanley does not render tax advice on tax accounting matters to 
clients. This material was not intended or written to be used, and it cannot be used 
with any taxpayer, for the purpose of avoiding penalties which may be imposed on 
the taxpayer under U.S. federal tax laws. Federal and state tax laws are complex and 
constantly changing. Clients should always consult with a legal or tax advisor for 
information concerning their individual situation. The information contained herein 
may not be reproduced or distributed. This communication is only intended for and 
will only be distributed to persons resident in jurisdictions where such distribution or 
availability would not be contrary to local laws or regulations. Index data is provided 
for illustrative purposes only. Indices do not include any expenses, fees or sales 
charges, which would lower performance. Indices are unmanaged and should not be 
considered an investment. It is not possible to invest directly in an index.
INDEX DESCRIPTIONS
Note: While the HFRI Indices are frequently used, they have limitations (some of 
which are typical of other widely used indices). These limitations include survivorship 
bias (the returns of the indices may not be representative of all the hedge funds 
in the universe because of the tendency of lower performing funds to leave the 
index); heterogeneity (not all hedge funds are alike or comparable to one another, 
and the index may not accurately reflect the performance of a described style); and 
limited data (many hedge funds do not report to indices, and the index may omit 
funds, the inclusion of which might significantly affect the performance shown. The 
HFRI Indices are based on information self-reported by hedge fund managers that 
decide on their own, at any time, whether or not they want to provide, or continue 
to provide, information to HFR Asset Management, L.L.C. Results for funds that go 
out of business are included in the index until the date that they cease operations. 
Therefore, these indices may not be complete or accurate representations of the 
hedge fund universe, and may be biased in several ways. Hedge Fund Research, 
Inc. (HFRI) Equity Hedge Index. The HFRI Equity Hedge Index consists of managers 
who maintain positions both long and short in primarily equity and equity derivative 
securities. A wide variety of investment processes can be employed to arrive at 
an investment decision, including both quantitative and fundamental techniques; 
strategies can be broadly diversified or narrowly focused on specific sectors and can 
range broadly in terms of levels of net exposure and leverage employed.
Dubai: Morgan Stanley Investment Management Limited (Representative Office, Unit 
Precinct 3-7th Floor-Unit 701 and 702, Level 7, Gate Precinct Building 3, Dubai 
International Financial Centre, Dubai, 506501, United Arab Emirates. Telephone: 
+97 (0)14 709 7158) Germany: Morgan Stanley Investment Management Limited 
Niederlassung Deutschland Junghofstrasse 13 -15 60311 Frankfurt Deutschland 
(Gattung:Zweigniederlassung (FDI) gem. § 53b KWG) Italy: Morgan Stanley 
Investment Management Limited, Milan Branch (Sede Secondaria di Milano) is a 
branch of Morgan Stanley Investment Management Limited, a company registered in 
the UK, authorised and regulated by the Financial Conduct Authority (FCA), and whose 
registered office is at 25 Cabot Square, Canary Wharf, London, E14 4QA. Morgan 
Stanley Investment Management Limited Milan Branch (Sede Secondaria di Milano) 
with seat in Palazzo Serbelloni Corso Venezia, 16 20121 Milano, Italy, is registered 
in Italy with company number and VAT number 08829360968. The Netherlands: 
Morgan Stanley Investment Management, Rembrandt Tower, 11th Floor Amstelplein 
1 1096HA, Netherlands. Telephone: 31 2-0462-1300. Morgan Stanley Investment 
Management is a branch office of Morgan Stanley Investment Management Limited. 
Morgan Stanley Investment Management Limited is authorised and regulated by the 
Financial Conduct Authority in the United Kingdom. Switzerland: Morgan Stanley 
& Co. International plc, London, Zurich BranchI Authorised and regulated by the 
Eidgenössische Finanzmarktaufsicht (“FINMA”). Registered with the Register of 
Commerce Zurich CHE-115.415.770. Registered Office: Beethovenstrasse 33, 
8002 Zurich, Switzerland, Telephone +41 (0) 44 588 1000. Facsimile Fax: +41(0) 44 
588 1074. Swiss investors are advised that copies of the Prospectus, Key Investor 
Information Document, the Articles of Incorporation and the annual and semi-annual 
reports, in German, and further information can be obtained free of charge from 
the representative in Switzerland. The representative in Switzerland is Carnegie Fund 

1Q2018
VOL 2 | ISS 1

Insurance AUM Journal
PAGE 18

847.868.0044 | journal@insuranceaum.com | insuranceaum.com
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NEAM

The New World Order: Bridging The Gap

Originally published in NEAM’s newsletter 
Perspectives February 2018

Regulatory and rating agency solvency assessment methods are 
evolving. A.M. Best is deploying its new capital adequacy model. 
NAIC Own Risk and Solvency Assessment (ORSA) regulatory 
documents are being filed by insurers. And, modifications to 
Solvency II requirements and the adoption of International 
Financial Reporting Standards (IFRS) are underway.

A common metric within this evolution is value-at-risk (VAR), 
which is the amount of loss occurring within a specified period of 
time at a stated confidence level. VaR was formally introduced in 
the U.S. banking industry in the 1920’s. However, its antecedents 
can be traced to the middle 1700’s and has served as a cornerstone 
to risk theory and solvency evaluation in insurance since the very 
early 1900’s. 

VaR can be expressed as an absolute amount or as a percentage. It 
can be defined for whatever time period is desired. It can capture 
a single event (such as a hurricane), a combination of extreme 
events (man-made or natural disasters) or the cumulative impact 
of discrete (or correlated) occurrences (trading losses, automobile 
accidents, etc.). The confidence level can reflect whatever degree 

of certainty is sought (50-50, one in 500 years, etc.). The meaning 
of VaR is not uniquely bound by a solitary regulatory regime: it is 
any metric of shortfall. 

However, the devil is in the details where evolving VaR metrics 
can seem contrary to existing solvency methods and measures, 
frustrating insurers and hindering its usefulness. This can occur 
for those steeped in statutory accounting and traditional ALM. In 
this Perspectives, we seek to reconcile VaR metrics to conventional 
methods, emphasizing its usage for evaluation and guidance rather 
than dicta to be proscriptively followed. 

This issue of Perspectives is divided into four sections. The first 
provides estimates of VaR relying on reported industry statutory 
data. The second highlights the impact of differing metrics of 
underwriting results (net-net these are minimal and reveal the 
actual impact of “reserving risk” within capital models). In the 
third section, we take a more nuanced view of investment risk and 
its measurement, and finally, we conclude by discussing the impact 
of taxes. We leave the topic of multi-period insolvency assessment 
to a future Perspectives. 

Jim Bachman
Head of Enterprise Risk & Capital Management
jim.bachman@neamgroup.com
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In this Perspectives, we seek to reconcile VaR metrics to conventional 
solvency methods, emphasizing its usage for evaluation and guidance 
rather than dicta to be proscriptively followed.

There are several key takeaways to highlight:
• Statutory amortized cost metrics mask fixed income return volatility and can ignore favorable diversification benefits – 
potentially misstating insolvency risk and influencing investment behavior
 
• Leverage can normalize the order of magnitude differential between insurance and investment  volatility

• Underwriting metrics show less than expected impact upon influence VaR estimates due primarily to leverage and 
correlation effects

• Taxes greatly impact VaR estimates, requiring their consideration in benchmarking capital adequacy (and asset allocation)

• Point-in-time single period solvency assessment is confounded by evolving loss development and multi-year views 
implicitly assume that as adverse results unfold corrective action is not taken.

• The results we show are based upon industry aggregates and individual company results may  vary, often significantly. 
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3The New World Order: Bridging The Gap (cont.)

Statutory Rules-Based Historic Enterprise VaR Estimates
Below is a simple formulaic representation of the DuPont framework for insurers’ return on equity.1

Chart 1 displays the key drivers of insurers’ statutory return on equity: underwriting results (and a small amount of miscellaneous related 
income); net earned investment income and realized investment gains and losses; and premium and investment leverage (premiums to 
surplus and invested assets to surplus, respectively).

 

 
Underwriting results vary from a loss of nearly $55 billion to a gain of over $30 billion, while investment earnings range from $33 billion to 
$67 billion. Leverage is trending downward. Importantly, the ratio of investment leverage to premium leverage (continuing at less than 1:1) 
is increasing, allowing the potential for more stable reported investment earnings to dampen the impact of higher volatility underwriting 
results upon surplus.

Chart 2 displays both reported year-end statutory surplus and after-tax return on surplus. Reported statutory surplus reflects net income, 
capital withdrawals and contributions, changes in surplus notes, other miscellaneous items and unrealized gains or losses from equities, but 
not those of fixed income securities. The latter is noteworthy given that fixed income holdings for most companies exceed four times the 
amount of equities, thereby greatly amplifying fixed income shortfalls upon capital.
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Chart 1: Drivers of insurers’ statutory return on equity 1996 to 2016

Source: NEAM analytics

Chart 2: U.S. Property/casualty reported statutory surplus 
and after-tax return on average surplus 1996 to 2016

Source: S&P SNL Financial and NEAM analytics



3The New World Order: Bridging The Gap (cont.)

Table 1 summarizes the return, volatility and 99.5 VaR estimates derived from annual return and reported surplus. The average annual after-
tax rate of return was 7.87% and the volatility of the return as measured by the standard deviation was 4.1%, with annual returns ranging 
from nearly a 2% loss of capital to a gain exceeding 14%.2 On a pre-tax basis the return and volatility were 9.96% and 5.18%, respectively. 

 

The estimates of VaR shown above might appear low, perhaps too low, challenging perceptions as to the “riskiness” of the business. In fact, 
by computation they are low: one can be 99.5% certain that the pre-tax (after-tax) loss of capital will not exceed 6.86% (5.45%) of capital 
within any one year. Yet, the expectation is to achieve nearly 10% and 8% positive returns, respectively, so the estimates of VaR represent 
a meaningful shortfall from expected return on capital although not a severe loss of capital.

However, the VaR might also seem low because it is constructed based upon statutory-based definitions of returns, which as noted 
above exclude unrealized marked-to-market gains and losses of fixed income investment grade securities and allow for the tempering of 
underwriting volatility due to reliance upon net calendar year results rather than accident year estimates. We will explore the significance 
of these considerations and their impact upon VaR estimates in the following sections.

Filling In The gaps – Underwriting Metrics
Chart 3 below displays estimated industry-wide combined ratios. The combined ratios are shown for the calendar year, that year’s 
reported accident year result and that lead accident year with five years of development. 
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Table 1: Return on surplus (ROE), volatility and 99.5 VaR 1996 - 2016

Source: NEAM analytics

Chart 3: Industry calendar, one and five-year accident combined ratios 1996 to 2016

Source: AMBest and NEAM analytics



3The New World Order: Bridging The Gap (cont.)

The reported combined ratios show similar directional change patterns due to the large portion of each metrics’ share of current accident 
year losses and calendar year expenses. However, as shown in Table 2 there can be meaningful differences for the average combined 
ratio, volatility and estimated VaR depending upon the underwriting metric and its seasoning. 

The calendar year combined ratio averaged 102.5. This equates to a negative underwriting margin of 2.5% of premium. Volatility was 
5.49 combined ratio points. The 99.5 VaR is estimated at 17.8%, meaning that there is a 99.5% chance the underwriting loss will not 
exceed 17.8% of premium. The calendar year and lead accident year statistics are very similar, coincidentally. However, as the accident 
year develops, the estimated combined ratio improves over a full point – representing more than a 50% margin improvement. Unfortu-
nately, the volatility also increases leading to an increase in estimated VaR of 5.9% of capital from 17.3% to 23.2%, more than a 33% 
degradation. We caution that individual company results may vary greatly. 

Filling in the Gaps – Investment Results
There are several gaps with respect to investment results that need to be closed to move from the previous statutory-based results to 
a marked-to-market framework contemplated by more recent comprehensive VaR measures. These include the decomposition of fixed 
income total return into price and income (Coupon) components, risk factor components (principally rate and credit), and diversification 
effects within fixed income sectors, including the impact of equities (and other assets such as Schedule BA). 

As shown in Chart 4, total return of fixed income assets is driven by the income component of total return.3 The price component of total 
return is the principal driver of total return volatility, particularly in more recent years, as rates have drifted down to near historic lows 
from the peak years in the 1980’s. Excluding fixed income (unrealized) gains and losses from VaR considerations can seriously understate 
volatility.
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Table 2: Combined ratio, volatility and estimates VaR by underwriting metric

Source: AMBest and NEAM analytics

Chart 4: Price and income components of annualized total return and volatility of ICE 
BofA ML Domestic Master Index D0A0 1986 - 20164

Source: ICE BofA ML and NEAM analytics



3The New World Order: Bridging The Gap (cont.)

Fixed income returns and volatility are frequently decomposed into their rate and credit risk components. The focus can be either a bond’s 
total return and excess return and the total return of the underlying U.S. Treasury bond, or the bond’s market yield and spread and the 
market yield of the underlying U.S. Treasury bond. Chart 5 displays BBB Corporate bonds’ total returns and excess returns and the total 
returns of the underlying U.S. Treasury bond for the time period of 1997 to 2016. The key take away is that the magnitude of episodic 
spread changes is the driver of credit-based securities’ recent volatility rather than the underlying rate risk.5

Table 3 summarizes risk statistics for two I.C.E. BofA ML U.S. corporate bond indices: C0A0 and C0A4. For AA corporate securities, excess 
return volatility exceeds total return volatility, but the implied underlying treasury volatility trumps both, reflecting negative correlation of 
rate and spread risk. Similarly, the underlying implied Treasury market yield volatility exceeds that of the AA corporate index. For BBB 
corporate securities, total and excess return volatility dwarfs underlying Treasury volatility and BBB market yield volatility marginally 
exceeds that of the underlying treasury, reflecting the more extreme spread volatility. 

 

Rating agency and regulatory regimes which focus solely on default risk to account for fixed income “investment risk” and are otherwise 
silent with respect to spread volatility will significantly understate insolvency exposure. This approach ignores the likelihood and magnitude 
of a valuation shortfall when securities might need to be liquidated to pay losses which were not expected or modelled to occur when they 
did. A solvency assessment needs to address shortfalls in valuation regardless of their timing, or cause; rates; defaults; or perceptions of the 
risk of default. A full accounting is required for all of these risk factors, not simply rate and default risk.6
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Chart 5: Annualized BBB Corporate bond total returns and excess returns and underlying U.S. Treasury 
bond total return 1997 to 2016

Source: ICE BofA ML and NEAM analytics

Table 3: Corporate bond markets statistics, returns, yields and spreads 1997 – 2016.

Source: ICE BofA ML and NEAM analytics



3The New World Order: Bridging The Gap (cont.)

Table 4 shows correlations of total returns and yields of the implied underlying U.S. Treasury (UL UST) bonds of AA and BBB corporates 
to the total returns, excess returns, market yields and spreads of the AA and BBB corporate bonds. These require careful scrutiny:

• In the case of AA corporate bonds, the total return correlation with that of the underlying Treasury bond (UL UST TR Corp AA) is 
0.57, whereas the correlation of the underlying Treasury with the excess return is -0.63. 
• Similarly, the market yield and spread of the AA corporate bond with its underlying Treasury yield is 0.87 and -0.33. In both terms of 
rates of return and yields, credit risk whether measured by excess returns or spreads is negatively correlated with underlying treasury 
returns and yields, respectively. 
• The same is all the more true for BBB corporate bonds.

 

Filling in the Gaps – All Together Now: Underwriting/Investments/Leverage and Taxes
Chart 6 displays historic fixed-income taxable, tax-exempt and equity pre-tax total returns and calendar year underwriting margins. Taxable 
and tax-exempt bonds scarcely experienced negative total returns, due in part to coupon offsets to price depreciation. Equities’ total return 
volatility was muted as it combines with taxable and tax-exempt fixed income, yielding a weighted pre-tax total return series (Shown in 
dark green below). Underwriting margins exhibited wide variation awaiting a volatility muting combination with a levered diversified 
investment portfolio.

 

 

1Q2018
VOL 2 | ISS 1

Insurance AUM Journal
PAGE 25

847.868.0044 | journal@insuranceaum.com | insuranceaum.com

Table 4: Corporate bond returns, yields and market risk statistics correlations 1997 to 2016.

Source: ICE BofA ML and NEAM analytics

Chart 6: Annualized Pre-tax taxable and tax-exempt and equity total returns 
and underwriting margins 1996 to 2016

Source: ICE BofA ML and NEAM analytics



3The New World Order: Bridging The Gap (cont.)

Table 5 shows correlations and statistical averages and standard deviations for investment pre-tax total returns and underwriting margins. 
Tax-exempt and taxable bonds have an estimated correlation to one another of .88 indicating scant diversification benefits. They are, however, 
negatively correlated to equities over the time period at -0.31 and -0.37, respectively suggesting potentially favorable diversification 
benefits. The weighted total return on assets (Total ROA TR) is highly correlated to the S&P, although equities represent less than 30% of 
industry holdings (until the most recent four years) reflecting the directional change impact of the S&P upon the weighted total return but 
not necessarily the magnitude. 

 

 

Fixed income assets are negatively correlated to calendar year and five-year developed accident year combined ratios (and the latter are 
highly positively correlated at .88).7 However, the correlation between equity returns and underwriting margins is modestly positive, which 
results in a very modest positive correlation between the Total ROA TR portfolio and underwriting margins. The negative correlation 
between fixed income and equities is reflected in the volatility estimate of the Total ROA TR portfolio (4.53).

Table 6 summarizes the combined impact of alternative underwriting metrics, marked-to-market investment return, leverage and taxes 
on estimates of enterprise VaR. Results are shown on both a pre-tax and after-tax basis.8 The marked-to-market views are shown for both 
calendar year combined ratios and the five year developed accident year. Statutory results are as reported. Marked-to-market results are 
based upon investment total returns proxied by taxable and tax-exempt fixed income indices and the S&P 500 total return index and the 
industry’s asset allocation. 
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Table 5: Historic correlations, averages and StDev of returns and underwriting metrics

Source: ICE BofA ML and NEAM analytics

Table 6: Return on equity, volatility and estimated enterprise VaR

Source: NEAM analytics
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The reported statutory results framework, due principally to the 
treatment of unrealized gains/losses, provides low estimates of 
downside risk. Whereas taxes impact rates of return by nearly 210 
basis points, their dampening effect upon volatility also lessens 
their impact upon the estimate of VaR, reducing the amount by 
about 20%. 

Fully accounting for marked-to-market investment risk increases 
return on equity over 200 basis points to a pre-tax value of 12.04% 
and triggers more than a doubling of volatility to 11.37% from 
5.18%, leading to over a trebling of estimated pre-tax VaR. The 
incidence of taxes reduces the estimated pre-tax VaR nearly 40%.

Shifting the underwriting metric from calendar year to a five-year 
developed accident year further increases the rate of return on 
equity from 12.04% to 12.98%. However, volatility increases but 
only 18 bps to 7.61%, resulting in a faint 4 bps in pre-tax VaR to 
21.73%. 

Reader’s feedback and observations are always welcome.
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Endnotes  
1Conceptually, this formulation applies regardless of the regulatory or rating agency regime or capital model. The components may be estimated differently, which can 
depend on how the estimated VaR is intended to be used. It is also the framework underlying NEAM’s Enterprise Based Asset Allocation™ process.
2Taxes are estimated assuming a full rate payer and reflect the appropriate preference rates.
3On a marked-to-market basis, a bond’s total return equals price change plus coupon. For the holder of the bond, a portion of the bond’s price change from period to 
period is the amortization of premium or discount to par at the time of purchase. Periodic book income of an insurer equals the coupon plus the amortization (positive 
for discount and negative for premium). In the three year period ending 2016 the average annual amortization was -10 basis points for D0A0.
4Please see U.S. High Grade Indices, January 2, 2018, ICE BofA ML Indices, for complete attribution of D0A0 total return attribution.
5Total return volatility of credit is based on underlying risk free market rates and credit risk, which can be decomposed further into market valuation due to defaults and 
the “fear” of defaults. The later overwhelms the former with respect to observable price volatility which is the final arbitrator of risk.
6This is a real dilemma for solvency assessment, i.e., to distinguish between “incurred” capital drawdowns versus those converted to cash withdrawals. Securities’ 
valuations might revert to carrying or par value from the time incurred losses are known until they are paid. However, they might also further deteriorate if general market 
conditions decline. In the latter case, the metrics of measurement must be used, which can account for such a possibility. Traditional ALM and default risk management 
will not account for such events. Additionally, there are momentary episodic periods when markets size up and there is no bid for the price offer to sell.  
7The income return of taxable and tax-exempt fixed income securities is nearly 20% more negatively correlated with both calendar and accident year underwriting 
margins than their respective total returns.
8Statutory results are shown at the actual effective tax rate incurred year-by-year. Marked-to-market taxes assume full rate payer by income source.

There are several key takeaways to highlight:
• Adopting marked-to-market investment metrics can provide more comprehensive estimates of  solvency risk than a statutory amortized 
cost default centric framework.

• Leverage is an important equilibrator of underwriting and investment risk on enterprise volatility.
 
• Correlation risk and diversification effects can significantly impact VaR estimates and lead to  nearly counter intuitive conclusions, requiring 
continual re-assessment and stress testing. It is  important to note that correlation need not imply causality, but, must be accounted for.

• Underwriting metrics have significant impact on assessing underwriting volatility, but less impact on enterprise VaR due to correlation 
effects and declining leverage. Additionally, loss development has largely been favorable, begging the question of whether there has been 
a near regime change in pricing and reserving or merely limited response to the secular decline in rates since the 1980’s.

• Taxes greatly impact VaR estimates, requiring their consideration in benchmarking capital adequacy. However, the precision with which this 
is done is not as simple as we portray; instead, it is part of the multi-period consideration referenced in the beginning of this Perspectives.

• The results we show are based upon industry aggregates and individual company results will vary.
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4The Potential Impacts of the Trump Tax Bill 
on Municipal Bond Investing

Originally published January 2018

Executive Summary 
The Trump tax bill will have some important 
supply and demand ramifications for the 
municipal bond market. These include:
• The reduced corporate tax rate 
will eliminate municipal bonds’ tax 
equivalent yield advantage over 
taxable corporate bonds, most likely 
reducing future institutional demand 
for new issues. 
• Existing bonds have yield, 
diversification and accounting 
advantages for institutional buyers, 
so the tax bill is unlikely to precipitate 
wholesale selling.
• Supply will be affected by the 
elimination of advance refundings, 
which have comprised about a quarter 
of new issue activity in recent years.

The bill will also affect the relative value 
of muni bonds compared with taxable 
alternatives for property casualty insurance 
companies. They will need to consider 
how to modify their portfolios in response, 
including:

• Portfolio managers should 
determine their bonds’ tax-equivalent 
yields, in the context of their credit 
and duration, to determine whether to 
sell or retain them.
• Diversification, sector allocation 
and other issues need to be considered 
before deciding whether to swap tax 
exempt for taxable investments

Market Demand Effects
The tax bill will reduce municipal 
bonds’ benefits to both property casualty 
insurance companies and banks – the 
main institutional buyers in the muni bond 
market – due to the bill’s lowering of the 
corporate tax rate from 35 percent to 21 
percent.

Under the old tax regime, with a 35 
percent corporate tax rate, municipal 
bonds had yield advantage over taxable 
corporate bonds on an after-tax basis. Over 
five years, municipal bonds offered, on 
average, a tax equivalent yield advantage 
of 50 basis points or more. With a 21 
percent corporate tax rate, a muni bond’s 
tax equivalent yield will be the same or 
actually lower than credit and duration-
equivalent taxable corporate bonds. This 
means that, on average, it will not be as 
attractive for property casualty insurance 
companies, or banks, to buy new munis 
going forward. 

However, we do not expect a great deal of 
wholesale municipal bond selling, because 
most muni bonds currently in property 
casualty portfolios have book yields that 
are higher than comparable corporate 
bond yields. These bonds remain attractive 
investments for some investors. Also, even 
those muni bonds that have book yields 
that are comparable to taxable corporate 
bonds might remain attractive if they are 
older bonds, meaning those yields are 
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The bill approved by Congress on December 20, 2017, should 
have significant supply and demand effects on the municipal 
bond market, and the changes in relative value in relation to 
the taxable bond market will likely require insurers to reconsider 
their portfolio strategies in important ways.

on shorter-duration instruments. It would 
be difficult to achieve similar yields on 
equivalent-tenor instruments in the new 
issue market.

Property casualty insurers as a group have 
kept stable allocations to municipal bonds, 
making up about 9 percent of the market 
since 2009. Banks, however, have added 
about $100 billion to their muni bond 
holdings since 2014 by channeling excess 
deposits into the sector. They now make up 
15 percent of the market. However, they too 
are unlikely to sell in large quantities, since 
they like the diversification muni bonds 
provide and there is the possibility that 
munis will be accounted for as high quality 
liquid assets for bank liquidity coverage 
ratio tests. 

Therefore, both property casualty insurers 
and banks are unlikely to find new muni 
bonds very attractive, lowering demand in 
the future, but they are also unlikely to be 
big sellers of their existing holdings. Also, 
looking at market demand more broadly, 
insurers and banks only account for a third 
of the demand for muni bonds – the rest 
comes from individual investors and mutual 
funds. Individual tax rates are not falling as 
dramatically as corporate rates under the 
tax bill, so the bulk of the demand for munis 
should remain reasonably stable.

847.868.0044 | journal@insuranceaum.com | insuranceaum.com

Deutsche Asset 
Management



4The Potential Impacts of the Trump Tax Bill on Municipal Bond Investing (cont.)

Market Supply Effects
The bill eliminates tax exempt financings 
for advance refundings. Most municipal 
bonds with maturities beyond 10 years 
give the issuer a 10 year call option. If an 
issuer wants to take advantage of market 
conditions prior to the call date, up to now 
it could do an advance refunding, issuing 
new tax exempt bonds, then investing the 
proceeds in Treasuries in anticipation of 
eventually using them to fund the call on 
the outstanding issue.

Advance refundings increase net supply, 
since the original bonds remain outstanding 
until the first call date. This has been a 
significant source of supply in recent years, 
accounting for 25 percent of issuance. 
Going back 10 years, it has averaged about 
20 percent of annual issuance. 

We estimate, based on calculations and 
industry research, that the muni market 
will see supply in 2018 of $290 billion, and 
net supply – new supply minus maturities 
and calls – of negative $30 to $60 billion. 
In 2017, prior to a major rush to market in 
December, the market was on track to have 
$385 billion of total supply and net supply 
of about $30 billion.

Issuers have reacted to the new tax bill 
by rushing to market as many advance 
refunding bonds as possible. To qualify for 
advance refunding, bonds have to be issued 
and settled by the end of the year. A record 
$62 billion came to market in December, 

beating the previous record from October 
2016, when issuers were trying to get in 
ahead of the election and Federal Reserve 
rate increases.

Despite this huge issuance and mutual 
funds’ selling of shorter-term bonds to 
make room for new issues, muni to treasury 
ratios are lower than they were at the 
start of 2017. This is because the market 
anticipates ongoing performance because 
of lower supply and steady demand. It 
does not appear to be concerned about a 
serious decrease in demand from P&C 
insurers and banks.

Longer term, we expect to see supply 
normalize with a quiet first quarter due to 
new issues having already been brought to 
market in late 2017 to take advantage of the 
last opportunity for advance refundings.

Portfolio Considerations
Generally, the decision whether to invest 
in, hold or sell muni bonds was one of 
simply ascertaining the tax equivalent 
yield and, if the muni had an advantage 
and met diversification, maturity, sector 
allocation targets and so on, the portfolio 
manager bought or held it. Now, with tax-
adjusted yields reduced by the tax bill’s 
new corporate tax rate, and its elimination 
of the AMT, this crossover analysis is even 
more important. An accurate analysis of 
tax equivalent yield alternatives under 
the new tax regime is crucial to meeting 
portfolio goals.
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Nonetheless, whether to hold a muni or sell 
out of it and swap into taxable bonds still 
depends on the muni bond’s book yield. 
Portfolio managers need to look at their 
taxable incomes for holding the municipal 
bond (using new tax rates) and compare 
it to the after-tax income they would get 
for swapping to taxable bond with similar 
credit and duration. 

Portfolio managers also need to consider 
any gain or loss they might realize in 
determining the reinvestment amount, 
and need to consider capital gains impacts 
on income. Generally, selling at a gain in 
2017 may be less favorable than selling 
at a gain on January 1, 2018 (depending 
on the effective date of the new tax rates). 
Generally, older bonds with higher book 
yields could remain favorable to hold. 

However, it remains important to consider 
issues in overall portfolio management such 
as diversity, maturity, sector allocation, etc.

Portfolio restructuring has to be done 
carefully to ensure sector allocations and 
diversity goals are maintained, credit and 
duration targets are met, and that the best 
after-tax yields are achieved.
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MACQUARIE

Will Fed Tapering Lead To headwinds 
For The Mortgage Market?

Originally published October 2017
Fed reinvestment in the near term 

As the Fed has indicated, it plans to start 
shrinking, or running off, the reinvestment 
of Treasury maturities and agency MBS 
principal paydowns by $6 billion and $4 
billion a month, respectively. The run-off 
amounts (caps)will be evaluated quarterly, 
and, depending on economic conditions, 
the intention is to increase them until the 
caps reach $30 billion for Treasurys and $20 
billion for agency MBS. If the economic 
outlook deteriorates, the Fed has indicated 
it is prepared to resume reinvestments 
or alter the size and composition of its 
balance sheet, in addition to lowering the 
federal funds rate.

The ultimate future size of the balance 
sheet is unknown, but it will likely be 
significantly larger than the pre-2009 range 
of $800 billion to $900 billion. Estimates 
for the terminal size range between $2.5 
trillion and $3.0 trillion, compared to 

the $4.5 trillion currently held. A higher 
gross domestic product (GDP) and more 
currency in circulation help support the 
notion of a larger balance sheet.

While the gradual cap approach will 
determine the actual run-off, the amounts 
of Treasury maturities and agency MBS 
paydowns will determine the size of 
remaining reinvestments. Year to date, 
the Fed has been reinvesting $16 billion 
a month in Treasurys and $23 billion a 
month in agency MBS, on average. As the 
charts below show, over the next six to nine 
months, the Fed is expected to continue 
to purchase similar amounts of Treasurys 
and about $10 billion a month of agency 
MBS, on average. The Treasury maturity 
schedule will significantly increase in the 
first half of 2018, while estimated agency 
MBS paydowns remain elevated in the 
near term.

This month when the US Federal Reserve 
begins its balance sheet normalization — part 
of a quantitative tightening process the Fed has 
been signaling since early 2017 — some are 
anticipating that this shrinking of the balance 
sheet could create risks for the mortgage 
market. The concerns stem from the amount 
of mortgage-backed securities (MBS) that the 
Fed owns — totaling more than a quarter of 
the $6.86 trillion agency MBS market (source: 
Bloomberg). The Fed bought much of these 
securities to prop up the US housing market 
after the global financial crisis.
However, in our view, the record of quantitative 
easing (QE) since the financial crisis may tell 
a somewhat more positive story. Given the 
historical backdrop, we believe that the Fed 
tapering alone is unlikely to lead to widening 
MBS spreads in the near term, and a gradual 
tapering could mean only marginal headwinds 
for the MBS market longer-term.
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5Will Fed Tapering Lead To Headwinds For The Mortgage Market? (cont.)

The ebb and flow of reinvestment amounts of agency MBS and Treasurys are likely to lead to relative performance differences between 
the two asset classes, as the chart below indicates. Over the short term, agency MBS are likely to outperform, while during the first half of 
2018, as the amount of Treasury maturities increase, Treasury reinvestments are expected to surpass agency MBS.

A historical look at changes in Fed and Treasury holdings
While the Fed’s action may have one set of expectations in the short term, multiple macro factors could affect MBS spreads over the 
medium term. Nonetheless, an analysis of the historical record of QE supports the notion that, all else being equal, the change in supply 
and demand resulting from a gradual and predictable tapering of reinvestments would be only a marginal headwind on MBS spreads. Let’s 
look at that past record.

In a key move to QE during the global financial crisis, in November 2008, the Fed announced QE1 in both Treasurys and agency MBS. The 
program was in place until March 2010 when the Fed’s portfolio reached $1.2 trillion in MBS and $800 billion in Treasurys. Similar to the 
current environment, the Fed halted purchases as the economy improved but resumed them in August 2010 when the economy faltered. The 
Fed initiated a reinvestment program in August–September 2010 to keep the balance sheet from running off.

Between March 2010 and March 2011, the Fed gradually ended MBS QE, with that portion of the Fed balance sheet shrinking by $200 
billion. However, in November 2010, the Fed announced QE2, and focused on buying $600 billion of Treasurys through the second quarter 
of 2011.

At first glance, QE2 coupled with shrinking MBS holdings should have been a massive MBS spread widener over that time frame. However, 
spreads were only 10 basis points wider, initially tightening 15 basis points, then widening 44 basis points from those tight spreads into 
November 2010, followed by a move to tighten further.
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5Will Fed Tapering Lead To Headwinds For The Mortgage Market? (cont.)

 

It is important to note that initial conditions in both spreads and volatility were higher than current levels. But as the Fed’s ebb and flow of 
agency MBS and Treasury securities changed, the demand side (excluding the Fed) changed as well. Between the second quarter of 2010 
and the first quarter of 2011, banks and money managers each added $130 billion in agency MBS.

When the market absorbed the exit from MBS
Looking back to the March 2011–March 2012 period, the market absorbed the Treasury’s exit from its agency MBS portfolio. Over this 
period, the US Treasury sold $142 billion of these securities ($10 billion to $12 billion a month), the only post-financial crisis instance of 
active official selling. This added net (excess) supply to the market. As the next chart illustrates, spreads widened 5–7 basis points per $10 
billion of selling in the first five months and then reversed, ending the year only 10 basis points wider.
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Shows MBS current coupon spreads to a blend of 5-year and 10-year Treasury yields. 
Source: Bloomberg.

MBS current coupon spreads, 2011

Shows MBS current coupon spreads to a blend of 5-year and 10-year Treasury yields. Source: Bloomberg.

MBS current coupon spreads, 2010-2011



5Will Fed Tapering Lead To Headwinds For The Mortgage Market? (cont.)

In September 2012, the Fed introduced a third round of quantitative easing, QE3, focused on MBS. Initially, purchases started at $40 bil-
lion a month, and were upsized to $85 billion in December 2012. Between January and October 2014, the Fed tapered these QE purchases 
and replaced them with the reinvestment program that is in effect today. Over that time frame, the size of the Fed’s MBS purchases, as a 
percentage of gross MBS issuance, dropped from 90% to 35%. However, as purchases were reduced, spreads actually tightened 20 basis 
points, a trend that continued to the end of 2014.

 

1Q2018
VOL 2 | ISS 1

Insurance AUM Journal
PAGE 35

Expectations of current tapering
Given this historical backdrop, we think MBS 
spreads are unlikely to widen over the near 
term, as a result of the Fed’s announcement 
alone. A sharp move of +/-25 basis points 
will change prepayment fundamentals and 
affect spreads, as extension and refinancing 
risks manifest themselves.

From a prepayment standpoint, a move below 
3.5% on mortgage rates from the current 4% 
range is anticipated to significantly increase 
refinancing activity. Absent a recessionary 
outcome, such a lowering in rates does not 
look to be in the cards for a sustainable 
period of time. Should rates move sharply 
higher, it is anticipated that prepayment 
risk would decrease but mortgage durations 
would initially extend . The extension 
potential is limited in the historical context 
— particularly considering what the market 
experienced last fall after the 2016 US 
presidential election.

Over the medium term, we expect the 
balance sheet runoff to be marginally 
negative. However, we are less focused 
on its impact relative to net issuance, as 
the Fed is not actively selling holdings but 
gradually reinvesting less. Moreover, over 
longer horizons, the stock effect of the Fed’s 
holdings is more relevant. In spite of Fed 
members’ rhetoric of a preference for an 
all-Treasury balance sheet, the June 2017 
Addendum to the Policy Normalization 
Principles and Plans did not include that 
objective.

In line with this, we would assume the Fed’s 
terminal balance sheet composition would 
include agency MBS, and we expect the 
Fed’s agency MBS holdings to decrease 
from the current 26% to approximately 20% 
of the mortgage market over the next five 
years. This factor, in our opinion, will remain 
a structural headwind to a significantly 
wider move in spreads.

On the demand side, while relative value 
consideration may imply multiple outcomes 
for money managers, the outlook for banks 
is likely to be shaped by lower excess 
reserves, capital and market liquidity 
regulatory constraints, and net interest 
margins. As excess reserves continue to 
shrink, banks will need high-quality liquid 
assets such as Treasurys and agency MBS 
to maintain liquidity coverage ratios. Higher 
agency MBS holdings relative to Treasurys 
also support net interest margins for banks.
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Shows MBS current coupon spreads to a blend of 5-year and 10-year Treasury yields. 
Source: Bloomberg.

MBS current coupon spreads, 2014
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Neuberger Berman

Time to Get Strategic: Emerging Market Debt 
as a Core Insurance Portfolio Allocation

Originally published March 2018

Recently Neuberger Berman’s Insurance Solutions group conducted an analysis of the U.S. 
insurance industry’s exposure to Emerging Market Debt given how often the asset class is 
brought up in client conversations, and also because it appears that the asset class is being 
inefficiently accessed within insurance portfolios. We identified EMD exposure within 
the insurance industry based on line-by-line analysis of holdings information and detailed 
CUSIP data available through industry filings. This approach yielded data on 97.6%1 of the 
industry in terms of book value of unaffiliated cash and invested assets.

Our analysis confirms a lack of uniformity in EMD exposure among individual companies, 
and overall allocations appear very low. Figure 1 shows that more than half of life insurers 
don’t have exposure to EMD, and this lack of exposure is more pronounced among P&C 
companies where nearly 80% of companies have no EMD exposure. The industry as a whole 
averages far less and we further observe that allocations appear to decline in conjunction 
with the size of the insurer. Based on our analysis, we believe insurers are generally under-
allocated to EMD relative to a typical institutional portfolio, which means they are not 
capturing the full opportunity this asset class can offer. Current insurer allocations tend to 
be heavily concentrated by region, country, industry and issuer—an inefficient and risky 
way to manage exposure to this asset class.

Jason Pratt
Head of Insurance Fixed Income

Steve Smith
Head of Insurance Analytics

Jinyu Yu
Insurance Strategist
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Source: SNL Financial, J.P. Morgan, FactSet, Bloomberg.
Note: 0.1% is used as cutoff, i.e. companies with an EMD allocation greater or equal to 0.1% are counted as “Has 
EMD,” and companies with an EMD allocation less than 0.1% are treated as “No EMD.”

Figure 1: Percentage of Insurance Companies That Have EMD Exposure
As of December 31, 2016

This is an excerpt from Neuberger 
Berman’s recent white paper, “Time to 
Get Strategic: Emerging Market Debt as 
a Core Insurance Portfolio Allocation”. 
For a copy of the full paper and 
industry analysis, please contact your 
Neuberger Berman representative.

Given persistently low yields on traditional sources of insurance portfolio income, it shouldn’t be surprising that insurers would want to 
expand their opportunity set to include asset classes in which they can deploy their capital more efficiently and effectively. We are of the 
opinion that EMD in particular would be of interest to insurers considering the asset class’s robust performance of late and the general 
maturation in emerging market economies and their debt markets over the past decade. However, while there appears to be widespread 
recognition of the benefits of EMD investing among insurers, there is little evidence in their behavior to suggest that they are treating the 
asset class as a strategic allocation.
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6Time to Get Strategic: Emerging Market Debt as a Core Insurance Portfolio Allocation (cont.)

While the appropriate allocation will depend on an insurer’s specific circumstances, it’s clear to us that EMD should represent a strategic 
allocation for most portfolios. Emerging debt markets have evolved over the past 20 years and the securities that today comprise EMD—
corporates and sovereigns, in hard and local currencies, with issues across the ratings spectrum and of various maturities—offer insurers 
unique risk/return profiles and diversification benefits along with generally higher yields than can be found in traditional insurance portfolio 
investments (see Figure 2).

Given their limited historical exposure to EMD, many insurers may lack the in-house expertise to manage an EMD portfolio. We suggest 
partnering with a dedicated and well-resourced EMD platform that understands the intricacies of insurance portfolio management offers 
access to this asset class with portfolios that can be customized to address each insurer’s unique objectives and constraints.
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Source: J.P. Morgan,  JPM EMBI Global Diversified (EMD Hard Currencey), JPM CEMBI Diversified (EMD Corporate), JPM GBI-EM Global Diversified 
(EMD Local Currency), JPM EMBI Global Diversified 1-3yr and JPM CEMBI Diversified 1-3yr (EMD Short Duration), EMD Blend (25 EMD HC/25 
EMD Corp/50 EMD LC), Barclays U.S. Agg Corporate Index (U.S. IG Corporates), Credit Suisse Leveraged Loan (Leveraged Loan CS), Barclays 
Global Agg Total Return Index Unhedged (Global Agg [unhdged]), Barclays Euro Agg Corporate Total Return Index (Euro Corporate), Unhedged 
Barclays U.S. Corporate HY (U.S. HY Corp) and United States Benchmark 10 year Datastream Government Index (U.S. Treasury).

Figure 2: EMD Offers a Compelling Risk/Return Profile
January 1, 2003, through December 31, 2017

1As of 2016/12/31, total book value of unaffiliated cash and invested assets 
of the insurance industry (Life and P&C) is 5.12 trillion (Source: SNL) and our coverage is 5.0 trillion. 
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