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I’m a bond guy, a contrarian by nature. 

It should come as no surprise then that we have decided to begin printing hard copies of the 
Insurance AUM Journal, just when every other publication is cutting out print and going 
100% digital. The truth is, that I prefer a paper magazine or newspaper, and we figured you 
might, too. 

If you would like a print subscription, please mail us at the address below.
Speaking of bond, the yield curve is getting considerable attention. At the time of this writing, 
the 2s-5s inverted, making headlines. Those of us who have seen a few yield curve inversions 
perk up our ears when things like this begin to occur. Thoughts creep in such as, “What would 
an inverted curve do to the equity markets, and does it spell the end of a decade-old bull 
market?” That’s also on the mind of Jack Nelson, this month’s Interview. Jack is one of the 
most highly-regarded insurance investment professionals in the industry. See page 3 to read 
his views.  

This issue also includes the summary results of a comprehensive survey of insurance 
investment professionals compiled by Aberdeen Standard. No doubt that maintaining 
investment income is at the top of their list of concerns. See page 6 for their entire report.  

ESG has been in the news more than ever before, driving our cover pic selection. ESG stands 
for Environmental, Social and corporate Governance, which refers to the three central factors 
in measuring the sustainability and ethical impact of an investment. Wellington provides a 
very good piece that we are privileged to include in this edition, which includes their views on 
why climate leadership may come from our industry. 

Technology is changing all of our lives at a rapid pace, and the investment markets are no 
different. There is plenty of evidence that the bond market will be one of most impacted 
segments by technology shifts. On page 10, you’ll find AllianceBernstein’s interesting view of 
this.

And finally, we felt it important to discuss the relative value between the public and private 
bond markets. While Jack Nelson shares his views on this in his interview, PIMCO provides a 
broader perspective of the private markets including fund flows and their thoughts on relative 
value.  

We hope you like our selections of articles this quarter. Our designer, Robinn, allows me two 
great joys each issue; one - I get to pick the cover pic, and two - I get to pick The Ending 
Chuckle cartoon. With the Holiday season and all that comes with it fast-approaching, I felt 
this cartoon was most timely. Thank you for your continued support – we appreciate all of you 
very much.

Have a very Happy Holidays – We look forward to seeing you next quarter! 

Stew



Our editor speaks with the Sr VP & CIO of the Everest Reinsurance Group

Jack Nelson is a very busy man if how 
long it took to schedule this interview 
is any gauge. The reason, of course, 
is that Jack is one of the savviest and 
well-regarded CIO’s in the business 
and consequently his plate is pretty 
full. We are fortunate and appreciate 
the opportunity to speak with him just 
in time to meet our deadline for this Q4 
edition. Here is the conversation we had 
on a recent Friday afternoon.

IAUM:  Jack, what is front-of-mind as 
you survey current market conditions?   

NELSON:  Three things come to mind:  
1) How do we increase our investment 
income while managing our risks? 2) 
What is the Fed going to do and what 
are the implications? and 3) When does 
the equity market ride end? 

IAUM:  Let’s take those one at a time.  
Increasing investment income. What 
are your thoughts?    

NELSON:  Most insurance companies 
have already gone down in credit  to 
capture more yield. Spread compression 
bears that out. Spreads may have 
bottomed but they are still very tight.  
Liquidity was the last  tool for obtaining 
more yield. While the private debt trade 
feels crowded, we think it is better value 
than the public markets.   

IAUM:  What are your thoughts on the 
Fed? They are in a tough spot between 
low unemployment, increasing inflation, 
uncertainty over tariffs and taking fire 
from the president.

  Low unemployment, uncertainty 
over tariffs and taking fire from the 
President may cause them to raise 
the funds rate more slowly. Some 
early signs of increasing inflation and 
accommodating monetary policy would 
make the Fed more inclined raise rates. 
The market believes the Fed will slow 
the pace of increase during 2019 and 
that we should expect another increase 
or two after December of this year.     

NELSON:  We spend a good deal of 
time thinking about this and there are 
many variables to consider. We have 
kept the duration of our investment 
grade portfolio slightly short of the 
duration  of our liabilities as rates  have 
increased. Being short duration has 
resulted in a return on the portfolio 
exceeding the return of the Aggregate 
IG Bond index by a healthy amount. 
That strategy has worked well for us  
and we will continue to take only modest 
positions on duration. We may recently 
have had some good news regarding the 
trade war with China that when coupled 
with an uptick in inflation may motivate 
the Fed to continue with its indicated 

path toward higher rates. Offsetting that 
to a degree is that inflation is still low 
and is generally projected to just move 
above 2% in 2019 despite extremely 
low unemployment rates, and the 
comments of the President regarding the 
Fed Chair. Because of the uncertainty 
we will continue to the modest use of 
duration to enhance returns.

IAUM: You mentioned your duration 
target. Is it closely tied to your 
liabilities? 

NELSON: It is referenced to our 
liabilities but not strictly tied to them.  

IAUM: Let’s shift to equities. You 
mentioned the long upward ride in the 
equity markets. What are your views of 
the current market and your allocation 
to equities?  

NELSON:  I have been here for nine (9) 
years and when I joined we didn’t have 
an allocation to  public equities. Shortly 
thereafter, we made an allocation to 
dividend-oriented equities because they 
were yielding more than our IG bond 
portfolio. Our strategy was to pick up 
yield with an option on equity upside. 
While the trade initially worked well, 
over time, it faded and we have moved 
to a total rate of return approach on our 
equities.  

Jack M. Nelson, PhD, CFA
Guest Q&A With

The Interview
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IAUM:  Do you think the markets are pricing in a recession?   

NELSON:  No, not at the moment. The markets appear very 
nervous but I do not believe the pricing reflects an expectation 
of a recession.

IAUM:  There has been a big shift to passive from active equity 
management. What’s your thinking there?    

NELSON:  We view it differently depending on the segment 
of the equity market. We used to exclusively use active 
management of equity portfolios. Currently we are passive 
investors when investing in large cap stocks. The market is 
very efficient and difficult to outperform, net of fees, over 
time. We think that active management makes sense in less 
efficient market segments like small cap , global, and emerging 
markets.   

IAUM:  What about credit spreads?   

NELSON:  It feels like credit spreads may have bottomed  
and it appears they are widening. Corporate profitability looks 
good in 2019 but will be challenged to  show growth because 
the tax cuts will be in the 2018 results.  

IAUM:  What about other factors?    

NELSON: Geopolitical risks are the obvious ones. It is 
difficult to tell what tariffs will actually be enacted and how 
they will impact corporations. Brexit continues to have its own 
drama, and some bad actors continue to make it difficult to 
keep the peace.

IAUM:  Is there anything that looks rich to you, “sticking out” 
if you will?    

NELSON:  To me, Class A office looks frothy depending on 
the market. New York for example, with the Hudson Yards 
project under development, feels rich. Other metropolitan 
areas in smaller cities are not as rich, for example Nashville. 

IAUM:  What about in-sourcing vs. out-sourcing?     

NELSON:  We outsource almost everything except about 
$300 million in equities.  

IAUM:  Where is Everest’s new money going now?      

NELSON:  As I mentioned prior, the private fixed income 
trade is feeling more crowded but we still think there is better 
value there than in  much of the public debt alternatives. 

IAUM:  Jack, thank you so much for taking time out of your 
busy schedule to talk with me. It’s been a lot of fun.       

NELSON:  My pleasure, have a great evening. 

The Interview With Jack M. Nelson (cont.)

Jack M. Nelson, PhD, CFA, Senior Vice President and Chief Investment Officer  

Jack is responsible for overseeing the invested assets of the Everest Reinsurance Group along with the assets of the employee pension plan.  He is 
responsible for the allocation of assets among asset classes and investment managers.  Jack is responsible for long-term investment strategy and 
policy issues and evaluating portfolio risks and performance.  He also leads the company efforts in cash management and currency hedging.   

Prior to joining Everest Reinsurance in 2009, Jack was a member of the Financial Reserves Management Group at Wellington Management Company 
(2000-2009) where he worked exclusively with insurance company clients and their investments.  Jack was a professor at Florida State University 
(1984 –1989). After FSU, he joined the College of Insurance in New York (1989 – 1999) and was later named the Robert F. Corroon Professor and the 
Chief Academic Officer. His work has been published in a number of journals and industry trade papers including: The Journal of Risk and Insurance, 
Journal of Insurance Regulation, CPCU Journal, Reinsurance Digest and John Liner Review. He is a past president of the American Risk and Insurance 
Association and the Southern Risk and Insurance Association.

Jack holds both a PhD (1987) and an MA (1983) in applied economics and business from the University of Pennsylvania (Wharton) where he was a 
Huebner fellow. Additionally, he received a BS in finance and management from the University of Utah (1980). Jack holds the CFA, CLU, ChFC, CPCU, 
and ARM designations.

About Our Guest
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The Growing Role 
of Investment Consultants 
in Insurance Investing
HIGHLIGHTS
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Special Report: Consultant Compendium

Insurance companies’ use of third party investment managers is well-documented. Less often explored and publicized is the increasing role 
of investment consultants in insurance companies’ investment decision making. 

Investment consultant-advised insurance assets are substantial, totalling over US$800 billion on a global basis at year end 2017. Over half 
($528 billion from 280 insurance companies) is domiciled in North America. Consultant-advised insurance assets have grown  25% annually 
from 2015 year end.

Insurance Asset 
Outsourcing Exchange

David F. Holmes
Eager, Davis & Holmes LLC
Information supporting this article is drawn from 
the Insurance-Focused Investment Consultant 
Compendium – 2018 Edition, published by 
the Insurance Asset Outsourcing Exchange at: 
assetoutsourcingexchange.com
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Insurance companies’ use of both 
investment consultants and investment 
managers share common underlying 
drivers. To name an obvious few, they 
include sustained low interest rates, benefits 
offered by non-traditional investments, 
and growing application of increasingly 
sophisticated risk management and asset 
allocation models.

Investment consultants are a means 
for insurance companies to leverage 
internal staffs and resources. The services 
offered range from governance (policy 
development, education, oversight) to 
strategy (risk management, asset allocation 
modeling, performance measurement) 
and execution (manager search and 
rebalancing), as examples. Services may 
be provided  on a project or retainer basis. 

Notably, some investment consultant 
services duplicate those offered by large 
insurance-focused investment managers. 
The increasing use of both provider-types 
suggests both are embraced and sometimes 
work alongside each other and/or play 
different roles for the same client.

Investment consultant involvement in 
third party manager searches is substantial 
in North America, accounting for 26% of 
all new mandate placements from 2009 
through 2018 Q3. Consultant-advised 
searches peaked at 46% of new mandates 
placed in 2010 as insurers implemented 

solutions to address 
the difficult capital 

market environment. 
This high water mark 

in consultant use 
could return in 

  challenging times.     
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Insurance companies are adapting their investment strategies to meet these challenges. Will the successful businesses be those that 
evolve their existing models? Or will they be those that embrace the revolutions under way: in private markets, in risk management 
and in technology-driven changes across all facets of the insurance industry?

We commissioned an independent global strategy consultancy to do a study that combines traditional data collection and extensive 
face-to-face interviews with senior investment professionals. 

The majority of the interviewees were either Chief Investment Officers or, for firms where this role does not exist, the senior 
executive, actuary or risk officer responsible for investment strategy. 

The research was conducted with 45 insurers in the three mature markets in North America: Bermuda, Canada and the United 
States. The combined assets managed by the respondents are around $3.6 trillion, an estimated 30% of the total North American 
insurance market.

Aberdeen 
Standard Investments

To read the full report, visit:
aberdeenstandard.us/insurancesurvey

For investment professional use only. 
Not for public distribution.
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Source: ASI North American Insurance Survey 2018

THEMES
The North American insurance industry is in good health, with 
premiums expected to grow across all insurance segments. 
Insurers have, in general, successfully managed their 
businesses – and balance sheet risks – through a period of 
falling bond yields and changing regulations. 

Low yields have driven a shift in investment portfolios from 
public to private market assets in search of higher returns. 
Changes to solvency and accounting regulations are driving 
changes in investment strategy for insurers in Bermuda and 
Canada, but less clearly so in the U.S.

Against this backdrop, the research identified four themes that 
we believe will shape the industry and influence the way that 
investments are managed.

The North American insurance industry 
is facing challenges on two fronts: 
a sustained period of low interest rates 
and rapid technological change.

North American Insurance Survey 
Tackling The Twin Forces: Interest Rates & Technology
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THEME 1
Investment returns: 
when the tide goes out…

77% of insurers surveyed expect 
to struggle to meet target 

investment returns
In contrast to the healthy backdrop 
described above, insurers expect future 
investment returns to fall short of their 
internal targets. 

As Warren Buffet famously said, “You 
only find out who is swimming naked 
when the tide goes out.” 

A decline in expected returns is 
happening just as insurers are becoming 
more reliant on these returns as a source 
of differentiation in a highly competitive 
environment. Insurers are responding 
to this expected shortfall in returns by 
actively seeking to further increase 
allocations to alternative assets to plug 
the gap (see figure 1). By contrast, there 
is limited appetite to add to overseas 
exposures. 

A downturn in the credit cycle is seen as 
the key risk to investment returns. 

Figure 1: Yield enhancement is primary driver for asset allocation change

Source: ASI North American Insurance Survey 2018

Figure 2: Expected asset allocation change (net) over next 3 years 

Source: ASI North American Insurance Survey 2018

THEME 2
Optimizing alternative allocations

56% intend to increase 
alternative credit

As insurers seek to maximize 
investment returns, they continue to 
reduce exposure to traditional fixed 
income assets and increase exposure 
to alternative assets (see figure 2). 
Corporate loans, real estate loans and 
private equity were the most cited asset 

classes within alternatives for additional 
investment. However, our interviews 
revealed that insurers are struggling to 
reach target allocations. 

Accessing these assets is challenging. 
There are inevitable time lags between 
committing capital and gaining 
exposure. Demand exceeds supply for 
the specific assets that meet the needs 
of insurers.

THEME 3
The value of outsourcing: 
beyond alpha

76% expect the trend to increase 
alternative assets to drive 

greater use of external managers
The ongoing shift from public to 
private markets will necessarily drive 
outsourcing to external managers. 
Many insurers have strong in-house 
investment capabilities and primarily 
look to external managers for specific 
asset class expertise. 

However, the delivery of investment 
returns from harder-to-access asset 
classes is, while necessary, not sufficient 
to meet insurers’ needs. For investment professional use only. Not for public distribution.



1North American Insurance Survey Tackling The Twin Forces: Interest Rates & Technology (cont.)

Investment experts within insurance 
companies need to collaborate with 
external asset managers to manage 
the additional complexities and risks 
of these investments. In addition, 
they value a dialogue with their peers 
at external managers on investment 
strategy. External managers are mostly 
seen to be delivering on essentials 
but sometimes need to do more to 
understand the specific needs of their 
insurance clients.

“We are increasingly relying on 
our external asset managers to 
run risk scenarios.”
-Mid-sized U.S. Health Insurer

“Our modeling capabilities will 
never be on par with those of a 
global asset manager.”
-Medium-sized U.S. P&C Insurer
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THEME 4
The technology tipping point?

86% agree that the insurance 
industry is on the verge 

of a seismic tech-driven shift
Only one respondent sees technological 
change having a major impact on 
investment strategy and management 
approach.

The industry is in the process of 
being reshaped by the advances in 
technology. These changes are expected 
to largely affect the operational 
facets and distribution routes of the 
industry, with limited concerns about 
increasing competition – in part because 
competition is already intense. 

Despite this period of rapid change, 
insurers do not expect to have to 
currently adapt their investment 
approach.

“We can always be improving our 
TAA.”
-Large U.S. Life Insurer

“Insurance is a very old industry 
and the principles have not really 
changed. The shift to computers 
and the internet was profound, but 
did not have a significant impact 
on our investment strategy.”
-Large Canada P&C Insurer

CONCLUSIONS
These are some of the findings from the survey. What are our 
views? We sound an amber warning on four areas. We highlight 
two areas where there is scope for a global asset manager to 
add value.

Understanding the fundamental risks of private markets
How should insurers think about the strong consensus view 
driving the shift from public to private assets? After all, betting 
with the consensus is rarely the path to strong returns. Yet this 
shift reflects a fundamental change in the way that business is 
financed. 

But history might teach us a thing or two about this shift. 
We evaluated the history of British asset allocation over 200 
years, and there were lessons to be learned that have global 
inferences.

A shift can last for years. An influential actuarial paper made 
the case for embracing illiquid assets in 1862. By 1890, fully 
80% of life office assets were invested in non-exchange traded 
assets.

Eventually investors became complacent and misjudged risk. 
Insurers suffered losses when falls in agricultural land prices 
led to defaults. Sometimes, what looks like an illiquidity 
premium turns out to be credit risk. It can be difficult to 
separate the two forms of risk. 

Assistance on asset allocation: expertise and structure
Half of large insurers cited tactical asset allocation as an area 
for improvement for their in-house investment capabilities, 
compared to just 18% of smaller insurers and 20% of mid-
sized firms. This pattern is true of strategic asset allocation too, 
albeit the differences are less marked (27% for small firms, 
30% medium, 39% large). 

This does raise the question of whether some smaller firms are 
unaware of their lack of expertise relative to their larger peers, 
who generally have more resources dedicated to these areas. 

Getting asset allocation decisions right is not enough. Assets 
have to be held in the right structures, tailored to the individual 
needs of the insurance company. 

For investment professional use only. Not for public distribution.
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The risks and uncertainties of rapid technological change
Insurers are alert to the known risks and opportunities of rapid 
technological change, but exposed to the many unknowns that 
accompany these changes.

Insurers are focused on the opportunities that technology 
brings, through operational improvements. But they may be 
playing down the threat of new competitors – as well as the 
threat from existing competitors that successfully embrace 
new approaches. A McKinsey study (Notes from the AI 
frontier: applications and value of deep learning, McKinsey 
Global Institute) estimated a range of the impact of artificial 
intelligence across 19 sectors. The maximum impact on the 
insurance sector was estimated at 7.1% of revenues, making it 
the third-most affected sector after travel and high tech.

Technology is already changing investment on many fronts: 
from the isolation of risk premiums in smart beta applications; 
to high-frequency trading; to nowcasting of economic data; to 
machine learning applications in investment decision making. 

Yet the fundamental nature of insurance investment has 
changed little over the last two centuries. Investment strategy 
is largely buy-and-hold, matching the duration of assets and 
liabilities. The long-dated nature of the liabilities allows 
for a significant exposure to more illiquid assets. Advanced 
computing makes actuarial calculations significantly easier to 
carry out, but does not change the underlying math. 

Nor does artificial intelligence remove the need for human 
judgment. Effective risk management requires a codification 
of this judgment alongside quantitative modeling. 

Complacency on ESG risks?
U.S. insurance investors lead the global pack in terms of 
the shift from public to private markets, and from active to 
passive. But they appear to lag when it comes to prioritizing 
the integration of ESG analysis into their process. Only one 
respondent cited ESG expertise as a key factor during external 
manager selection.

Yet in our opinion ESG analysis is not simply driven by the 
desire to do the right thing. There is well-documented academic 
evidence of a link between good management of ESG risk and 
good management of the financial risks that determine the 
creditworthiness of a company. 

Alternatives to alternatives
Investors are struggling to reach target weightings in private 
markets. Secondary markets in private assets provide one 
possible avenue to accelerate additions to private markets, but 
liquidity in secondary markets is even lower than the primary 
market. 

Insurers can consider alternative strategies in public markets 
for sources of higher return and increased diversification. 

A deeper understanding of risk
The increasing shift into more complex private markets is likely 
to put a premium on those managers able to offer advice across 
a broad range of assets and strategies. These asset managers 
can triangulate: specific expertise in alternative asset classes; 
an understanding of the regulatory implications of investing in 
those asset classes; and the specific needs of the client.

Investors need to understand the real dimensions of risk. 
Backward-looking measures of risk are not enough. 

Incorporating human judgment into forward-looking scenario 
analysis leads to better-informed decision making. But 
investors also need to understand the limits of risk models. 

For investment professional use only. Not for public distribution.
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Important Information 
PAST PERFORMANCE IS NOT AN INDICATION OF FUTURE RESULTS

Aberdeen Standard Investments is a brand of the investment businesses of Aberdeen Asset Management and Standard Life Investments.

Alternative investments involve specific risks that may be greater than those associated with traditional investments; are not suitable for all clients; 
and intended for experienced and sophisticated investors who meet specific suitability requirements and are willing to bear the high economic risks of 
the investment. Investments of this type may engage in speculative investment practices; carry additional risk of loss, including possibility of partial or 
total loss of invested capital, due to the nature and volatility of the underlying investments; and are generally considered to be illiquid due to restrictive 
repurchase procedures. These investments may also involve different regulatory and reporting requirements, complex tax structures, and delays in 
distributing important tax information. 

Among the risks presented by private equity investing are substantial commitment requirements, credit risk, lack of liquidity, fees associated with 
investing, lack of control over investments and or governance, investment risks, leverage and tax considerations. Private equity investments can also 
be affected by environmental conditions / events, political and economic developments, taxes and other government regulations. 

Important information for all audiences: Aberdeen Standard Investments (ASI) offers a variety of products and services intended solely for investors 
from certain countries or regions. Your country of legal residence will determine the products or services that are available to you. Nothing in this 
document should be considered a solicitation or offering for sale of any investment product, service, or financial instrument to any person in any 
jurisdiction where such solicitation or offer would be unlawful.

The information contained herein is intended to be of general interest only and does not constitute legal or tax advice. ASI does not warrant the 
accuracy, adequacy or completeness of the information and materials contained in this document and expressly disclaims liability for errors or 
omissions in such information and materials. ASI reserves the right to make changes and corrections to its opinions expressed in this document at any 
time, without notice. Some of the information in this document may contain projections or other forward-looking statements regarding future events 
or future financial performance of countries, markets or companies. These statements are only predictions and actual events or results may differ 
materially. The reader must make his/her own assessment of the relevance, accuracy and adequacy of the information contained in this document, 
and make such independent investigations as he/she may consider necessary or appropriate for the purpose of such assessment.

Any opinion or estimate contained in this document is made on a general basis and is not to be relied on by the reader as advice. Neither ASI nor 
any of its agents have given any consideration to nor have they made any investigation of the investment objectives, financial situation or particular 
need of the reader, any specific person or group of persons. Accordingly, no warranty whatsoever is given and no liability whatsoever is accepted for 
any loss arising whether directly or indirectly as a result of the reader, any person or group of persons acting on any information, opinion or estimate 
contained in this document.

Notice to Investors in the United States: Aberdeen Standard Investments is the marketing name for the following affiliated,
registered investment advisers: Aberdeen Standard Investments ETFs Advisors LLC , Aberdeen Asset Management Inc., Aberdeen Asset Managers 
Ltd., Aberdeen Asset Management Ltd., Aberdeen Asset Management Asia Ltd., Aberdeen Asset Capital Management, LLC, Standard Life 
Investments (Corporate Funds) Ltd., and Standard Life Investments (USA) Ltd.

Notice to Investors in Canada: Aberdeen Standard Investments (“ASI”) is the marketing name in Canada for the following affiliated entities: Standard 
Life Investments (USA) Ltd, Aberdeen Asset Management Inc., Aberdeen Fund Distributors, LLC, and Aberdeen Standard Investments (Canada) 
Limited. Standard Life Investments (USA) Ltd. is registered as a Portfolio Manager and Exempt Market Dealer in all provinces and territories of Canada 
as well as an Investment Fund Manager in the provinces of Ontario, Quebec, and Newfoundland and Labrador. Aberdeen Asset Management Inc. is 
registered as a Portfolio Manager in the Canadian provinces of Ontario, New Brunswick, and Nova Scotia and as an Investment Fund
Manager in the provinces of Ontario, Quebec, and Newfoundland and Labrador. Aberdeen Standard Investments (Canada) Limited is registered as a 
Portfolio Manager in the province of Ontario. Aberdeen Fund Distributors, LLC, operates as an Exempt Market Dealer in all provinces and territories of 
Canada. Aberdeen Fund Distributors, LLC, and Aberdeen Standard Investments (Canada) Limited, are wholly owned subsidiaries of Aberdeen Asset 
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In the next few years, we expect the rise 
of fixed-income technology to open a 
wide gulf in performance between those 
managers who have integrated cutting-
edge tools into every stage of their 
investment processes and those who 
haven’t.

In the past, the quest for excess return 
(alpha) was dominated by either 
the superhuman bond investor who 
attempted to single-handedly navigate 
global markets or the quantitative shop 
that could exploit inefficiencies in the 
short term but couldn’t see the bigger 
picture.

In an information-heavy world, just 
sticking with the status quo won’t 
be good enough. It’s imperative to 
integrate technology into the investment 
process to provide managers with 
tailored information that enables faster 
decision-making, makes every step of 
the process more efficient, and provides 
a more complete picture of risk and 
opportunity.

Several firms have used a “best of 
breed” strategy, creating or sourcing 
individual tools to help in one specific 
area of investing, such as research, 

trading or portfolio management. That’s 
a good start, but to stay ahead, firms will 
need to focus on how these tools work 
together to create an ecosystem that 
magnifies the human impact.

BUILDING LIQUIDITY: 
TURNING PUDDLES INTO 
POOLS
Liquidity is the number-one issue 
influencing a fixed-income manager’s 
ability to create alpha. Firms that can’t 
effectively assess a bond’s liquidity 
won’t be able to implement their 
investment ideas. And if a trade can’t 
be implemented, there’s no way it can 
make money.

“Liquidity pools,” or markets that 
provide liquidity for credit securities, 
have long been highly fragmented 
across multiple external third-party 
sources. The information provided 
by these sources is valuable, but it’s 
inefficient to continually monitor each 
one and then compare and contrast the 
data.

To keep up in a marketplace that will 
digest and react to every new bit of 
information faster and faster, successful 

847.868.0044 | journal@insuranceaum.com | insuranceaum.com

Q4 2018
VOL 2 | ISS 4

Insurance AUM Journal
PAGE 11

2

IN THIS PAPER
Fixed-income investing hasn’t kept up 
with the rapid pace of technological 
innovation in the rest of the financial 
industry. But that’s about to change. 
Machines will empower humans 
to achieve unique insights and act 
faster in a market where speed and 
alpha are inextricably linked.

The Digital Revolution 
Is Coming To Fixed Income

Artificial intelligence, automation and predictive analytics are 
transforming virtually every industry, but bond investing hasn’t really 
changed. The typical investment process is inefficient, from research 
and portfolio construction to trading. But this story will change as 
human and machine join forces. 

fixed-income managers will need to use 
technology that pulls all external fixed- 
income trading platforms together 
in one place. Firms that adopt this 
technology can become price makers 
instead of price takers, resulting in better 
executions, lower transaction costs and 
faster investment of new cash inflows.

These kinds of trading platforms aren’t 
theoretical anymore.

In 2016, we developed ALFA 
(Automated Liquidity and Filtering 
Analytics) with this need in mind. 
By aggregating separate pockets of 
existing market data into a single user 
interface and enabling our traders to 
filter by specific identifiers or security 
characteristics, ALFA helps AB traders 

The Future Of Fixed Income: How Technology 
Will Revolutionize Asset Management
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Display 1: From Idea To Trade - A Shorter, Simpler Path
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Technology is vastly reducing the time 
between a great idea and an executed trade.

For illustrative purposes only.
*  See page 5
†  See page 3
‡  See page 7 
Source: AllianceBernstein (AB)

For illustrative purposes only. | Source: Alliance Bernstein (AB)
* See page 13 | † See page 12 | ‡ See page 14
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STILL TRADING LIKE IT’S 1989
For many fixed-income managers, technology is stuck in the land that time 
forgot. Roughly 80% of US corporate bond trades, measured by notional 
value, are still executed over the phone. The biggest innovation in credit 
research until very recently? Microsoft Excel. And that was back in 1985.

While the rise of electronic trading platforms has increased market efficiency 
for smaller trades, larger trades—both notionally and in terms of the number of 
line items—can take anywhere from several hours to several days. Electronic 
trading platforms get the best trade execution when the request is for less 
than $1 million per bond and for fewer than 30 bonds. Even then, fulfilling each 
list can take up to an hour from start to finish.

Then there’s the inefficiency of the investment process itself, which has looked 
something like this for the last few decades (Display 1):

Step 1: A research analyst develops a differentiating view on a credit and 
discusses it with a portfolio manager (PM), weighing the positives and 
negatives and a range of potential outcomes. This takes a lot of back and 
forth, because most of the facts reside within the analyst’s head or in a 
desktop spreadsheet.
Step 2: The PM also needs to incorporate inputs from other research 
teams, such as regional, macro or quantitative analysts. There may be 
discrepancies among the teams, forcing the PM to engage in more back 
and forth to gain confidence in the buy or sell decision.
Step 3: Here is where the process can break down further. The PM asks 
the trader to buy XYZ bond, but the market has already moved or liquidity 
in the bond has dried up. That means going back to square one.

Multiply this process across the hundreds of securities in a typical bond 
portfolio and the inefficiencies add up. Things take a lot longer—and timing 
is everything when yields and liquidity are low. The process also consumes 
resources and bandwidth that could be directed toward activities that improve 
outcomes.

make better, more informed decisions 
on the price levels at which less liquid 
and illiquid securities should trade. The 
objective is to be able to buy bonds for 
clients’ portfolios at the lowest price 
and sell them at the highest price.

ALFA can also alert our traders when 
certain market events occur. In February 
2017, for example, ALFA flagged to one 
of our emerging- market debt traders 
that an unusually high number of dealers 
were offering bonds issued by the 
Brazilian Development Bank (BNDES), 
one of the largest development banks in 
the world. Our trader took a closer look 
at the offers and discovered that BNDES 
was trading at a lower valuation than the 
bonds of another large Brazilian bank, 
Caixa Econômica Federal (CAIXBR), 
which we deemed to be a fundamentally 
weaker credit.

Our trader quickly worked with 
our banking analyst to frame our 
combined fundamental and valuation 
view, and together they presented 
their recommendation to the PM. We 
capitalized on the dislocation: AB 
purchased BNDES in expectation of the 
market normalizing. It did so within six 
weeks, a boon for our clients, who were 
able to buy low and sell high (Display 
2).

AB recently partnered with Algomi,1 
a financial technology firm, to 
commercialize the data aggregator 
component of ALFA. As other firms 
adopt this technology, fixed-income 
markets will become more stable, 
transparent and efficient, which in turn 
should enhance overall market liquidity. 
That will benefit all investors trading 
in today’s less liquid world—a world 
in which even relatively small events 
can create huge changes in prices very 
quickly.

4

Our trader quickly worked with our banking analyst to frame our 
combined fundamental and valuation view, and together they 
presented their recommendation to the PM. We capitalized on  
the dislocation: AB purchased BNDES in expectation of the market 
normalizing. It did so within six weeks, a boon for our clients, who 
were able to buy low and sell high (Display 2).

AB recently partnered with Algomi,* a financial technology firm, to 
commercialize the data aggregator component of ALFA. As other 
firms adopt this technology, fixed-income markets will become more 
stable, transparent and efficient, which in turn should enhance overall 
market liquidity. That will benefit all investors trading in today’s less 
liquid world—a world in which even relatively small events can create 
huge changes in prices very quickly. 

DISPLAY 2: SEIZING AN OPPORTUNITY IN AN  
UNDERVALUED CREDIT
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For illustrative purposes only. 
Source: AB

Central information feeds can result in 
better executions, lower transaction costs 
and faster investment of new cash flows.

*Algomi was founded in 2012, and through its Honeycomb, Synchronicity and Algomi ALFA technology, creates the bond information network that enables all market participants 
to securely and intelligently harness data to make valuable financial trading connections. Algomi has 120 employees with offices in New York, London and Hong Kong.

Display 2: Seizing An Opportunity In An Undervalued Credit

For illustrative purposes only. | Source: AB
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ONE-TOUCH ACCESS TO 
CREDIT RESEARCH
Getting a faster and more accurate 
picture of market liquidity is just the 
beginning. To generate better returns 
for clients, firms need to know not 
only which bonds are available in 
a market, but also which bonds are 
attractive (Display 3). Buying just any 
bond doesn’t improve performance—it 
has to be a bond that helps achieve a 
portfolio’s strategic goals.

Firms that digitalize and centralize 
information can both identify the right 
bonds and take advantage of pockets 
of liquidity to buy them in sufficient 
quantity. PMs and traders no longer 
need to track down individual analysts 
to get their views. Fundamental credit 
research and rating processes need to live 
in a consistent, accessible framework. 
That way, traders and PMs can grasp 
at a glance an analyst’s assessment of a 
bond’s risks and opportunities and more 
easily compare assessments of two or 
more similar bonds.

This ability was the goal when AB 
rolled out the Prism credit rating and 
scoring system in 2016. With Prism, 
our credit analysts can share their views 
on individual issuers in a consistent, 
comparable, quantifiable way across 
industry sectors, ratings categories and 
geographies. Analysts evaluate each 
company on several key business-
related and governance/structure-
related dimensions, resulting in the final 
proprietary credit rating for the issuer.

Any fixed-income PM or analyst 
at the firm can access Prism from a 
desktop, getting a concise overview 
of our analysts’ recommendations for 
each company, including a summary 
investment thesis and a graphical 
depiction of the company’s score on 

 THE FUTURE OF FIXED INCOME 5
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Getting a faster and more accurate picture of market liquidity is just 
the beginning. To generate better returns for clients, firms need to 
know not only which bonds are available in a market, but also which 
bonds are attractive (Display 3). Buying just any bond doesn’t improve 
performance—it has to be a bond that helps achieve a portfolio’s 
strategic goals.

Firms that digitalize and centralize information can both identify 
the right bonds and take advantage of pockets of liquidity to buy 
them in sufficient quantity. PMs and traders no longer need to track 
down individual analysts to get their views. Fundamental credit 
research and rating processes need to live in a consistent, accessible 
framework. That way, traders and PMs can grasp at a glance an 
analyst’s assessment of a bond’s risks and opportunities and more 
easily compare assessments of two or more similar bonds.

This ability was the goal when AB rolled out the Prism credit rating 
and scoring system in 2016. With Prism, our credit analysts can 

share their views on individual issuers in a consistent, comparable, 
quantifiable way across industry sectors, ratings categories and 
geographies. Analysts evaluate each company on several key 
business-related and governance/structure-related dimensions, 
resulting in the final proprietary credit rating for the issuer.

Any fixed-income PM or analyst at the firm can access Prism 
from a desktop, getting a concise overview of our analysts’ 
recommendations for each company, including a summary  
investment thesis and a graphical depiction of the company’s  
score on more than 20 specific risk factors. With Prism’s  
consistent framework, we can quickly and effectively compare  
the merits of similar issuers during portfolio construction. 

The goal, of course, is straightforward: better and faster information 
should empower better decisions and result in stronger portfolios.

DISPLAY 3: TECHNOLOGY PLAYS MATCHMAKER

For illustrative purposes only. 
Source: AB

Tools that can generate 
curated lists of bonds that are 
attractive both from a research 
and liquidity perspective can 
narrow down potential ideas for 
analysts and PMs.

Display 3: Technology plays MaTchMaker

For illustrative purposes only. | Source: AB

more than 20 specific risk factors. With 
Prism’s consistent framework, we can 
quickly and effectively compare the 
merits of similar issuers during portfolio 
construction.

The goal, of course, is straightforward: 
better and faster information should 
empower better decisions and result in 
stronger portfolios.

BRINGING IT TOGETHER: 
INTEGRATING ARTIFICIAL 
INTELLIGENCE TO CREATE 
REAL ALPHA
Finally, in order to fully harness 
technological advances to build better 
portfolios and maximize the generation 
of alpha, silos have to be dismantled. 
Firms need to integrate research 
and trading platforms so the entire 
investment team can tap into shared 
knowledge and insights on individual 
bonds (Display 4).

When credit research views and 
pricing/liquidity data reside on a 
single platform, they provide a more 
complete picture of an issuer and can 
interact with and play off each other, 
to tremendous effect. Take for example 
a tool that can communicate both with 
research systems to understand what 
research analysts find attractive, and 

with liquidity and pricing tools to know 
what’s available at any given time. We 
created that technology, and her name is 
Abbie.

Abbie is a virtual assistant that works 
with our PMs, assistant PMs and traders. 
Originally, “she” started out as a chatbot 
that could be directed to build orders 
more quickly and with fewer errors than 
a human, who is prone to fat-thumb 
mistakes even when he or she is being 
extremely careful.

Just as humans get better at their jobs, 
Abbie is constantly learning new skills 
with the help of our talented developers 
and investment teams. We’ve taught her 
to “read” research ratings on Prism and 
liquidity information on ALFA to help 
our professionals generate lists of bonds 
that meet the standards of research 
analysts and are available to buy at an 
attractive price. These lists can serve 
as starting points for analysts and PMs, 
who can then dedicate more time to 
decisions that add value.

For example, Abbie’s true value 
becomes apparent if you consider what 
happened on December 29, 2017, the 
last business day of the year. Our high-
yield portfolio received a $100 million 
inflow that our PMs wanted to put to 



847.868.0044 | journal@insuranceaum.com | insuranceaum.com

Q4 2018
VOL 2 | ISS 4

Insurance AUM Journal
PAGE 15

2The Future Of Fixed Income: How Technology Will Revolutionize Asset Management (cont.)

Display 4: Going Digital - Bringing Fixed Income Into The 21st Century

For illustrative purposes only. | Source: AB
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In the near future, digital technology 
will make fixed-income trading 
faster and more seamless, allowing 
fixed-income teams to focus on 
higher-value-add activities.For illustrative purposes only. 

Source: AB
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work. Investing such a sum would typically require buying between 100 and 300 bonds, which would historically take hours or 
even days of discussions between PMs and analysts, and as many as 200 phone calls by our traders to check the availability of 
potential investments. Using traditional technology and investment processes, it would have been extremely unlikely that we could 
come to market on our clients’ behalf before year-end.

Our investment professionals didn’t have to wait to act, however. They scoured Prism and ALFA for opportunities, directed Abbie 
to build the appropriate orders, and executed a trade for a basket of securities the same day. As a result, they were able to obtain the 
bonds they wanted for $1 million less than they would have had they waited until January 2, 2018, the first business day of the new 
year (Display 5).
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DISPLAY 5: PUTTING $100 MILLION INTO THE MARKET—FIVE DAYS VS. AN HOUR
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For illustrative purposes only. 
Source: AB

When technology makes it easier to execute portfolio 
trades quickly during favorable market conditions, 
clients can reap significant savings.

Our investment professionals didn’t have to wait to act, however. They 
scoured Prism and ALFA for opportunities, directed Abbie to build the 
appropriate orders, and executed a trade for a basket of securities the 
same day. As a result, they were able to obtain the bonds they wanted 
for $1 million less than they would have had they waited until January 
2, 2018, the first business day of the new year (Display 5).

Abbie has learned a lot since then. Had this event happened today, 
she would be able to work even faster. Given a set of parameters 
from our investment professionals, she could comb through ALFA 
and Prism on her own and suggest securities to buy, giving our 
professionals more time to think about how each investment fits  
their broader strategic goals. 

In the future, she might alert our investment professionals to new 
inflows and analyze portfolios on her own to generate an initial  
list of potential investments. Or she might see a great opportunity 
on ALFA that screens well on Prism and proactively nudge our 
investment staff to look into it. Once she gets smart enough to 
understand trading parameters, she may even trade with bots  
just like her at other financial institutions. 

She’ll also monitor activity in portfolios, looking for unusual behavior 
that could indicate that a human had made a mistake. One day, 
she may even answer simple questions for our clients about their 
exposure to certain credits or risks. Humans will always retain control 
over key decisions and complex client interactions, but Abbie can give 
them a head start and, in some cases, a range of options to consider. 

Display 5: Putting $100 Million Into The Market - Five Days vs. An Hour

For illustrative purposes only. | Source: AB

THE COMING AGE OF THE “IRON MAN” AND “IRON WOMAN” 
Technology is undoubtedly changing fixed-income markets, and firms that ignore this fact do so at their peril. But technology isn’t 
a panacea. The firm with the shiniest, most expensive technology isn’t destined to lead the pack. It’s not how much tech you have 
but how you use it that really matters.

So what’s the right way to use it? As we see it, the future of alpha generation in fixed income is a team of talented humans 
augmented with smart machines–“Iron Men” and “Iron Women”. Start with talented portfolio teams and arm them with the 
technology they need to find better bonds, build better portfolios and deliver better outcomes.

The time is ripe for augmented human intelligence. Central bank tightening is unleashing greater volatility—and therefore, greater 
opportunity—into the market. But it can also cause markets to seize up suddenly, leaving bond managers who aren’t prepared stuck 
in positions their clients would prefer to be out of. Managers will need to deploy technology to monitor every corner of the market 
every minute of every day, uncovering and quickly acting on unexpected opportunities.

Abbie has learned a lot since then. Had this event happened today, she would be able to work even faster. Given a set of parameters 
from our investment professionals, she could comb through ALFA and Prism on her own and suggest securities to buy, giving our 
professionals more time to think about how each investment fits their broader strategic goals.

In the future, she might alert our investment professionals to new inflows and analyze portfolios on her own to generate an initial 
list of potential investments. Or she might see a great opportunity on ALFA that screens well on Prism and proactively nudge our 
investment staff to look into it. Once she gets smart enough to understand trading parameters, she may even trade with bots just 
like her at other financial institutions.

She’ll also monitor activity in portfolios, looking for unusual behavior that could indicate that a human had made a mistake. One 
day, she may even answer simple questions for our clients about their exposure to certain credits or risks. Humans will always 
retain control over key decisions and complex client interactions, but Abbie can give them a head start and, in some cases, a range 
of options to consider.
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FASTER, SMARTER, MORE FLEXIBLE: 
HOW FIXED-INCOME INVESTORS WILL 
WIN IN THE DIGITAL AGE
The advanced fixed-income investor of tomorrow will 
capitalize on the division of labor between human and 
machine. Computers will crunch mountains of data at 
breakneck speeds and instantly tease out patterns from a 
swirl of numbers. Humans will do the abstract thinking and 
high-level strategy planning that’s still very hard to code—
and they’ll have more time to do it.

But this synergy is really just a means to an end. The end 
result is the ability to get to market and execute faster, to 
integrate and leverage unique investment insights—even 
when markets are frozen in shock—and to convert the 
benefits of the combination of man and machine into the 
following tangible benefits for investors:

Better, faster bond selection. By centrally integrating 
the collective insights of teams of expert credit-research 
analysts and by evaluating bonds within a consistent 
framework that puts everything on a level playing field with 
explicit numerical comparisons, bond managers will be 
vastly more effective in selecting which bonds to buy and 
sell.

Capturing more buy/sell opportunities. In the post-crisis 
era, liquidity is scarce, and even relatively small events can 
freeze bond markets. Even under normal conditions, a bond 
that appears available can disappear moments later, and 
the appetite for a particular security can fade just as fast. 
With a centralized feed of market liquidity information and a 
combination of machine and human intelligence to monitor 
that feed, investment professionals will have an edge when 
it comes time to grab a coveted bond or unload one that 
no longer serves the portfolio. That ability will be especially 
critical during a liquidity crunch, when the first to transact 
often wins.

Getting the best prices. Under scarce liquidity conditions, 
tools that can survey the entire bond market won’t just 
help investors find the bonds they need. They’ll also help 
investment professionals ensure they’re getting the best 
prices without having to spend precious hours calling 
multiple brokers for quotes.

The direct effects of tools like ALFA, Prism and Abbie are 
exciting enough, but things really start to get interesting 
when one considers the second-order effects of a more 
thorough, efficient investment process:

Empowering humans to spend more time finding 
differentiated insights. If one of the biggest benefits of
a more efficient investment process is that it gives talented 
humans more time to do the things machines cannot, the 
logical next question is: What exactly are those things? For 
an investor, the most important thing technology can do is 
free human investment managers to ask the right questions 
in the right places.

Machines are great at spotting patterns in and teasing out 
predictions from mind-bogglingly huge data sets, but the 
output is only as good as the input. It’s up to humans to find 
new, unique sources of data and, in many cases, to figure 
out how to ask machines to analyze that data in clever ways 
that competitors haven’t thought of yet. It gives them time to 
try out more hypotheses and run more models.

That’s not to say that all data comes in binary code, of 
course. When the investment process is more efficient, it 
gives analysts and PMs more time to meet with humans 
who may also have differentiated insights: the officials who 
run municipalities and foreign Treasuries, for example, or the 
management teams running companies of all sizes. All of 
this translates into better odds for creating alpha.

More time for investment professionals to interact with 
clients. Investment teams have many priorities,
but client interaction should always be one of the most 
important. Investors’ priorities are always shifting, and it’s 
up to an investment manager to ensure that he or she not 
only understands those shifts, but also that the investor 
feels comfortable with the strategy his or her manager is 
pursuing. That means answering questions at all hours 
about performance, how market events affect positioning, 
and a portfolio’s exposure to the megatrends shaping the 
world economy. But this isn’t a one-way street. Clients and 
investment managers often work closely together to design 
and develop new investment solutions. More time to devote 
to such creative partnerships can pay real dividends.

Lower overall trading costs. A more efficient investment 
process will ultimately result in savings for investors. While 
growth in assets typically results in higher trading costs and 
the need for additional personnel, technology pushes costs 
in the other direction.

1Algomi was founded in 2012, and through its Honeycomb, Synchronicity and Algomi ALFA technology, creates the bond information network that enables all 
market participants to securely and intelligently harness data to make valuable financial trading connections. Algomi has 120 employees with offices in New 
York, London and Hong Kong.
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Bond investors face a perfect storm of more regulation, less 
liquidity, more competition and the next phase after a decades-
long bull market. To deliver alpha in a low-liquidity, low-yield 
environment, humans and machines will need to work more 
closely than ever to plumb every liquidity puddle, instantly 
compare opportunities, gauge pricing on less-liquid securities 
and predict changing liquidity—and do so faster and more 
efficiently.

By this point in the digital age, the consequences of not 
adopting an Iron Man or Iron Woman mind-set are clear. It’s 
like standing out on the street in the pouring rain trying to hail 
a cab instead of ordering a ride-share service. Or searching 
through a library card catalog for a book that will answer a 
question instead of asking a virtual assistant. Like carrying 
dozens of paper maps in the glove box instead of getting the 
fastest route through traffic from a mapping app.

For a long time, fixed-income investors were stuck with 
these kinds of low-efficiency choices by default. Now, they 
have options. And with those options comes the need for a 
different mind-set. Creating alpha is no longer just about who 
has the most intelligent humans or the most advanced quant 
algorithms. It’s about both of those things, as well as a process 
that incorporates technology at every turn to enable humans to 
make smarter, faster investment decisions. It’s about choosing 
a firm that has a track record of innovating to solve thorny 
problems and that empowers its employees at every level to 
contribute ideas that will lead to even more innovation in the 
future.

The future–let’s dwell there for a moment. We’re used to a 
world in which machines are programmed to do the things we 
want them to do. Already, however, machines fed a steady diet 
of data are starting to learn things on their own. And they’ll get 
even smarter and faster. They’ll start teaching us things. Who 
will capitalize on that? Who will know how to deploy new 
capabilities we can’t yet imagine with the right mix of caution 
and gusto? The firms that have enthusiastically and intelligently 
incorporated technology into their DNA. The firms that have a 
vision for how their people will work alongside their machines 
now and in the future.

Technology will never solve all our problems, and a human 
hand should always remain on the wheel. But what technology 
can do is make investors smarter, faster and more creative if 
they know what to do with it.

CHECKLIST: IS YOUR ASSET MANAGER READY 
FOR THE DIGITAL FUTURE?
Wondering whether your asset manager has the right 
technological tools and innovative attitude to succeed in the 
fixed-income world of the future? Here are some questions to 
ask to gauge his or her preparedness.
• In the last five years, how, specifically, has technology 
changed the way you do business? What changes are you 
contemplating for the next five years? Your asset manager 
should be able to provide specific examples of how they have 
improved client outcomes using technology they built or bought. 
They should also have an explicit technology strategy that 
anticipates new developments in artificial intelligence, machine 
learning and fixed-income market conditions.
• Can you describe your organization’s culture and attitude 
toward technology? An organization that truly values 
technology should have a track record of integrating technology 
into its investment process, as well as a bottom-up approach 
to innovation in which the people who encounter everyday 
problems and inefficiencies are empowered to suggest new 
technological solutions. Senior management should view fixed-
income technology as a top priority.
• What problems are your most compelling technology 
tools solving? What problems do you think technology can 
solve in the future? Technology is a way to develop an edge 
in the marketplace, not on the bottom line. The end goal of 
integrating technology into the investment process should not 
be a headcount reduction. Technology should be solving the 
real-world problems that impede the best client outcomes.
• What is your organization’s approach to the changing 
liquidity conditions in the marketplace? When liquidity 
is fleeting and scarce, seconds can matter. If firms don’t see 
liquidity conditions as a problem with a potential technological 
solution, they’re going to be left out in the cold the next time 
markets seize up.
• Do you see your tools as standalone improvements or as 
part of a more holistic strategy? Standalone improvements 
are commendable, but the real value to an investor lies in tools 
that can “talk” to one another. Now that artificial intelligence and 
machine learning are upon us, firms should have either digitized 
all their data into machine-readable formats or have a plan for 
doing so. This is the first step toward developing a technology 
suite that is more than the sum of its parts.
• How do you think the interaction between man and 
machine will evolve at your organization over the next five 
years? Too often, technology is presented as an alternative to 
human intelligence rather than as a way to empower it. Firms 
should have a clear answer as to how machines will empower 
their existing employees and what new talent they will be looking 
to hire in the future as their needs evolve.
• Name three of your developers. A sure sign that technology 
is fully integrated into the investment process? Your PM consults 
developers so frequently to solve research and investment 
problems that he or she knows exactly who they are.
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2The Future Of Fixed Income: How Technology Will Revolutionize Asset Management (cont.)
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Why Climate Leadership Will Likely Come 
From The Insurance Industry 

may do so at their own financial peril — 
and that of their clients.

Exacerbating the economic and 
physical risk of climate change is the 
shift of urban population centers to 
low-lying coastal regions. According to 
the National Oceanic and Atmospheric 
Administration (NOAA), US coastal 
areas have become much more crowded 
than the rest of the country. In 2010, 
the US Census Bureau reported that 
from 1960 to 2008, the US coastal 
population grew by 40 million people, 
an 83% increase. Housing units along 
the US coast rose by 100% during that 
same period, from 16 million to over 33 
million.1 The global picture is the same. 
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Global temperatures have been rising 
for decades and now appear to be 
accelerating — with no sign of mean 
reversion (Figure 1). A hotter world has 
innumerable potential consequences for 
humankind and the economy. Climate 
researchers have warned of catastrophic 
scenarios, including rising sea levels 
that inundate coastal cities, large-scale 
crop failures that can cause famine, 
waves of climate refugees migrating 
to temperate regions, unsustainable 
pressure on aging infrastructure and 
power grids, and the mass extinction 
of many plants and animals, which 
would further alter our ecosystem. In 
our opinion, investors who continue to 
underestimate or ignore climate risks 
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One study found that population density 
for low-elevation coastal zones is five 
times higher than the global density 
average — and is expected to quadruple 
by 2030.2 

More population density means more 
economically valuable, physical capital 
stock is at risk of flooding from potential 
weather events or sea-level rise. 
Urbanization has exacerbated flooding 
concerns by hampering coastal cities’ 
ability to withstand natural disasters. 
Heavy rainfall and storm surges from 
hurricanes create drainage challenges in 
heavily developed areas, as asphalt and 
concrete aren’t porous enough to absorb 
water. And it is not just infrastructure 
or personal property that is at risk. For 
example, according to NOAA, each 
year US coastal communities “produce 
more than US $7.9 trillion in goods 
and services, employ 54.6 million 
people, and pay US $3.2 trillion in 
wages.”3 Again, the threat of disruption 
to economic activity is enormous and 
is by no means unique to the US. The 
OECD estimates coastal flooding in 
large port cities including Shanghai and 
Mumbai could put up to US $35 trillion 
in property and infrastructure at risk by 
2070.4

Figure 1: Climate change is a trend with no sign of mean reversion

As of 31 December 2016 | Source: National Aeronautics and Space Administration

Any views expressed here are those of the author as of the date of publication, 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. 
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HOW THE INSURANCE 
INDUSTRY IS COPING
With liabilities that are often measured 
in decades, property and casualty 
(P&C) insurers are effectively long 
climate risk. P&C insurance companies 
generally accept climate science, while 
having a vested economic interest in 
managing and hedging climate risk. As 
a result, we believe P&C companies 
will likely be critical change agents 
in climate-risk repricing through the 
facilitation of climate mitigation and 
adaptation. 

Insurance in general and the P&C 
industry in particular have historically 
served valuable societal benefits. By 
pooling and managing risk, insurance 
enables companies and individuals to 
innovate and test new business models. 
By supporting entrepreneurship and 
promoting trade, the insurance industry 
is a key economic driver. Insurance also 
prices — and reprices — risks over 
time, helping to ensure the efficient 
allocation of capital. 
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SHORTCOMINGS OF CURRENT RISK-MANAGEMENT TOOLS 
Today the industry attempts to manage climate risks by focusing on one of four major 
approaches: risk transfer, risk avoidance, raising premiums, or investing in private 
infrastructure (Figure 2). We think each of these approaches is limited in its ability to 
address the systemic, long-term threat of climate change. 

Risk transfer through the use of weather derivatives or catastrophe bonds is 
a short-term solution that tends to ignore longer-term risks. Pricing assumes 
historical data, which will likely prove unreliable in the face of accelerating 
climate change. 

Risk avoidance may mitigate risks for the insurer, but sends insufficient 
pricing signals to the marketplace, perpetuating the mispricing of climate risk. 
Additionally, avoidance nearly always implies eventual dependence on a state 
or government agency that may be ill equipped to underwrite risk. 

Raising premiums has two potential drawbacks. First, it may limit 
underwriting opportunities. Second, premiums are still mostly based on 
backward-looking models that do not reflect future weather and climate risks. 
Both of these issues imply that current premiums may be too low. 

Private-infrastructure investing can help underwrite the creation of 
necessary climate-resilient assets, but this approach can be difficult to scale 
and can present liquidity, reinvestment, and inflation-hedging risks. 

Figure 2: Existing climate risk-management tools have some limitations 

Source: Wellington Management 

CURRENT TOOL        LIMITATIONS

RISK  P Does not solve long-term, systemic risk
TRANSFER P Inefficient pricing and liquidity dynamics 
 P Catastrophe models and forecasts reflect near-term risks only

RISK  P Implies governance dependence on cost sharing and risk pricing
AVOIDANCE P Creates insufficient price signals

PREMIUM  P Impacts near-term underwriting opportunity
ADJUSTMENTS P Real costs untenable; backward-looking climate models 
 P Default to state reliance ensures inadequate price signal

PRIVATE P Inflation risk
INFRASTRUCTURE P Reinvestment risk 
 P Difficult to scale 
 P Illiquid 
 P Fundamental asset-liability match unclear 

THE PROBLEMS OF 
CORRELATION 
In addition to these challenges, a 
correlation risk between insurance 
assets and liabilities poses a tricky 
dilemma. Insurance companies must 
ensure that their assets (in this case, their 
investments) do not lose value concurrent 
with increases in their liabilities (claims 
they have underwritten). Unless an 
insurer’s liabilities on physical property 
perfectly price in climate change, those 
obligations can become more onerous 
over time. At the same time, if an 
insurer’s investment portfolio is heavily 
exposed to assets bearing climate risk, 
they may face classic asset-liability 
mismatch. 
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1Census.gov.
2Neumann, B., et al. “Future Coastal Population Growth and Exposure to Sea-Level Rise and Coastal Flooding: A Global Assessment,” PLOS, 
March 2015.
3Total Economy of Coastal Areas, NOAA, 2017.
4“Climate change could triple population at risk from coastal flooding by 2070,” OECD, April 2007. This data has not been updated by OECD in 
recent years; however, we believe the estimate presented is still accurate.
5“A firm foundation: How insurance supports the economy,” Insurance Information Institute, 2017 (data supplied by NAIC and sourced from S&P 
Global Market Intelligence).

Learn more 
For a more comprehensive look at this critical issue, please see Alan Hsu’s white paper, 
“Brewing storm: Are investors discounting climate risks and opportunities?” 

https://www.wellington.com/en/insights/brewing-storm-investors-discounting-climate-risks-opportunities

Wellington & Woods Hole Research Center (WHRC), one of the world’s leading 
independent climate research organizations, recently announced a collaborative 
initiative to integrate climate science and asset management. This new alliance 
will focus on creating quantitative models to help analyze and better understand 
how and where climate change may impact global capital markets. We will 
collaborate with WHRC on a broad range of projects, including developing 
investor tools and innovative analytical methods seeking to improve climate risk 
assessment and investment outcomes. With insurers on the front lines of this 
critical issue, we hope these new research efforts will help our insurance clients 
better manage, assess, and price climate risks. 

HELPING INSURERS MANAGE CLIMATE RISK
In our view, it seems clear that the insurance industry should provide leadership on climate-risk repricing. No amount of insurance 
makes a bad risk a good risk, so in the face of accelerating climate change, we think insurers must consider more expansive, 
multi-decadal approaches to climate-risk management. We believe that a public equity investment strategy that offers exposure to 
companies engaged in climate mitigation and adaptation can complement existing hedging strategies. 

Decoupling investment risk from the rising climate-related liability risks that insurers are facing may be a more sustainable long-
term approach. Should carbon trading or carbon taxation be more widely used, inflationary pressures on claims and other liabilities 
may intensify, making a liquid equity-based approach potentially additive to a broader investment portfolio. 

Those costs are not currently captured in most insurers’ asset bases, which are still dominated by fixed income investments. In the 
US, for example, insurers still allocate over 60% of their portfolios to bonds.5

Some portfolio allocators are beginning to recommend equity investment- based approaches to their insurance clients as well, 
advocating a combination of asset reallocation (including divestment and environmental, social, and corporate governance [ESG] 
awareness), hedges using low-carbon indexes or derivative overlays, and engagement on policy and physical-risk disclosures.
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Certain data provided is that of a third party. While data is believed to be reliable, no assurance is being provided as to its accuracy or completeness. 
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Singapore is regulated by the Monetary Authority of Singapore under a Capital Markets Services Licence to conduct fund management activities 
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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 
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More and more insurers are turning to 
private credit as a tool to try to enhance 
income, reduce volatility or diversify 
return streams. Insurance companies, 
particularly life insurers, have long 
focused on private placements in 
corporate and commercial real estate 
lending. They also lend to middle-
market corporates, often partnering 
with third-party managers to source and 
manage these investments. 
 
However, given the high amount of 
capital available for middle-market 
lending and the large corporate credit 
risk already in insurance portfolios, 
this focus may be too narrow. We 
think insurers should consider a 
more diversified allocation to private 
credit and expand into other privately 
originated credit assets globally, 
including residential mortgages, other 
parts of commercial real estate (CRE) 
lending, asset-backed securities, 
consumer loans and specialty finance. 

Benefits of a broader view
Broadening the opportunity set in 
private credit can offer insurers several 
advantages. 

First, it can allow their investment 
managers to take a more opportunistic 

approach to private credit. The benefits 
can be material, including greater 
ability to react to market overshoots 
and dislocations across credit assets, 
potentially resulting in attractive risk-
adjusted returns. This is especially 
important today in the later stages of 
the credit cycle, as certain credit sectors 
have increased leverage faster than 
others and capital formation can differ 
dramatically across various private 
credit assets. As private credit becomes 
a larger, more structural allocation for 
insurers, we believe this opportunistic 
approach can better navigate economic 
cycles, while maintaining flexibility to 
target relative value opportunities across 
credit verticals and capital structures. 

Froth in middle-market lending: 
capital formation and yields
Broadening the private credit 
opportunity set can also help insurers 
avoid too much exposure to specific 
sectors within corporate credit given 
various concentrations in public, private 
placement and middle-market debt.

The focus on direct originations to 
middle-market corporates has resulted 
in significant capital formation and 
supply/demand imbalances.  Ultimately, 
this has led to lower yields and weaker 

deal structures for investors (see 
chart). The recent rapid pace of private 
fundraisings had created almost $100 
billion in available capital for these 
loans by late 2017, according to Preqin; 
at the same time, public retail-oriented 
BDC (business development company) 
structures have grown to represent 
an additional $60 billion in capital, 
according to S&P LCD. 

The capital imbalance is likely to 
continue growing, with more private 
fundraising, the BDCs’ move to 
capitalize on recent legislative changes 
allowing an additional turn of leverage 
to 2:1, and continued robust CLO 
(collateralized loan obligation) issuance, 
which we believe may add another $100 
billion in annual demand for loans.

Insurance companies already have 
high corporate debt exposure, in 
particular growing allocations to BBB 
rated companies. More middle-market 
exposure would add to the potential 
impact of a corporate default cycle, 
which further supports the case for 
being opportunistic and diversifying 
into other private credit sectors.
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4Private Credit: A Broader Perspective (cont.)

Where are the opportunities?  
Credit markets have recovered at vastly 
different paces since the financial crisis 
in 2008-2009. We believe insurers 
should be mindful of the relative value 
across different lending markets. 

While the corporate middle-market 
oversupply of capital has been reflected 
in less attractive pricing, weaker 
capital structures and lighter covenant 
protections, we see several other lending 
segments where complexity, dislocation 
or regulatory pressures have led to 
more balanced capital formation and 
attractive risk-adjusted returns through 
better pricing, stronger asset coverage 
and more favorable covenants. Risk 
management is crucial in the private 
credit sector, given the potential for 
market volatility and defaults, among 
other risks.

Robust Capital Formation Has Created Froth In The Middle Market

As of 30 June 2018 | Source: LCD
For illustrative purposes. There can be no guarantee that the trends above will continue.

Here are three sectors where we see opportunity in private credit:
1. Residential mortgage lending 
Re-regulation of the financial sector continues to hinder mortgage lending and has led to large financing gaps among high 
quality borrowers; continued disposition of legacy reperforming loans (RPLs); and opportunities to make transitional 
residential (“fix-and-flip”) loans. We also anticipate more opportunities in mortgage servicing rights over the coming years 
as nonbank lenders’ capital positions suffer from the slowdown in refinancing.  
2. CRE lending 
With commercial lenders facing similar regulatory limitations, transitional and value-add loans continue to offer value 
to investors with flexible private capital, in our view. These loans tend to have other attractive features as well, including 
shorter maturities, floating-rate coupons and strong covenants and collateral. Other opportunities in commercial real estate 
include credit tenant leases and small-balance mortgage lending. 
3. Specialty finance 
Capturing a broad array of receivables and esoteric asset-based financing, specialty finance markets may provide attractive 
opportunities for investors who have robust sourcing relationships, rigorous analytics capabilities and deep experience 
in deal structuring. Currently, PIMCO is finding opportunities in insurance, consumer and nontraditional asset-based 
financings in complex asset classes that are less trafficked and often have shorter maturities than many other private credit 
assets.

By taking a broader approach to private investments, insurers can bypass the crowds in middle-market lending and continue to 
rely on private credit in seeking to meet their income and return goals.
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Past performance is not a guarantee or a reliable indicator of future results. All investments contain risk and may lose value. Investing 
in the bond market is subject to risks, including market, interest rate, issuer, credit, inflation risk and liquidity risk. The value of most bonds and 
bond strategies is impacted by changes in interest rates. Bonds and bond strategies with longer durations tend to be more sensitive and volatile 
than those with shorter durations; bond prices generally fall as interest rates rise, and the current low interest rate environment increases this risk. 
Current reductions in bond counterparty capacity may contribute to decreased market liquidity and increased price volatility. Bond investments may 
be worth more or less than the original cost when redeemed. Private credit involves an investment in non-publically traded securities which are 
subject to illiquidity risk.  Portfolios that invest in private credit may be leveraged and may engage in speculative investment practices that increase 
the risk of investment loss. Investments in Private Credit may also be subject to real estate-related risks, which include new regulatory or legislative 
developments, the attractiveness and location of properties, the financial condition of tenants, potential liability under environmental and other laws, 
as well as natural disasters and other factors beyond a manager’s control. Residential or commercial mortgage loans and commercial real 
estate debt are subject to risks that include prepayment, delinquency, foreclosure, risks of loss, servicing risks and adverse regulatory developments, 
which risks may be heightened in the case of non-performing loans. Investing in distressed loans and bankrupt companies are speculative and the 
repayment of default obligations contains significant uncertainties. Diversification does not ensure against loss.

PIMCO does not offer insurance guaranteed products or products that offer investments containing both securities and insurance features. Statements 
concerning financial market trends or portfolio strategies are based on current market conditions, which will fluctuate. There is no guarantee that these 
investment strategies will work under all market conditions or are suitable for all investors and each investor should evaluate their ability to invest for 
the long term, especially during periods of downturn in the market. Outlook and strategies are subject to change without notice. Investors should 
consult their investment professional prior to making an investment decision.

This material contains the opinions of the manager and such opinions are subject to change without notice. This material has been distributed 
for informational purposes only and should not be considered as investment advice or a recommendation of any particular security, strategy or 
investment product. Information contained herein has been obtained from sources believed to be reliable, but not guaranteed. No part of this material 
may be reproduced in any form, or referred to in any other publication, without express written permission. PIMCO is a trademark of Allianz Asset 
Management of America L.P. in the United States and throughout the world. Pacific Investment Management Company LLC, 650 Newport Center 
Drive, Newport Beach, CA 92660, 800-387-4626. ©2018, PIMCO.
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