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With March 8th marking International Women’s Day, 
we dedicate this issue to Women in Insurance. 

As most of us know, there are tremendous opportunities in all facets of the insurance industry, 
and women play a vital role in filling these positions all over the world. Now more than ever, 
insurance leaders must work together to overcome the gender gap. Two notable organizations 
dedicated to supporting balance and equality in the industry --through helping women to 
become better networked-- are WING (Women’s Insurance Networking Group) and IWIN 
(Insurance Women’s Investment Network). The ongoing support of these organizations is 
critical in establishing and maintaining their networks.

Co-founded by Margaret Resce Milkint, managing partner of Jacobson, 
and David Mendelsohn, partner of DLA Piper, WING provides a 

platform for networking among the insurance industry’s female leaders and enlightened males, 
who understand the importance of diversity and equality in leadership in the industry. Margaret 
said, “WING is committed to igniting and leading change by cultivating a national community 
of women and enlightened males at all stages on the career journey. Relationships make all the 
difference and WING celebrates the power and the impact of these relationships in moving the 
needle on inclusion in insurance.”

Founded by a small group of women from five firms --Allstate, The Carlyle 
Group, Prudential, Wellington Management and Willis Towers Watson-- IWIN 
is a network of 500+ members worldwide including women at various stages 

of their careers, in a variety of roles within the investment of insurance assets. Chairperson 
of the Board, Tina Smith, describes IWIN as, “IWIN is a forum for female professionals 
focused on the investment of insurance general account assets. We’ve found that connecting 
women through a shared professional area of interest has proven effective in also creating 
opportunities for career and professional development conversations. Fostering relationships 
among members has been the most powerful outcome of IWIN events. When conversations 
continue long after the official event ends, we know that IWIN is having an impact.” 
  
The subject of our interview, Neeti Bhalla Johnson, Executive Vice President and CIO of 
Liberty Mutual Insurance, is a shining example of female leadership in the investment industry. 
We are honored to include her in our issue dedicated to women.

We hope you enjoy the thought-leading articles in this quarter’s edition. Please send your 
thoughts and suggestions for making us better to editor@insuranceaum.com.

Stew

David F. Holmes
Head Of Research

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 about our team, visit: 
https://insuranceaum.com/about/



Our editor speaks with Liberty Mutual Insurance’s 
Executive Vice President and Chief Investment Officer.

We are very fortunate to have Neeti Bhalla Johnson as The Interview this quarter. As many of you know, Neeti is highly regarded 
as one of the global leaders in insurance asset management.  While she is as brilliant and forward-thinking as you would expect, 
she is also funny, genuine and warm. As an example, our call began with us laughing about the trials and tribulations of Boston’s 
morning traffic. Neeti, I want to thank you personally for taking the time to talk with me. I had a great time doing this interview 
and wrote as feverishly as I could.

IAUM:  What are the most critical 
issues currently impacting Liberty 
Mutual’s core business that need to be 
recognized in portfolio design?

JOHNSON:  As we are all keenly 
aware, both the insurance and asset 
management industries are undergoing 
significant operating model changes 
that present both opportunities and 
challenges. Technology driven change, 
shifts in customer preferences  and 
low returns are all examples of issues  
currently impacting our industry. The 
increasing frequency of severe CAT 
events also creates more volatility. 
It’s incredible that four of the highest 
annual insured loss years have occurred 
in the past ten years. The global nature 
of Liberty Mutual’s business also raises 
the complexity that comes with multiple 
regulatory and accounting regimes. 
Another trend that I am particularly 
focused on is the amount of excess, 
potentially correlated, capital that is 
pressuring returns and could create 
imbalances on both sides of the balance 
sheet. 

From a portfolio design standpoint, I 
believe it is absolutely critical to have 
deep connectivity and collaboration 
between the asset and liability side of 
the business. Given the shifting nature 
of risks, we cannot afford to operate in 
silos and optimize independently for 
siloed outcomes. Clarity on what the 
objectives of the Investment portfolio 
are and regular dialog on how these 
align with the aspirations of Liberty 
Mutual Insurance Group is critical.  
We are building our organization to be 
uniquely connected with the Insurance 
business. Given the emerging overlap 
between insurance and financial 
market players and risks, interesting 
opportunities can be identified through 
communication and sharing of expertise 
across the entire firm.

IAUM:  This issue is dedicated to 
Women in Insurance. I know that you 
have been actively involved supporting 
both the IWIN (Insurance Women’s 
Investment Network) and WE@liberty 
organizations. What do you think the 

most important issues are for women in 
finance and investments?    

JOHNSON:  I actually think about 
this a lot, partly because I have two 
daughters who thus far are showing 
no interest at all in this area and 
particularly because it’s so hard to find 
good, diverse talent. As an industry, we 
seem to have no trouble attracting new 
talent but have a hard time retaining it. 
I don’t have a good answer for why, but 
some guesses include a lack of senior 
role models and/or the culture ingrained 
in this highly competitive field.
The most important issue for any of 
us is whether we get to do impactful 
work and get recognized for it. Going 
forward, I actually think that women 
may have a competitive advantage. 
Given the expected expansion of data, 
AI and machine learning, there will be 
more value placed on skills associated 
with recognition of customers’ needs, 
relationship building, holistic problem 
solving, multi-tasking – skills that I 
believe women excel at. The question 

Neeti Bhalla Johnson
Guest Q&A With
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is whether companies will start to 
recognize the value of these qualities 
and harness the power of what women 
bring to our industry. Will performance 
evaluations start to measure and reward 
these skills? 

IAUM:  What are the best and worst 
investments for outsourcing?

JOHNSON: Scale, complexity 
and control are three important 
considerations in evaluating the 
decision on insourcing vs. outsourcing. 
We in-source as much as possible with 
these considerations in mind – that’s 
a conscious choice. We focus a lot on 
developing and attracting talent. It is 
important for us to cross train talent 
given how industries and markets are 
evolving. We then deploy that investment 
expertise to evaluate opportunities and 
risks across the platform. The ability 
to support our customers from both 
sides of the balance sheet could be a 
competitive advantage and you can only 
do this if you have talent that is trained 
to think cross-business, cross-asset. 

IAUM:  How do you think investing for 
insurance companies will be different 
five years from now?  

JOHNSON:  Focusing on the P&C 
side, it seems to me there is a false choice 
that companies are making between 
maximizing return on investments vs. 
maximizing return on insurance.  
Not having grown up in the Insurance 
investing industry, I have spent a lot of 
time studying the players. Currently, the 
insurance and investment operations 
operate in silos.  
But that creates an opportunity, too. 
Insurance companies that can build a 
holistic, integrated, dynamic capital 
allocation process to evaluate where their 
capital is being treated better are more 
likely to outperform over the long term.  

Scale will also matter here due to 
the ability to innovate and access 
differentiated sources of risk/return. 
In addition to scale and diversification 
of business, Liberty has the advantage 
of a mutual ownership structure which 
allows us to take a long-term perspective 
rather than solve for quarterly results. 

IAUM:  Based on this outlook, how 
will the skills and expertise of high-
performing CIOs change?   

JOHNSON:  CIOs need to become 
partners in thinking about capital 
and risk allocation across the entire 
organization. Most importantly, to get 
rid of the silos and operate under a “one 
portfolio, one team” approach.  
If you look at the challenges that the 
world faces today – climate change, 
shortage of sustainable infrastructure, 
cybersecurity etc. – insurance and 
capital can be part of the solution. CIOs 
will need to get their organizations 
ready to partner with the core business 
to create innovative solutions. These are 
also more likely to be more correlated 
with investment portfolios than was 
common wisdom in the past. CIOs will 
need to be smarter about technology and 
data analytics.  

IAUM:  Insurers have turned to 
alternatives and private markets in 
response to low yields. Have they been 
adequately compensated for the risk, 
or have they contributed to these risks 
being over-priced?    

JOHNSON:  We have been investing 
in Private Equity since the 1980s, and 
in some other private asset classes for 
about two decades. We don’t invest in 
hedge funds. We have been compensated 
well for the illiquidity risk over this long 
horizon.  
Private assets play an important role in 
overall portfolio construction and the 

sizing of these asset classes depends 
on the objectives of the portfolio. But, 
using them as a source of purely yield 
enhancement in a low yield environment 
is a terrible idea in my humble opinion.  
There is no question that private 
markets – both equity and credit have 
grown substantially and that the level of 
compensation they offer is lower today. 
I don’t believe that insurers are the 
marginal buyer, however, and therefore 
don’t think that they have contributed in 
a major way to the return compression. 
Pension funds, sovereign wealth funds 
and endowments and foundations are 
much bigger players in this arena. 
   
IAUM:  Last question: What would you 
tell your 21-year-old self?   

JOHNSON:  That it will all work out. 
Initially I thought I would go into politics 
in Kenya. At that point, I hadn’t heard of 
investment banking or Goldman Sachs 
– none of that sort of thing. But instead 
I applied to PWC and then failed the 
entrance exam. I hadn’t failed a test in 
my life up to that point – I cried for four 
days. And then went to work for the 
Nairobi Stock Exchange – as an intern! I 
learned of the Rhodes Scholars program 
through a newspaper ad and applied. I 
went to Oxford University where I got 
both of my masters’ degrees and met 
my husband. Now I am in the insurance 
industry. I would tell her that it will all 
work out.  

The Interview With Neeti Bhalla Johnson (cont.)
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The Interview With Neeti Bhalla Johnson (cont.)

Neeti Bhalla Johnson 

Neeti	is	the	executive	vice	president	and	chief	investment	officer	for	Liberty	Mutual	Insurance	Group	and	is	responsible	for	managing	the	company’s	
global	invested	assets.	She	concurrently	serves	as	president	and	chief	investment	officer	for	Liberty	Mutual	Investments.	Before	Neeti	joined	Liberty	
Mutual	in	September	2013,	she	was	a	managing	director	at	Goldman	Sachs	where	she	began	in	2000,	working	as	an	analyst	in	the	firm’s	Investment	
Banking Division in London. In 2002, she joined the Goldman Sachs Investment Management Group in New York, where she was responsible for 
tactical asset allocation decisions for Private Wealth Management clients and member of the Investment Strategy Group. Before Goldman Sachs, Neeti 
worked at the Central Bank of Kenya and the Nairobi Stock Exchange. Neeti is an active participant in WE@Liberty, a women’s network and advocacy 
group	at	Liberty	Mutual.	While	at	Goldman	Sachs,	she	also	participated	in	the	women’s	network	and	mentored	women	in	the	firm’s	returnship	program.	
Neeti has been featured in Working Mothers Magazine, Glass Hammer, Insurance Business America, and has been honored by the Foreign Policy 
Association. Neeti was a Rhodes Scholar at Oxford University, where she earned an MBA and master’s in social anthropology. She also has a bachelor’s 
in economics from Kenyatta University in Nairobi, Kenya. Neeti currently serves as a member of the Board of Directors of the Peterson Institute for 
International Economics; member of the International Council of the Belfer Center, Harvard Kennedy School, Harvard University; and a member of the 
East & West Africa Advisory Group, Rhodes House, Oxford University.

About Our Guest
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As has been widely noted in the media, generally rising interest rates (with a sizable 
reversal as 2018 drew to a close) and historically high prices have begun to erode 
housing affordability in the United States. Home sales and building activity are 
slowing, raising concerns about the housing sector’s outlook. Activity may slow 
further in the near term as Americans adjust to lofty prices and higher mortgage rates 
(the recent drop in rates at the end of 2018 should help).

1
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Yet in our view, housing is responding to reduced affordability in a reasonable and disciplined way. Although soft housing activity 
can detract from economic growth and weigh on home-builder stocks, the performance of residential mortgage-backed securities 
(RMBS) is more closely tied to home-price appreciation, which we expect to persist.

Our outlook for the US housing market remains constructive based on continued muted supply, supportive demand trends, and 
affordability that even after setbacks is still at the high end of its historical range. We are expressing this positive view through 
investments in non-agency RMBS.

DETERIORATING AFFORDABILITY: A HEADWIND
Home prices have surged in recent years as demand has outpaced supply. But appreciation has begun to slow as homeownership 
affordability has declined — albeit from lofty levels. Affordability, which is based on median home prices, household income, 
and mortgage rates, has been slipping in recent years. This is mainly due to a steady rise in home prices averaging more than 5% 
annually over the last several years, as reported by S&P/Case Shiller, and to increases in mortgage interest rates; at 31 December 
2018, the 30-year fixed mortgage rate was about 0.6% higher than a year ago according to bankrate.com. (We note, however, that 
mortgage rates fell along with the drop in interest rates in late 2018 — a decline that, if sustained, would likely reverse some of 
the downward pressure on affordability.)

These two trends have hindered both home sales and home-building activity. Figure 1 shows that housing affordability broadly 
(dark blue line) has dropped about 30% since 2013, but is still above its long-term average and well above pre-crisis levels. 

Why We’re Positive On US Housing 
& How We’re Investing Based On That View

Wellington Management 

Daniel Kim, CFA 
Fixed Income Credit Analyst 
Daniel is a securitized credit analyst primarily 
responsible for the analysis of non-agency 
residential mortgage-backed securities (RMBS). 
Cory Perry, CFA 
Fixed Income Portfolio Manager
Cory is a specialized portfolio manager on the 
Securitized Investment Team focusing on the 
securitized credit sectors, including non-agency 
RMBS, CMBS, ABS, and CLOs.
Alyssa Irving 
Fixed Income Portfolio Manager
Alyssa is a portfolio manager on the Financial 
Reserves Management Team, responsible for 
managing multisector, securitized, and dedicated 
CLO portfolios for clients with customized risk 
and return objectives often related to accounting 
and/or regulatory constraints, such as insurance 
and bank clients.   
Additional contributor
Celene Klimas, CFA 
Investment Communications Manager

Key Points
•	 We	believe	the	US	housing	market	will	continue	to	benefit	from	the	structural	
 tailwinds of rising rates of household formation and prolonged undersupply of new 
 homes since the crisis.
•	 Affordability	will	be	a	headwind	until	wages	rise	further	and/or	if	interest	rates	resume	
 their upward climb after their late-2018 retreat.
•	 We	expect	housing	market	activity	and	home-price	appreciation	to	slow	in	response	
 to higher interest rates; however, in our opinion today’s more disciplined underwriting 
 of mortgages reduces the likelihood of defaults stemming from overextended  
 borrowers.
•	 We	are	expressing	our	constructive	view	of	US	housing	through	investments	in	
 non-agency residential mortgage-backed securities (RMBS), particularly credit risk 
 transfer securities.
•	The	importance	of	security	selection	has	been	heightened	by	the	proliferation	of	
 rating agencies covering the RMBS sector, which sometimes causes identically rated 
	 securities	to	carry	differing	levels	of	risk.
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We see a similar trend for first-time 
home buyers (light blue line) with 
affordability returning to a more normal 
range, though still elevated versus 
history. We believe that continued low 
unemployment and rising wages will 
help offset some of the downward 
pressures on affordability.

DEMAND SHOULD CONTINUE 
TO OUTWEIGH SUPPLY
Over the long term, home prices are 
driven by supply and demand dynamics, 
which we believe are supportive into the 
foreseeable future. It is true that demand 
has softened recently as declining 
affordability has prompted consumers 
to pause and reassess their home-buying 
options. However, we think favorable 
demographic trends will keep demand 
strong over the medium-to-long term. 
Household formation is on the rise as 
millennials, who had only about a 35% 
homeownership rate in 20161, represent 
the second-largest generation in the 
US and are just entering their prime 
homeownership years. At the same 
time, the lengthening life expectancies 
of the largest generation, baby boomers, 
is keeping them in their homes longer, 
limiting a potential source of housing 
supply.

On the supply side, the market is dealing 
with a lack of inventory, especially for 
smaller/starter-type homes. The stock of 
available existing homes is low, though 
up slightly from a decades-long trough 
at the end of 2017; the supply of new 
homes is a bit higher, but still relatively 
muted (Figure 2).

Figure 1: Affordability has receded, but is still high by historic norms

A composite index reading of 100 means a family earning the median income has the exact amount 
needed to purchase a median-price home using conventional financing. The first-time home-buyer 
index measures the ability of potential first-time buyers to qualify for a mortgage on a starter home. 
An index reading of 100 means the first-time buyer can afford the typical starter home under existing 
financial conditions with a 10% down payment. Higher index readings signal a greater likelihood that 
potential home buyers can afford to purchase. | Sources: Bloomberg, National Association of Realtors
Period of data: 31 December 1998 – 30 September 2018

Figure 2: The inventory of homes is close to historic lows

Months supply is the ratio of houses for sale 
to houses sold in a month (single or average). 

Sources: Bloomberg, National Association 
of Realtors, US Census Bureau | Period of data: 

31 January 1999 – 31 October 2018

1Millennial homeownership data as of 1 July 2016. | Source: Pew Research Center

-
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According to recent data from the 
National Association of Realtors, the 
price of a median new home is about 
30% more than the median existing 
home, versus historical premiums 
averaging roughly 10% – 20%. Rising 
costs for materials, labor, and land 
have made it more expensive to build 
homes, and the higher premium has 
placed new construction out of reach 
for many first-time home buyers. Until 
home builders can deliver a product at 
a price point attractive for entry-level 
buyers, we expect these tight supply 
conditions to remain in place. Home 
builders can shift their strategies toward 
constructing more entry-level housing, 
but we think it will take a long time 
before the market sees any significant 
supply uptick in that segment.

TIGHT CREDIT STANDARDS 
HAVE GREATLY ENHANCED 
THE QUALITY OF TODAY’S 
MORTGAGE LOANS
When affordability deteriorates, banks 
tend to loosen their underwriting 
standards in order to maintain loan 
volume. While there has been some 
loosening of credit, it is not nearly 
as pronounced as it was in the past. 
Stricter federal regulations (notably, 
qualified mortgage and ability-to-repay 
rules enacted after the financial crisis) 
and more conservative capital market 
conditions have discouraged lenders 
from making loans to borrowers whose 
debt-to-income ratio exceeds 43%. This 
can be a difficult hurdle for many first-
time home buyers who may carry other 
substantial debt such as student loans, 
auto loans, and credit card balances. 
Stricter lending terms have also limited 
the amount of leverage borrowers can 
take on when purchasing a home.

Since underwriting hasn’t loosened 
materially during this cycle, we believe 

Figure 3: Supply is even tighter in low-income housing

Source: Zelman Associates

credit availability is unlikely to significantly shrink from here — lowering the odds 
of a substantial housing correction in the near-to-medium term.

EXPECT HOME-PRICE GROWTH TO MODERATE, 
BUT REMAIN POSITIVE
As consumers take time to recover from the initial shock of higher mortgage rates 
and home prices, they will likely shift their focus to more affordable homes and 
rental properties. This should cause the current gap in demand between existing 
homes (more affordable) and new homes (less affordable) to widen. Additionally, 
the combination of rising interest rates, lack of inventory, and tight credit availability 
will likely result in lower housing turnover going forward. We expect home-price 
appreciation to moderate but still exceed wage growth, with constrained supply and 
robust demand overshadowing lesser affordability.

Prospects for continued home-price appreciation, along with strong underwriting 
standards that have vastly improved the quality of today’s mortgage loans, make 
post-crisis non-agency RMBS one of our current top investment ideas.

COMPELLING OPPORTUNITIES IN RMBS BACKED 
BY LOW-TO-MIDDLE-TIER HOUSING
We believe RMBS performance is strongest when supported by both improving 
collateral valuations and healthy borrowers. For this reason, Fannie Mae and Freddie 
Mac agency credit risk transfer (CRT) securities have been a favored investment of 
our Securitized Investment Team. These agency CRT deals are backed by loans on 
low-to-middle-tier homes, which we believe are poised to outperform high-end homes 
as a result of better supply and demand dynamics and relatively greater affordability 
compared to newly built homes, which skew to the higher end.

Months supply of existing homes for sale, by price point



1Why We’re Positive On US Housing & How We’re Investing Based On That View (cont.)

847.868.0044 | journal@insuranceaum.com | insuranceaum.com

Q1 2019
VOL 3 | ISS 1

Insurance AUM Journal
PAGE 9

As discussed earlier, the shortage 
of housing inventory in the US is 
particularly acute at the entry level 
(Figure 3). The pronounced imbalance 
between supply and demand in this 
segment, along with affordability that is 
still better than any period in the pre-
crisis era, provides a positive backdrop 
for this part of the market, benefiting 
the performance of both bonds and 
collateral credits. In addition, today’s 
mortgage loans — those financing 
starter homes as well as other housing 
segments — are originated under some 
of the most conservative underwriting 
criteria seen in decades, and they 
expose investors to much lower credit 
risk than past cohorts. This bolsters our 
conviction that CRT securities will hold 
up well in an economic downturn.

SECURITY SELECTION IS VITAL
Wellington’s Financial Reserves 
Management Investment Team, which 
focuses on managing portfolios for 
asset owners with special regulatory  
and accounting requirements such as 
insurers, favors a variety of post-crisis 
non-agency RMBS. For insurance 
companies, we are finding value in 
below-investment-grade CRTs issued by 
Fannie Mae and Freddie Mac that come 
with a top NAIC (National Association 
of Insurance Commissioners) 
designation. We believe these securities 
provide an attractive opportunity to add 
yield without increasing capital charges 
for these institutions. For clients who 
need long-duration assets, we prefer 
prime jumbo RMBS backed by pristine 
borrowers.

We are wary, however, of the 
proliferation of rating agencies covering 
US RMBS deals, which has resulted 
in a notable increase in the number of 
split-rated bonds, and in single-rated 
bonds rated by less-established rating 

Figure 4: The size of home-price declines triggering write-downs on BBB- bonds 
               varies by rating agency

Based on the most recently rated low-loan-to-value GSE credit risk transfer transactions that closed 
prior to 30 June 2018 | Sources: Fitch Ratings, Case Shiller, Fannie Mae, Freddie Mac, transaction 
presales as reported by rating agencies

agencies. This means that two bonds rated identically by different agencies could 
carry significantly varying levels of risk. An issuer can often reduce its all-in cost of 
financing by “shopping” agencies and choosing the one that has assigned its bond 
issue the highest rating. (This practice appears to be less prevalent in CRT deals, 
which are typically rated by three major rating agencies.) A recent report published 
by Fitch compared the home-price declines that a BBB- rated bond must be able to 
withstand in order to maintain its investment-grade rating, by agency (Figure 4).

The differences were stark, ranging from the roughly 20% home-price depreciation 
required by some agencies, to just 8% by another. Subjecting a bond rated BBB- 
only by Rating agency “F” to a -20% home-price shock would result in a severe, 
if not total principal loss, whereas a bond with the same BBB- rating, but assigned 
by Rating agency “A” or “B,” could survive virtually unscathed. This divergence 
reinforces the key role of proprietary fundamental research, independent of rating-
agency assessments, in determining the riskiness of heterogeneous RMBS collateral 
pools.

IN CONCLUSION
Our outlook for US housing remains favorable, based on continued constraints 
on supply, strong demand, and still-supportive affordability. This expectation of 
continued home-price appreciation is key to our positive view of the RMBS sector. 
That said, we believe that recent softening in the sector warrants close monitoring of 
market conditions and heightens the importance of security selection.

Any views expressed here are those of the authors 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.
Before investing, all investors should consider the risks that may impact their capital. The value 
of your investment may become worth more or less than at the time of the original investment.
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BACKGROUND 
The sanguine, steady march higher 
enjoyed by the equity markets in 2017 
and for the better part of the first three 
quarters of 2018, came to an abrupt 
end in October. Market sentiment is 
remarkably fickle and can turn on a 
dime. With three quarters “in the books,” 
the S&P 500 was having a more than 
respectable year, posting returns that 
were in the low double digits. Then it 
happened – volatility returned suddenly 
and with a vengeance. 

In the late spring and early summer 
of 2018, various data was giving an 
indication that the economic winds 
might be shifting a bit. Interest rates 
had risen sharply. Housing activity and 
prices, which had staged an impressive 
ascent for over five years, began to 
slow. Corporate credit spreads, after 
reaching their tightest levels since the 
financial crisis, began to widen. The 
Philadelphia Semiconductor Index, or 
SOX, stalled out after climbing at a 45 
degree angle for an extended period. Oil 
was buffeted with WTI falling in to the 
$40’s providing more fuel for investors’ 
worries. 

Then, enter the Federal Reserve which 
raised the Fed Funds rate by a well 
telegraphed and very much expected 25 
basis points at their December meeting. 
Their (now infamous) “Dot Plot,” 
however, revealed that Fed governors, 

in the aggregate, still projected two 
additional rate increases for 2019. 
Chairman Powell was quite clear that 
these estimates were based on forecasts 
and that the Fed would be flexible, 
following no predetermined path. 
Needless to say though, equity markets, 
which were hoping for an unambiguous 
“pause” in further rate hikes, instead 
received the proverbial lump of coal 
just in time for Christmas. 

A REVIEW OF 2018 
With regard to interest rates, credit 
spreads and projected U.S. fixed income 
returns for the P&C industry, NEAM 
entered 2018 believing the following:

• The U.S. economy would expand 
at a pace which was above trend, 
as fiscal stimulus, lower corporate 
tax rates and (still relatively) 
accommodative monetary policy 
continued to provide support.
• The Federal Reserve would 
continue to normalize interest rates.
• The U.S. yield curve would 
flatten and interest rates would rise 
materially on the front-end of the 
curve and more moderately on the 
long-end (see Table 1).
• Corporate earnings would 
continue to improve, providing 
credit spreads with an environment 
where they’d remain steady or 
tighten further (see Table 1).

• The strengthening U.S. dollar 
would create some headwinds for 
U.S. multinationals but tax reform 
would offset that headwind and 
then some.

On balance, our underlying interest 
rate assumptions were correct, though 
we thought rates would be a bit higher, 
particularly on the longer-end of the 
curve. The volatility in risk assets 
noted above fueled a significant rally 
in Treasuries during Q4, paring much 
of the damage sustained earlier in 
the year. With regard to spreads, we 
thought they’d remain well behaved 
given the solid economic backdrop and 
very low default rates. Hence, spreads 
widened more than we anticipated. In 
any case, when taken together, “all in” 
yields ended the year more or less as we 
expected, so let’s review our U.S. fixed 
income return projections for 2018 with 
this backdrop in mind. 
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2Returns & Yields 2019: The More Things Change, 
The More They Stay the Same

A review of NEAM’s 2018 estimated 
P&C industry fixed income returns 
and our projections for 2019.

Table 1: Actual U.S. Treasury 
             Rates & Corporate Spreads

Source: Bloomberg, ICE BAML Index Data
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2Returns & Yields 2019: The More Things Change, The More They Stay the Same (cont.)

Our projections for 2018 were once 
again reasonable, though this time a 
touch rosy (if +1.27% can be referred 
to as “rosy”). Our estimated total return 
assumed moderately higher interest 
rates, a flatter yield curve and credit 
spreads that would remain roughly 
unchanged. Hence, the variance from 
our projection is largely attributable to 
wider credit spreads than what we had 
forecast. 

OUR VIEWS FOR 2019
We enter 2019, one year deeper into the 
economic expansion, at a time when the 
stimulus from tax reform will begin to 
wane, the Fed has (largely) normalized 
short term-interest rates, quantitative 
tightening continues apace and there is 
a great deal of skepticism about 2019 
with the risk of a recession continuing 
to rise. Our belief remains that the 
longer U.S. rates are somewhat lower 
than they should be, but again, not by 
much. In fact the ~ 3.25% yield that we 
saw on 10-year UST just a few months 
ago was right in the middle of our 
forecast range at that time. We believe 
there is still modest upside in interest 
rates from current levels and we believe 
the likelihood of wider credit spreads 
has increased, though this assumption is 
tempered by the fact that spreads have 
already widened fairly substantially. 

To review our process, we base our return 
projection on a portfolio of securities 
which closely resembles the aggregate 
P&C fixed income universe. We 
calculate total returns on the aggregate 
portfolio, assuming numerous interest 
rate and spread environments. These 
returns are then probability weighted 

Our projected return for the P&C industry’s U.S. investment grade exposure for 2018 was 1.27% with a standard error 
of 1.95%. We estimate that actual industry return (IG) for the year was barely positive at approximately 0.25%. If one 
includes a small allocation to high yield bonds which is representative of the industry, the estimated fixed income 
return drops to effectively zero. Not at all satisfying!

based on our firm’s capital market views. In this way, our assessment of capital 
market expectations influences the expected level of returns and the distribution of 
those returns. The sector allocations of our proxy portfolio are highlighted in Exhibit 
1. Of note, our assumed allocation to tax-exempt municipals has dropped materially 
as lower corporate tax rates have reduced after-tax yield advantage of municipals vis–
à-vis taxable bonds. Using this proxy portfolio and our expected return methodology, 
we’ve calculated total returns across a range of rate and spread scenarios. Those 
returns are summarized in Exhibit 2 below.

Exhibit 2: Projected Returns for Various Rate and Spread Scenarios

Each of the outcomes calculated in Exhibit 2 are then ascribed a probability based on 
our outlook for global growth, U.S. growth, central bank policy, fiscal considerations, 
etc. Using statistical techniques, we create a distribution of returns which we then use 
to quantify portfolio risk and return. 

Exhibit 1: 2018 P&C Industry - Approximate Fixed Income Sector Allocation*

Source: NEAM

* Taxable/tax-exempt allocations are representative of P&C industry. Sector characteristics 
and investment grade sector allocations may differ slightly.

MUNICIPALS 

Short Term

GOVT/AGENCY

CORPORATES

MBS/CMO

ABS/CMBS

Municipals

Short-Term

Gov’t/Agency Corporates

MBS/CMO

ABS/CMBS

Source: NEAM
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2Returns & Yields 2019: The More Things Change, The More They Stay the Same (cont.)

CONCLUSIONS
Estimated P&C fixed income returns for 2018 were largely in line with our expectations. Our base case was for moderately higher 
rates and a flatter curve. Our credit spread assumptions were a touch optimistic but close enough that our projections landed close 
to the pin. 

With interest rates still historically low, we expect 2019 will once again result in low single digit returns for U.S. fixed income 
with a somewhat lower probability of a negative total return, owing to the fact that rates have risen and spreads have widened since 
last year’s forecast. While we don’t see any banner years for fixed income on the horizon, 2019 returns are likely to be a little bit 
better than in 2018. 

From our work, we derive a mean projected return for U.S. investment grade fixed income in 2019 of roughly 2.00% 
with a standard error of 1.86%. See Exhibit 3 below.

Fr
eq

ue
nc

y

1-Year Projected Total Return
Portfolio Return Distribution Mean Return

0 2 4 6 8-6 -4 -2 10

Exhibit 3: 2019 P&C Industry – One Year Projected Fixed Income Return Distribution

SOURCE: NEAM

KEY TAKEAWAYS
•	We	estimate	that	2018	fixed	income	returns	for	the	U.S.	P&C	industry	were	roughly	in	line	with	our	
projections, albeit a bit lower as a result of credit spreads widening a bit more than we anticipated, 
despite solid economic growth. 
•	The	curve	continued	to	flatten	in	2018	as	the	Fed	continued	to	normalize	interest	rates.	For	the	past	
several months, we have been preparing for the (inevitable) end of this tightening cycle. Recent events 
and	comments	from	the	Federal	Reserve	underscore	their	flexibility	as	we	move	forward	in	2019.
•	We	believe	U.S.	fixed	income	returns	for	2019	will	once	again	land	in	the	(very)	low	single	digit	range.	
Credit spreads have widened and represent roughly fair value. Our expectations are that rates have 
a little bit of upside from current levels but certainly not much. Additionally, spreads have widened 
some, so the probabilities of tightening vs. widening are certainly more balanced. 
•	While	we	currently	maintain	a	duration	that	is	slightly	short	of	benchmark,	the	spread	widening	noted	
above has made us a bit more constructive on credit spreads in general. While we will save our very 
aggressive buying for periods of greater stress, we have been extending our (spread) duration using 
corporates and other spread sectors as we try to take advantage of valuations that are considerably 
more reasonable than they were at this time last year.

Please note that past performance is not indicative of future results.
Expectations for 2019 are based on our capital market assumptions and are subject to change.
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2Returns & Yields 2019: The More Things Change, The More They Stay the Same (cont.)

Originally published by NEAM in February 2019.

This is not an offer to conduct business in any jurisdiction in which New England Asset Management, Inc. and its subsidiaries are not registered or 
authorized to conduct business.

NEAM’s portfolio management tools utilize deterministic scenario analysis to provide an estimated range of total returns based on certain assump-
tions. These assumptions include the assignment of probabilities to each possible interest rate and spread outcome. We assume a 12 month 
investment horizon and incorporate historical return distributions for each asset class contained in the analysis. These projected returns do not take 
into consideration the effect of taxes, changing risk profiles, operating cash flows or future investment decisions. Projected returns do not represent 
actual accounts or actual trades and may not reflect the effect of material economic and market factors. Clients will experience different results 
from any projected returns shown. There is a potential for loss, as well as gain that is not reflected in the projected information portrayed. The pro-
jected performance results shown do not represent the results of actual trading using client assets but were achieved by means of the prospective 
application of certain assumptions. No representations or warranties are made as to the reasonableness of the assumptions. Results shown are 
not a guarantee of performance returns. Please carefully review the additional information presented by NEAM.

All rights reserved. This publication has been prepared solely for general informational purposes and does not constitute investment advice or a 
recommendation with respect to any particular security, investment product or strategy. Nothing contained herein constitutes an offer to provide 
investment or money management services, nor is it an offer to buy or sell any security or financial instrument. While every effort has been made 
to ensure the accuracy of the information contained herein, neither New England Asset Management, Inc. (“NEAM, Inc.”) nor New England Asset 
Management Limited (together, “NEAM”) guarantee the completeness, accuracy or timeliness of this publication and any opinions contained herein 
are subject to change without notice. This publication may not be reproduced or disseminated in any form without express written permission. 
NEAM, Inc. is an SEC registered Investment Advisor located in Farmington, CT. This designation does not imply a certain level of skill or training. In 
the EU this publication is presented by New England Asset Management Limited, a wholly owned subsidiary of NEAM, Inc. with offices located in 
Dublin, Ireland and London, UK. New England Asset Management Limited is regulated by the Central Bank of Ireland. New England Asset Manage-
ment Limited is authorized by the Central Bank of Ireland and subject to limited regulation by the Financial Conduct Authority. Details about the 
extent of our regulation by the Financial Conduct Authority are available from us on request.



Insurance Company Investments In ETFs: 
Accelerating Growth Ahead

Over the past decade, use of ETFs in insurance general accounts has grown both in terms of assets and portfolio applications. A 
major tail- wind for insurers looking to use ETFs in their general accounts came in April 2017 when the National Association of 
Insurance Commissioners (NAIC)—the insurance industry’s chief regulatory body—announced their decision to allow insurers 
to apply the bond-like treatment of “systematic value” to fixed income ETFs for accounting purposes. This new ruling has greatly 
increased the attractiveness of fixed income  ETFs to insurers and is already resulting in increased investments.

The study further reveals that insurers are investing broadly in ETFs in general accounts, across both equity and fixed income 
portfolios. Sixty-two percent of study participants are using ETFs, most commonly for optimization of asset allocation, construction  
of  low-cost  core equity portfolios and the elimination of cash friction. However, the uses for ETFs in insurance general accounts 
do not stop there: Greenwich Associates has identified 12 distinct portfolio applications for insurers.

Regulations will continue to play a large role in how insurers use ETFs. Looking ahead, a majority of the study participants 
expect the regulatory environment to become more favorable for ETFs. That outlook likely contributes to the fact that more than 
60% of current ETF investors expect to increase their ETF allocations in the next three years, and 82% of non-users expect their 
organizations to reconsider investing in ETFs over the same period.

Greenwich Associates and
State Street Global Advisors

spdrs.com/insurance

3
EXECUTIVE SUMMARY 
This report presents the results of a Greenwich Associates study of U.S. insurance 
company investments in exchange traded funds (ETFs). We interviewed 52 insurance 
companies, with total assets of approximately $1.9 trillion, in September and October 
2018. The central conclusion: Usage and overall investment in ETFs is increasing as 
insurance companies introduce them to general account portfolios and expand allocations.
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INTRODUCTION 
Exchange traded funds (ETFs) have 
long been used by insurance companies 
for equity exposure, but a change in 
the statutory accounting treatment of 
fixed income ETFs has helped open 
up the rest of an insurance company’s 
general account for increased use of the 
vehicle. This update comes at a time 
when insurers have been faced with 
challenges such as the prolonged low 
interest rate environment, a decrease in 
dealer balance sheets and the resulting 
increase in transaction costs for 
individual cash bonds.

Given the recent change from the 
National Association of Insurance 
Commissioners (NAIC) on the 

accounting of fixed income ETFs, 
insurers as a group expect the 
regulatory environment to become 
increasingly favorable to ETFs. As 
regulations continue to evolve, new 
insurance company ETF users will test 
potential applications for the funds, and 
existing ETF investors will increase 
their allocations. Life, property & 
casualty (P&C) and other insurers that 
have introduced ETFs into their general 
accounts are finding the funds to be 
cost-effective and versatile vehicles 
that can be used in a broad range of 
functions across equity and fixed 
income asset classes. These trends and 
market developments will accelerate 
the insurance market’s use of ETFs 
over the next several years.

This report presents the results of an 
October 2018 study by Greenwich 
Associates, sponsored by State Street 
Global Advisors, about how insurance 
companies use ETFs. The report 
traces the growth in ETF investments, 
analyzes how insurance companies are 
employing ETFs, and projects how 
usage, allocations and absolute levels of 
investment may change going forward.

“The fact that you can carry 
[fixed income] ETFs at amortized 
cost for systematic value is really 

what triggered the idea of using ETFs. 
The change in regulation has been 

a game changer for us.”

~Midsize P&C company respondent

61%
OF INSURANCE COMPANIES 
EXPECT TO INCREASE 
THEIR USE OF ETFs OVER 
THE NEXT THREE YEARS

THE NAIC'S RECENT 
ACCOUNTING CHANGE 
FOR FIXED INCOME 
ETFs MAKES ETFs 
EVEN MORE APPEALING 
TO INSURERS

61%
OF INSURANCE COMPANIES 
EXPECT TO INCREASE 
THEIR USE OF ETFs OVER 
THE NEXT THREE YEARS

THE NAIC'S RECENT 
ACCOUNTING CHANGE 
FOR FIXED INCOME 
ETFs MAKES ETFs 
EVEN MORE APPEALING 
TO INSURERS
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STUDY METHODOLOGY 
Greenwich Associates conducted 52 interviews with insurance companies in 
the United States about their use of ETFs. Most study participants were life 
(42%) and P&C (38%) companies, although the research sample also included 
representation from health and reinsurance. With total assets of approximately 
$1.9 trillion, participating companies were fairly evenly split across small (<$5 
billion), midsize ($5–50 billion) and large (>$50 billion) insurers. Interviews 
were completed in September and October of 2018.

1,2,3Raghu Ramachandran, “ETFs in Insurance General Accounts,” S&P Dow Jones Indices, May 2018.
  https://us.spindices.com/documents/research/research-etfs-in-insurance-general-accounts-2018.pdf

2018 ETF USAGE

Note: Percentages may not total 100% due to rounding. Based on 52 respondents.
Source: Greenwich Associates 2018 U.S. Insurance ETF Study

We currently use ETFs

We do not currently use ETFs 
but have used ETFs in the past

We evaluated using ETFs at one time
but ultimately decided againt the idea

We have never seriously
considered using ETFs

Small Mid Large

62%

12%

8%

19%

FIRM TYPE

8%
6%

6%

42%

38%

Life

Property & casualty

Health

Reinsurance

Other

FIRM AUM

29%

37%

35%

<$5 billion (small)

 $5–$50 billion (midsize)

 $50+ billion (large)

Note: Percentages may not total 100% due to rounding.
Source: Greenwich Associates 2018 U.S. Insurance ETF Study

MORE ETFS IN GENERAL ACCOUNTS 
Sixty-two percent of the insurance companies participating in the Greenwich 
Associates 2018 U.S. Insurance ETF Study invest in ETFs in their general 
accounts. That rate reflects more than a decade of gradual adoption. According 
to a report from S&P Dow Jones Indices, the number of insurance companies 
investing in ETFs has more than tripled from 2004 to 2017, growing from 197 
to 612.1

At year-end 2017, U.S. insurance companies had $27.2 billion invested in ETFs, a 37% increase from 2016.2 Although total 
investment represents less than half of 1% of admitted assets, the growth of ETF investments has outpaced overall insurance 
general account asset growth since 2004 by a wide margin. The entrance of new insurance company investors has been pivotal in 
driving steady increases in ETF investment across the channel.

The approximately 40% of study participants not currently investing in ETFs fall into two groups. Twenty-nine percent of these 
insurers feel no need to experiment with ETFs because they don’t believe they help them to achieve alpha. Thirty-five percent 
report that they are prohibited from investing in ETFs, either by state regulations or internal guidelines, methodologies or preferred 
vehicle lists. With these restrictions in mind, a large majority of respondents expect the regulatory environment to become more 
favorable toward ETFs, and most holdouts in the study expect to revisit their stance on ETF investing within the next three years.

Although adoption rates are roughly consistent across life, P&C and  other types of insurers, small insurance companies seem to be 
making the greatest use of ETFs—at least on a relative basis. While the largest insurance companies own the bulk of ETF assets in 
the channel, small insurance companies have the biggest allocations as a share of admitted assets. Average ETF allocations among 

the largest insurance companies 
in 2017 totaled less than 0.5% 
of admitted assets. The smallest 
insurers in the sample had 
invested an average of 2% of 
admitted assets in ETFs.3 As 
will be demonstrated later in the 
paper, smaller insurers are using 
ETFs as strategic allocations, 
whereas larger insurance 
companies are using ETFs 
as both strategic and tactical 
portfolio management tools.
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4,5Raghu Ramachandran, “ETFs in Insurance General Accounts,” S&P Dow Jones Indices, May 2018.

NAIC RULING MAY INCREASE USE OF FIXED INCOME ETFS 
Among study respondents, 64% indicated that having an NAIC rating and being eligible for inclusion on Schedule D are among 
the key determinants of whether they invest in fixed income ETFs.

Further to those considerations, the NAIC’s change to how fixed income ETFs are accounted for could unleash a bigger and more 
dramatic wave of demand for ETFs among insurers. In April 2017, a NAIC working group provided insight on how insurers can 
account for NAIC-designated fixed income ETFs.

INCLUDING ETFs IN THE INVESTMENT 
POLICY STATEMENT
Although most insurance companies 
have already incorporated ETFs into their 
investment policy statements (IPS), the fact 
that about a quarter of insurers have yet to 
take	 this	 step	 suggests	 significant	 room	 for	
growth within the channel.

86% 14%

Yes

Large

64% 36%Small

Mid

70% 30%

No

COMPANIES CURRENTLY 
INCLUDING ETFs IN THEIR IPS

Note: Based on 38 respondents.
Source: Greenwich Associates 2018 U.S. Insurance 
ETF Study

FIXED-INCOME ETFs NOW HELD 
AT SYSTEMATIC OR FAIR VALUE

Note: Based on 28 respondents.
Source: Greenwich Associates 2018 U.S. Insurance 
ETF Study

46%
54%

Fair value

Systematic value

The 2017 NAIC ruling permits insurers to utilize either “fair value” or a 
bond-like modified, amortized cost method of accounting for fixed income 
ETFs known as “systematic value.” Given the 69% increase in fixed income 
ETF assets from year-end 2016 to year-end 2017,4 it appears that this new 
accounting methodology has served as a catalyst for growth.

To utilize systematic value for their ETF positions, insurers must choose this 
method. Otherwise, they will be required to hold their fixed income ETFs at 
fair value. Forty-six percent of the insurance companies in the study say they 
have adopted systematic value treatment for ETFs, with the remainder either 
choosing or defaulting to fair value. Yet, the fact that only 37% of insurance 
companies chose to adopt systematic value for their fixed income ETFs in 
20175 may indicate potential for further movement in this direction.

This study finds P&C companies have been the most proactive in making 
this shift, with 60% of study participants using systematic value. “The fact 
that you can carry ETFs at amortized cost for systematic value is really what 
triggered the idea of using ETFs,” says one study participant from a midsize 
P&C company. “The change in regulation has been a game changer for us.”

A study participant from a small P&C agrees. “The biggest change [in our 
usage of ETFs] was in 2018, when the NAIC changed the way fixed income 
ETFs were allowed to be reflected in the financial statements at amortized 
cost,” he says. “That change enabled us to start using more of the fixed income 
ETFs.”

HOW INSURANCE COMPANIES ARE USING ETFS 
Although ETFs still make up a relatively small share of overall 
assets,  they are proliferating across  general  account  portfolios. 
Three-quarters of insurers in the study that use the funds are 
investing in fixed income ETFs, and 69% invest in equity ETFs. 
“We’re utilizing ETFs more and using them in more asset classes 
beyond short-term fixed income, which is where we used them 
in the past,” explains one study participant from   a large health 
insurance company. “On the fixed income side we’re using ETFs to 
park assets short term,” explains another respondent from a  large 
life insurer. “On the equity side, it is more longer term. Equity ETFs 
are primarily used to benchmark the index.”
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As might be expected, based on the duration 
of their liabilities and composition of their 
portfolios, life companies are bigger users 
of fixed income ETFs (83%) while P&C 
companies are more likely to use equity 
ETFs (92%). A representative of a midsize 
life insurance company reiterated the 
liquidity advantages of ETFs noted by many 
other institutional ETF investors when he 
explained, “We substitute ETFs for credit 
risk when specific credit risk is not available 
or liquid enough.” These survey respondents’ 
remarks reflect the broad range of benefits 
ETFs can deliver:

ASSET CLASSES OF ETFs CURRENTLY HELD

Note: Based on 32 respondents.
Source: Greenwich Associates 2018 U.S. Insurance ETF Study

Equity ETFs

42%

Fixed income ETFs

92%

75%

83%

67%

75%

0%

0%

17%
Other ETFs (gold,

real assets, etc.)

Life
Property & casualty
Health/Reinsurance/Other

INSURERS USE ETFs IN A BROAD RANGE OF STRATEGIC AND TACTICAL FUNCTIONS

Eliminate cash friction
Core equity
and beyond

Surplus AssetsReserve Assets General Applications
Optimizing asset

allocation

Note: Based on 38 respondents.
Source: Greenwich Associates 2018 U.S. Insurance ETF Study

Tools for the treasury Scale in subsidiary

Executing gain/loss
program

Core fixed income and
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Tactical surplus
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Plus sector exposures
Globalizing surplus

portfolio
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liquidity sleeve

Manager transitions

Small Mid Large

45%

34%

21%

21%

13%

42%

26%

8%

47%

34%

29%

8%

“Previously, the volatility 
on the fair value of fixed 
income ETFs made them 
less attractive to us, even 
though the yields were 
very compelling. With 
that change from the NAIC, 
it becomes much more 
attractive to us.”

  ~Small P&C company
    respondent

“We see ETFs as a 
way of getting a little 
more juice out of our 
short-term cash.”

~Midsize health 
  insurer respondent

“We substitute ETFs for 
credit risk when specific 
credit risk is not available 
or liquid enough.”

~Midsize life insurance
  company respondent

“ETFs are a great way to get beta exposure, especially in an 
asset class where active management is not seen to add much 
value.” -Small P&C company respondent
“We focus on long-term core corporate fixed income 
exposure… [using ETFs with] a lot of daily liquidity or daily 
trade in comparison to the size of the position we were looking 
to take on, so theoretically we could get in and out of the trade 
if needed.” -Small life insurance company respondent
“We regard ETFs as a convenient and relatively inexpensive 
way to gain exposure to beta in terms of the broad markets in 
whatever region we are targeting. On the fixed income side, 
[our ETFs] are targeted to investment-grade bonds, which 
give us the opportunity to very quickly gain exposure to those 
segments and, in particular, to bonds where it is hard to gain 
exposure.” -Large life insurance company respondent

As the following graphic shows, the most common uses of ETFs by 
insurers are to eliminate cash friction within a portfolio, to construct 
low-cost equity portfolios and to optimize asset allocation.
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Insurance companies are also adopting ETFs for a large number of additional functions. For example, about a third of study 
participants overall use ETFs to diversify fixed income exposures and 34% use ETFs to implement liquidity sleeves. One respondent 
says that his large life insurance company uses ETFs as part of a liquidity sleeve for transitioning assets to private equity:

ACCELERATING GROWTH AHEAD 
Greenwich Associates projects that insurance companies’ ETF investments will grow at an 
accelerated rate for the next several years, as 61% of insurance companies in the study expect to 
increase their use of ETFs over the next three years. Among the life insurers and P&C companies 
that make up the majority of study participants, not a single respondent plans to reduce ETF 
allocations in that time frame.

Given the NAIC’s 2017 ruling, fixed income portfolios will be at the center of much of this growth. 
Currently, about one third of insurers in the study use ETFs to modify fixed income exposures 
in a diversified manner. That share is expected to jump to 47% in the next three years. Likewise, 
42% of respondents expect to be using ETFs to target specific fixed income opportunities three 
years from now, up from just 29% currently. Insurers say they expect to incorporate ETFs in 
targeted “plus” sectors such as high yield, senior loans and emerging market debt.

AVERAGE HOLDING PERIOD FOR ETF ALLOCATIONS

Note: Percentages may not total 100% due to rounding. Based on 34 respondents.
Source: Greenwich Associates 2018 U.S. Insurance ETF Study

<1 month
(very short term)

1–6 months
(short term)

7 months–1 year
(medium term)

1–2 years
(long term)

>2 years
(very long term)

Small Mid Large

12%

12%

3%
27%

6%

6%

3%

12%

3%
18%

6%

6%

12%

24%

15%

9%

3%
27%

EXPECTED CHANGE IN ETF 
ALLOCATION IN THE 
NEXT 3 YEARS

61%
37%

3%

Increase

Stay about the same

Decrease

Note: Percentage may not total 100% due
to rounding. Based on 38 respondents.
Source: Greenwich Associates 2018 
U.S. Insurance ETF Study

WHAT DO INSURANCE COMPANIES LOOK FOR IN AN ETF?

Note: Based on 42 respondents. Participants were asked to name top two characteristics.
Source: Greenwich Associates 2018 U.S. Insurance ETF Study

Matches exposure needs 90%

Expense ratio of fund 90%

Performance of fund (tracking error/tracking di�erence) 88%

Liquidity/trading volume 86%

Assets under management of ETFs 76%

NAIC rating 71%

Fund company and management behind the funds 64%

Benchmark used/Benchmark provider 52%

“We use it as a way station before 
allocation,” he explains. “You 
have the cash to put to work, but 
private equity commitments are 
not drawn down for six, seven, 
even eight years. So we use 
ETFs to drive returns as a place 
holder until the private equity 
drawdowns take place.”

Overall, insurance companies are incorporating ETFs into their portfolios for an expanding range of purposes that span broad, strategic 
goals and narrower, tactical functions. Average holding periods suggest that smaller insurers are more likely to use ETFs for strategic 
purposes in their portfolios, while midsize insurers employ the funds for a broader range of functions weighted toward tactical purposes. 
Holding periods for the largest insurers, however, include both short-term, tactical functions like eliminating cash friction and longer-
term, strategic functions like constructing a low-cost core equity portfolio.
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Rounding out the fixed income landscape, respondents also expect to increase their use of ETFs in short-term cash management, to 
facilitate other areas of treasury operations and to implement liquidity sleeves. Growth, though, will not be limited to fixed income 
portfolios. Insurers, especially P&C companies, expect to increase their use of ETFs to hone in on specific equity opportunities, 
naming international equities and emerging markets equities as future areas of focus.

In addition to current investors expanding their ETF allocations, more than 80% of non-ETF users in the study expect their 
organizations to reconsider investing in ETFs in the next three years.

ABOUT STATE STREET GLOBAL ADVISORS: For four decades, State Street Global Advisors has served the world’s governments, institutions 
and financial advisors. With a rigorous, risk-aware approach built on research, analysis and market-tested experience, we build from a breadth of 
active and index strategies to create cost-effective investment solutions. We launched the first US-listed ETF in 1993 and today, with 140 US-
listed SPDR ETFs, we manage $569 billion in assets. That includes more than $5 billion for approximately 300 US insurance companies. We are 
committed to leveraging our global scale, infrastructure and relationships to support insurance companies, particularly as they increase their use 
of fixed income ETFs. A leader for 23 years in fixed income investing, we currently manage $423 billion across more than 100 active and passive 
bond strategies. Source: State Street Global Advisors, as of 12/31/2018
DEFINITIONS: Net admitted assets: balance sheet assets recognized by state insurance laws in determining the solvency of insurers. Liquidity: 
The ability to quickly buy or sell an investment in the market without impacting its price. Trading volume is a primary determinant of liquidity.
IMPORTANT RISK INFORMATION: Investing involves risk including the risk of loss of principal. ETFs trade like stocks, fluctuate in market value 
and may trade at prices above or below the ETFs’ net asset value. Brokerage commissions and ETF expenses will reduce returns. Asset Allocation 
is a method of diversification which positions assets among major investment categories. Asset Allocation may be used in an effort to manage risk 
and enhance returns. It does not, however, guarantee a profit or protect against loss. This material is for informational purposes only and does not 
constitute investment advice and it should not be relied on as such. It does not take into account any investor’s particular investment objectives, 
strategies, tax status or investment horizon. There is no representation or warranty as to the current accuracy of, nor liability for, decisions based 
on such information. All information has been obtained from sources believed to be reliable, but its accuracy is not guaranteed. There is no 
representation or warranty as to the current accuracy, reliability or completeness of, nor liability for, decisions based on such information and it 
should not be relied on as such. State Street Global Advisors Funds Distributors, LLC, is not affiliated with Greenwich Associates. State Street 
Global Advisors, One Iron Street, Boston, MA 02210-1641   2363758.2.1.AM.RTL    Expiration Date: 03/31/2020
The data reported in this document reflect solely the views reported to Greenwich Associates by the research participants. Interviewees may be 
asked about their use of and demand for financial products and services and about investment practices in relevant financial markets. Greenwich 
Associates compiles the data received, conducts statistical analysis and reviews for presentation purposes in order to produce the final results. 
Unless otherwise indicated, any opinions or market observations made are strictly our own.
© 2019 Greenwich Associates, LLC. Javelin Strategy & Research is a division of Greenwich Associates. All rights reserved. No portion of these 
materials may be copied, reproduced, distributed or transmitted, electronically or otherwise, to external parties or publicly without the permission 
of Greenwich Associates, LLC. Greenwich Associates,® Competitive Challenges,® Greenwich Quality Index,® Greenwich ACCESS,™ Greenwich 
AIM™ and Greenwich Reports® are registered marks of Greenwich Associates, LLC. Greenwich Associates may also have rights in certain other 
marks used in these materials.

CONCLUSION 
ETFs are becoming mainstream components 
of insurance company general account 
portfolios. Like pension funds and other 
institutional investors, insurance companies 
have discovered the liquidity, transparency 
and efficiency ETFs offer for tactical and 
strategic investing.

The NAIC’s 2017 decision to allow insurers 
to utilize the systematic value accounting 
method for fixed income ETFs making ETFs 
a more attractive investment, a majority of 

MOST NON-USERS PLAN TO RECONSIDER INVESTING IN ETFs
Expectation that organization

will reconsider ETFs*
Expected timeframe for decision**

18%

82%

Note: *Based on 11 respondents. **Based on 7 respondents.
Source: Greenwich Associates 2018 U.S. Insurance ETF Study

14%<1 year

43%1–2 years

14%2–3 years

29%3+ years
Yes

No

current ETF investors expecting to increase their allocations, and more than 80% of non-users planning to reconsider investing in 
ETFs over the next three years all point to tremendous potential for future growth.
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Since the global financial crisis, persistently strong equity markets and muted volatility 
have led to a prolonged period of market complacency. Recent movements in equity 
volatility, combined with the prospect of rising interest rates may prompt investors 
to search for investment strategies that can help capture potential equity upside while 
also mitigating risk. Meanwhile, interest rates and credit spreads have remained low 
by historical standards, making it increasingly difficult to find attractive risk-adjusted 
returns in traditional fixed income markets. Many insurers have been moving further 
out the risk spectrum, allocating more to equity and alternatives – yet this naturally 
increases concern about downside risk.
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Previously, insurers have used convertible bonds in their portfolios. The public convertible securities market has contracted 
meaningfully in size over the past decade (particularly the investment grade segment), often trades rich to theoretical value, and 
as a result, offers less opportunity to identify attractive investments. Traditional convertibles are also rigid in design and provide 
limited flexibility to adequately reflect a manager’s investment views.

We believe a unique way to manage this challenge is by pairing fixed income securities with equity options that seek to attain the 
stability of fixed income securities with equity upside. This approach – what we call equity enhanced fixed income (EEFI) – can 
offer investors an attractive return profile while providing equity risk management capabilities. And importantly, it can be done in 
a capital- efficient way.

An EEFI strategy can be a complement or an alternative to traditional convertibles, providing the same attractive profile but 
through larger, more liquid investment universes with opportunities for greater portfolio customization. A critical advantage of 
EEFI is that the fixed income and equity components can be tailored independently to reflect compelling investment views, and the 
embedded equity exposure can be customized to introduce various degrees of equity sensitivity to a portfolio.

In this paper, we provide a brief refresher on the fundamental characteristics of convertible securities and then explore three 
compelling reasons why we believe an EEFI strategy can and should be part of a well-balanced portfolio.

TRADITIONAL CONVERTIBLES 
AS A PROXY FOR EEFI 
Despite the current headwinds in the 
public convertibles market, in our view, 
the asset class offers an effective proxy 
to illustrate the attractive risk/return 
profile of a broader EEFI strategy.

Combines performance characteristics 
of stocks and fixed income securities 

As illustrated in Figure 1, convertibles 
have captured a large portion of 
equity market returns over both short 
and longer time periods, across a 
wide variety of market conditions. 

Figure 1:  Convertibles have consistently participated in equity upside 
               and have also outperformed corporate bonds

Source: Bloomberg L.P., as of June 30, 2018. Past performance is not a guide for future returns.
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4Adding Upside Potential To Insurance Portfolios: Equity Enhanced Fixed Income (cont.)

Figure 2: Convertibles may offer lower drawdown and lower absolute risk than equities
Lower drawdown and lower absolute risk than equities

Source: Bloomberg, as of June 30, 2018. Past performance is not a guide to future returns.
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Additionally, over these same periods, 
convertibles have outperformed the 
Barclays US Aggregate Bond Index.

A) Strong defensive 
characteristics may help 
mitigate downside equity risk
Although convertibles offer equity-
like returns, they have historically 
provided attractive defensive 
characteristics relative to equities. 
Convertibles have a coupon and a 
fixed maturity date at which time 
principal is repaid to the investor if 
the conversion feature is out of the 
money. This can help absorb equity 
drawdown risk.

Figure 2 illustrates the rolling five-
year drawdown capture ratio of the 
Bank of America Merrill Lynch 
US Convertible Index relative 
to the S&P 500 Index. Over the 
15-year period ending 6/30/18, 
the downside capture relative to 
S&P500 most often falls with 
the 60-80% range. Annualized 
volatility was also markedly lower 
compared to equities across these 
time periods.

B) Strong performance in rising 
rate environments
Convertibles have historically 
performed well during rising 
rate environments due to their 
lower interest rate duration and 
embedded equity exposure. Figure 
3 highlights the attractive total 
return of convertibles during 
periods when the 10-year Treasury 
yield rose by more than 100 basis 
points over the past 25 years. The 
time periods when this occurred are 
of varying lengths; however, in all 
periods, convertibles significantly 
outperformed traditional fixed 
income.

Figure 3: Convertibles have performed well in rising rate environments

Strong performance in rising interest rate environments
n BofA Merrill Lynch® All U.S. Convertibles Index   
n S&P 500 Index   
n Barclays U.S. Government Credit Index

10-year Treasury yield increase (bps)

Source: Bloomberg, as of June 30, 2018. Rate changes measured by the US 10 Year Treasury Note. 
All returns annualized for periods over 1 year. Past performance is not a guide to future returns.
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Clearly, convertibles have offered benefits across various equity market conditions and were well positioned in rising rate 
environments. An EEFI strategy builds on these features. We believe it provides a more efficient way to replicate public 
convertibles and an expanded investment universe which, in turn, can offer greater ability to tailor solutions with specific risk/
return characteristics.

Figure 4: Convex nature of EEFI return profile provides a risk/return dynamic not found in 
 traditional equity and fixed income products
n Convertible price   
n Equity value of convertible   
n Bond value of convertible

For illustrative purposes only. Sources: Invesco and Bank of America Merrill Lynch.
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WHY WE BELIEVE THERE ARE THREE COMPELLING REASONS TO CONSIDER AN EEFI STRATEGY:

1. Attractive risk/return profile

Unlike traditional fixed income and equity return profiles which are linear in nature, EEFI return profiles are convex (i.e., non-linear), 
as illustrated in Figure 4., EEFI combines a bond (e.g., corporate bond or Treasury bond) with an equity option that together possess 
performance characteristics similar to a convertible security. This allows a manager to replicate a convertible security’s return profile 
for a company that may not have any convertible debt outstanding.

EEFI and the embedded equity convexity feature can provide a number of advantages such as opportunities for customization, 
diversification, and yield potential, creating a very powerful risk/ return dynamic typically not found in other strategies. By 
carefully combining fixed income and equity features, this strategy may offer greater risk control of the overall portfolio and 
allows for more efficient positioning at various points across the risk/return spectrum.

More importantly, the equity convexity 
feature is most powerful and influential 
within the balanced portion of the 
return profile. Equity sensitivity in 
this region is dynamic (i.e., not static) 
because it changes as underlying stock 
prices change – as stocks rise, equity 
sensitivity increases by a greater 
degree, and as stocks fall, equity 
sensitivity falls. In other words, EEFI 
is designed to offer an asymmetric 
return: more upside participation than 
downside as equity markets move 
higher or lower. For investors who 
want to participate with rallying equity 
markets, but simultaneously want some 
level of downside risk mitigation should 
equity markets decline, the structural 
features of EEFI can potentially offer 
an attractive investment alternative. It 
is this feature that makes EEFI most 
unique.

2. Broader investment universe and greater liquidity

The universe of public convertible securities has become smaller and more concentrated over the last decade due to the large number 
of securities called, put or matured relative to the number of new issues brought to the market. Rather than being constrained by a 
small market size, an EEFI approach offers access to a broader set of liquid market securities. As illustrated below, these broader 
markets are significantly larger than the global public convertibles market. However, an EEFI strategy still has the ability to invest in 
the public convertibles market if there are compelling investment opportunities there, as the public convertibles asset class is simply 
a subset of the larger strategy.
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Invesco Equity Enhanced Fixed Income                               
Access to Broader Capital Markets

Source: Bloomberg L.P. As of June 30, 2018

Expanded Investment Universe

IG Corporates
($6.3 trillion)

Global IG (ex-US)
($4.0 trillion)

HY Corporates
($1.3 trillion)

Preferred Stocks
($0.1 trillion)

Global Convertible
Securities

($0.4 trillion)

Fixed Income component Convertibles Equity component

S&P 500
($23.7 trillion)

United Kingdom
($4.3 trillion)

Europe (ex-UK)
($9.5 trillion)

Nikkei 225
($6.2 trillion)

The larger universe also provides 
important liquidity features. The 
equity and fixed income components 
of the strategy can be bought and sold 
independently within their respective 
markets, rather than being sold as a 
combined, single security. This provides 
a significant liquidity advantage, 
especially during challenging market 
environments. In short, a manager can 
tactically pair securities in terms of 
the companies and individual security 
characteristics. This customization can 
help enhance alpha generation in more 
discretionary mandates.

3. Customizable to provide solutions 
for insurers

An EEFI strategy also has the flexibility to accommodate an insurer’s unique requirements, such as duration, credit rating, country, 
or currency limitations.

We believe EEFI can achieve this due to the bifurcation of the risk and return elements, which allows for the maximization of research 
input. That is, a fixed income security can be chosen from a broad, liquid universe based on its overall attractiveness, considering 
macroeconomic views, sector calls, individual credit determinations, and specific investor requirements. The strategy pairs this with 
a separate equity option on a favorable equity, where there are also multiple opportunities to express views on optimal strike price, 
option structure, etc. This dynamic is illustrated below.

Fixed income and equity components can be customized independently

For illustrative purposes only. 
This does not constitute a recommendation of any investment strategy for a particular investor.

Corporation: Fixed income exposure
Seeks to provide:
- Alpha generation through credit selection
 - Short vs. Long maturity
 - Senior vs. Junior debt
 - Fixed vs. Floating rate

- Downside support
- Current income
- Constant monitoring of credit conditions

Corporation: Equity exposure
Seeks to provide:
- Alpha generation from security selection   
  and equity sensitivity design
	 -	Efficient	strike	price	determinations
 - Volatility determinations
 - Calls vs. Call spreads

- Tailored equity market participation

Customized EEFI Security

A unique element of Invesco’s EEFI strategy is its capital-efficient structure. We combine the bonds and options in a trust structure, 
when necessary for insurers that require it for accounting or capital purposes. This trust is then rated by a rating agency, whereby 
the trust’s rating equals the rating of the underlying bonds. The result is that insurers can customize the mandate’s credit profile 
to their specifications and obtain equity exposure without incurring the high charges for holding equity shares or funds directly, 
all via a single trust structure that is easily reported in regulatory filings. The investment is held in a separate account structure.
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CONCLUSION
Insurers who are looking to increase 
returns without adding incremental 
credit risk should consider an allocation 
to EEFI. Given the flexible aspects of this 
type of strategy, a customized portfolio 
can be constructed for a broad array 
of investor needs, introducing various 
levels of risk/return and asymmetric 
upside potential. In our view, the case for 
EEFI includes:

• Access to entire capital markets –
source exposures from both the 
traditional convertibles market as 
well as the broad, liquid traditional 
debt and equity markets
• Greater potential for alpha – 
a larger investment universe creates 
more opportunity to diversify 
credit risk and potential to generate 
outperformance
• Customized solutions – 
portfolios can be customized for 
specific investor equity and fixed 
income risk tolerances without 
changing the investment process or 
security selection, and can be done 
in a capital-efficient way
• No capacity constraints – 
an EEFI strategy has theoretically 
no capacity constraints

We believe that these factors could 
provide insurers a way to help strengthen 
their overall asset allocation and navigate 
today’s complex markets.

About risks
The value of investments and any income will fluctuate (this may partly be the result of exchange 
rate fluctuations) and investors may not get back the full amount invested.

Investments in convertible securities are subject to the risks associated with both fixed-income 
securities, including credit risk and interest rate risk, and common stocks. Convertible securities 
may have lower yields because they offer the opportunity to be converted into stock and if 
the stock is underperforming and the bond does not convert then the bond may have a lower 
return than a non-convertible bond. Convertible securities may be affected by market interest 
rates, issuer default, the value of the underlying stock or the right of the issuer to buy back the 
convertible securities.

A decision as to whether, when and how to use options involves the exercise of skill and 
judgment and even a well-conceived option transaction may be unsuccessful because of 
market behavior or unexpected events. The prices of options can be highly volatile, and the use 
of options can lower total returns.

An issuer may be unable to meet interest and/or principal payments, thereby causing its 
instruments to decrease in value and lowering the issuer’s credit rating.

Interest rate risk refers to the risk that bond prices generally fall as interest rates rise and vice 
versa.

Important information
This overview contains general information only and does not take into account individual 
objectives, taxation position or financial needs. All material presented is compiled from sources 
believed to be reliable and current, but accuracy cannot be guaranteed. This is not to be 
construed as an offer to buy or sell any financial instruments and should not be relied upon as 
the sole factor in an investment making decision. As with all investments there are associated 
inherent risks. This should not be considered a recommendation to purchase any investment 
product. This does not constitute a recommendation of any investment strategy for a particular 
investor. Investors should consult a financial professional before making any investment 
decisions if they are uncertain whether an investment is suitable for them. Please obtain and 
review all financial material carefully before investing. Past performance is not indicative of future 
results. This portfolio is actively managed. Portfolio holdings and characteristics are subject to 
change.

Data as at June 30, 2018, source Invesco, unless otherwise stated. The whitepaper is written by 
Invesco professionals. The opinions expressed are that of Invesco Fixed Income and may differ 
from the opinions of other Investment professionals. Opinions are based upon current market 
conditions, are subject to change with notice.

Invesco Advisers, Inc. is an investment adviser; it provides investment advisory services to 
individual and institutional clients and does not sell securities.

FOR INSTITUTIONAL INVESTOR USE ONLY — NOT FOR PUBLIC USE.
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In 1852, Charles MacKay published “Memoirs of Extraordinary Popular Delusions and the Madness of Crowds”. In the book he 
discusses, among other things, three examples of economic bubbles – The Mississippi Company, Tulip Mania and The South Sea 
Company. One quote in the book regarding these examples came to mind at the end of last year. 

“But it was a long time before public credit was thoroughly restored. Enterprise, like Icarus, had soared too high, and 
melted the wax of her wings; like Icarus, she had fallen into a sea, and learned, while floundering in its waves, that her 
proper element was the solid ground.”

Since the end of last year, we have seen a significant uptick in investors seeking to change how they are allocating capital in the 
leveraged credit market. We believe many investors – that have seen strong market driven returns over the last 10 years – are now 
seeking to mitigate beta risk and focus more on idiosyncratic risk.

The market returns in Q4 2018 acted as a jolt to many. The credit markets, and specifically the leveraged loan and high yield bond 
markets, witnessed the dangers of daily liquidity funds. Strong outflows in December created significant volatility, represented a 
tipping point, and most investors retreated. Many market participants who were drawn in by attractive market driven returns found 
themselves flying too close to the sun. The returns in sub-investment grade credit in Q4 2018 were not just remarkable for their 
sharply negative trend but also for their correlation across asset classes (bonds, loans and equities). We now look at the drivers of 
this trend:

1) FUNDAMENTALS – SCRATCH BENEATH THE SURFACE
The charts below show the broad strength in Revenue and Earnings growth across KKR’s Global Credit portfolio.
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Kohlberg Kravis Roberts & Co (KKR) has engaged in a number of discussions among 
insurers around leveraged credit. These discussions highlight the macroeconomic and 
political uncertainty taking place across markets and dislocations around the globe. 
KKR believes these dislocations will likely continue, resulting in heightened volatility 
and incremental buying opportunities. Moreover, we believe that being nimble, having 
conviction and dynamically allocating across asset classes by identifying the strongest 
relative value opportunities can generate alpha in these periods. Thus, we expect 
performance strategy and manager selection to be even more important in the coming 
years as the combination of greater volatility and lower liquidity take hold.

WE BELIEVE THE KEY PHRASE THAT YOU WILL 
HEAR MORE OF IN 2019 IS THAT OF ‘DISPERSION’.

Exhibit 1: Sector Momentum (KKR Global Credit)

Source: KKR Credit Analysis as of December 31, 2018

Exhibit 2: Sector Momentum (KKR Global Credit)

Source: KKR Credit Analysis as of December 31, 2018
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5KKR Opportunistic Credit Strategy (cont.)

Exhibit 3: Sector Momentum (KKR Global Credit)

Source: KKR Credit Analysis as of December 31, 2018

Exhibit 4: Sub-Sector Momentum (KKR Global Credit)

Source: KKR Credit Analysis as of December 31, 2018

However, look at how dispersion increases as we move from 
broad industry groups to sub-sectors:

The chart highlights the dangers than can lurk in areas such as 
Household Products and Marine.

If we look at a sector analysis of EBITDA growth, we can see 
broadly positive momentum here. Exhibit 3 below shows last 3 
month growth on the vertical axis and last 12 month growth on 
the horizontal. The size of the circles represents our  exposure:

In truth, wider markets are already showing dispersion in 
performance. For example, Exhibit 5 shows EBITDA year-
on-year growth in selected S&P 500 sectors and shows 
remarkably different earnings growth in IT and Materials 
versus Consumer and Utilities sectors:

Exhibit 5: S&P Sector EBITDA Y-o-Y Growth

Source: KKR GMAA, Federal Reserve, European Central Bank as of 
December 31, 2018

An index-linked portfolio will – by its nature – focus on all 
these sectors and generate index-like returns. 

To put this in context in terms of Sub-Investment Grade 
credit, we have summarized the forecast from most of the  
investment banks below of what they believe the different 
indices will return in 2019:

Overall, these forecast returns are lower than historic norms 
and are relatively uncertain (as demonstrated by a wide  
dispersion of forecasts). 

    HY Loans US HY
Institution HY Loans IG Europe Europe Default

Average IB 
Forecast 3.38% 4.21% 1.75% 2.59% 3.01% 2.75%

Long Term Avg 
Returns 6.56% 4.78% 5.44% 5.26% 4.26% 3.30%
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Exhibit 6: Monthly Changes in Balance Sheet ($bn)

Note: * We assume that 80% of TLTRO is extended for two years (before rolling off 
completely by early 2023. Source: KKR GMAA, Federal Reserve, European Central Bank

2) LOWER LIQUIDITY AND HIGHER VOLATILITY
We believe the lack of a consensus on forecast returns can be partly attributed to the fact that the 10 year quantitative easing cycle 
is coming to an end.

To put this in context, central banks 
in developed countries have purchased 
~$16 trillion in assets and this is now 
reversing rapidly. As shown in Exhibit 6, 
the overall money supply is shrinking. 
However, our concern extends beyond 
the economy in general and into the 
financial markets, especially Sub 
Investment Grade credit markets.

Overall broker-dealer inventories have 
reduced by ~75% since the financial 
crisis. We believe the growth in daily 
liquidity mutual funds alongside a 
shortage of overall market liquidity is 
likely to exacerbate market volatility. 
Since 2011, we have seen numerous 
periods of heightening price movements 
and we expect this trend to continue.

Exhibit 7: Trailing 90 Day Volatility

Source: Credit Suisse as of December 31, 2018

0.0%	

1.0%	

2.0%	

3.0%	

4.0%	

5.0%	

6.0%	

7.0%	

8.0%	

9.0%	

De
c	
11

	

Ap
r	1

2	

Au
g	
12

	

De
c	
12

	

Ap
r	1

3	

Au
g	
13

	

De
c	
13

	

Ap
r	1

4	

Au
g	
14

	

De
c	
14

	

Ap
r	1

5	

Au
g	
15

	

De
c	
15

	

Ap
r	1

6	

Au
g	
16

	

De
c	
16

	

Ap
r	1

7	

Au
g	
17

	

De
c	
17

	

Ap
r	1

8	

Au
g	
18

	

De
c	
18

	

An
nu

al
iz
ed

	S
ta
nd

ar
d	
De

vi
at
io
n	

High	Yield	 Leveraged	Loan	



5KKR Opportunistic Credit Strategy (cont.)

847.868.0044 | journal@insuranceaum.com | insuranceaum.com

Q1 2019
VOL 3 | ISS 1

Insurance AUM Journal
PAGE 28

3) DISPERSION OF COMPANY PERFORMANCE AND INVESTMENT APPROACHES 
With thanks to our KKR Global Macro & Asset Allocation team, they have highlighted some areas where we expect a slowdown 
in 2019. Most notably, they believe there is likely to be a weakening of US Fixed Income Investment. 

This trend is partly due to normalizing inventories as businesses had been building stocks ahead of potential tariffs. We expect 
to see slowing housing starts and auto sales in the US, declining upstream energy investment and potentially some deferrals of 
business capex.

However, we believe consumption growth is likely to remain strong. Looking at real personal consumption expenditures (PCE), 
we expect this to remain solid given lower overall unemployment levels. 

For readers who would like to read more about our thoughts on these trends, please see our KKR Global Macro & Asset Allocation 
Team’s 2019 Outlook called “The Game Has Changed” at the following link: http://www.KKR.com/global-perspectives/
publications/outlook-2019-game-has-changed

So we expect a diversion of business results depending on the primary drivers. Against this backdrop, one would expect divergence 
in the performance of managers depending on style. However, we would caution investors that we expect overall dispersion to be 
significantly higher than normal given more bouts of volatility.

For example, in Exhibit 8 
we look at the dispersion of 
performance across ~250 
managers on eVestment. 
Dispersion is measured as 
the absolute difference in 
return of 1st quartile and 
4th quartile managers. For 
example, if the average 1st 
quartile manager returned 
8% and the 4th quartile 
return was 1%, this ‘Manager 
Dispersion’ measures 7%. 
We have overlaid this with 
annualized volatility in High 
Yield returns since 2013 to 
show the strong correlation. 
The more volatile the period, 
the more likely there to be 
significant dispersion in 
performance.

In summary, we believe that investors will have vastly different experiences depending on the investment approach they take and 
credit risk they hold. For investors that heed risks and avoid flying to close to the sun in index-linked products, we believe there are 
attractive opportunities to select risk. For those that don’t, we suspect it will be a bumpy ride in the medium term. 

Exhibit 8: Dispersion of Performance versus Return Vol.

Source: KKR Credit Analysis, eVestment as of as of December 31, 2018 
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This material is solely for informational purposes and shall not constitute an offer to sell or the solicitation to buy securities. The opinions expressed herein 
represent the current, good faith views of the author(s) at the time of publication and are provided for limited purposes, are not definitive investment 
advice, and should not be relied on as such. The information presented in this article has been developed internally and/or obtained from sources 
believed to be reliable; however, KKR does not guarantee the accuracy, adequacy or completeness of such information. Predictions, opinions, and other 
information contained in this article are subject to change continually and without notice of any kind and may no longer be true after the date indicated. Any 
forward-looking statements speak only as of the date they are made, and KKR assumes no duty to and does not undertake to update forward-looking 
statements. Forward-looking statements are subject to numerous assumptions, risks and uncertainties, which change over time. Actual results could 
differ materially from those anticipated in forward-looking statements. This material is directed exclusively at investment professionals. Any investments 
to which this material relates are available only to or will be engaged in only with investment professionals.

About KKR: 
Established in 1976, KKR is a global asset 
manager with $195 billion in assets under 
management. KKR Credit manages $65.6 
billion globally across leveraged and private 
credit strategies. Leveraged credit includes a 
range of senior loan, high yield bond, structured 
credit, and opportunistic credit based strategies. 
Private credit principally consists of senior 
direct lending, private opportunistic credit (e.g. 
mezzanine, asset based, and principal finance), 
and special situations / distressed credit. 
While our strategies differ by risk, return, and 
liquidity, all avail themselves of the resources 
and expertise embedded within KKR to better 
source and price risk in the pursuit of attractive 
risk ‐ adjusted returns for our investors including 
our insurance clients. In addition, KKR manages 
over $23 billion in non-affiliated capital across 
over 100 insurance companies globally. If you 
would like more information about our views 
on leveraged credit, please contact KKR’s 
Insurance Relationship Management Leaders 
(mitch.lee@kkr.com or john.morrison@kkr.com).

Senior Portfolio Managers – Leveraged Credit: 
Chris Sheldon is a Member of KKR. Mr. Sheldon serves as the Head 
of Leveraged Credit. Mr. Sheldon is a portfolio manager for KKR’s 
leveraged credit and private credit funds and portfolios and a member 
of the US Leveraged Credit Investment Committee, Global Private 
Credit Investment Committee and KKR Credit Portfolio Management 
Committee. Prior to joining KKR, Mr. Sheldon was a vice president 
and senior investment analyst with Wells Fargo’s high yield securities 
group. Previously, Mr. Sheldon worked at Young & Rubicam Advertising 
and SFM Media Corporation in their media-planning departments. Mr. 
Sheldon holds a B.A. from Denison University. Mr. Sheldon serves as 
a member of the board of directors of SquashDrive, a member of the 
National Urban Squash and Education Association. Mr. Sheldon also 
serves as a member of the board of directors of the LSTA. 
Jeremiah S. Lane is a Member of KKR. Mr. Lane is a portfolio manager 
for our leveraged credit funds and portfolios and member of the US 
Leveraged Credit Investment Committee and KKR Credit Portfolio 
Management Committee. Prior to joining, Mr. Lane worked as an 
Associate in the Investment Banking/Technology, Media and Telecom 
Group at J.P. Morgan Chase. Mr. Lane holds an A.B. with honors in 
History from Harvard University.

Co-Heads - KKR Insurance Relationship Management: 
Mitch Lee is a member of the KKR Client and Partner Group. Mr. Lee 
co-leads KKR’s efforts in insurance company business development and 
helps provide solutions for KKR’s insurance company asset management 
clients. Prior to joining KKR, Mr. Lee spent six years at Goldman Sachs 
Asset Management (GSAM) where he was a senior relationship manager 
within GSAM’s insurance asset management business and prior to 
that was involved with institutional fundraising and investor relations for 
GSAM’s alternative investments platform. Previously, Mr. Lee worked at 
American Capital in internal strategy and investment capacities. Mr. Lee’s 
prior experience also includes practicing private equity and corporate 
securities law as an attorney. Mr. Lee holds an M.B.A. from Columbia 
Business School, and a J.D. and B.A. from Cornell University. 
John Morrison is a member of the Client and Partner Group. Mr. Morrison 
co-leads KKR’s efforts in insurance company business development and 
helps provide solutions for KKR’s insurance company asset management 
clients. Prior to joining KKR, Mr. Morrison spent six years at Pacific 
Investment Management Company (PIMCO) where he was involved with 
insurance company asset raising and client coverage in both the U.S. 
domestic market and the Bermuda market. Previously, he worked at 
Sanford C. Bernstein and Citigroup Asset Management in research and 
portfolio management respectively. Mr. Morrison holds an M.B.A. from 
the University of Chicago Graduate School of Business, and he received 
an undergraduate degree in Economics from Georgetown University.

We can summarize our views as follows:
1. At a high level, fundamental performance is good. This may continue to drive 
broad bouts of risk taking, but underneath the surface there are areas of weakness;
2. These areas of weakness mean that an index-linked approach to investing is 
likely to yield lower returns than historical norms;
3. The global shift from monetary stimulus to fiscal stimulus may result in lower 
overall market liquidity;
4. Lower overall liquidity levels will exacerbate volatility when areas of 
weakness are recognized by the market;
5. The move to fiscal stimulus may also result in dispersion of returns, especially 
as we suspect spending patterns will change; 
6. With dispersion of company performance and a new realization of market 
norms and volatility, we believe that manager performance will also be heavily 
dispersed and it will be difficult for many to beat the index; and
7. Better performance has (and may continue to) come from those that know 
credits’ intrinsic value well, have the ability to be (and are incentivized to be 
nimble and can invest with conviction.
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In the field of investment management 
there are few topics more sobering 
than the topic of governance. That’s 
especially true in insurance company 
investment management, where 
governance ranks near statutory 
accounting for most interesting 
topics. But that is no longer true for 
organizations looking ahead....the 
landscape is changing in unprecedented 
ways that elevate, dramatically, the 
importance of investment governance.  
These changes include new investments, 
business models, technologies, 
greater risk-taking, and heightened 
expectations for governance by 
regulators.  For U.S. based insurers, this 
will become extremely relevant with the 
implementation of NAIC’s Corporate 
Governance Annual Disclosure Model 
Act and Regulation, which becomes 
effective 1/1/2020. Checking the box 
with a perfunctory process is no longer 
acceptable for investment governance at 
insurance companies. 

Having spent years managing portfolios 
for insurance companies; both from 
the outside and then from within, Anne 
Melissa Dowling, Bill Poutsiaka and I 
have dealt with all kinds or governance 
frameworks, investment policies, 
delegated authorities and investment 
guidelines. In my last CIO role, I spent 
the first six months working with board 
members on updating the Investment 
Committee Charter, the Investment 

847.868.0044 | journal@insuranceaum.com | insuranceaum.com

Q1 2019
VOL 3 | ISS 1

Insurance AUM Journal
PAGE 30

Absolutely everything! Say it again!

Policy Statement, and determining who 
was responsible for every decision in 
the portfolio. It didn’t mean that we 
always generated great returns, but it 
did mean that we couldn’t blame any of 
the results on “the system”. 

When we embarked on our consulting endeavor, Anne Melissa, Bill and I all felt 
deeply that governance was a place where a. there was a need, and b. we could fill 
that need.  We determined that we’d focus on helping insurers improve “HOW” they 
make investments decisions, not “WHAT” they currently invest in. The overriding 
goal is to make sure there is clarity and consistency of the insurer’s goals, objectives 
and risk tolerance as it pertains to the investment portfolio, and how that portfolio fits 
into the overall insurance enterprise. Based on our collective experience, we firmly 
believe that an improved governance framework can improve investment results 
AND allow companies to better articulate their investment decision-making process 
to shareholders, policyholders, analysts, regulators and rating agencies. 

THE INSURANCE INVESTMENT GOVERNANCE DIAGNOSTIC 
FOCUSES ON SIX KEY AREAS.
First, is the overall Governance Framework. This includes a review of the Investment 
Committee Charter, Investment Policy, investment goals and objectives, risk 
tolerances, limits and constraints, committee membership, committee evaluation, 
organizational context, implementation plan. The review is designed to achieve 
organizational consistency, tailoring and clarity of objectives, risk tolerances and 
other constraints at every level of investment decision making. It includes a full 
review of previous committee minutes, the review of numerous internal (investment 
policy, investment guidelines) and external (rating agency and regulator disclosures, 
supplemental filings) documents.

The second step is reviewing the delegation of authorities and responsibilities 
(including external contributors) in the investment process. There are literally dozens 
of decisions that get made in an insurance investment portfolio; from long-term 
strategic asset allocation to the purchase or sale of an individual cusip. Having clarity 
on who is responsible for what decision allows for decisions to be made faster and by 
the most effective person. There is nothing worse than having a specific view on the 
market, being correct on that view, and not having acted upon it due to uncertainty 
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around delegated authority. Think about the analyst who has a view of credit deterioration on a specific issuer or sector. She thinks 
it’s not within her authority to sell the bond(s) and they trade down materially. Obviously, having that clarity would have benefited 
the portfolio returns. Similarly, does it make sense for an Investment Committee meeting quarterly to reset portfolio weights for 
separate small-cap value and growth sleeves, or should it set risk premia weights, leaving sector and security selection to managers 
who track intra-premia exposures for a living?

The third area of appropriate governance is enacting best practices around the investment committee. Who sits on the committee 
and whether they have relevant qualities is a key first step. These qualities include critical thinking (evidenced by excellent 
questions) and the type of investment domain expertise most important to a particular company. But the committee also must 
have a clear agenda, must ensure they are being continually educated on relevant investment topics, and must work to ensure the 
topics on the agenda are supportive of the company’s investment goals and objectives. Market opportunities come and go, and the 
committee must be up to speed on those opportunities in order to take advantage of them. Unless a committee is up to speed on 
Emerging Market Debt (to choose as an example) it is unlikely to approve an allocation, or to sell an allocation, at the appropriate 
time in the market. There should also be a standing agenda item that anticipates emerging issues of all types, such as private market 
opportunities, AI, and new models for outsourcing.  Finally, the full potential of all this talent and material should be realized with 
a meeting process that fully engages all participants.     

The fourth critical area pertains to portfolio rebalancing. Even if the overall investment goals are clear and consistent, authorities 
are appropriately delegated and the investment committee uses best practices, the process of making tactical shifts in the portfolio 
should be clearly outlined in advance. It should be clear who is involved in the decision, the models used and inputs required 
(economic news, market data, risk constraints, etc.) and the process by which the decisions are made (sole vote, majority, 
unanimous, etc.). Additionally, there should be detailed notes taken as to why decisions are made, and there should be a review of 
the previous decisions made to determine how good the people are at making such decisions. Obviously, the policy and delegated 
authorities should make clear the level of change permitted, but the group in charge of making those changes should also have 
clarity of process. 

In addition to clarifying all of the above, the portfolio needs to fit into the overall risk management framework; both within the 
portfolio and through a process that recognizes/prioritizes all variables important to the enterprise, investment and otherwise. It is 
critical that the investment portfolio have clear risk limits; whether there is one limit or multiple limits. It needs to be clear on what 
is the “binding constraint”. Those risk limits need to be clearly articulated to anyone involved in the investment function. It must 
also be clear what the team needs to communicate regarding those risk levels and what should be done as they get close to those 
limits. Breaching investment risk limits can have negative consequences to the credibility of the folks involved in the process. 
Having all of the risk limits and communication processes outlined in advance can be quite helpful to all involved. 

Last but not least, performance measurement and compensation ties it all together. It may seem self-evident, but the way a 
company compensates their investment professionals should be tied to the investment goals and objectives of the company. There 
are a lot of ways to do this: it can be based on investment income or total return. The total return can be based on reaching an 
absolute level, or a level relative to something else. The something else can be a peer group or a market benchmark or both. And 
they can be paid on short term returns or over a longer-term time frame. Lastly, there should be some consistency between how 
investment professionals are paid and what is disclosed publicly to shareholders. There is certainly no “one size fits all” approach 
to measuring and compensating investment professionals, but doing so appropriately can be critical in keeping your investment 
team focused on meeting the company’s goals. 

When all six tenets are optimized, there is likely to be better returns on the portfolio and better articulation of those returns for internal 
and external constituents. There is little downside and meaningful upside to optimizing insurance investment governance. 
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Emerging markets have long taken 
a back seat to U.S. investment grade 
credit in insurance company portfolios. 
Insurance companies are in many ways 
the ideal investors for emerging market 
fixed income, but lower credit ratings, 
higher volatility and insurers’ limits on 
foreign exposure have deterred most 
from allocating dedicated capital to 
the sector. However, these dynamics 
may be changing, and we believe now 
is the time for insurance companies to 
consider adding emerging market fixed 
income to their strategic asset allocation. 
First and foremost for insurers, strong 
fundamentals have lifted credit quality 
overall in emerging markets. Today, 
over half of the JP Morgan EMBI 
Global Diversified Index (by market 
capitalization) is investment grade. So 
insurance companies can now invest in 
many EM assets without holding more 
regulatory capital than for investment 
grade credit. 

We see several other reasons for insurers 
to consider adding EM fixed income to 
their portfolios. 

1. ATTRACTIVE VALUATIONS:
High-grade EM sovereign bonds offer 
a meaningful pickup in yield versus 
U.S. investment grade corporate 
credit. Figure 1 shows the historically 
higher yield for the  investment grade 
component of the EMBI Global 
Diversified Index versus the Bloomberg 
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Barclays U.S. Credit Index. Moreover, the yield on the EMBI Global Diversified is 
nearing 5%, which has tended to be an attractive entry point since 2008 and would 
potentially allow insurers to lock in the high book yields that are so valuable for 
accounting purposes. 

2. DIVERSIFICATION:
The correlation of investment grade emerging market sovereign bonds (measured by 
the EMBI Global Diversified Index as of 30 September) to U.S. Treasury bonds is 
appreciably lower than that of U.S. investment grade credit to Treasuries, so emerging 
markets can provide diversification within a portfolio. Even a modest allocation to 
emerging markets could help raise overall portfolio efficiency. 

3. EXPOSURE TO CORPORATES:
Many investors are surprised to hear how vibrant the EM corporate space is: At 
$2.5 trillion, it offers an increasingly diverse cross-section of countries, industries, 
tenors and credit quality. Perhaps even more surprising is the lower leverage for EM 

Yield Advantage: IG EM vs US Credit

Figure 1:  Yield advantage: Investment grade emerging market sovereign bonds 
               have historically topped U.S. investment grade credit

Source:  JP Morgan and Bloomberg, 30 September 2018
Past performance is not a guarantee or a reliable indicator of future results.
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7Emerging Markets: Diversification & Yield Potential For Insurance Companies (cont.)

companies versus those in the U.S. - 
and the higher spreads in EM for each 
unit of leverage, as shown in Figure 
2. Assuming ratings are accurately 
reflecting creditworthiness, the charts 
together suggest some EM corporate 
bonds may be less risky and compensate 
investors more handsomely for the risk 
taken. 

Figure 2: Corporate leverage: Emerging markets versus U.S credit

Right chart as of 30 September 2018, left chart as of 31 December 2017

Source: Bank of America Merrill Lynch

The universe and ratings are defined by Bank of America Merrill Lynch using their own proprietary 
methodology.

*Per turn is per times leverage. So 2 turns is 2 times leverage. Leverage is net debt divided by 12 
mos. trailing EBITDA

TACTICAL OPPORTUNITIES: 
Emerging markets’ appeal rests partly 
on the expectation of credit quality 
improvement. For investors who can 
look beyond the high-grade space, 
emerging markets frequently present 
opportunities to take tactical exposure 
in anticipation  of credit rating 
upgrades. For insurance investors who 
have the flexibility to hold a portion of 
their portfolio in high yield, EM high 
yield bonds may be a way to add not 
only diversification but also yield to the 
portfolio. Similarly, local bond markets 
may merit consideration, especially 
considering their current combination 
of local currency valuations and high 
yields, which are attractive, in our view. 

NAVIGATING THE RISKS IN EMERGING MARKETS 
The volatility in the investment grade portion of the emerging market sovereign bond sector is still around 200 basis points higher 
than U.S. investment grade credit on average, so the two are not perfectly fungible. Emerging markets overall are a highly diverse 
group of countries with idiosyncratic risks, and stringent risk management is crucial for investors.

We think active management that draws on deep emerging markets expertise and credit research to choose countries, companies 
and specific bonds is also critical to navigating the risks and taking full advantage of the opportunities.

A GOOD MATCH  
For insurance companies with long-dated liabilities emerging markets pairs well, with the sector’s duration of nearly eight years (as 
proxied by the EMBI Global Diversified). In addition, emerging markets can be a less liquid asset class. Buy-and-hold insurance 
investors, with relatively low liquidity needs and longer time horizons, may be well suited to benefit from the higher liquidity 
premiums found in emerging markets. For the same reasons, they can be well positioned to weather the periodic volatility and 
downdrafts in the asset class. 

For insurers seeking attractive yield, strong credit quality and diversification, this may be an opportune time to consider an 
investment in high-grade emerging markets.
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Past performance is not a guarantee or a reliable indicator of future results.

Investing in foreign-denominated and/or -domiciled securities may involve heightened risk due to currency fluctuations, and economic and political 
risks, which may be enhanced in emerging markets. 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 are 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. Corporate debt securities 
are subject to the risk of the issuer’s inability to meet principal and interest payments on the obligation and may also be subject to price volatility due 
to factors such as interest rate sensitivity, market perception of the creditworthiness of the issuer and general market liquidity. High yield, lower-rated 
securities involve greater risk than higher-rated securities; portfolios that invest in them may be subject to greater levels of credit and liquidity risk than 
portfolios that do not. Sovereign securities are generally backed by the issuing government. The use of leverage may cause a portfolio to liquidate 
positions when it may not be advantageous to do so to satisfy its obligations or to meet segregation requirements. Leverage, including borrowing, 
may cause a portfolio to be more volatile than if the portfolio had not been leveraged. Diversification does not ensure against loss.

The credit quality of a particular security or group of securities does not ensure the stability or safety of the overall portfolio. The correlation of various 
indexes or securities against one another or against inflation is based upon data over a certain time period. These correlations may vary substantially 
in the future or over different time periods that can result in greater volatility. It is not possible to invest directly in an unmanaged index.
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 long-term, especially during periods of downturn in the market. No representation is being made that any account, 
product, or strategy will or is likely to achieve profits, losses, or results similar to those shown. 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. ©2018, PIMCO.
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This year was the year of the dog, 
according to the Chinese zodiac. For 
NEPC’s Insurance Investment Practice, 
2018 was the year of rated-private-debt 
funds. As the search for yield has insurers 
looking to more complex and less liquid 
investments in private markets, we have 
fielded a significant number of requests 
from asset managers to review their 
capital-advantaged strategy. Referred 
to as “rated” or “capitaloptimized”, 
these funds are usually private (credit 
and infrastructure) debt vehicles 
structured to avoid the typical risk-
based capital charges of similarly 
pooled private investments. As the 
National Association of Insurance 
Commissioners (NAIC) considers 
changes to the accounting treatment of 
these vehicles, we would like to remind 
insurers that their due diligence process 
should stay the same. Only once the 
strategy is cleared and approved for 
investment, should the implementation 
vehicle be considered. A fund that 
is made up of non-investment-grade 
securities has that level of ultimate risk, 
regardless of the pooled rating. 

HOW DOES THE FUND ACHIEVE 
CAPITAL RELIEF? 
There are multiple mechanisms 
for an insurer to invest in a private 
markets strategy. The most common 
is a separately-managed account or a 
traditional limited partnership (or LLC) 
structure. While the two structures have 
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Structure Type Methodology

Rated Fund Typically, this is a limited partnership vehicle. 
 The fund is rated by a NRSRO. The public rating 
 is equated to an NAIC-equivalent bond rating.

Debt-Equity The investment portfolio is housed in a structured 
 product. Like a collateralized loan obligation (CLO), 
 the portfolio is split into tranches comprising rated 
 notes and an equity tranche. The distribution 
 mechanism can vary by structure.

advantages and disadvantages in terms of, for instance, size, accounting complexity 
and reporting, the capital charges are well defined.

Although there are a host of unique structures available, capital-optimized solutions 
usually fall into two broad categories:

RATED FUNDS  
Currently, the rated fund only benefits 
life insurers, but the NAIC is also 
reviewing them for health and property 
and casualty insurers. The rated fund 
is similar to the traditional limited 
partnership structure, and is still a 
single-line item held on schedule BA. 
The fund has risk-based capital relief 
because it is rated by the Securities 
Valuations Office (SVO) or has an 
equivalent rating (the filing-exempt 
process) from a Nationally Recognized 
Statistical Rating Organization 
(NRSRO), often in the form of a private 
side letter.

NEPC’s understanding is that the 
equivalency mechanism will likely 
be made unavailable to insurers after 
January 1, 2019: 

b. Condition to Eligibility – The 
“fixed income–like” regulatory 
treatment accorded under this 
Section 8 only applies to funds 
that the SVO has verified meet 
eligibility criteria established by 
the VOS/TF and been assigned 
NAIC Designations or reviewed 
under the verification procedures 
and added to an NAIC List or other 
NAIC compilation process as 
hereafter discussed in this Section 
8. The use of NAIC CRP credit 
ratings under the filing exempt 
process discussed in Part Three, 
Section 1 (b) of this Manual shall 
not be an acceptable basis to apply 
for and receive the regulatory 
treatment specified in this Section 
8. A private fund reported on 
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Schedule BA, acquired prior to 
January 1, 2019 and reported 
with an NAIC Designation 
produced under filing exemption, 
can continue to be reported on the 
basis of a credit rating until sold or 
disposed of, provided the insurer 
also reports the investment on the 
Fund GI (General Interrogatory). 
Funds that do not qualify for 
the exceptions identified in this 
Section 8 would continue to 
be reported as common stock 
on Schedule D-2-2 or as other 
invested assets on Schedule BA 
without NAIC Designations. Note: 
In all cases where it is necessary 
for the reader to understand 
statutory accounting guidance 
or concepts, please refer to the 
NAIC Accounting Practices and 
Procedures Manual. Source: 
NAIC Memorandum, “Proposal to 
Add Comprehensive Instructions 
for Fund Investments to the P&P 
Manual”, January 31, 2018

DEBT-EQUITY 
The debt-equity methodology creates 
a structure made up of fixed-income 
tranches, for instance, senior and 
junior, and an equity tranche. The 
differentiated fixed-income pools are 
rated and held on Schedule D, like 
any similar security, and the equity 
tranche is held on Schedule BA as a 
traditional alternative asset. The level 
of subordination, that is, the percentage 
of equity, can vary significantly. 

SHOULD INSURERS INVEST IN 
RATED AND/OR CAPITAL
OPTIMIZED STRATEGIES?  
At NEPC, we prefer well-researched, 
credit-intensive private debt strategies 
over public assets that are rated below 
investment grade. While the insurance 
ratings overlay creates an additional 

level of risk that should be analyzed, 
it should not impact the investment 
process from a traditional due diligence 
perspective other than to potentially 
constrain the guidelines. 

As with all private markets research, the 
insurer should evaluate the investment 
team, firm resources, opportunity set, 
investment thesis, track record, and 
back office capabilities. Once the 
strategy has passed all investment due 
diligence tests and has been approved 
for investment, then the implementation 
vehicle should be considered. 

Under the current regulatory and ratings 
environment, it is understandable that 
insurers want to take advantage of 
the potential capital relief for private 
markets investment. It is important 
that insurers keep in mind that these 
are long-term investments and that the 
future regulatory environment may 
change. To this end, we suggest insurers 
consider the following questions:

• Will a change in regulatory or 
rating agency methodology cause 
investors to exit the rated vehicle? 

• If so, will the structure survive 
a “run on the bank”? This is a 
dual threat: The run on the bank 
could generate a forced sale if 
the lock-up clauses don’t hold, 
but if the lock-up clauses do 
hold, capital can be tied up in a 
suboptimal vehicle. 

• What responsibility does the 
General Partner/Investment 
Manager have if the structure 
breaks? 
• Do we understand the inputs and 
factors employed by the different 
NRSROs? While the NAIC “has 
no discretion to ignore an NRSRO 
credit rating” (NAIC Valuation 
of Securities (E) Task Force, 

September 2018), an insurer can 
evaluate and differentiate between 
agencies. 
• If there is a change in the 
standing of an NRSRO, would 
there be a willing replacement for 
any annual review process? 

• If yes, what would a potential 
rating change look like? This 
highlights the additional level 
of downgrade risk. The strategy 
is subject to downgrade risk 
from the selected NRSRO, 
but should an NRSRO fail, 
the replacement may apply 
a downgrade. Thorough due 
diligence should determine the 
viability of any private markets 
investment. An insurer should 
evaluate each opportunity 
secondary consideration. 
History has not looked kindly 
on strategies that have been 
engineered to overcome 
regulatory challenges, agnostic 
to the implementation vehicle, 
and capital optimization should 
be a distant.

ADDENDUM 

The objective of this article was to focus 
on private markets and the regulation and 
accounting treatment for structures that exist 
in that universe. We deliberately avoided the 
discussion of how AM Best, another NRSRO, 
would incorporate these structures into its 
BCAR calculation (another key solvency 
model for US insurers). We are of the 
understanding that AM Best has constructed 
an investment working group that will assist 
with the evaluation of pooled investment 
vehicles. We strongly recommend that 
insurers discuss private markets allocations 
and the capital impact with their designated 
analyst. 
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DISCLAIMERS AND DISCLOSURES 

• Past performance is no guarantee of future results.
 
• All investments carry some level of risk. Diversification and other asset allocation techniques do not ensure profit or protect against losses.

• The information in this report has been obtained from sources NEPC believes to be reliable. While NEPC has exercised reasonable professional care 
in preparing this report, we cannot guarantee the accuracy of all source information contained within. 

• The opinions presented herein represent the good faith views of NEPC as of the date of this report and are subject to change at any time. 
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