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The Editorial

Stewart J. Foley, CFA
Editor In Chief
stewart@insuranceaum.com

Stewart is the Founder 
& Managing Partner of
Insurance AUM and the 
Insurance AUM Journal, and the Lecturer 
& Special Advisor on the Practice of Finance 
at Lake Forest College. 
Stewart draws on his decades of experience 
managing over $25 billion of insurance 
general account assets in the US, London 
and	Bermuda	markets	to	find	the	best,	
most relevant content for the insurance 
and investment community.
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It’s the question that kids always ask on a trip:  “Are we there yet?”
And the answer that parents give is:  “We’re not there yet, but we’re getting closer.”

“May you live in interesting times” is said to be an English translation of an ancient curse. 
We are certainly living in interesting times right now. Is this the end of a bull market that has 
been running for more than 10 years? A headline just hit my screen that reads, “Dow Slides 
100 points as inverted yield curve stokes recession fears.” What does an inverted yield curve 
in the U.S. mean when about $15 trillion of non-U.S. government bonds, or 25% of the market, 
now trade at negative yields. I never thought I’d see that – I didn’t think it was possible. Add to 
those disconcerting fundamental indicators a trade war that has more twists and turns than an 
acrobatic aircraft at the Chicago Air & Water Show. Clearly this market is being driven by more 
than simply fundamentals. That leaves me with more questions than answers, I’m afraid.

Fortunately, Ron Joelson from Northwestern Mutual was willing to share his experience and 
perspective with us in this quarter’s The Interview segment. His company manages over $200 
billion and invests about $1.6 billion per month, so he is very familiar with the challenges of 
staying fully invested in these tumultuous markets.  

New for this edition is a section called The Commentary. It is a platform where seasoned 
industry professionals can share their experience and views with our readers. While we take no 
position on these contributions, we do believe our readers will benefit the insights from people 
who have been at this a while. We hope you like it and welcome your thoughts and suggestions.  

Our goal is to be the go-to read in the insurance asset management business. We construct 
these issues to have a broad array of timely topics with no overlap - topics that are specifically 
relevant to the insurance asset management industry. Please share topics that you would like us 
to cover. We are happy to add others to our electronic distribution, and print subscriptions are 
available for sale to non-insurance professionals.   

We are humbled by the positive response we have received to this point, and we continually 
strive to get better. We can best do that with the help of your input and suggestions. 
Thank you for your continued support.

Best regards,

Stewart 

David F. Holmes
Head Of Research
david.holmes@
assetoutsourcingexchange

David is Founder & Director of 
Insurance Asset Outsourcing 
Exchange and is a Partner with 
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Managing Editor
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WHAT IS INVESTMENT SKILL?
It is essential to start with a clear definition that avoids 
misunderstandings on what investment skill is and what it is not.
 
Investment skill is different from, but dependent on, investment expertise (e.g., a 
high level of knowledge3). Skill is the ability to use one’s knowledge effectively and 
readily in execution or performance3.  In portfolio management, we quantify skill 
through excess return. The investment business relies on professionals having a high 
level of domain knowledge in several areas. All play an important role. A subset of 
these professionals are in analyst and portfolio management positions that depend 
on skill as the core competency, and even fewer demonstrate this rare ingredient 
consistently. A more subtle but equally important test of investment skill is associated 
with model design. Technical knowledge is needed to build quantitative approaches, 
or to “model” an investment framework. But design decisions that properly recognize 
where, and where not, discretion applies are critical to investment success. As noted 
below, artificial intelligence is fundamentally altering the landscape of where this 
discretion resides and how it is deployed.

A DIFFICULT QUESTION….HOW SHOULD SKILL BE MEASURED 
IN THE INVESTMENT ADVISORY BUSINESS? 
In simple terms, skill should be measured by evaluating decisions on risk and return 
within precisely defined boundaries referred to as the opportunity set. Even as the 
investment industry has matured, it has a long and understandably difficult history in 
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This article highlights aspects of understanding and finding investment skill, both within the 
investment industry at large, and with the additional challenges introduced with a multi-faceted 
business intermediary such as an insurance company.

The asset management business has been around for over 100 years, and global equity 
markets and bond markets are both approaching $100 trillion in value1 Insurance companies 
manage almost $30 trillion of assets globally.2 They look continually to hire individuals with 
investment skill to join their internal teams, and for companies possessing this quality to 
become part of an outsourcing relationship. Numerous consultants help asset owners find 
highly-credentialed individuals and advisors. However, despite all this focus, measuring 
investment skill is elusive, especially for highly constrained mandates such as insurance 
company portfolios.

1Source: SIFMA Fact Book - 2018
2Source: United Nations Environment Program
3Source: Merriam Webster

measuring investment performance. 
Challenges include selection of the 
right time horizon, lack of “peer group” 
comparability, benchmark composition, 
capturing the impact of portfolio scale, 
various definitions for risk and return; use 
of leverage, security valuation, fee and 
expense structure, and changes in staff. 

WHY ISN’T INVESTMENT SKILL 
MEASUREMENT A PROMINENT 
BUSINESS STANDARD IN THE 
INSURANCE INDUSTRY? 
It’s hard enough measuring investment 
skill in predominantly unconstrained 
(pre-tax total return versus a benchmark) 
portfolios. Compounding the question’s 
difficulty with the myriad constraints 
needed to safely run an insurer makes 
finding a fair answer even more difficult. 
Studies based on publicly reported data 
are very helpful indicators of the absolute 
and relative financial contribution of 
the investment function to the firm’s 
economic growth. However, because 

The Commentary

The Growing Importance & Evolution 
Of Measuring Investment Skill For Insurers

DISCLAIMER: Commentary article opinions 
and viewpoints expressed by the author(s) do 
not necessarily reflect the opinions, viewpoints 
nor official policies of Insurance AUM Journal.
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these results are often driven by idiosyncratic business needs, 
many of which are not disclosed, drawing reliable conclusions 
on investment skill in general, and peer group comparability in 
particular, is questionable. 
 
More specifically, three reasons explain why skill-measures 
are not as prevalent in the insurance industry:  

Business Requirements: 
Skill measurement becomes clouded when business needs 
(operating and balance sheet) of a complex, diverse, and 
highly regulated enterprise shape portfolio decisions. 
These needs include, but are not limited to, liquidity, 
asset-liability management, capital efficiency, multiple 
financial statement regimes, various regulations, rating 
agencies, and conflicting stakeholder interests.  
Business Model: 
Some companies prefer to de-emphasize investment risk/
reward for good reasons, including (1) their profile as an 
“underwriting company”; (2) the cost of an industrial-
strength investment function; or (3) use of an outsourcing 
model for investments. 
Business Reporting: 
Standard financial reporting does not provide enough 
information/data for calculating investment skill in ways 
similar to the investment advisory business. In addition, 
this reporting, and taxes, create active management 
criteria having nothing to do with investment talent, such 
as gain or loss recognition. 

 
Of course, these are generalizations in an industry that defies 
the validity of making them, and this topic is no exception. 
For example, some companies, including entities sponsored 
by investment firms, promote their investment skill as a 
competitive advantage, and measure it accordingly.

WHY IS IT IMPORTANT TO MEASURE INVESTMENT 
SKILL, DIFFICULTIES NOTWITHSTANDING? 
Although not always measured — or measured as rigorously 
as underwriting skill — a well designed skill-measurement 
system is vital to an insurance company for all the same 
reasons it is a baseline for underwriting: 

Financial Results: 
Even modest changes in asset exposures have a substantial 
call on overall company performance. Measurement of 
strategic and tactical asset allocation decisions, including no 
changes, confirms this importance.  

Talent: 
Insurance companies are among the best environments to 
train and have a career in investments. As customization 
takes hold in wealth and institutional management more 
broadly, investment experience in the insurance industry is 
seen as especially valuable. A culture that recognizes and 
rewards investment skill has enabled many firms to retain 
exceptionally talented professionals. 
Pay-for-performance culture:
Although investment expertise and insurance domain 
knowledge are essential, skill-based measures add to how 
performance is evaluated and rewarded for appropriate roles. 
Fiduciary responsibility:
Investment skill for intermediaries in particular starts 
with superior management of asset risk.

A NEARLY UNANSWERABLE QUESTION….
HOW SHOULD INVESTMENT SKILL BE MEASURED 
IN THE INSURANCE INDUSTRY? 
Given the importance of investment performance to enterprise 
results, it is critically important for insurers to isolate investment 
skill, the difficulty of doing so notwithstanding. This requires 
that the investment team (1) clearly understands what is essential 
to the organization, (2) communicates the realities of the capital 
markets to their business colleagues, and (3) recognizes how 
these two dimensions intersect in the context of a program that 
measures investment skill. Management needs to address cross-
currents from the start.  Answering the following questions will 
go far in reconciling what are often considered mutually exclusive 
perspectives of corporate financial goals/constraints, and skill-based 
investment performance. 
 
Are investment objectives and corporate goals fully aligned? 
Typically, this is the case, as it should be. However, this 
condition doesn’t guarantee that investment skill is being 
tracked. When these measures are added, it is important to 
safeguard their alignment with the company’s investment 
objectives and the overall company goals. 
 
Is the company’s investment objective focused on investment 
income or overall investment return? As described below, 
these do not have to be contradictory measures, and companies 
can include both without creating ambiguity. 
 
What is the time horizon? Insurance companies with strong 
capital positions can look through moments of investment 
volatility. But it is important to have a specific, multiple-year 

The Commentary: The Growing Importance & Evolution 
Of Measuring Investment Skill For Insurers (cont.)
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look-back period to evaluate regularly. There should also be a 
shorter time period to recognize that some opportunities have a 
shorter half-life. In this way, the investment function can, and 
would be expected to, add value as both short- and long-term 
opportunities arise. We believe a combination of 1- and 3-year 
timeframes, or something similar, is a good starting point 
for skill-based evaluation. Again, this tracks the approach 
applied to the underwriting and pricing performance culture so 
embedded in the insurance industry. 

Is the investment objective an absolute or relative target? 
If the former, are the returns measured against a budget, the 
prior year or external expectations?  If the latter, is it against a 
publicly available benchmark, or a peer group?  Almost all skill-
based investment measurements should be thought of as relative, 
providing comparisons to either (1) other options within a specific 
opportunity set, or (2) a carefully selected peer group. Peer group 
comparisons are notoriously questionable due to the lack of 
comparability and absence of total-return measures.   
 
With the benefit of answers to these questions, management can 
develop a measurement system to capture skill and complement 
corporate financial measures. 
 
Suffice it to say, it is easier to measure investment skill in 
unconstrained portfolios. Most insurers have some level of 
constraints. So skill measures need to isolate and evaluate 
manager discretion. Below are steps that help form the criteria. 
A common ingredient for all is that they can co-exist with 
typical financial goals such as capital efficiency, ROE, growth 
in book value, spread margin, and others.
 
1. CREDIT QUALITY ANTICIPATION
The insurance industry has a long and impressive track record 
conducting fixed-income credit analysis. This investment 
foundation has been motivated through a hold-to-maturity 
assumption with origins in accounting and regulatory treatment, 
and in risk management tied to pricing for investment-oriented 
lines in particular.

Over the years and continuing today, the combination of 
internal decisions, changing requirements for statement 
valuation, and market conditions have imposed financial 
recognition of credit risk before final redemption. For these 
reasons, internal systems now work to anticipate, rather than 
confirm, the earliest signals of potential changes by the NRSOs 
that drive market valuation.

To this end, domestic insurers review their portfolios every 
quarter, or more frequently, for possible impairment. As part 
of this process, they compare price movements (duration 
adjusted spread movements) of their sector/ portfolio with 
price movements of the comparable overall credit sector of the 
market with the hope that their credit analysis has projected 
these movements in advance.  
 
2. CLARITY OF INVESTMENT OBJECTIVE 

It is critically important to have a clear investment objective, and 
entirely reasonable to have more than one, as long as priorities 
are established and conflicts avoided. For example, some 
companies have investment objectives that are income-based 
and silent about the trade-off between income and total-return (a 
more skill-based measure). In these instances, we recommend 
adding a total-return constraint, such as maximizing income 
subject to total-return not falling below 80% of the performance 
in a benchmark or Model Portfolio (MP).

For individual asset classes, companies can also carve out 
a small portion to be managed for total-return exclusively, 
subject to common-sense restrictions on active weights and 
limits on holdings outside the benchmark. An assumption of 
the benchmark returns would be applied to pre-designated 
windows when gain/loss recognition would take place for 
financial statement or tax purposes. In this way, alignment with 
the overall income objective is preserved, but a skill-based 
measure has been added. 
 
3. STRATEGIC AND TACTICAL ASSET ALLOCATION
Data confirms that turnover in insurance portfolios has been 
rising. This can be due to changes in long-term strategies, such 
as the addition of new asset classes or a revised outlook for the 
existing set of asset classes, or due to temporary (e.g. tactical) 
departures from strategic weights to exploit short-term market 
dislocations. The distinction between strategy and tactics 
should persist. However, the pace of change in how both are 
designed and implemented by insurers has been accelerating.

The methods for evaluating strategic and tactical performance 
exceed the scope of this paper, but it is safe to say that doing 
so is the most important aspect of an investment review. To 
confirm this we, along with Larry Pohlman, recently completed 
a study that evaluated sequential 5-year periods, starting in 
1990, using three allocation strategies which produced the 
results in the graph on the next page.

The Commentary: The Growing Importance & Evolution 
Of Measuring Investment Skill For Insurers (cont.)
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All three strategies started with portfolios 
of 70% fixed-income (5 benchmarks), 
and 30% equities (3 benchmarks), were 
rebalanced monthly, and were subject 
to min/max holding limits to retain 
diversification. The MP maintained 
the initial weightings. The “Best” used 
perfect foresight, funding the next 
month’s top performers from the poorest 
using a waterfall. The “Worst” portfolio 
was a perfect disaster, funding the next 
month’s weakest performers from the 
best. As shown in the graph, the range in 
potential outcomes for asset allocation 

The Commentary: The Growing Importance & Evolution 
Of Measuring Investment Skill For Insurers (cont.)

Source: Larry Pohlman, Ph.D.

Risk & Return For Strategic Asset Allocation

is substantial. 
 
4. DEFINING AND RECOGNIZING 
PASSIVE DECISIONS 

An important test of investment skill is establishing where, and 
when, to pursue active management. Management typically 
makes these one-time decisions in the design phase surrounding 
individual asset classes. Less explicit, but no less critical, is an 
active manager’s discretion to lock-down to a benchmark (or 
MP) when conditions provide few active opportunities. This 
option can be a specific aspect of mandate design, including 
time limits and fee-implications, for active-management sleeves. 
An Investment Committee can then review both forms of active/
passive decisions (passive exposure selection and the lock-down 
option for active sleeves) as part of a comprehensive skill-based 
investment system. 

5. NEW MARKETS/DECISIONS/MEASURES/ROLES
The markets in which insurers now invest are changing at an 
unprecedented pace. Skills and associated measurements – 
especially attribution software -- need to adapt accordingly. 
For example, there has been a significant transition to private 
markets by insurers. Companies should measure decisions 
regarding the valuation of the illiquidity spread throughout 
the capital structure, just as they evaluate the skill surrounding 
valuation of credit spreads. 

To best leverage investment skill, the architecture of transaction 
authority should not confuse responsible governance with 
management discretion. For example, does it make sense 
for an Investment Committee meeting quarterly to approve 
changing allocations between small-cap value and growth, or 
for these decisions to be made, and measured, by a small-cap 
core manager looking at this question daily for a living?  

The importance of asking the right questions about roles 
and authority in insurance asset management has never been 
higher, and insurance companies are asking these questions. 
 
6. “ASSET CLASS” SCOPE – 
THE NEW SECURITY SELECTION
The NYSE trades around 2,800 stocks. There are now 
approximately 2,200 Exchange Traded Funds (ETF’s), and an 
area of significant relevance to insurers – fixed income ETF’s 
-- is poised for growth due to various positive trends including 
capital treatment. Along with the proliferation of index funds, 
published benchmarks, smart beta, and because of the relative 
sensitivity of overall results to top-down decisions, beta 
selection should be a regular aspect of performance evaluation 
by all investors. 
 
7. TRACK RECORD RELEVANCE 

It has been said the only part of the investment profession more 
difficult than outperforming the market is selecting active 
managers to do so. This is especially true in the insurance 
industry because track records, essential to due diligence, for 
promising managers are often not achieved with the constraints 
that will be apply to a particular company. However, if 
business requirements can be addressed elsewhere in portfolio 
construction, as described in the next section, eliminating 
these highly-skilled managers from consideration may not 
be necessary. Even for advisors having a large insurance 
practice, it is essential to understand their ability to manage 
an unconstrained portfolio, attribute their excess returns, and 
compare this process to how the insurer expects their portfolio 
to be managed. 
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8. DEPLOYMENT OF RISK CONTROLS
Whenever possible, risk factor limits, through chosen 
benchmarks and otherwise, should be managed separately from 
security selection. In this way, asset class portfolio managers 
can deliver the value for which they have been trained and hired 
(internally or externally), subject to common sense concentration 
and out-of-benchmark limits. The latter is especially important 
to accurate conclusions regarding skill. This limit avoids false 
conclusions regarding security selection skill (and unintended 
factor exposure) that in reality may represent risk premium 
having little relevance to the benchmark. 
 
With this separation, the CIO exercises control (within TAA 
authority limits) over macro risk and other factors through 
benchmark selection, asset allocation, completion portfolios, 
and overlays, but not security selection in core sleeves. For 
instance, if the company’s neutral point on asset allocation is 
to have 50% in credit, but given spread compression, they’d 
like to decrease their exposure, they can move the benchmark 
weight to 45% or 40% and still allow the manager to be slightly 
overweight or underweight.  
 
Insurance companies have realized many benefits from this 
approach: maximizing investment skill, clean performance 
evaluation, the relevance of third-party GIPS compliant composites, 
more active and effective risk management. Meaningful skill 
measurement, both top-down and bottom-up, is enhanced. 
 
9. RETURN ATTRIBUTION 

Customized return attribution remains the best method of skill 
measurement. If an equity manager claims to add value by 
sector allocation, but the attribution shows excess returns were 
generated by stock selection, you might be skeptical of his or 
her ability to repeat this performance. Similarly, if a fixed-
income manager claims to add value by credit selection, and 
attribution shows excess returns were generated by duration 
calls, you’d again worry.

Managers can generate returns that exceed their benchmark 
for reasons unrelated to their differentiated process. This raises 
questions about sustainability. Attribution that directly maps to 
the steps in their own investment process determines whether 
this performance came from luck or skill. When customized 
in this way, attribution also increases the likelihood that solid 
performance will be sustained, because the manager knows 
which components are working, and which need change. 
 
Even an insurer with the most restrictive investment constraints 
and an income objective should consider calculating 
total-return on their portfolio(s), comparing it to the most 
appropriate benchmark, and attributing the sources of excess 
return (positive or negative) versus the benchmark. There is 
value, to both the investment and risk functions, to a vivid 
attribution picture irrespective of the investment objective. If 
excess return comes from overall duration positioning, you 
may be offsides in ALM and want to get back to a matched 
book. If excess return comes entirely from excess spread, this 
may point out that the company has excess credit risk – fine if 
that had been the intention and is compliant with policy limits.
 
10. NO PASS FOR MACHINES 

Data science is having a major impact on the insurance and 
investment businesses, including the private markets in which 
both have recently focused. Machine learning is especially 
relevant to the topic of this paper. Breakthroughs with neural 
networks enable algorithms to identify human bias and offer 
additional levels of investment skill analysis. Reviewing decisions 
over market moves and economic conditions are very revealing. 
They can highlight serial biases the portfolio managers were not 
aware they had. But research has also confirmed that machines 
are subject to biases as well. No doubt systems can acquire 
knowledge and detect subtle patterns, but can they be trained to 
have skill when faced with conditions having no precedent (e.g. 
out of sample)? Model validation in this sense is new terrain, 
but is a necessary form of quality control for investment groups 
choosing to adopt these exciting new capabilities.

The Commentary: The Growing Importance & Evolution 
Of Measuring Investment Skill For Insurers (cont.)

HOW DOES AN INSURER BUILD THE RIGHT SKILL MEASUREMENT SYSTEM: METRICS HELP, BUT ARE 
NOT A SUBSTITUTE FOR EXPERT DISCUSSION AND EFFECTIVE COMMUNICATION 
These are easy recommendations to make and difficult to implement, especially at once. They each require a willingness to invest 
in both the financial commitment to design these metrics as well as the fidelity to acknowledging their results. Having said that, 
identifying and assuring genuine investment skill is highly accretive to investment and business results. It reduces the frequency of 
negative surprise and exposure to unidentified risks.
 
Finally, a concise but complete description of a skill-based investment performance system and its reconciliation with corporate 
financial objectives is critical to success and reflects very positively on an insurance company’s attention to the highest standards 
in all functional areas.



Steve Doire  

Steve is a recognized industry leader with over 
25 years of experience at both an insurance 
company and in insurance asset management. 
He is a CPA, CFA, and CPCU and an insurance 
solutions expert that has partnered with 
numerous insurers of all types in his career 
developing customized strategic investment 
programs. Steve has held leadership roles in 
insurance asset management at both DWS and 
SLC Capital Management, including all aspects 
of the business from both a U.S. and global 
perspective. 

Contact Steve on LinkedIn at: 
linkedin.com/in/steve-doire-cpa-cfa-cpcu 

SOLUTIONS 
IAM starts with the Solutions function as the services provided here are the foundation of managing insurance assets. In short, 
Solutions partners with the insurer to design a customized strategic investment program. While it sounds relatively straightforward 
it’s not – there are many considerations. A misconception that insurers and prospective IAMs may have is that this is an actuarial 
service, well they are not wrong as that is part of it, but there is much more. Below I list the categories of services and analyses that 
a well-developed IAM Solutions team can provide. How they execute and weave these together to develop a strategic investment 
program is an art and could be the topic of not only an article, but even a book.

• Regulatory, accounting and tax interpretation related to insurance investment – both existing and emerging. Examples 
include state investment codes, statutory accounting and scheduling, GAAP accounting, and federal tax optimization.

• Asset-Liability management that considers cash flow needs, the volatility of both sides of the balance sheet, and duplication 
of risks.

• Capital management including ratios utilized by rating agencies, regulators, internal models, and the investment strategy’s 
impact on them. This is analyzed from both measurement and risk standpoints – measuring the capital cost of the investment 
strategy and modeling of the risk to surplus. Additionally, insurers may use these analyses to inform their ERM process.  

• Enterprise-level matters such as underwriting volatility and business projections including growth, decline/run-off, and line 
of business mix changes.
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The Commentary

This article is meant to be useful to both insurers who are considering outsourcing and Asset Managers (AMs) who are interested in becoming 
Insurance Asset Managers (IAMs). While there are a number of specialty product managers working with insurers, the focus of this article is on full-
service IAMs who offer the following: Solutions, Investments including IFI, Accounting & Reporting, Relationship Management, and New Business 
Development. Some IAMs have distinct groups for each, others combine duties. For example, it is common to combine relationship management 
with new business development, while some combine Accounting and Reporting with Solutions. Others even have IFI portfolio managers that also 
manage the relationship. No matter how things are organized, the 5 areas are the ingredients to the IAM recipe.

Asset managers began specializing in managing insurance company balance sheet assets 
about 40 years ago. Initially, these managers focused on managing the core asset class of 
insurers – investment grade fixed income or what I call Insurance Fixed Income or IFI. IFI 
specialization required the portfolio manager to focus on many objectives beyond total return 
like book yield, gain/loss management, ALM, and surplus management. These insurance 
focused managers also provided what has become known as “Solutions” services. The first 
examples included state regulation reviews and municipal bond allocation tax optimization.

When I started in the insurance asset management business in the 1990s there were less 
than ten managers truly focused on this space and my company’s average client size was 
about $100mn. The typical insurer that outsourced was a mutual P&C company. Things have 
since evolved dramatically. There are many more managers – the most recent Insurance AUM 
survey lists 46 participants. Many managers are full-service, but some focus solely on specialty 
asset classes. The types and the size of insurers that outsource has also grown and it’s now 
common to see insurers who have billions, even tens of billions of assets outsourced. Finally, 
the additional services have grown in both depth and breadth with well-staffed Solutions 
teams and robust modeling tools.

What Makes An Asset Manager 
An Insurance Asset Manager? 

DISCLAIMER: Commentary article opinions 
and viewpoints expressed by the author(s) do 
not necessarily reflect the opinions, viewpoints 
nor official policies of Insurance AUM Journal.
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• Competitor and external stakeholder considerations – rating agency, investment income projections, and peer and industry 
trend analyses. Well-developed peer and trend studies look at not only investment allocations, but measures such risk-assets 
relative to surplus, capital strength measures including tradeoffs of underwriting and investment risk, premium growth, 
investment yields and more. Some even delve into security level holdings and transactions.

• Asset allocation – constrained strategic asset allocation that considers all of the above in establishing objectives and 
constraints utilizing financial optimization models. This includes both IFI and all risk-assets (defined as essentially everything 
but IFI including equities and alternatives).  

• Customized investment guidelines and investment benchmarks that document the strategy and provide the oversight tools 
for the strategic investment program.  

One important matter that is not listed is insurer preferences. Models inform the process, but insurer preferences guide the final 
approach. Solutions partners with clients to ensure that their preferences are part of the process and the result.

The Commentary: What Makes An Asset Manager 
An Insurance Asset Manager? (cont.)

INVESTMENTS 
When an insurer hires an IAM they typically start with 
attributes that drive the selection of a manager for any client 
type – total return performance, team tenure and stability, and 
firm reputation. They then look at managers that can deliver 
an investment strategy in an insurer context. IAM portfolio 
managers understand insurer needs and partner with Solutions 
to inform their approach to managing their client’s assets.

Insurance portfolio managers are adept at managing a 
constrained portfolio with objectives beyond total return.  An 
IFI manager is almost always asked to deliver both total return 
and book yield in this constrained context. Sometimes those 
objectives conflict and it is important that both the manager 
and the company agree where on the spectrum they are. These 
dual objectives along with the constraints imposed impact the 
way IAMs are organized (typically IFI managers are insurance 
dedicated), and how the IAM evaluates and rewards their IFI 
portfolio managers.

With the extended low rate environment, insurer interest and 
allocation to specialty asset classes has grown; and many 
IAMs offer asset classes beyond IFI. Public markets asset class 
extension can include high yield, CLOs, EMD, and various 
types of equities. Private asset classes may include various 
types of private fixed income, private equity, real estate debt 
and equity, and hedge funds to name a few. The Solutions team 
can advise the insurer from a strategic standpoint and then the 
IAM Investment resources implement and oversee. Oversight 
can include multi-asset portfolio management advice when 
allocations are fungible (which is usually not the case in private 
markets). Where the specialty asset classes are mandates, there 
is often customization and constraints. When in a fund format, 
customization is not possible – however, some IAMs create 

unique fund structures specifically for insurers that consider one 
or more of the following: regulation, yield, favorable scheduling 
and accounting, and risk-based capital efficiency.

In addition to the foregoing, the IAM’s portfolio management 
system must accommodate insurer specific needs. Book yields, 
book values, and the related gain/loss measures are a must, and 
ideally, capital charges are incorporated. Some systems even have 
the ability to include liability information for ALM purposes.

ACCOUNTING AND REPORTING 
IAM’s manage insurance company balance sheet money. 
Accordingly, the accounting for those assets and the delivery 
of reports to management and other stakeholder reporting is 
extremely important – this is not what is typically viewed 
as a back-office function. I’ve often seen Accounting and 
Reporting become an integral part of IAM relationships with 
frequent and regular communication. An IAM can’t be an IAM 
without these services.

Insurer investment reporting starts with the standard 
information in portfolio review books including total return, 
sector allocations, and transactions and holdings. Beyond that 
is where unique insurer needs come into play and includes 
reports specifically designed for insurers that are often 
customized based on requests from a specific insurer. One 
common need is to break-down and summarize portfolios in 
multiple ways – examples are legal entities, insurer defined 
profit centers, and liability buckets. Additionally, a full-service 
manager may be asked to consolidate information from other 
managers with the portfolios they manage. All of this requires 
IAM’s to have robust tools that allow customization in both 
reports and web-portals – that are delivered by insurance 
knowledgeable reporting professionals.
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Investment accounting is an option that many IAMs offer. 
Today, this service is not the IAM requirement it once was as 
many insurers outsource directly to an insurance investment 
accounting provider (and some do it internally). With either 
approach, the focus for U.S domiciled insurers is on statutory 
accounting with specialized “Schedule D” and related schedules 
being populated by 3rd party insurance-specific software. 
IAM’s offer transaction and related feeds from their portfolio 
management systems into these accounting systems. Insurers 
who utilize the IAM to deliver the accounting service can often 
take advantage of their manager’s scale and purchasing power 
resulting in fees that are lower than what an insurer could 
obtain going direct to an investment accounting provider.

RELATIONSHIP MANAGEMENT 
The Relationship Management (RM) function is much 
more important to insurers than other types of investors. 
Again, these are balance sheet assets and a core part of the 
insurer’s business – insurers absolutely do not take a “set it 
and forget it” approach. RMs facilitate collaboration with the 
broader IAM team to keep the insurer informed and ensure 
the needed services are delivered. They are the “MC” of the 
relationship bringing the full organization to the insurer. IAM 
RMs ideally have the following characteristics: insurance only 
clients and insurance knowledge, modest client loads, a solid 
understanding of their organization with internal relationships 
they can leverage for the benefit of the insurer, and the ability 
to leverage a variety of client experiences to the benefit of 
individual insurers.

In some AM models, the RMs are the required point of contact 
for the client and act as a gatekeeper of firm resources. Most 
IAM’s don’t operate in that way as many insurers want to 
interact directly with the Investors, Solutions or other resources. 
A well-run RM organization adjusts to each client relationship 
and facilitates access in a way that works for both parties.

RMs also often act as the de facto IFI product specialist. 
They spend considerable time with portfolio managers as part 
of servicing several clients and keep up on the fixed income 
market, the economy, and how the portfolio management team 
is positioning the portfolio. This is not done to restrict access 
to the Investors, but instead to complement those resources. 

Finally, good RMs adapt and grow with clients. As an example, 
I’ve seen RM’s work closely with insurers as they look to 
expand the asset classes in their portfolio. The RM leverages 

similar themes with other clients as well as internal resources 
to aid the client in exploring new asset classes including 
Solutions and asset class experts.

NEW BUSINESS DEVELOPMENT 
IAMs are only IAMs because of their insurance clients – and 
of course, new clients seldom knock on the door and sign-up! 
Perhaps I should have listed this function first, but I didn’t 
because the sales function needs the resources of the other 
functions to be successful. Selling IAM is probably the best 
example of a consultative sale in the AM space and requires 
collaboration across the IAM platform. Solutions can be 
tapped to utilize their insurance financial databases to identify 
insurers that match up with their firm’s capabilities. Solutions 
and Portfolio Management can review the company and its 
portfolio and make preliminary recommendations on strategy 
and portfolio positioning. A New Business Development 
professional must be insurance knowledgeable and dedicated 
to make this collaborative approach effective. Given this, IAMs 
recognize that they can’t simply hire generalist institutional 
salespeople. They further understand that even an insurance 
literate salesperson can’t succeed without the collaboration of 
supporting insurance specialty resources. Insurers expect that 
IAM salespeople are insurance knowledgeable and bring ideas 
that work for them as an insurer and their specific company.

Another aspect of business development for IAMs is that 
winning new insurance clients is often a long process – 
sometimes years. Unlike general institutional business 
where clients or their consultants filter databases based on 
performance and related factors, insurers need the many added-
value services an IAM brings. They are entrusting the IAM 
with half of their balance sheet and that trust must be earned. 
Insurers can expect consultative and long-term attention and 
even “free consulting” and client like treatment from IAM 
sales professionals.  Successful IAMs are rewarded with 
deep relationships that last for long periods – in fact, it is not 
uncommon to see relationships that span not years but decades.
 
Now that we have gone through the attributes of a full-service 
IAM, I will highlight an important overall characteristic of most 
successful IAMs – scale. Unlike an insurer managing their own 
assets, an IAM manages the assets of multiple insurers and 
can use that scale to their client’s benefit. Scale allows access 
to talent, depth of Investors and supporting teams like credit 
research and trading, Solutions expertise, technology, and 
insights from serving many insurers and many insurer types. 

The Commentary: What Makes An Asset Manager 
An Insurance Asset Manager? (cont.)
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Recognized IAMs bring credibility to stakeholders like the all-important rating agencies. As technology continues to advance in 
society and in business, scale allows IAMs to develop and invest in their systems.

One final consideration for an insurer that is considering adopting an outsourced model is organizational set-up. It is often said that 
“you can delegate a duty, but you can’t delegate the responsibility” and that applies here. The insurer must have asset management 
knowledgeable resources. For smaller insurers, this may be the CFO who wears multiple hats. For many of the medium to large 
insurers, it is an internal CIO who manages and oversees outside manager(s). Insurers may also choose to enlist the services of an 
investment consultant that specializes in IAM to partner with internal resources.

I trust this article provided insight into the many facets of insurance asset management. Insurers are a unique investor type that 
aspiring IAMs need to recognize and specialize in to be successful in the IAM space. The “product” insurers buy is not just 
portfolio management of an asset class – it goes well beyond that. Insurers can take advantage of a broad IAM field with a level of 
sophistication that has grown and developed significantly from where it started. 

The Commentary: What Makes An Asset Manager 
An Insurance Asset Manager? (cont.)



Our editor speaks with the executive vice president
and chief investment officer of Northwestern Mutual.

Ron Joelson is a magician in more ways than one. He’s not only the chief investment officer of 
Northwestern Mutual — the highest rated insurance company in the country — but he can also do 
mind-boggling card tricks. We’re seated at the conference table in his office overlooking Milwaukee, 
and we begin by talking about Mark Raffles, the former NM portfolio manager who introduced us. It 
turns out that Ron is really into magic and got Mark interested as well. Our interview starts with Ron 
showing me a card trick two feet in front of my eyes, and I still can’t figure out how he did it. That’s when 
he began discussing the magic required to run NM’s $237 billion General Account investment portfolio.
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IAUM: Northwestern Mutual is the 
highest rated insurance company in 
the country. How do you maintain that 
rating over time?

JOELSON: The most interesting thing 
about our unsurpassed rating is that we 
actually have more risk assets than our 
competitors. Our risk asset allocation is 
north of 17%. That includes high-yield 
bonds, public equity, private equity and 
real estate equity. 

So why are rating agencies comfortable 
giving us the AAA rating when we 
technically take more risk —on average, 
about 3-4% more than the industry? 

A few reasons:
1) we have a lot of surplus — more than 
$26 billion; 2) the insurance products 
that we write tend not to have elaborate 
guarantees or bells and whistles that 
are difficult to hedge; and, 3) liquidity 
— we invest approximately $1.6 billion 
per month after expenses and claims. 

We also have a career field force that 
maintains close relationships with 
clients, helping make our persistency 
among the best in the industry.

When you look at all of those metrics 
(and I’ll add to that strong mortality and 
a low expense ratio — maybe that’s a 
result of being in Milwaukee and not 
a global company), the rating agencies 
say this is a model that deserves their 
highest credit rating. Another essential 
factor is the nature of our flagship 
product, permanent life insurance, 
which is less risky than some of the 
offerings sold heavily by our peers and 
makes up about 85% of our reserves.

Equally important, we pay out a large 
dividend to our policyowners. This year 
it will be around $5.6 billion. That’s more 
than our top three competitors combined. 
The rating agencies see that as a cushion 
that makes them more comfortable with 
the credit rating they assign.

IAUM: You mentioned that you have
$1.6 billion per month to invest. I think that 
sometimes people don’t realize how difficult 
that is to do. No matter the conditions in 
the market with regard to interest rates, for 
example, you have to invest.   

JOELSON: That’s right. And, as a 
matter of fact, when interest  rates  are 
low and markets are volatile — as 
they are today — our business tends to 
pick up. We’re actually having a very 
strong sales year, in part because of the 
uncertainty. As a result, some people 
view cash value permanent life insurance 
as highly attractive because cash value 
only goes in one direction: up.

From my perspective, the difficulty of 
investing is compounded by the low 
rate environment.  It tends to magnify 
decisions, with each basis point of value 
or loss being that much more important.



And, it takes a talented team with breadth 
and depth to find opportunity in markets 
that generally have been picked clean.

IAUM: Where do you think the most 
significant risks are? Rates are very 
low and the yield curve is inverted. The 
classic read on this condition is the bond 
market is forecasting a recession, etc. 

JOELSON: I took a look at the leading 
economic indicators (LEI) right before 
you came in this morning, and they’re 
starting to turn a bit.

When I looked at this a couple of months 
ago, the indicators were pretty solidly 
green. The LEI components that reflect the 
consumer still look strong and consumer 
expectations and credit availability look 
good. Weekly unemployment claims 
look strong and new orders for consumer 
goods are increasing.

What’s causing concern is on the 
manufacturing side, and it stems from 
trade uncertainty, which is causing 
manufacturers to be very cautious 
about investing. This has triggered 
nervousness in the market and an 
inverted yield curve, which, as we all 
know, is a classic recession indicator.

The other thing we’re seeing is global 
central banks prepared to continue 
easing, which will probably bring the 
short end down further. The bottom line 
is that we’re likely not yet ready for a 
full-blown recession, but it’s getting 
closer. The risks are increasing, although 
you’re not yet seeing it in credit spreads.

This means you’re not getting paid well 
to take risk, which in turn means there’s 
not much point in taking it. Late cycle 
risk-taking is a concern for the insurance 
industry because it’s tempting to add 
risk at what could be the worst time.

IAUM: But it takes a lot of discipline 
to keep your powder dry in this kind of 
environment, right? 

JOELSON: One of the good qualities of 
NM is that our investment team doesn’t 
get second-guessed by other parts of the 
company, such as Sales saying, “Hey, 
can you get me an extra 5–10 basis 
points?” In my old job, I used to say to 
that, “I can give you whatever yield you 
want, but you might not like the kind of 
risk you have to take.”

In contrast, Northwestern Mutual thinks 
intergenerationally. It’s something I 
really haven’t seen to the extent we do it 
here. We’re not just thinking about what 
could impact results in this or the next 
quarter. For the investment portfolio, 
we measure everything on a long-
term total return basis. We even think 
about portfolio positioning in terms of 
decades. When you take that kind of 
long-term approach, you don’t feel the 
same pressure that public companies 
and even some other mutuals do. Our 
senior leadership wants management 
to be fully cognizant of risks that might 
impact us over the next 5-10 years — 
not just today. So, if I’m seeing rough 
seas ahead for the next year or year and 
a half, I’m not going to feel pressure to 
add more risk and more yield. That’s the 
way it should be for a CIO.

We think in terms of what the 
policyholder would want over a long 
period of time. As a matter of fact, I can 
boil almost every investment decision 
we’ve made down to a tradeoff between 
paying claims, the financial strength of 
the company, and paying the highest 
dividend we possibly can. Paying claims 
is all about duration. Financial strength 
requires staying within risk parameters 
and the rigorous stress testing we do to 
make sure we can maintain the highest 
rating even under adverse scenarios. 

Finally, paying the highest dividend 
is a matter of playing within those 
constraints and maximizing our returns. 
Higher risk asset allocation and our 
financial strength has enabled us to 
outpace our competitors in terms of 
dividends and overall product value. 
That’s a play-to-win strategy over the 
long term. 

IAUM: More generally, what developments 
are you seeing in the industry?   

JOELSON: We’re seeing companies 
exiting the life insurance business, 
particularly public companies, because 
it’s not necessarily an optimal return 
on equity business. The amount of 
“E” (equity) that you need to support 
life insurance is higher, particularly in 
a low-rate environment. Specifically, 
when you look at the various risks and 
the desire to have a strong credit rating, 
your “E” needs to be pretty high. As a 
result, ROE is less attractive. And ROE 
drives shareholder value.

That results in companies like Hartford 
and Allstate getting out of the life 
business because, essentially, life 
insurance is a less efficient use of capital 
than other businesses, such as property 
and casualty.

I think it’s hard to be a public company 
in the life industry. So, public 
companies have diversified toward asset 
management. They look at property and 
casualty. They look at risk transfer. All 
of these have a different risk profile and, 
presumably, can generate a higher ROE 
and drive a better share price. 

This means fewer players in the life 
industry, and that worries me a bit. In a 
low-rate environment, are we going to 
start to see the fallout of companies that 
don’t have the wherewithal or desire to 
withstand it? 

The Interview: Ronald P. Joelson (cont.)
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I don’t see anything happening right 
away. But, you should worry about 
competitors running leaner from a 
capital perspective. How are they going 
to survive over the next ten years if rates 
stay this low? That to me is a very real 
risk because, well, what’s the impetus for 
rates to move back to where they were? 
This is potentially a race to the bottom 
where the companies that are going to 
survive are those with the capital to 
withstand and manage through it.

Here, the makeup of our dividend is 
revealing. Investment returns make 
up only about a third of our dividend 
paid. The remaining two-thirds is from 
expense and mortality savings.  And, 
remember when I mentioned that our 
persistency is very high? That helps with 
mortality because only healthy people 
lapse their policies. Therefore, if your 
persistency is high, you generally have 
a healthier population. This in turn ends 
up driving more dividend value to the 
policyholders. In short, you need more 
than just investment returns to make a 
life company work well, particularly in 
a low-rate environment. 

IAUM: On a go-forward basis, how do 
you see the development of the public 
vs. private markets? Private markets 
seem to be getting bigger and bigger 
— do you see that continuing? Do 
you see private-public partnerships in 
infrastructure, for example?

JOELSON: There will be some of 
that, and we’re seeing infrastructure 
deals that are attractive. But I think the 
bigger trend in the private market is 
international, where we’re beginning 
to see private investments as an entrée 
to that space. That’s where a healthier 
public-private premium remains, but 
of course you have to be able to hedge 
back to U.S. dollars.

And that accounts in part for the public-
private premium in these international 
deals — not all insurance companies 
have the power to hedge back to dollars. 
Their ability to take counterparty risk or 
put up collateral is limited. 
   
IAUM: What about tech? College kids 
coming out of school don’t want to 
work for a bank or insurance company 
when they can go to work for Google 
or Amazon, which are flashy and cool. 
I know you guys are making substantial 
investments to try and cultivate the talent 
on your own. How is that working? 

JOELSON: Actually, we have a better 
story than those guys. Think about 
this for a moment… We’re a mutual 
company, while Google and Amazon 
are all about investors. True, they’re very 
forward looking, but if not profit today, 
then profit tomorrow. What they’re 
doing is creating value for investors.

Returning to Northwestern Mutual, 
we’re a company created and still run to 
serve the best interests of clients — the 
people who own it. That’s inherently 
appealing to today’s young people 
especially. For those concerned with 
doing the right thing for society, what 
we sell has much more meaning than 
the latest tech gadget you can put in 
your pocket.

Our mission is to help people achieve 
financial security at a time when 
financial anxiety is high. To me, that’s a 
nobler goal than a lot of other companies 
can claim. And it’s working. We’re 
seeing people coming to Milwaukee — 
and our more recent New York office 
— who want to work for us. It’s a great 
story for the future. 

IAUM: You’re touching on a very 
important point that I think many people 
don’t think about — students coming out 

of school have a different set of values 
than students in the past. These students 
are about the greater good — not all — 
but a substantial number. 

JOELSON: Quick story… One of our 
products is bank-owned life insurance 
(BOLI). So, a bank approaches us and 
says, “You know what? We love your 
product and want to buy $200 million.” 
We think that’s great and initiate the 
deal. But as we’re finalizing the details, 
they say, “You know what? Rather 
than $200 million, let’s make it $400 
million.” To which we reply, “No, we’re 
not going to do that.” Wait, why?  First, 
we consider the credit exposure to one 
entity that might lapse a policy. Second, 
we worry about diluting policyowner 
value when rates are low, which we 
offset somewhat with a dilution charge.

The point is, we’re prepared to limit 
sales if they’re not in the best interests 
of the policyowner.
  
IAUM: It’s a real conundrum in the 
insurance business: Strong sales and 
top line growth erode your book yield 
and can cause a problem for the rest of 
your book.

JOELSON: Exactly right. We control 
that because — in the best interests of 
all our policyowners — we genuinely 
aim to maximize return.  We don’t ever 
want to reward policyowners today at 
the expense of policyowners tomorrow. 

We do everything in the name of fairness. 
So, when you reach retirement and have 
built up several million dollars of cash 
value, our methodology for calculating 
dividends isn’t going to change from 
when you first purchased the policy. 

Our senior leadership team does not 
even get paid on sales. Why? Because 
we could easily change sales tomorrow 
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— just drop our underwriting standards 
and sales will increase. But that could 
trigger a mortality problem ten years 
down the road, which plainly is not in 
the best interests of our policyowners.

IAUM: Let’s shift gears a little bit – 
what about internal vs. external asset 
management? 

JOELSON: We have some externally 
managed assets. If we want the asset class 
and don’t feel we have the capability 
internally, we’re willing to go outside. 
Bottom line is we do what it takes to 
maximize return after paying fees.

For example, we might consider 
outsourcing certain active equity strategies 
or more esoteric assets (e.g., agricultural 
loans — we don’t have that capability, so 
that might be interesting for us).

Emerging market debt is another good 
example. About a third of our emerging 
market debt investing is done internally. 
But we’re certainly not up on every 
country that’s out there, so we outsource 
the rest to external managers.

Still, the vast majority of what we do is 
in house. Why go elsewhere? Our public 
investment team consistently generates 
returns above market.  Nobody’s got a 
private equity shop that compares with 
ours. And, we’ve got six regional real 
estate offices around the country. We’re 
not going to outsource that. 

IAUM: What about direct lending, 
development, real estate and these sorts 
of asset classes?  

JOELSON: We’re actually unusual in 
that we’ll lend and develop a property. 
We can provide construction loans 
as well as permanent loans, etc.  We 
have portfolio appetite across the risk 
spectrum of the real estate market.

Real estate is a significant part of the 
portfolio — about 5 percent is real 
estate equity, and about 17 percent of 
the portfolio is made up of commercial 
mortgage loans. It’s one of our most 
successful areas of investing.

IAUM: What advice would you give to 
new college graduates and those who 
are early in their careers? Is a tech 
background helpful?  

JOELSON: If they’re looking at 
Northwestern Mutual, I’d say that you 
might guess that new technology isn’t 
a big part of what we do here, but it 
is. Every industry is transforming, 
and we’re no exception. Even in the 
investing we do here, a technology-
oriented background is going to help 
you a lot in many different ways.

A good example is sentiment-type 
analysis — understanding how markets 
might impact a particular credit that 
you’re looking at — just from news 
and other information that’s out there. 
You need to understand the disruption 
possibilities for the industry and how 
that disruption will likely occur. That’s 
because it impacts not only the credit but 
also the term that you might be willing 
to lend to such a company.

If you have a technology background 
and an interest in investing, you’re a 
perfect fit for our world. You’re going 
to recognize the trends and have an 
interest in finding value in the markets. 
That’s what we do every day. It makes 
this an interesting field to be in, and that 
doesn’t change.

What changes are the external forces 
that impact companies. Obviously, 
there’s also an extremely significant 
technology component to the business 
of Northwestern Mutual, how we reach 
clients and how they interact with us.

Focusing on the investment world, a 
critical trend for anyone seeking to enter 
the industry is that fees are on the decline.  
The business of asset management 
is becoming extremely competitive 
and difficult. But this actually makes 
investing for an insurance company more 
attractive. Earlier I mentioned that we’re 
investing $1.6 billion per month. We’re 
not worried about raising money. Instead, 
we’re worried about the best place to put 
it. So, if you’re a young investor looking 
for a place to hone your skills without 
worrying whether the business you’re in 
will even survive, Milwaukee’s looking 
like a nice place to be.

IAUM: We talked earlier about 
internally vs. externally managed assets. 
I’m sure you’ve heard about the large 
mandates that have been outsourced of 
late and the fees associated with them. 
What’s your view on those?

JOELSON: As rates and spreads come 
down, margins also have to come down. 
Who wants even lower yields net of fees? 
So, outsourcing is quickly moving to 
alternative asset classes where margins 
are better. It’s still a tough environment 
to make money and it seems like the 
same companies are fighting for fewer 
mandates.

IAUM: Where did you grow up?  

JOELSON: I grew up in Westchester 
County, New York and southern 
Connecticut, as well.

IAUM: And you went to Hamilton 
College undergrad and Columbia grad?

JOELSON: That’s right. 

IAUM: How long was it between your 
undergrad and grad school?  

JOELSON: I worked for GE for about 
a year and a half and then went on to 
graduate school. That was the typical 
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path back then. When I came out of 
graduate school, I went straight to 
Prudential on the private side. I started 
in 1984 and was there for 23 years, 
serving as their CIO for the last seven.

IAUM: What advice would you give a 
student coming out of undergraduate school? 

JOELSON: Same now as always: Go 
someplace you can learn a lot. That 
should be your number one criterion. 

It’s not how much they’re going 
to pay you, because coming out of 
undergraduate you really know very 
little. Where can you go to learn 
something important and make a 
difference? It’s the same whether 
it’s investing, finance, technology or 
whatever. You’re going to spend the 
first several years learning before you 
can add real value.

Become the world’s greatest expert at 
something. Make yourself invaluable 
— it’s the best way to spend your first 
couple years out of college.

Ronald P. Joelson 

Ron is executive vice president and chief investment officer of Northwestern Mutual. In this role, he oversees management of the company’s more than
$200 billion general account investment portfolio, which is made up of public and private bonds and stocks, preferred stock, commercial mortgage loans and 
real estate equities. The general account portfolio supports the company’s surplus and its insurance and annuity products.

Joelson is responsible for the company’s four investment departments: Public Investments, Northwestern Mutual Capital, Northwestern Mutual Real Estate 
and Investment Strategy. He also is a member of the company’s Executive Leadership Team.

Prior to joining Northwestern Mutual in 2012, Joelson successfully managed investments for two global insurance companies. He served as chief investment 
officer of Genworth Financial and managed the company’s $75 billion investment portfolio. He also served as chief investment officer for Prudential Financial 
from 2000-07, where he spent the majority of his career and oversaw Prudential’s $230 billion general account.

During his 23-year tenure with Prudential, Joelson held several other roles, including president of the company’s Guaranteed Products business and head 
of both the Structured Finance Group and the Enterprise Planning Group. His investment experience includes familiarity not only with the whole spectrum of 
investment asset classes, but also with risk management, investment strategy, analytics and leadership development.

Joelson graduated from Hamilton College in Clinton, N.Y., in 1980 with a bachelor’s degree in economics and government. He earned his M.B.A. in finance 
and accounting from Columbia University in New York City in 1983. Joelson is currently on the boards of Conning Holdings Corporation and the Milwaukee 
Art Museum. He and his wife Renee live in Milwaukee and have four grown children and four grandchildren.

About Our Guest

IAUM: Now for the fun stuff: What’s your favorite sports team?

JOELSON: I’m now a Packers fan, which is tough because of course I was a New 
York kid born and bred with the Jets. My wife converted me. She became a Packers 
fan when we moved here. I never thought that would happen. She got so excited 
about it as part of getting caught up in this city. So now I’m a (Packers) fan because 
both of us sitting down on Sundays and watching a game is a pretty cool activity for 
a married couple!

It’s at this part of the interview where Ron demonstrates how dealers trick you 
playing Three-card Monte. I still don’t know where my ace was — even now. 
Ron just laughs . . . and as we’re wrapping up there’s one more card trick:

Ron pulls out a deck of cards. Taking the top card, he shows it to me: ace of 
hearts. He says, “This is your card — protect it,” as he places it on my turned-
up palm. I put my other hand over that card, covering it completely, protecting 
it. Then he shows me his card: the six of spades. Ron puts his card face down 
on the top of the deck. Pointing at his card, he asks, “This is my card, right?” 
I answer confidently, “Yes.” He then flips the top card over. It’s my card: ace of 
hearts. “Open your hands,” he said. And what did I see? It was his card: the six 
of spades. See, I told you he was a magician.



We think trying to predict the next episode of the trade drama, which has dominated 
market sentiment so far this year, is futile. Instead, we posit that tensions between the 
US and China will be a lingering headwind regardless of any near-term developments, 
and we anchor our outlook to our view of the global economy, monetary policy, and 
valuations. Specifically, we expect shrinking business investment to contribute to 
already slowing global growth, and we think the central bank response will ultimately 
underwhelm markets. Taking all of this into account, we continue to recommend that 
investors consider positioning their portfolios more defensively than in recent years.

Consistent with late-cycle dynamics, we still favor a quality bias — credit and US 
Treasuries over equities, and within credit, investment-grade and high-yield bonds 
over bank loans. We think that spreads look attractive versus equity valuations and 
that duration could add to returns. Longer-maturity US interest rates could decline, 
but we have a more cautious view on rates in Europe and Japan, which are now 
negative up to 10 years. Within equities, we prefer the US — while it’s at the center 
of the trade conflict, its economy is still relatively strong, and the market has tended 
to outperform when the broader environment has been choppy (Figure 1). We prefer 
leaning into defensive factors, such as quality and safety, which have typically been 
found in a diverse range of traditional sectors.
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Central Banks To The Rescue? Don’t Count On It

Wellington Management
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Key Points

Regardless of near-term developments on 
the trade front, we expect growth 
to slow and think investors should consider 
more defensive positioning, including: 

 • Favor credit over equities; within 
  credit, consider investment-grade 
  and high-yield bonds. 

 • Within equities, lean into defensive 
  factors, such as quality and safety, 
  and consider the US, which 
  could outperform in choppy markets.

 • Our differentiated views: 
  - Credit over equities
  - US over developed market and 
   emerging market (EM) equities
  - Don’t expect major US dollar sell-off

 • Upside risks: 
  Aggressive policy stimulus, 
  trade war eases

 • Downside risks: 
  Trade war worsens, populism

Figure 1: US equities have tended to outperform in choppy markets
Percent of quarters the US equity market outperformed and underperformed other markets 
when those markets experienced negative quarterly returns

Time period: 1999 – 2018. Number of observations: Japan 37 negative quarters, Europe 34 negative 
quarters, emerging markets 31 negative quarters. For example, during that time period, the Japanese market 
experienced 37 quarters of negative performance out of which the US market outperformed 31 quarters (84%) 
and underperformed six quarters (16%). Past results are not necessarily indicative of future results. 
Sources: Bloomberg, Wellington Management

Third Quarter 2019
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GLOBAL FUNDAMENTALS AND THE LIMITS ON CENTRAL BANK ACTION
We believe the global economy will continue to slow in the coming quarters. Thus, we 
are not expecting a lift in inflation or interest rates. In fact, central banks in developed and 
emerging markets have changed their tune and are now generally cutting rates. In addition, 
quantitative easing (QE) is making a comeback. The European Central Bank (ECB) is likely 
to restart its program, and the Bank of Japan (BOJ) could be compelled to respond.

However, unlike in recent downturns, we see monetary policy mitigating the downside but 
not eliminating it. Market skepticism, asset-purchase limitations, and the potential adverse 
effects of greater negative yields on banks are all issues we see challenging risk assets. We 
also think the ECB and the BOJ have few effective and easy levers left to pull compared 
with the Federal Reserve (Fed). Meanwhile, expectations for Fed easing seem too high. 
Market consensus is for approximately four 25-basis-point cuts over the next 12 months, in 
sharp contrast to the Fed’s projections (Figure 2). At the same time, the market is pricing in 
slightly higher 10-year yields one year out.

1

Figure 2: The Fed may struggle to deliver what the market expects
Market and Federal Reserve expectations for fed funds rate at end of each year (%)

Sources: Bloomberg, FOMC

CREDIT IS MORE APPEALING THAN EQUITIES
We find credit relatively attractive because we think rates may fall, valuations look more attractive than US equities, and credit 
could outperform equities during a slowdown. We remain moderately bullish on US investment-grade credit because it provides 
duration and the potential for spreads to compress from above-median levels. We are monitoring leverage in this space, which 
admittedly has risen, but we are comforted that companies are still generating ample free cash flow and should be able to service 
their debts. 

We are also moderately bullish on US high yield because it tends to be more closely tied to the US economy, which seems better 
positioned than other developed economies, and spreads are near median, giving them at least some room to narrow. High yield 
has developed into a more diversified sector with improved average credit quality and is now a permanent source of funding for 
many companies. 

Change is from previous quarter. Views 
expressed have a 6 - 12 month horizon and 
are those of the authors. Views are as of June 
2019, 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. 
This material is not intended to constitute 
investment advice or an offer to sell, or the 
solicitation of an offer to purchase shares or 
other securities.

Our multi-asset views
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We remain neutral on bank loans as 
short-term rates may fall and reduce 
demand for floating-rate instruments. 
We have not lowered our view on bank 
loans because they provide steady 
income and have historically been a 
low-beta investment. We also remain 
neutral on emerging market debt. The 
sector offers long duration and may 
provide compelling opportunities at 
the country level, but we are concerned 
that the index is dominated by large 
countries with structural overhangs, 
such as Argentina and Turkey. 

COUNTRY AND REGIONAL 
EQUITY FUNDAMENTALS
US
We think the US economy will continue 
to be a relatively solid performer but 
that its pace of growth will deteriorate as 
waning fiscal stimulus is overwhelmed 
by the negative impact of tariffs. Capital 
expenditures should slow as uncertainty 
about the US administration’s use of 
tariffs weighs on business investment. 
However, US consumers seem resilient 
and may help the US avoid a sharper 
correction. In addition, we do expect 
the Fed to cut rates and provide some 
support. 

With global growth deteriorating and 
trade risks looming, we would prefer 
to take equity risk in the lowest-beta 
markets and thus are moderately bullish 
on US equities. Although they have 
historically been higher beta, small caps 
look cheap and may be more insulated 
from the trade conflict. We also expect 
quality and safety factors to do well in 
a slowdown. 

Europe
European economic growth continues 
to slow, and overall we think leading 
indicators are pointing to further 
weakness ahead. Brexit risks will 

Central Banks To The Rescue? Don’t Count On It (cont.)1
Figure 3: Could falling European data be bottoming? 
ZEW Eurozone (EZ) growth expectations and Markit Manufacturing PMI

PAST RESULTS ARE NOT NECESSARILY INDICATIVE OF FUTURE RESULTS AND AN 
INVESTMENT CAN LOSE VALUE. | Source: Bloomberg | Chart data: October 2004 – June 
2019. X-axis scale December 2004 – September 2019 due to ZEW EZ growth expectations 
being forwarded three months. ZEW EZ growth expectations data is from November 2004 
– June 2019 (i.e., first data point represents November 2004 and final data point represents 
June 2019). Markit EZ Manufacturing PMI data is from December 2004 – May 2019. 

linger throughout the summer and fall 
and could impact business and market 
sentiment. Further, we would generally 
shy away from Europe this late in the 
cycle, given that it is highly exposed 
to global trade and turns in the global 
economic cycle. However, we are 
maintaining a neutral stance given 
that some leading indicators may be 
bottoming (partially aided by a weaker 
currency), the consumer is still well 
supported, and valuations are cheap 
(Figure 3).

Japan
Japanese economic growth, which had 
held up surprisingly well, is showing 
signs of fatigue. Consumers are still 
well positioned thanks to a historically 
tight labor market, but the business side 
of the economy has seen deterioration 
in both hard data and leading indicators. 
We are concerned that the economy 
and the stock market are dependent on 

weakening in the yen, which we find 
unlikely given the currency’s role as a 
safe haven in times of stress. What’s 
more, if the authorities go through with 
the value-added tax hike scheduled 
for this fall, the cycle could be further 
damaged. We think Japan is ripe for 
stock picking as few companies are 
covered by the sell-side and corporate 
governance is improving in some cases, 
but we find the market’s beta potential 
less appealing and have a moderately 
bearish view. 

Emerging markets
Given that emerging markets may 
struggle to cope with slowing global 
growth and are the highest beta of the 
major equity markets, we have lowered 
our view from moderately bullish to 
moderately bearish. China’s domestic 
cycle appears to be slowing, and while 
we expect some stimulus in response, 
the government will likely take a 
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Central Banks To The Rescue? Don’t Count On It (cont.)1
measured approach. However, we do 
think select countries may be attractive 
for investors with the necessary risk 
tolerance at this stage of the economic 
cycle. In particular, we favor countries 
with slowing inflation, looser monetary 
policy, and the long-term potential 
to benefit from the disruption of 
supply chains in China, such as India, 
Indonesia, Malaysia, and Vietnam.

Commodities
Because inflation is unlikely to rise in a 
slowing growth environment, we don’t 
see a case for adding to commodities. 
In addition, we think commodity 
performance is likely to be driven 
more by demand, which will be muted 
amid slower growth, even if supply is 
constrained by geopolitical events. We 
do, however, see a structural role for 
commodities as they are the only asset 
class that has historically had a high 
beta to changes in inflation. In today’s 
environment, precious metals may 
serve as a hedge if the global economy 
is headed for a hard landing or a larger-
scale trade war. 

Risks are elevated
Economic and market risks are elevated 
as a result of the US administration’s 
cavalier use of tariffs at a time when 
global growth is slowing. Following 
tariff threats aimed at forcing Mexico 
to address immigration issues, it may 
be hard for businesses to trust that the 
US won’t threaten or use economically 
damaging measures in other geopolitical 
disputes that are outside the economic 
realm. While not our base case, there 
is a chance this uncertainty cripples 
business investment and ultimately 
infects the job market and consumers. 
Further, while US consumers remain in 
solid shape, if the final tranche of tariffs 
on China’s remaining US$300 billion 
of US exports goes into effect, it will 
hurt consumers and our confidence in 

their ability to weather the economic 
downturn. Supply-chain disruptions as 
a result of tariffs or other restrictions 
could also cripple some companies’ 
profits and create undue corporate 
stress. Certain upside risks could affect 
our views — if monetary policy is more 
aggressive than the market expects, for 
example, or if a breakthrough on trade 
substantially relieves tensions.

INVESTMENT IMPLICATIONS
Credit over equities — We think credit 
valuations look relatively attractive 
versus equities, US rates may fall, 
and credit could outperform equities 
in a slower growth environment while 
providing some income.

Defensive factors and sectors 
— Consumer staples, health care, 
telecommunications, and utilities 
may offer opportunities for stable 
earnings and cash flow — defining 
characteristics of the safety and quality 
factors we favor. 

High-quality government bonds — 
Inflation is unlikely to rise, growth is 
slowing, and central banks are moving 
toward easier policy. We think longer-
maturity US interest rates in particular 
look attractive.

Precious metals for downside 
protection — Precious metals may be 
a good disaster hedge if trade tensions 
escalate and the global slowdown 
intensifies.
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Central Banks To The Rescue? Don’t Count On It (cont.)1
Important disclosure
Wellington Management Company LLP (WMC) is an independently owned investment adviser registered with the US Securities and Exchange Commission 
(SEC). WMC is also registered with the US Commodity Futures Trading Commission (CFTC) as a commodity trading advisor (CTA) and serves as a CTA 
to certain clients including registered commodity pools and their operators. WMC provides commodity trading advice to all other clients in reliance on 
exemptions from CTA registration. WMC, along with its affiliates (collectively, Wellington Management), provides investment management and investment 
advisory services to institutions around the world. Located in Boston, Massachusetts, Wellington Management also has offices in Chicago, Illinois; Radnor, 
Pennsylvania; San Francisco, California; Beijing; Frankfurt; Hong Kong; London; Luxembourg; Singapore; Sydney; Tokyo; Toronto; and Zurich. • This material 
is prepared for, and authorized for internal use by, designated institutional and professional investors and their consultants or for such other use as may be 
authorized by Wellington Management. This material and/or its contents are current at the time of writing and may not be reproduced or distributed in whole 
or in part, for any purpose, without the express written consent of Wellington Management. This material is not intended to constitute investment advice or an 
offer to sell, or the solicitation of an offer to purchase shares or other securities. Investors should always obtain and read an up-to-date investment services 
description or prospectus before deciding whether to appoint an investment manager or to invest in a fund. Any views expressed herein are those of the 
author(s), are based on available information, and are subject to change without notice. Individual portfolio management teams may hold different views and 
may make different investment decisions for different clients.

In Canada, this material is provided by Wellington Management Canada ulc, a British Columbia unlimited liability company registered in the provinces of 
Alberta, British Columbia, Manitoba, New Brunswick, Newfoundland and Labrador, Nova Scotia, Ontario, Prince Edward Island, Quebec, and Saskatchewan 
in the categories of Portfolio Manager and Exempt Market Dealer. • In Europe (ex. Austria, Germany and Switzerland), this material is provided by Wellington 
Management International Limited (WMIL), a firm authorized and regulated by the Financial Conduct Authority (FCA) in the UK. This material is directed only at 
persons (Relevant Persons) who are classified as eligible counterparties or professional clients under the rules of the FCA. This material must not be acted on 
or relied on by persons who are not Relevant Persons. Any investment or investment service to which this material relates is available only to Relevant Persons 
and will be engaged in only with Relevant Persons. • In Austria and Germany, this material is provided by Wellington Management Europe GmbH, which is 
authorized and regulated by the German Federal Financial Supervisory Authority (Bundesanstalt für Finanzdienstleistungsaufsicht – BaFin). This material is 
directed only at persons (Relevant Persons) who are classified as eligible counterparties or professional clients under the German Securities Trading Act. This 
material does not constitute investment advice, a solicitation to invest in financial instruments or information recommending or suggesting an investment 
strategy within the meaning of Section 85 of the German Securities Trading Act (Wertpapierhandelsgesetz). • In Hong Kong, this material is provided to you by 
Wellington Management Hong Kong Limited (WM Hong Kong), a corporation licensed by the Securities and Futures Commission to conduct Type 1 (dealing in 
securities), Type 2 (dealing in futures contracts), Type 4 (advising on securities), and Type 9 (asset management) regulated activities, on the basis that you are a 
Professional Investor as defined in the Securities and Futures Ordinance. By accepting this material you acknowledge and agree that this material is provided 
for your use only and that you will not distribute or otherwise make this material available to any person. • In Singapore, this material is provided for your 
use only by Wellington Management Singapore Pte Ltd (WM Singapore) (Registration Number 201415544E). WM Singapore is regulated by the Monetary 
Authority of Singapore under a Capital Markets Services Licence to conduct fund management activities and is an exempt financial adviser. By accepting 
this material you represent that you are a non-retail investor and that you will not copy, distribute or otherwise make this material available to any person. • In 
Australia, Wellington Management Australia Pty Ltd (WM Australia) (ABN 19 167 091 090) has authorized the issue of this material for use solely by wholesale 
clients (as defined in the Corporations Act 2001). By accepting this material, you acknowledge and agree that this material is provided for your use only and 
that you will not distribute or otherwise make this material available to any person. Wellington Management Company LLP is exempt from the requirement to 
hold an Australian financial services licence (AFSL) under the Corporations Act 2001 in respect of financial services provided to wholesale clients in Australia, 
subject to certain conditions. Financial services provided by Wellington Management Company LLP are regulated by the SEC under the laws and regulatory 
requirements of the United States, which are different from the laws applying in Australia. • In Japan, Wellington Management Japan Pte Ltd (WM Japan) 
(Registration Number 199504987R) has been registered as a Financial Instruments Firm with registered number: Director General of Kanto Local Finance 
Bureau (Kin-Sho) Number 428. WM Japan is a member of the Japan Investment Advisers Association (JIAA), the Investment Trusts Association, Japan (ITA) 
and the Type II Financial Instruments Firms Association (T2FIFA). • WMIL, WM Hong Kong, WM Japan, and WM Singapore are also registered as investment 
advisers with the SEC; however, they will comply with the substantive provisions of the US Investment Advisers Act only with respect to their US clients.
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Developing Appropriate Environmental, Social 
& Governance (ESG) Fixed Income Strategies

Our ongoing research into the natural 
fit of ESG analysis and fixed income 
investing has previously focused on the 
value added by mitigating downside risk. 

But it is also important to note that 
incorporating ESG factors into fixed 
income also has great potential to 
make a difference in terms of beneficial 
societal outcomes. Specifically:

• Relative size of the market
The size of the fixed income 
market is much larger than the 
equity market (two thirds vs. a 
third) with a longer term outlook 
and potentially less volatility.

• Type of financing needed
In the context of global 
environmental challenges such as 
climate change, it has been stated 
that significant future investment is 
required, the majority of which is 
needed in infrastructure. The equity 
market alone is unlikely to be able 
to meet this need. Here green 
bonds/climate aligned bonds may 
play a critical role in the transition 
to a low carbon economy.

• Direct influence
In areas such as climate, fixed 
income investors may have more 
influence over companies such the 
state-owned-enterprises who are 
more likely to issue debt than equity.
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2
BlueBay Asset Management’s My-Linh Ngo 
discusses the range of ESG investment strategies 
available to fixed income investors

Figure 1: Contrasting the suitability of common ESG investment strategies for equity and fixed 
income investing

Source: BlueBay Asset Management, 2019

APPROPRIATENESS OF DIFFERENT ESG INVESTMENT STRATEGIES 
DEPENDS ON ASSET CLASS 
While the majority of ESG strategies have been developed with equity investing in 
mind, it has become apparent that some work better than others for fixed income 
investing as illustrated in Figure 1.

From the graphic above it is worth noting the following points:

• Negative screening strategies
Approaches that exclude whole sectors may work in some sub-asset class 
strategies but not others, depending on the size of the sector as a proportion 
of the investment universe (e.g. prominence of extractives issuers in emerging 
market debt strategies).

• Best in class strategies
The separation of investment grade (IG) and high yield (HY) issuers within the 
same sector as is common in fixed income strategies can mean that the whole 
universe is not being viewed in its entirety.

• Engagement strategies
While an engagement strategy is still possible for corporate bond strategies, 
it may be more difficult to implement without formal legal rights. In addition, 
managing a sovereign fund with ESG engagement could be a further challenge. 
However, there is still scope for engagement, as issuers need to come to the 
debt market to access new capital as issuing equity is not always the most cost 
effective or efficient option. As such, fixed income investors have a degree of 

RBC Global Asset Management
BlueBay Asset Management
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2Developing Appropriate Environmental, Social & Governance 
(ESG) Fixed Income Strategies (cont.)

influence, especially at the primary 
issuance stage, and this should 
be utilised responsibly and 
constructively. There is a need for 
fixed income investors to be more 
pragmatic in terms of their ESG 
expectations, particularly with 
high yield and emerging market 
debt issuers, where awareness and 
availability of resourcing may be 
limited, in addition to the reality 
that ESG related standards and 
regulation may not be as advanced 
as in developed markets. But 
engagement is possible where 
investors are realistic, resourceful 
and creative in their approach.

• Thematic strategies
This approach can work, as stated 
above. For example, the scale 
of investments needed to tackle 
climate change means ‘green 
infrastructure’ is urgently needed 
and fixed income investors can tap 
into this via the green bond market.

In our view, the most compelling 
strategy for fixed income is ESG 
integration, as it best allows for the 
different characteristics of bonds and 
their potentially differentiated ESG 
risk profile. Indeed this is the primarily 
approach we have implemented across 
all BlueBay’s investment strategies 
(Figure 2).

Figure 2: BlueBay and the ESG investment strategies we employ

• BlueBay does not manage any explicitly labelled ESG investment strategies/products • BlueBay primarily 
employs an ESG Integration investment strategy across all our managed funds • ESG engagement may occur 
as part of the ESG integration process but such activities are currently limited • Ethical screening currently relates to 
exclusions on investments in manufacturers of cluster munitions and landmines, for pooled products with bespoke 
screening possible for segregated accounts • BlueBay can develop customised ESG investment strategies for 
clients with segregated accounts | Source: BlueBay Asset Management, 2019 
Notes:
1This refers to BlueBay Luxembourg and Cayman Island domiciled funds
2This is a discretionary service available for clients where this is requested
3For example; climate change investing, social impact investing, microfinance, green bonds

ADVANCING ESG EFFORTS IN FIXED INCOME
While it is clear ESG is moving up the agenda for investors in fixed income, there is 
still some way to go before it receives the same level of attention as it does for equity 
investors. Given the scale of interest in ESG fixed income investing, we are confident 
this will come.

Making progress requires action from all the key stakeholders in the investment 
value chain, including from issuers and investors. In our view, some key areas for 
considerations are highlighted below:

• Availability of issuer level ESG data
This comes from improved disclosure about ESG factors that impact an 
issuer’s long-term sustainability. The UN supported Principles for Responsible 
Investment (PRI) network, of which BlueBay has been a member since 2013, 
as well as other networks to promote public ESG transparency are considered 
important bodies supporting this effort. BlueBay is working with such 
organizations and stakeholders in the belief improved data will provide more 
holistic investor understanding of an issuer’s credit risk profile.

• High quality ESG credit analysis
This relates to the work of specialist ESG research providers (such as the 
MSCI ESG Research, Sustainalytics and Vigeo EIRIS), sell side investment 
brokers, as well as credit rating agencies (CRAs) such as Standard & Poor’s 
and Moody’s). BlueBay has been playing its part in encouraging these groups 
to enhance their ESG credit analysis. For instance, since early 2015, we have 
been an active member of the PRI’s Fixed Income Engagement Sub-Committee, 
which has initiated dialogue with the CRAs on ESG credit analysis. The project 
published a joint investor and CRA statement (in which BlueBay is a signatory) 
thus demonstrating a clear commitment from both groups to work on this going 
forward in a collaborative manner.
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• Develop fixed income specific ESG investment strategies
While it is helpful to consider strategies which have originated from equity investing and build on these, it is also important 
that the fixed income industry also works on innovating with investment strategies which are more tailored to fixed income, 
such as EGS tilting strategies based on ESG performance. With BlueBay’s strong track record of innovation in fixed income 
investing, we will continue to consider ways to best incorporate ESG dynamics into our investment products and processes.

• Public transparency & accountability
It is important that investors communicate externally to their key stakeholders about their position and approach to ESG in 
their investment activities. Not only does this ensure accountability with clients and others, it can also be an important driver 
in promoting change more widely in the investment industry. BlueBay is committed to reporting on our efforts as evidenced 
by the launch of our ESG investment risk website and ongoing research and publications.

As a progressive fixed income manager, BlueBay is committed to helping our clients meet their ESG commitments and we believe our 
ongoing ESG investment risk management efforts will put us in a strong position to factor ESG into our investments activities.

This document is issued in the United Kingdom (UK) by BlueBay Asset Management LLP (BlueBay), which is authorised and regulated by the UK Financial 
Conduct Authority (FCA) and is registered as an investment adviser with the US Securities and Exchange Commission (SEC), and as a commodity pool 
operator and commodity trading advisor with the National Futures Association (NFA) as authorised by the US Commodity Futures Trading Commission 
(CFTC). To the extent this document is accessible outside of the UK, it is issued by the following respective Bluebay entities or affiliates. In the United States, 
by BlueBay Asset Management USA LLC, which is registered as an investment adviser with the SEC and as an introducing broker with the NFA. In Japan, 
by BlueBay Asset Management International Limited which is registered with the Kanto Local Finance Bureau of Ministry of Finance, Japan. In Hong Kong, 
by BlueBay Hong Kong Limited which is registered by the Securities and Futures Commission. In Australia, BlueBay is exempt from the requirement to 
hold an Australian financial services licence under the Corporations Act in respect of financial services as it is regulated by the FCA under the laws of the 
UK which differ from Australian laws. In Canada, BlueBay is not registered under securities laws and is relying on the international dealer exemption under 
applicable provincial securities legislation, which permit BlueBay to carry out certain specified dealer activities for those Canadian residents that qualify as “a 
Canadian permitted client”, as such term is defined under applicable securities legislation. The document is provided for informational purposes only. It is not 
intended, nor should it be interpreted as investment, tax or legal advice. This document does not constitute an offer to sell nor is it a solicitation of an offer 
to purchase any security or investment product in any jurisdiction. This document is not available for distribution in any jurisdiction where such distribution 
would be prohibited and is not aimed at such persons in those jurisdictions. Past performance is not indicative of future results. BlueBay makes no express 
or implied warranties or representations with respect to the information contained in this document and hereby expressly disclaim all warranties of accuracy, 
completeness or fitness for a particular purpose. BlueBay is under no obligation to update the information in this document to reflect changes after the 
publication date. The information contained in this document is believed to be reliable, but BlueBay cannot and does not guarantee its accuracy, timeliness 
or completeness.No part of this document may be reproduced in any manner without the prior written permission of BlueBay Asset Management LLP. In 
the United States, this document may be provided by RBC Global Asset Management (U.S.) Inc. (“RBC GAM-US”), a federally registered investment adviser 
founded in 1983. RBC Global Asset Management (RBC GAM) is the asset management division of Royal Bank of Canada (RBC) which includes BlueBay 
Asset Management LLP, RBC Global Asset Management (U.S.) Inc., RBC Alternative Asset Management Inc., and RBC Global Asset Management Inc., 
which are separate, but affiliated corporate entities. Copyright 2019 © BlueBay, is a wholly-owned subsidiary of Royal Bank of Canada and BlueBay may be 
considered to be related and/or connected to Royal Bank of Canada and its other affiliates. ® Registered trademark of Royal Bank of Canada. RBC Global 
Asset Management is a trademark of Royal Bank of Canada. BlueBay Asset Management LLP, registered office 77 Grosvenor Street, London W1K 3JR, 
partnership registered in England and Wales number OC370085. All rights reserved.

2Developing Appropriate Environmental, Social & Governance 
(ESG) Fixed Income Strategies (cont.)



Chinese policy makers have made 
tremendous efforts in recent years 
to provide accessible investment 
channels to overseas investors. This 
market opening has led to the inclusion 
of Chinese onshore bonds in the 
Bloomberg Barclays Global Aggregate 
Bond Index, and could lead to inclusion 
in other major indices in the coming 
years. 

One of the most intriguing findings 
from Invesco’s 2019 Global Fixed 
Income Study is global investors’ strong 
interest in China’s fixed income market, 
with the majority of investors surveyed 
showing interest in making a strategic or 
thematic allocation to Chinese onshore 
bonds in the next three years (Fig. 1 and 
2). Notably, 58% of North American 
investors reported intending to increase 
their exposure in the next three years.1  

Invesco Fixed Income shares the view 
that China’s onshore bond market 
has become too important to ignore.2 
China’s economy already represents one 
of the most significant growth engines 
in the world. The further opening 
of China’s financial markets offers 
investors access to a fixed income asset 
class that is important, not only due to 
its size (China’s onshore bond market is 
the second largest in the world), but also 

847.868.0044 | journal@insuranceaum.com | insuranceaum.com

Q3 2019
VOL 3 | ISS 3

Insurance AUM Journal
PAGE 25

3Chinese Onshore Bonds: 
A Market Too Important To Ignore?

Invesco

Figure 1: Changes in allocations to Chinese fixed income in the next three years 
(% of respondents)
n Increase n No change n Decrease

Source: Invesco Global Fixed Income Study 2019, March 2019.
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Key Takeaways

• Invesco’s 2019 Global Fixed Income Study highlighted growing investor interest 
 in China’s onshore bond market.

• China’s efforts to align its domestic market practices with international standards, 
 combined with these growing investment inflows, could broaden and deepen China’s 
 engagement with global markets.

• This paper examines the key features of China’s onshore bond market, the impact 
 of recent index inclusion and the main drivers of its performance.

Figure 2: Type of exposure to Chinese fixed income -strategic, thematic or tactical 
(% of respondents)
n Strategic n Thematic n Tactical

Source: Invesco Global Fixed Income Study 2019, March 2019.
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its unique characteristics; compared to other major bond markets, Chinese onshore 
bonds have offered higher yields, lower currency volatility and greater diversification 
benefits (Figure 3, Figures 8-11). 
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3Chinese Onshore Bonds: A Market Too Important To Ignore? (cont.)

Beginning in April 2019, Chinese fixed income securities have been included in the Global Aggregate Index, with a planned phase-
in period of 20 months ending in November 2020. According to Bloomberg’s projection, using data as of Jan. 31, 2019, China is 
expected to represent 6.1% of the Global Aggregate Index upon completion of the phase-in period.4 This served as a “wake-up” 
call for many investors in developed markets, as China’s ultimate weight in the index could be higher than that of France, the 
UK, Germany and several other developed markets with the exception of the US and Japan (Figure 4). After the phase-in period, 
Chinese bonds could become the fourth largest bond category by currency and the third largest by country in the Global Aggregate 
Index, based on Bloomberg’s projection.5 It is important to remember that a constituent’s weight in the index is constantly changing 
based on its market size and value in US dollar terms. 

The three broad issuer types in China’s onshore bond market include governments, banks and non-bank companies. Bonds issued 
by governments and policy banks are referred to as “rates bonds” by local investors, while bonds issued by commercial banks and 
corporates are called “credit bonds.” The main difference is that rates bonds are considered to have minimal credit risk and thus 
typically enjoy a significantly lower risk weight for bank investors. 

As shown in Figure 5, central government bonds, local government bonds and policy bank bonds accounted for 55% of bonds 
outstanding in China, followed by certificates of deposit and financial bonds, which represent around 11% and 7%, respectively, 
of total market size.  The rest of the market comprises bonds issued by companies in the form of medium-term notes, commercial 
paper, enterprise bonds and corporate bonds issued in the exchange market.6  

HOW IMPORTANT IS CHINA’S 
ONSHORE BOND MARKET? 
Market scale
China’s onshore bond market totaled 
RMB89 trillion (USD13 trillion) in 
bonds outstanding as of April 2019 
(Figure 3). It is the second largest bond 
market in the world, behind the US, 
but ahead of Japan, the UK and other 
European countries (Figure 3). It has 
grown at an annual rate of over 20% per 
year for the past five years.3

Index inclusion
Although China has been long 
recognized by its economic significance 
among global investors, its bond 
market has been underrepresented in 
major indices and global investment 
portfolios. Following China’s efforts to 
ease and simplify foreign participation 
in the onshore bond market, Bloomberg 
announced in March 2018 that it would 
include renminbi-denominated Chinese 
government and policy bank bonds in 
its flagship Bloomberg Barclays Global 
Aggregate Index (Global Aggregate 
Index). 

Figure 3: China’s domestic bond market is the second largest in the world   

Source: SIFMA, Wind Financial Terminal, JSDA, BIS, HSBC, Bloomberg L.P., Banque de France, 
Bundesbank, Invesco, data as of Dec. 31, 2018.
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Figure 4: Global Aggregate Index weights at end of phase-in period (by currency)   

Source: Bloomberg L.P. projection, Invesco, as of Jan. 31, 2019.
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3Chinese Onshore Bonds: A Market Too Important To Ignore? (cont.)

Figure 5: Composition of Chinese onshore bond market  

Source: Wind Financial Terminal, Invesco, as of April 26, 2019. 
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International investment flows
Following the inclusion of China’s 
onshore bonds in the Global Aggregate 
Index, the market has focused on 
potential bond inflows into China. If 
other major index providers follow suit, 
we estimate that inflows could reach 
USD200-300 billion in the near-to-
medium term and over USD1 trillion 
in the longer term. Foreign ownership 
of local currency government bonds 
across developed and emerging markets 
currently ranges between 10-60% of total government bonds outstanding. (Figure 6). Assuming that foreign ownership of Chinese 
rates bonds (government and policy bank bonds) reaches 10-20% of total bonds outstanding in the next three-to-five years, we 
estimate international flows into rates bonds alone would reach some USD700 billion-USD1.5 trillion.7  

Figure 6: Foreign ownership of local currency government bonds  

Note: China includes China government bonds only. China* includes policy bank bonds only, which are 
considered as central government risk and traded as rates products. 
Source: HSBC, CEIC, Wind, Invesco, as of April 26, 2019. 
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Given that the size of China’s bond 
market has already surpassed Japan’s, we 
would expect China to ultimately have a 
similar weight as Japan in major bond 
indices. Currently Japan’s weight is 15-
16% in the Bloomberg Global Aggregate 
Index and 19% in the FTSE World 
Government Bond Index.8 A weight of 
15-20% in these two major bond indices 
could imply USD700 billion-USD1.2 
trillion in potential inflows into China’s 
bond market, according to our estimates. 

Foreign inflows have already 
demonstrated a notable surge since late 
2017. Although foreign ownership of the 
overall bond market remained relatively 
low at 2.2%, as of the first quarter of 
2019, foreign ownership of Chinese 
government bonds nearly doubled 
in 2018, reaching 8% of government 
bonds outstanding.9  In 2018, foreign 
investors purchased 34% of the net 
supply of Chinese government bonds 
and also actively participated in policy 
bank bonds and negotiable certificates 
of deposit (NCD) issued by commercial 
banks (Figure 7).10

Figure 7: Foreign holdings of Chinese onshore bonds
n Govt bonds n Policy bank bonds n Negotiable certificates of deposit (NCDs) n Others

Note: CIBM Direct refers to the China Interbank Bond Market Direct, a scheme allowing foreign inves-
tors to directly invest in China’s interbank bond market. Bond Connect is a mutual market access 
scheme connecting mainland China and overseas bond markets.
Source: CEIC, CCDC, SCH, Invesco, as of April 30, 2019. 
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3Chinese Onshore Bonds: A Market Too Important To Ignore? (cont.)

Attractive features of China’s onshore bond market 
In addition to index inclusion and rising foreign ownership, we think several features of Chinese onshore bonds could provide 
global investors with a potentially attractive option to help diversify portfolio risk and improve returns on a risk-adjusted basis. 

Figure 8: Comparison of government bond yields   
n China (CGB) n China (CDB) n US n Germany n Japan

Note: CGB refers to China Government bonds, CDB refers to China Development Bank bonds, 
which are considered as central government risk and traded as rates products. 
Past performance in not a guarantee of future results.
Source: Wind Financial Terminal, Bloomberg L.P., Invesco, as of April 30, 2019. 
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Figure 9: Correlation of Chinese onshore bonds with other assets  

Note: EM is emerging markets. EUR is European. IG is investment grade. HY is high yield. DM is 
developed market. EM USD corporate bonds - J.P. Morgan Corporate EMBI Diversified Composite 
Index Level. EM local currency government bonds - J.P. Morgan GBI-EM Global Composite LOC. 
EM USD government bonds - J.P. Morgan EMBI Global Diversified Composite. EUR HY corporate 
bonds - ICE BofAML Euro High Yield Index. EUR IG corporate bonds - ICE BofAML Euro Corporate 
Index. US HY corp bonds - ICE BofAML US High Yield Index US IG corporate bonds - ICE BofAML 
US Corporate Index. DM government bonds - J.P. Morgan GBI Global Unhedged USD. US Treasury 
- iBoxx USD Treasuries 10Y+ Total Return Index. China onshore bonds - Bloomberg Barclays China 
Aggregate TR Index.
Source: Wind Financial Terminal, Bloomberg L.P., Invesco, as of April 30, 2019. 
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Attractive yields 
relative to major markets
Compared to its peers in the Global 
Aggregate Index, Chinese onshore 
bonds tend to offer a higher yield. A 
key factor driving foreign investor 
demand for Chinese rates bonds for 
example, has been their more attractive 
yield relative to government bonds in 
other major markets. As shown in Fig. 
8, the yield pick-up is anywhere from 
50 to 150 basis points versus duration-
equivalent US bonds to as high as 300 
basis points or more versus European 
bonds, many of which still trade with 
negative yields.11

Lower correlation with global bonds provides potential diversification benefits
Along with higher yields, renminbi denominated bonds have tended to have a low correlation to other markets, providing potential 
diversification benefits to investors seeking to reduce portfolio volatility and enhance risk-adjusted return potential. This is 
especially important in market environments in which global assets have tended to move in line with broader risk sentiment. 

As shown in Figures 9 and 10, the 
correlation of renminbi bonds is around 
0.1-0.2 with US corporate bonds and 
less than 0.1 with European corporate 
bonds, for both investment grade and 
high yield. We think this is likely driven 
by the fact that China has relatively 
independent monetary policy, including 
proactive macro prudential oversight of 
the economy and markets.

Lower exchange rate volatility
For investors whose base currency is 
not the renminbi, investing in Chinese 
onshore bonds introduces currency risk. 
Together with the absolute bond yield, 
currency volatility plays a key role in 
total returns. 
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3Chinese Onshore Bonds: A Market Too Important To Ignore? (cont.)

Figure 11: Low volatility of RMB versus other currencies
n Emerging market currencies n Developed market currencies n RMB

Source: Bloomberg L.P., Invesco, as of April 26, 2019. Based on data and calculations from Bloomberg L.P., the 
three-year historical volatility is measured by the annualized standard deviation of the trading level change for the 
1080 most recent trading days, using daily closing price. RMB is renminbi.
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While many international 
investors have expressed 
concern in the past about 
currency risk related to renminbi 
denominated assets, the 
renminbi has historically posted 
significantly lower volatility 
than other major developed and 
emerging markets currencies 
(Figure 11).

While renminbi volatility 
may increase as China further 
opens its financial markets and 
moves toward a less managed 
currency regime, we expect it 
to remain relatively low in the 
near future compared to other 

Figure 10: Correlations of major global bonds  

Note: LCY is local currency. IG is invest-
ment grade. HY is high yield. EM USD 
corporate bonds - J.P. Morgan Corpo-
rate EMBI Diversified Composite Index 
Level. EM local currency government 
bonds - J.P. Morgan GBI-EM Global 
Composite LOC. EM USD government 
bonds - J.P. Morgan EMBI Global Di-
versified Composite. EUR HY corporate 
bonds - ICE BofAML Euro High Yield 
Index. EUR IG corporate bonds - ICE 
BofAML Euro Corporate Index. US HY 
corp bonds - ICE BofAML US High Yield 
Index US IG corporate bonds - ICE Bo-
fAML US Corporate Index. DM govern-
ment bonds - J.P. Morgan GBI Global 
Unhedged USD. US Treasury - iBoxx 
USD Treasuries 10Y+ Total Return In-
dex. China onshore bonds - Bloomberg 
Barclays China Aggregate TR Index. | 
Source: Bloomberg L.P., Invesco, Jan.1, 
2014 to Dec. 31, 2018, weekly. 
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developed and emerging markets currencies. Our outlook is based on our expectation that (1) a relatively stable renminbi exchange 
rate remains a policy priority in the next few years and (2) China’s policy makers can maintain currency stability due to their 
independent monetary policy and a relatively closed capital account. In our view, these two features differentiate China from many 
other markets from a currency risk management perspective.

Deep liquidity comparable to global peers
We believe it is essential for investors to assess trading liquidity before tapping a new market. Deep liquidity is especially important 
for investors with large ticket sizes, such as reserve managers and larger asset management companies. For active asset managers, 
low trading costs are key, as portfolios tend to have relatively high turnover ratios. 
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3Chinese Onshore Bonds: A Market Too Important To Ignore? (cont.)

Figure 12: Quarterly turnover ratio of government bonds (Q4 2018)

Note: China* includes China government bonds only. China includes policy bank bonds only, which 
are considered to be central government risk are traded as rates products.
Source: Wind Financial Terminal, SIFMA, ECB, AFME, Statistics Canada, JSDA, Asian Development 
Bank, Invesco, data for 4Q 2018, as of Dec. 31, 2018.

0.5

1.0

1.5

2.0

2.5

3.0

ThailandSingaporeKoreaJapanCanadaEurozoneUSChinaChina*

Contrary to many investors’ perceptions, 
the market liquidity of Chinese onshore 
rates bonds is comparable to, if not better 
than, that of many major developed 
and emerging markets bonds (Figure 
12). In China, bonds issued by policy 
banks (such as the China Development 
Bank, Export Import Bank of China 
and Agricultural Development Bank 
of China) are considered “rates bonds” 
along with government bonds. This is 
due to their full government backing 
and 0% risk weight assigned by bank 
regulators (i.e. no capital charge), for 
banks holding their bonds.

Figure 13: Trading liquidity of various types of bonds

Source: Citic Securities, as of April 29, 2019. NCD is negotiable certificate of deposit. MTN is medium-term note. SCP is super and 
short-term commercial paper. CP is commercial paper.

 Daily trading Bid-offer Typical Market liquidity
  volume spread ticket size (1-5, 5 best)
 Rates bonds    
 Chinese government bonds             75bn 1-5bps 10-50mn 4
 Local government bonds 17bn 5-10 bps 10-50mn 1
 Policy bank bonds 220bn 0.5-3 bps 20-50mn 5
 Bonds issued by commercial banks    
 NCDs 210bn 1-5 bps 50-200mn 5
 Financial bonds 6bn — 10-50mn 1
 Bonds issued by corporates    
 MTNs 30bn 5-10 bps 10-50mn 3
 SCP/CP 30bn 4-8 bps 10-50mn 3
 Enterprise bonds 6bn 5-10 bps 10-50mn 2

As shown in Figure 13, the liquidity of policy bank bonds and bank negotiable certificates of deposit (NCDs) is especially strong, 
with daily trading volume over RMB200 billion (USD30 billion); bid-offer spreads range from 1-5 basis points for CDs, central 
government and policy bank bonds to around 5-10 basis points for bonds issued by local governments and companies. Typical 
trading ticket size is between RMB10-200 million (USD1.5-30 million), although individual ticket sizes can be customized to as 
small as RMB100,000 (USD15,000) for foreign investors.12

Credit bonds are generally less liquid than rates bonds, with a daily trading volume of RMB30-60 billion (USD4.5-9 billion) and 
average ticket size of RMB10-50 million (USD1.5-8 million).12  Liquidity varies across the credit curve, with top central state-owned 
enterprise (SOE) bonds enjoying better trading liquidity and lower yields than lower-rated local SOEs and privately-owned companies. 

WHAT DRIVES CHINA’S ONSHORE BOND MARKET PERFORMANCE?
Key market drivers and indicators to watch
Like most bond markets in the world, growth, inflation, monetary and fiscal policy all play important roles in China’s bond 
market performance. In China’s case, central bank open market operations and bank regulatory measures also impact bond market 
supply-demand dynamics. This is because banks are the major investors in China’s bond market, accounting for over 60% of 
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3Chinese Onshore Bonds: A Market Too Important To Ignore? (cont.)

Figure 14: Major investors in various types of bonds  
n Banks n Funds n Securities n Foreign n Others

Source: CCDC, SCH, Standard Chartered, Invesco, as of Dec. 31, 2018.
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rates bond investment (Figure 14).13  
Major changes in interbank liquidity or 
banking sector regulation could impact 
banks’ investment appetite and thus the 
bond market’s overall performance.

Investors also pay close attention to 
economic data, especially monthly credit 
data, to gauge economic momentum. 
Bond auction results, market liquidity 
levels and overall risk appetite (as 
reflected in equity market performance), 
for example, also influence sentiment in 
China’s onshore bond market. 

Strategic and thematic approaches
Investors with different mandates 
and investment strategies may target 
different parts of the interest rate curve. 
As reflected in our Global Fixed Income 
Study, the majority of investors surveyed 
seek strategic exposures, while one third 
of investors reported taking a thematic 
approach. 

For strategic investors, long-term, high 
quality bonds with ample liquidity 
may be attractive when yields reach 
targeted levels. For investors looking 
for thematic exposure, changes in the 
regulatory or macro environment could 
bring opportunities. 

Based on our observations of foreign 
investor activity, demand for bank CDs 
was particularly strong when 3-month 
bank CDs traded at 4%-5% in late 2017 
and early 2018 on the back of tighter 
regulation. Allocation to government 
bonds increased significantly around 
mid-2018, when monetary policy began 
to tilt toward a more dovish stance and 
led to a sharp rally in government bonds. 
In 2019, as the credit transmission 
mechanism has improved, the rates 
market has become less rewarding, 
in our view, while the credit market 
has recently become more attractive 
(Figures 15 and 16).

Figure 15: Historical Chinese onshore yields  
n 3-month Shibor n CGB 10-year n CDB 10-year

Note: CGB refers to China government bond; CDB refers to bonds issued by China Development 
Bank, the largest policy bank in China. Past performance is not a guarantee of future results.
Source: Bloomberg L.P., Invesco, as of April 30, 2019.

2.50
2.75
3.00
3.25
3.50
3.75
4.00
4.25
4.50
4.75
5.00
5.25
5.50

%

3/
1/

19

1/
2/

19

11
/1

/1
8

9/
3/

18

7/
2/

18

5/
2/

18

3/
1/

18

1/
2/

18

11
/1

/1
7

9/
1/

17

7/
3/

17

5/
2/

17

3/
1/

17

1/
3/

17

Figure 16: Foreign holdings by bond type 

Source: CEIC, CCDC, SCH, Invesco, as of April 30, 2019.
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Figure 17: Credit rating distribution by issuers and bonds outstanding

Source: Wind Financial Terminal, Invesco, as of April 30, 2019.

BBB+ & below
A-
A
A+
AA-
AA
AA+
AAA 15.70

18.30
39.19
11.21

6.20
4.46

%

2.88
2.69 BBB+ & below

A-
A
A+
AA-
AA
AA+
AAA 67.67

14.70
10.14

2.90
1.79
1.26

%

0.92
0.62

By number of issuers 
(outer circle)

By bonds outstanding 
(inner circle)

Credit risk assessment
China’s local credit ratings start with AAA for top central state-owned enterprises (SOEs), although international ratings are A1 
according to Moody’s and A+ by Standard and Poor’s, in line with China’s sovereign ratings since international corporate ratings 
are usually capped by the sovereign rating. In most cases, the sovereign rating is lower than a country’s local ratings, usually AAA, 
since central governments are considered to have the highest ability to pay in their own local currency. 

In China’s case, we concur with a 
commonly held view that the distribution 
of local ratings is skewed toward the 
high side. As shown in Figure 17, 15% 
of issuers are rated AAA, with AA+ and 
AA rated issuers accounting for 18% 
and 39%, respectively.  In addition, 
68% of bonds outstanding have been 
assigned a AAA rating.  We think 
current differences in bond prices partly 
reflect investors’ differing opinions on 
underlying issuer credit quality, despite 
their similar local ratings.

Fortunately, top corporate onshore bond 
issuers are also active issuers in the 
offshore US dollar bond market whose 
ratings are often assigned by international 
rating agencies. This applies to both top 
central SOE issuers and lower-rated 
property developers, thus, investors 
can often utilize international ratings to 
assess credit risk.

For issuers who are less well-known 
by the offshore market, Invesco Fixed 
Income conducts detailed research 
on issuers’ industry cycles, systemic 
importance and standalone credit 
quality. Given less differentiation in 
local ratings and various levels of credit 
quality and market pricing, we believe 
investors with a deep understanding 
of the local market and strong credit 
research capabilities enjoy a competitive 
advantage. 

Currency risk management
In general, investors can use either 
renminbi or foreign currency to invest 
in China’s onshore market. In addition, 
investors can utilize their own renminbi 

or convert foreign currency to onshore 
renminbi (CNY) or offshore renminbi 
(CNH) at their discretion. Under Bond 
Connect (a cross border bond trading 
and settlement system that allows 
overseas investors to invest in mainland 
China’s onshore bond market), 
investors can choose to hedge currency 
risk with settlement banks using either 
onshore or offshore renminbi quotes. 
Currency forwards, swaps, and options 
are actively quoted by settlement banks.

Investors can decide whether to actively 
or passively hedge their currency 
exposure and how to hedge. For reserve 
managers and insurance companies 
with natural balance sheet currency 
matches, there may be minimal need to 
consider currency hedging. For active 
asset managers, however, the decision 
to hedge depends on the manager’s view 
on the renminbi versus his or her base 
currency and related hedging costs. 

Investors and issuers often consider all-
in yields that take into account currency 
hedging when comparing investment 

and funding opportunities between 
the onshore renminbi and offshore US 
dollar bond markets.

RELATIVE VALUE COMPARISON 
BETWEEN ONSHORE AND 
OFFSHORE MARKETS
Many international investors and 
Chinese issuers are actively involved 
in the offshore US dollar bond 
market, which has been an important 
investment and funding resource in 
the past few years. Mainland Chinese 
issuers accounted for around 55% of 
outstanding US dollar bonds in Asia and 
over 70% of net supply in this market 
as of the end of 2018.14 Thus, Chinese 
onshore market funding costs can be 
a key factor impacting the US dollar 
bond market. When onshore funding 
costs significantly exceed offshore 
funding costs, for example, issuers may 
shift bond issuance offshore to tap the 
market with the lowest all-in yield. 

For investors, shifting supply-demand 
dynamics and differences in onshore 
and offshore market drivers may provide 
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Notes
1Source: Invesco Global Fixed Income Study 2019, 
as of March 2019.
2Source: SIFMA, Wind Financial Terminal Financial 
Terminal, JSDA, BIS, HSBC, Bloomberg L.P., 
Banque de France, Bundesbank, Invesco, as of Dec. 31, 2018.
3Source: Wind Financial Terminal, Invesco calculation, as of Dec. 31, 2018.
4Source: Bloomberg L.P. index announcement, “Details on the Upcoming China Inclusion to Bloomberg Barclays Indices”, Feb. 11, 2019.
5Source: Bloomberg L.P. index data, Jan. 31, 2019.
6The exchange market is one of two bond markets in China, the other being the interbank market. Listed companies can issue corporate bonds in the exchange 
market, which accounts for less than 10% of issuance and trading.
7Assuming an annual growth rate of 20% for the next three years, 10-20% ownership of central government and policy bank bonds leads to an estimated 
USD700 billion–USD1.5 trillion. Opinions are those of the author and are subject to change at any time due to change in market or economic conditions and may 
not necessarily come to pass.
8Source: Bloomberg index announcement, “Details on the Upcoming China Inclusion to Bloomberg Barclays Indices”, Feb. 2019. FTSE Russell Factsheet, March 
31, 2019.
9Source: CEIC, Wind Financial Terminal, Invesco, as of Dec. 31, 2018.
10As illustrated in Fig. 7. Source: CEIC, CCDC, SCH, Invesco, as of April 30, 2019.
11As illustrated in Fig. 8. Source: Wind Financial Terminal, Bloomberg, Invesco, as of April 30, 2019
12Source: Citic Securities, as of April 29, 2019; China Interbank Bond Market Handbook by China Foreign Exchange Trade System, as of January 2019.
13As illustrated in Fig.14. Source: CCDC, SCH, Standard Chartered, Invesco, as of Dec. 31, 2018.
14Source: HSBC, as of Dec. 31, 2018.

Figure 18: Chinese onshore RMB versus offshore US dollar bonds - yield comparison
n MTN AAA 5-year n China

Note: MTN AAA 5-year refers to medium-term notes with 5-year maturity and AAA onshore rating. China 
USD investment grade refers to investment grade US dollar denominated bonds issued by Chinese 
corporate issuers in the offshore market. RMB is renminbi. Past performance is not a guarantee of future 
results. | Source: Wind Financial Terminal, ICE BofAML indices, Invesco, as of April 30, 2019. 
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attractive cross-market opportunities. 
For example, yields on the onshore and 
offshore bonds of the same issuer could 
differ by several hundred basis points, 
as has been the case in the last two years 
(Figure 18). 

The opening of China’s onshore bond 
market provides investors with a 
platform to potentially arbitrage these 
onshore-offshore discrepancies. We 
believe this arbitrage could lead to the 
potential convergence of yields across 
the two markets.

CONCLUSION

The process of China’s opening of its financial markets could present attractive opportunities for Chinese and foreign investors. 
China has made efforts to align its domestic market practices with international standards and rising foreign investment inflows 
could help broaden and deepen China’s engagement with global markets. China is already deeply integrated into the global 
economy and trade and we think it is only a matter of time before China assumes a commensurate role in global financial markets.  

For international investors, especially those with highly developed and competitive home markets, we believe China’s onshore fixed 
income market provides an opportunity to achieve more attractive yields and greater diversification. As the number of index providers 
that include Chinese onshore bonds in their global indices rises, we think it is crucial for global investors to understand and evaluate 
this vibrant and expanding market.

Please see Investment risks on the next page.
This document is for Qualified Investors in Switzerland; Professional Clients only in Dubai, 
Continental Europe (as defined in the important information) and the UK; for Institutional Investors 
only in the United States and Australia; in New Zealand for wholesale investors (as defined 
in the Financial Markets Conduct Act); for Professional Investors in Hong Kong; for Qualified 
Institutional Investors in Japan; in Taiwan for Qualified Institutions/Sophisticated Investors; in 
Singapore for Institutional Investors; for Qualified Institutional Investors and/or certain specific 
institutional investors in Thailand; in Canada, this document is restricted to Accredited Investors 
as defined under National Instrument 45-106. It is not intended for and should not be distributed 
to, or relied upon by, the public or retail investors. Please do not redistribute this document.
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Investment 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. Past performance is not a guide to future returns.

Fixed-income investments are subject to credit risk of the issuer and the effects of changing interest rates. Interest rate risk refers to the risk that 
bond prices generally fall as interest rates rise and vice versa. 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. The values of junk bonds fluctuate more than those of high quality bonds 
and can decline significantly over short time periods.

The risks of investing in securities of foreign issuers, including emerging market issuers, can include fluctuations in foreign currencies, political and 
economic instability, and foreign taxation issues.

The performance of an investment concentrated in issuers of a certain region or country is expected to be closely tied to conditions within that region 
and to be more volatile than more geographically diversified investments.

Important information - This document is for Qualified Investors in Switzerland, Professional Clients only in Dubai, Continental Europe and the UK; 
for Institutional Investors only in the United States and Australia; in New Zealand for wholesale investors (as defined in the Financial Markets Conduct 
Act); for Professional Investors in Hong Kong; for Qualified Institutional Investors in Japan; in Taiwan for Qualified Institutions/Sophisticated Investors; 
in Singapore for Institutional/Accredited Investors; for Qualified Institutional Investors and/or certain specific institutional investors in Thailand; in 
Canada, this document is restricted to Accredited Investors as defined under National Instrument 45-106. It is not intended for and should not be 
distributed to, or relied upon by, the public or retail investors. Please do not redistribute this document.

For the distribution of this document, Continental Europe is defined as Austria, Belgium, Denmark, Finland, France, Germany, Greece, Ireland, Italy, 
Luxembourg, Liechtenstein, the Netherlands, Norway, Portugal, Spain, Sweden and Switzerland.

This does not constitute a recommendation of any investment strategy or product for a particular investor. Investors should consult a financial 
professional before making any investment decisions.

This overview contains general information only and does not take into account individual objectives, taxation position or financial needs. Nor does 
this constitute a recommendation of the suitability of any investment strategy or product for a particular investor. Investors should consult a financial 
professional before making any investment decisions. It is not an offer to buy or sell or a solicitation of an offer to buy or sell any security or instrument 
or to participate in any trading strategy to any person in any jurisdiction in which such an offer or solicitation is not authorized or to any person to 
whom it would be unlawful to market such an offer or solicitation. It does not form part of any prospectus. While great care has been taken to ensure 
that the information contained herein is accurate, no responsibility can be accepted for any errors, mistakes or omissions or for any action taken in 
reliance thereon.

The opinions expressed are that of Invesco Fixed Income and may differ from the opinions of other Invesco investment professionals. Opinions are 
based upon current market conditions, and are subject to change without notice.

As with all investments, there are associated inherent risks. Please obtain and review all financial material carefully before investing. Asset management 
services are provided by Invesco in accordance with appropriate local legislation and regulations.

This material may contain statements that are not purely historical in nature but are “forward-looking statements.” These include, among other things, 
projections, forecasts, estimates of income, yield or return or future performance targets. These forward-looking statements are based upon certain 
assumptions, some of which are described herein. Actual events are difficult to predict and may substantially differ from those assumed. All forward-
looking statements included herein are based on information available on the date hereof and Invesco assumes no duty to update any forward-
looking statement. Accordingly, there can be no assurance that estimated returns or projections can be realized, that forward-looking statements will 
materialize or that actual returns or results will not be materially lower than those presented.

By accepting this document, you consent to communicate with us in English, unless you inform us otherwise.
All information is sourced from Invesco, unless otherwise stated. All data as of May 31, 2019 unless otherwise stated. All data is USD, unless 
otherwise stated.

Restrictions on distribution
Australia - This document has been prepared only for those persons to whom Invesco has provided it. It should not be relied upon by anyone else. 
Information contained in this document may not have been prepared or tailored for an Australian audience and does not constitute an offer of a 
financial product in Australia. You may only reproduce, circulate and use this document (or any part of it) with the consent of Invesco.
The information in this document has been prepared without taking into account any investor’s investment objectives, financial situation or particular 
needs. Before acting on the information the investor should consider its appropriateness having regard to their investment objectives, financial 
situation and needs.

You should note that this information:
— may contain references to dollar amounts which are not Australian dollars; — may contain financial information which is not prepared in accordance 
with Australian law or practices; — may not address risks associated with investment in foreign currency denominated investments; and — does not 
address Australian tax issues. — Issued in Australia by Invesco Australia Limited (ABN 48 001 693 232), Level 26, 333 Collins Street, Melbourne, 
Victoria, 3000, Australia which holds an Australian Financial Services Licence number 239916.
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Canada - This document is restricted to accredited investors as defined under National Instrument 45-106. 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. Please obtain and review all financial material carefully before investing. — Issued in Canada by Invesco Canada Ltd., 5140 Yonge Street, Suite 
800, Toronto, Ontario, M2N 6X7. 
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Positive reforms and fundamentals mean that many areas of EM show favorable growth outlooks with less risk of policy error 
sell-offs. Emerging markets (EMs) delivered strong returns in the first half of 2019, and we are confident that EM still offers many 
long-term investment opportunities. However, with geopolitical and economic concerns in the headlines, many investors continue 
to question the longer-term outlook for the asset class based on a misconception that it is a high-risk and high-beta investment. We 
address some of the common investor questions and explain why the concerns either are no longer true or only tell part of the story.

1. IS EM A HIGH-RISK INVESTMENT DURING PERIODS OF MACRO VOLATILITY?  
Contradicting the stereotype of a volatile, higher-beta asset class, many regions and sectors of EM offer defensive opportunities that 
can outperform other asset classes during periods of risk aversion. The breadth of opportunities in EM is one of its key strengths.

This is not to suggest volatility is not a concern. Rather, it means investors need to do their homework and identify sectors and 
regions with lower-beta track records when looking for defensive assets. Many areas of EM debt have behaved more defensively 
than some developed market (DM) counterparts. Investors concerned about global growth or trade disputes can actively seek out 
certain areas of EM rather than solely look at DM safe havens.

EM corporates stand out as a defensive sector due to their strong fundamentals. Asia credit, which has grown substantially in recent 
years, has performed more in line with DM investment-grade, for example, than other higher-volatility EM sectors.1 The defensive 
sectors of EM also offer opportunities to diversify portfolios away from DM regions with the most concerning growth outlooks and 
large debt accumulations. EM is also becoming less correlated to some of the higher-risk sectors of DM. Traditionally, U.S. high 
yield and EM debt have displayed a degree of correlation due to an overlap of investors seeking higher yields than investment-grade 
DM debt.2 However, this correlation has fallen in the past year and is below long-term averages. We believe this trend demonstrates 
the increasing idiosyncratic behavior of EM debt. Therefore, investors may achieve more consistent performance by locating 
segments and specific names within EM that offer strong fundamentals, rather than focusing primarily on wider market tone. 
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KEY INSIGHTS

• Emerging markets (EM) debt can perform in different market environments. 
 Its diversity and growth mean that many concerns are no longer valid. 

• Emerging markets offer many defensive opportunities that have performed 
 similar to developed market sectors during periods of volatility.

EM debt’s diversity helps it overcome many common investor concerns.

EM Debt Reality Reduces the Risks
EM diversity helps overcome many common concerns

EM debt offers one of the most 
attractive opportunities for investors 
to gain exposure to these still strong 
fundamentals. Compared with EM 
equity, hard-currency sovereign bonds 
boast absolute returns double that of 
EM equities over the past 25 years.3
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2. IS THE RISK OF POLICY ERROR SIGNIFICANT?
While negative surprises in political or monetary policy can impact both EM and DM investing, an active approach can help avoid sudden 
sell-offs. The positive reforms in many EM countries mean that most are no longer just one or two bad decisions away from a crisis. 
Bottom-up, on-the-ground research can identify countries that are committed to consistent, market-friendly policy directions and reducing 
investors’ exposure to policy error and help avoid those that are slipping in the wrong direction. 

Even when significant sell-offs do hit certain EM countries, we don’t believe this constitutes a systemic risk to the wider asset class. For 
example, Turkey and Argentina have dominated headlines in the past two years as markets quickly lost confidence in the political direction 
or the ability of policymakers in each country to manage their currencies and fiscal accounts. Some investors pulled out of EM as a whole at 
the height of these crises as they sought safety in more familiar core DM assets. 

However, many of these contagion-driven sell-offs in 2018 and 2019 were short-lived and actually created better long-term opportunities. 
An active, disciplined approach can reveal lower-beta corners of EM, such as selecting Chinese state-owned enterprises that are likely to be 
less affected by sell-offs elsewhere. Furthermore, sudden downturns can create opportunities to go against the grain and buy cheap assets. By 
uncovering when to re-enter a distressed credit or sector, investors can improve their potential for long-term gains.
 

Why EM Debt Can Continue To Challenge The Doubters (cont.)

Source: Goldman Sachs Investment Research/Haver Analytics

Figure 1: EM Economies Are Less Reliant on Trade With DM
EM exports to developed versus other emerging markets countries
As of June 30, 2019

3. CAN EM ASSETS PERFORM AMID A MIXED GLOBAL ECONOMIC OUTLOOK? 
The growth of EM as an asset class in recent years means that investors can find a wealth of investment opportunities in different 
global economic environments. While we do recognize that strong growth is important for the prospects of EM, this must be kept in 
perspective as we see several reasons for optimism in different economic backdrops.  

First of all, many EM countries enjoy favorable economic growth rates supportive of fundamentals. Investors need to cast aside 
any preconceptions of EM being a single investment opportunity and take the time to look at individual EM sectors and regions to 
find attractive investments. 

Currently, we are confident that many areas of EM can perform even if China or major DM economies cannot resurrect their growth 
rates. Countries that have committed to positive fiscal and political reforms can continue to thrive. Many EM economies display 
a growing middle class that is underpinning domestic demand. Consequently, EM is no longer just an export-driven investment 
reliant on DM, or even Chinese, economic growth. EM economies are trading with other EMs now more than they are with DMs. 
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Second, EM credit is on a strong footing. Corporate fundamentals remain favorable. Issuers have relatively low debt levels, and 
companies have been able to extend bond maturities and buffer balance sheets.

Growth concerns in key global markets could also become tailwinds as central banks appear to be shifting to more accommodative 
policies. While a slowdown in China will impact some EM economies, the potential for China to ramp up stimulus measures could 
provide a floor to growth levels. Similarly, the U.S. Federal Reserve’s policy is directed at prolonging the growth cycle with the 
potential for further rate cuts over the course of 2019. Meanwhile, the European Central Bank appears ready to introduce stimulus 
measures in the form of rate cuts or monthly bond purchases.

These central bank policies could suppress core DM yields, which would lend further support to EM assets. Therefore, investors 
should regard the global economic uncertainty as potentially opening up an opportunity rather than as just a downside. 
 
4. SHOULD INVESTORS WAIT FOR SUSTAINED INFLOWS 
BEFORE COMMITTING TO EM FOLLOWING PERIODS OF VOLATILITY? 

History shows that EM has consistently rebounded and rebounded quickly following downturns. Some EM investors were still licking 
their wounds after the difficult 2018, and one could be forgiven for thinking that it could take some time before investors gain 
confidence again to fuel a sustained recovery. However, EM debt’s track record following periods of negative returns is for sharp 
upturns leading to sustained periods of positive returns.

Therefore, the strong start to 2019 should not have come as a surprise. It also should not be treated as an aberration. In our opinion, 
investors should not lose sight of EM’s ability to rebound following periods when macro volatility results in short-term weakness. 
Based on both history and the strong fundamentals, we believe EM offers ample opportunity for sustained strong performance.

Why EM Debt Can Continue To Challenge The Doubters (cont.)

WHAT WE’RE WATCHING NEXT 

Slower growth in the U.S. could cause the dollar to depreciate, improving potential opportunities in EM local bonds. The greenback 
has displayed relative strength in recent years against most EM currencies as its economy has outperformed, helped by the late-2017 
passing of the Tax Cuts and Jobs Act. However, the fiscal boost is expected to wane, and the market is expecting the world’s largest 
economy to continue to ease in the year ahead. Even if the U.S. growth remains solid, it may fall back into line with much of the rest 
of the world, which could help EM currencies show improved stability in the months ahead.

Past performance is not a reliable indicator of future performance.
Shaded areas are periods of trailing 12-month negative returns. Chart refers to the J.P. Morgan EMBI Global Index and the J.P. Morgan Corporate 
Emerging Markets Bond Index Broad Diversified.

Figure 2: Rebounds Have Typically Followed Negative Returns
EM debt rolling 12-month returns
As of June 30, 2019
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Why EM Debt Can Continue To Challenge The Doubters (cont.)

Endnotes
1Asia IG: JPM JACI Diversified, z spread; US IG: Bloomberg Barclays U.S. Aggregate Corporate Investment Grade Index, OAS; Euro IG: Bloomberg 
Barclays Euro-Aggregate Index, OAS. 
2Source: J.P. Morgan. Data analysis by T. Rowe Price. J.P. Morgan. Information has been obtained from sources believed to be reliable, but J.P. Morgan 
does not warrant its completeness or accuracy. The index is used with permission. The Index may not be copied, used, or distributed without J.P. Morgan’s 
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CONTEXT ON THE PRIVATE PLACEMENT MARKET
Private placements are bonds that are sold only to qualified 
institutional buyers (QIBs), offering another avenue for issuers to 
raise capital.* These bonds are sold through customized transactions 
that are negotiated privately between the issuer and investor.

Companies might choose to issue private placements for a number 
of reasons. Because US Securities and Exchange Commission 
(SEC) registration requirements don’t apply to the asset class, 
issuers and investors can maintain financial privacy. Issuers may 
prefer the flexibility of private placements, which don’t require 
minimum benchmark issuance size or standard maturities. 
They also offer accommodating and tailored funding options. 
Companies that issue in this market are often looking to diversify 
their funding base away from banks.
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The private placement market offers additional risk reduction and diversification that can 
help investors at any stage of the economic cycle. Private placements have more robust 
covenant packages and better recovery rates than public bonds—as well as higher yields. As 
credit markets face late-cycle headwinds, better downside protection and lower risk become 
especially attractive to insurers.

Investors are drawn to this market because of its unique risk- reducing qualities, enhanced return potential and the additional sector 
exposure that private placements offer—sometimes to otherwise inaccessible industries. These attributes are especially attractive 
as we move later in the credit cycle, when managing downside risk, diversifying sources of risk and income, and effectively 
navigating credit events are critical objectives.

Private placements are typically investment grade: in each of the past 15 years, more than 96% of new-issue private placement 
bonds were rated BBB– or higher. What’s more, these deals are often brought to market as part of an “agented deal,” with a bank 
usually serving as the agent, or are originated directly by an asset manager or insurance company. Because agented deals are 
typically market clearing, they benefit from a higher level of scrutiny.

Most private placement investors are life insurance companies, which typically have longer-term liabilities and less need for 
liquidity. Given that most private placements are fixed rate, less liquid than public bonds and often held to maturity, they’re 
appropriate for investors with longer-dated liabilities, like insurers and pension funds.

Bonds are issued in maturities that generally range from five to 30 years, but the overall market is longer dated. Longer-duration 
instruments like these can help life insurers match assets and liabilities.

*Although private placements are issued as Regulation D or Rule 144(a) offerings, this piece focuses on Regulation D issues.
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Private Placements: Advantages Magnified In Late-Cycle Environment (cont.)5
A STEADILY GROWING MARKET
The private placement market is large and very mature. Even though it’s much smaller than the public US corporate bond market, 
it has been growing steadily. Over the past 20 years, new-issue volume has increased, as companies have shown more interest 
in diversifying their funding sources. During each of the past seven years, new-issue volume topped US$50 billion, more than 
doubling the yearly issuance seen at the turn of the century (Display 1).

As 2017 gave way to 2018, issuance in the market was tempered by political uncertainty—particularly regarding US tax reform. 
At the same time, lingering effects of the global financial crisis also weighed on new supply, with fewer 10-year private placement 
bonds coming to market for refinancing. But even with this drag, new-issue volume over both years surpassed US$70 billion, 
setting a record high for annual private placement issuance and further illustrating the market’s healthy pace of growth.

GLOBAL APPEAL FOR INSURERS
Private placements have been garnering more and more interest from investors around the globe. The two private placement 
markets in Europe, the Schuldschein and euro private placement, have grown over the past few years, even though they’re still on 
the smaller side relative to the US private placement market.

European markets have more regulatory standards to contend with, such as Solvency II and country-specific requirements, and 
these can be hard to navigate. They also have more diverse investors, including insurers, as well as banks, asset managers and 
other QIBs. Because investors’ needs vary, these markets have fewer investment offerings with the specific features that appeal to 
individual insurers.

That’s why the US private placement market has continued to entice offshore investors—particularly insurers. This market is the 
largest and most mature, and because its investors are primarily life insurance companies, they all have broadly similar investment 
guidelines and risk appetites. In response to those common needs, issuers focus on the precise characteristics that are attractive to 
insurers (Display 2).

Display 1: Steady Growth In Private Placements

As of July 8, 2019 | Source: Thomas Reuters (2007 through 2016, 
Bank of America Merrill Lynch (2019)
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Display 2: Characteristics Of The US Private Placement Market

Source: AB

As of July 8, 2019 | New deals by dollar amount | Source: Bank of America 
Merrill Lynch
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Private Placements: Advantages Magnified In Late-Cycle Environment (cont.)5
Investors in Europe are also drawn to the US market because— relative to European private placement markets—it offers longer 
maturities, better covenant packages and exposure to additional names. Many publicly traded European companies choose to issue 
in the US private placement market as well, seeking access to a broad group of different QIBs without having to file with the SEC.

PROTECT, RECOVER, DIVERSIFY AND ENHANCE
Because private placements offer unique risk mitigation, diversification and yield enhancement, they can be a strong complement 
to an investor’s public investment-grade corporate bond allocation.

More Downside Protection: Private placements have better covenant packages than those available in public transactions. 
Covenants are agreed-upon conditions that an issuer’s business must follow in order to increase the likelihood that it will repay its 
bond investors.

Because of these more rigorous covenants, private placements provide investors with material downside protection from 
shareholder-friendly activities such as leveraged buyouts, acquisitions and share repurchases, as well as general industry or credit-
market deterioration.

While issuers can request to waive covenants, investors can refuse the request or can choose to renegotiate more favorable terms, 
possibly with additional fees. For long-term buy-and-hold investors, this protection is especially appealing.

Better Recoveries Than Public Corporate Bonds: Private placements have consistently experienced higher recovery rates than 
public bonds. In addition to including covenants, private placement bonds are issued on pari passu terms—meaning they have equal 
priority—with other senior debt obligations. These traits help private placement investors maximize recovery during instances 
of default or bankruptcy, allowing them to receive make- whole payments or to return to the bargaining table to improve the 
conditions of the investment agreement.

Because the market is private, independent data on recovery are limited. However, a study by the Society of Actuaries shows that 
private placement recoveries (63%) consistently exceeded those of public bonds (44%) during the period between 2003 and 2012 

Display 3: Better Recoveries And Higher Yields
Private Placements vs. Public Bonds Between 2003 and 2012

As of June 30, 2018 | Source: Society of Actuaries and AB

(Display 3). These numbers show that the amount recovered 
by private placement investors was 43% greater than what 
public investors were able to recover.

Effective Diversifiers: Adding a private placement allocation 
to a public credit portfolio may capture sector exposures not 
available through publicly traded bonds. Private placements 
are diversified in terms of duration and ratings, but issuers 
are also diversified by size, geography and industry.

Public credit portfolios have more exposure to financials. 
The private placement market has limited financial sector 
exposure—it’s more heavily weighted toward industrials 
and utilities (Display 4, next page). These sectors typically 
have greater visibility and better recovery rates during 
downturns. The private placement market also allows access 
to industries that aren’t available to the public, such as sports 
and infrastructure.

Recoveries Yield
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Private Placements: Advantages Magnified In Late-Cycle Environment (cont.)5

Opportunities to Enhance Income: Private placements offer 
higher yields than public bonds with identical credit ratings 
and maturities (Display 3, previous page). Yields on new 
private placement bonds are often significantly higher than 
those of their public counterparts. That yield boost comes from 
the illiquidity premium in private transactions. And given that 
illiquidity is less of a concern for insurance companies with 
long-dated liabilities, this yield boost is even more attractive.

Even if a private placement bond is called by the issuer or 
experiences a default that cannot be waived or amended, 
covenants (such as make-whole pre payments) help investors 
regain initial yield over the rest of the bond’s term, with upfront 
above par take out. Additional income can also come in the 
form of coupon bumps or fees to waive or amend covenants. 
These advantages are in sharp contrast to the experience of 
public bondholders—deteriorating situations often force 
investors to sell at a loss or lead to restructuring.

HOW AB INVESTS IN PRIVATE PLACEMENTS
AB’s relative-value approach seeks to deliver a high return by 
maximizing income—taking advantage of illiquidity premiums 
and other yield enhancers. We also focus on minimizing downside 
risk by being selective in a universe of carefully researched private 
placement bonds.

We employ ongoing research and monitoring to take advantage 
of other possible return sources from private placements. These 
include make-whole payments and fees paid by issuers to modify 
covenants. The less liquid nature of private placements leads 
many investors to focus on squeezing the most income out of this 
sector, but our approach also includes capitalizing on as much 
non-bond income return as possible.

We start by sourcing new deals, then tapping the top-down and 
bottom-up fundamental research of our economic and credit 
research teams. 

We stay in active dialogue with broker/dealers who 
specialize in originating private placement transactions. This 
communication is important because the market is relatively 
small, with a fairly defined group of institutional buyers 
generally well known to issuers and their agents.

AB has deep experience and expertise and a varied client base 
with a regular appetite for new deals. We’re selective in our 
deals; we’ll only purchase one when we’re comfortable with 
its covenant package and relative value versus public bonds.

This disciplined approach was validated during the 2008–2009 
credit crisis, when we had fewer amendments to our deals and 
fewer workouts than our peers. The crisis was also the only 

Display 4: Sector Issuance Trends
Private Placements Are Heavily Weighted Toward Non Financials, Such As Industrials and Utilities, and Include Nonpublic Sectors

Left displays as of July 8, 2019, right display as of July 25, 2019 | Numbers may not total 100% due to rounding.
Source: Bank of America Merrill Lynch, Bloomberg Barclays and AB

New Issuance By Sector: 2019 YTD Corporate Index By Sector: 2019 YTD
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Private Placements: Advantages Magnified In Late-Cycle Environment (cont.)5
time in the past decade where one of the issuers we invested 
in defaulted—and we recovered 77%. In comparison, public 
market issuers in the same industry had a recovery rate in the 
mid-20s.

THE ROLE OF PRIVATE PLACEMENTS IN A 
PORTFOLIO
Private placements offer more downside protection than the 
public corporate market, as well as valuable issuer and sector 
diversification. They can also enhance the risk-adjusted return 
profile of a core fixed- income portfolio. Because private 
placements are fixed rate and less liquid, they’re especially 
attractive to insurers and pension funds, which generally have 
long-term liabilities. In exchange for sacrificing some liquidity, 
investors receive strong covenant protections.

These covenants provide opportunities to enhance portfolio 
yield and generate more income. They also allow private 
placements to offer unique risk-reduction characteristics 
that are not available to public bonds. These characteristics 
are particularly appealing when late-cycle volatility hits 
credit markets. Along with these covenant packages, private 
placements are issued pari passu with other senior debt, giving 
them superior recovery (relative to public bonds) during 
default or bankruptcy. The private placement market also has 
less exposure to financials sectors than public credit does, as 
it’s concentrated more in industrials and utilities, which tend to 
fare better during periods of market stress.

Our Private Placements Team
AB has been managing private placement since 1971, making us one of the longest-tenured investors in the US market. As a core component of our US$150 
billion dedicated credit platform, we manage US$9 billion in private placement assets, of which US$5 billion are Regulation D (as of June 30, 2019). We’ve 
built a widely resourced team to focus on credit investing globally, and we’re deeply committed to remaining leaders in this space.

Amy Judd, Director of Private Placements, leads the team. Amy has worked in the industry for more than 30 years, 18 of them with AB. She’s supported 
by a group of dedicated and experienced analysts with expertise in underwriting, restructuring and portfolio management. Our analysts monitor all portfolio 
investments continuously, and closely track industry trends that could impact issuers in our portfolios. Because our analysts work only with private placements, 
they can receive and act on nonpublic information.
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Private Placements: Advantages Magnified In Late-Cycle Environment (cont.)

A WORD ABOUT RISK
Fixed-Income Securities Risk. Investment in the fixed-income portfolios entails certain risks. Investment returns and principal value of these funds will fluctuate 
so that an investor’s shares, when redeemed, may be worth more or less than their original cost. The value of underlying fixed-income investments of a 
portfolio can vary dramatically, in response to the activities and results of individual companies or because of general market and economic conditions and 
changes in currency exchange rates. The value of a portfolio’s investments may decline over short- or long-term periods. Specific fixed-income risks include 
interest-rate risk, lower-rated and unrated investments risk, prepayment risk, sovereign debt obligations risk, corporate debt risk.

IMPORTANT INFORMATION AND DISCLOSURES
This material is provided for informational purposes only
Under no circumstances may any information contained herein be construed as investment advice. This material is not an offer for the purchase or sale of any 
financial instrument, product or services sponsored or provided by AllianceBernstein L.P. (AB). The information contained herein reflects the views of AB or 
its affiliates and sources it believes are reliable as of the date of this publication. AB makes no representations or warranties concerning the accuracy of any 
third-party data. The views expressed herein may change at any time after the date of this publication. Investors should discuss their individual circumstances 
with the appropriate investment professionals before making any investment decisions.

Note to Canadian Readers: This publication has been provided by AB Canada, Inc. or Sanford C. Bernstein & Co., LLC and is for general information 
purposes only. It should not be construed as advice as to the investing in or the buying or selling of securities, or as an activity in furtherance of a trade in 
securities. Neither AB Institutional Investments nor AB L.P. provides investment advice or deals in securities in Canada. Note to European Readers: This 
information is issued by AllianceBernstein Limited, a company registered in England under company number 2551144. AllianceBernstein Limited is authorised 
and regulated in the UK by the Financial Conduct Authority (FCA -Reference Number 147956). Note to Readers in Japan: This document has been provided 
by AllianceBernstein Japan Ltd. AllianceBernstein Japan Ltd. is a registered investment-management company (registration number: Kanto Local Financial 
Bureau no. 303). It is also a member of the Japan Investment Advisers Association; the Investment Trusts Association, Japan; the Japan Securities Dealers 
Association; and the Type II Financial Instruments Firms Association. The product/service may not be offered or sold in Japan; this document is not made 
to solicit investment. Note to Australian Readers: This document has been issued by AllianceBernstein Australia Limited (ABN 53 095 022 718 and AFSL 
230698). Information in this document is intended only for persons who qualify as “wholesale clients,” as defined in the Corporations Act 2001 (Cth of 
Australia), and should not be construed as advice. Note to Singapore Readers: This document has been issued by AllianceBernstein (Singapore) Ltd. (“ABSL”, 
Company Registration No. 199703364C). AllianceBernstein (Luxembourg) S.à r.l. is the management company of the portfolio and has appointed ABSL as 
its agent for service of process and as its Singapore representative. AllianceBernstein (Singapore) Ltd. is regulated by the Monetary Authority of Singapore. 
This advertisement has not been reviewed by the Monetary Authority of Singapore. Note to Hong Kong Readers: This document is issued in Hong Kong by 
AllianceBernstein Hong Kong Limited (聯博香港有限公司), a licensed entity regulated by the Hong Kong Securities and Futures Commission. This document 
has not been reviewed by the Hong Kong Securities and Futures Commission. Important Note for UK and EU Readers: For Professional Client or Investment 
Professional use only. Not for inspection by distribution or quotation to, the general public.

The [A/B] logo is a registered service mark of AllianceBernstein and AllianceBernstein® is a registered service mark used by permission of the owner, 
AllianceBernstein L.P. © 2019 AllianceBernstein L.P., 1345 Avenue of the Americas, New York, NY 10105
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6
In the 10 years since the global financial crisis, low interest rates and declining credit 
spreads led many U.S. insurers to add more credit risk in their asset allocations in an 
effort to salvage yield. As a result, insurance portfolios are increasingly exposed to 
BBB rated securities – the lowest-quality investment grade credit segment. 
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Source: SNL Financial/S&P Global, PIMCO as of December 2018

Figure 1: U.S. insurance companies have increased fixed income 
allocations to BBB-equivalent securities by 10 percentage points 
since 2006

Today, concerns are building around the deceleration of U.S. growth and potential recession that could drive an increase in credit 
downgrades, which in turn could have adverse economic, capital, accounting, and other disruptive impacts on insurance company 
portfolios. Should CIOs and investment teams be worried? We think fears of an avalanche of BBB downgrades are exaggerated, 
but we also see risks and fragilities that warrant action. Specifically, we believe insurance companies should look to differentiate, 
diversify, and maintain discipline. 

ASSESSING PORTFOLIO ALLOCATIONS AND RISKS
The post-crisis environment has not been friendly to insurers, especially those with interest-rate-sensitive liabilities. Portfolio 
yields in general have steadily declined as corporate bond yields have fallen. To counter this trend, many insurers have been 
reducing quality and lowering liquidity. As of December 2018, U.S. insurers held more than $1 trillion in public and private 
BBB-like exposure, including more than $700 billion in public 
BBB rated bonds, according to SNL Financial/S&P Global. The 
cumulative growth of all BBB assets (i.e., those categorized as 
NAIC 2 by the National Association of Insurance Commissioners) 
as a percentage of total fixed income holdings in U.S. insurance 
portfolios since 2006 has been roughly 10 percentage points (see 
Figure 1), increasing the average NAIC 2 allocation from 20% to 
just under 30% of total fixed income exposure.

Insurers’ choice to maintain higher BBB allocations is supported 
by relatively stable liabilities, which allow for a longer-term 
investment orientation that can look through mark-to-market 
volatility. However, risk-based capital, accounting rules, and other 
factors create a disincentive to hold a large allocation to high yield 
bonds. This makes the growing proportion of BBB holdings across 
insurers more tenuous, as they are exposed to the risk that these 
bonds will be downgraded to high yield (“fallen angel” risk).

We’ve seen a general increase in net leverage across the U.S. 
investment grade (IG) corporate bond market as the share of BBBs 
increased from about 35% of the market in 2008 to about 50% 
today, according to Bloomberg Barclays corporate bond indices. 
U.S. BBB debt is also 4.7x larger in dollar terms and about five 
years longer in average maturity than the BB market one ratings 
bucket below (see Figure 2). Depending on the severity of the next 
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Three Approaches For Insurance Companies Worried 
About Their BBB Credit Allocations (cont.)

downgrade cycle, the high yield (HY) market may 
have to absorb a much larger (and longer-maturity) 
supply of bonds – potentially exacerbating the likely 
weakness in prices.

While some of the overall increase in credit market 
leverage and 20 risk is mitigated by higher equity 
valuations and lower interest rates (resulting in 
decent net debt/enterprise value ratios and interest 
coverage metrics), the margin for error has become 
lower as we advance further into the economic cycle 
and rating agencies become less lenient toward 
releveraging actions.

With that said, leverage ratios have plateaued 
among BBB issuers in the past couple of years, and 
where leverage has increased, it has often occurred 
in defensive sectors or as a result of mergers and 
acquisitions (M&A). Many of these companies can 

6

Source: J.P. Morgan as of December 2018

Figure 2: After a decade of growth, U.S. BBB debt outstanding is nearly five times 
greater than BB debt

manage debt effectively via dividend reductions, asset sales, or realization of post-acquisition synergies. Rating migration trends 
help bear this out: In 2018, U.S. BBB upgrades to A/above outpaced BBB downgrades to high yield, while A/above downgrades 
to BBB outpaced the reverse by roughly three to one.

Also, rating migration risk within the BBB sector has been quite divergent historically; Moody’s ratings data from 1983 through 
2016 show the risk of high yield downgrades over a one-year period for low BBB bonds is approximately six times the risk of 
downgrade for high BBBs.

Source: J.P. Morgan as of year-end 2018

Figure 3: Past HY downgrade episodes have exhibited pronounced industry themes Bottom line, risk has indeed risen in the IG credit 
market, but we don’t believe investors should 
indiscriminately reduce BBB exposure. The current 
environment argues for greater differentiation and 
a focus on bottom-up credit selection. We suggest 
insurance companies look to differentiate, diversify, 
and exhibit discipline.

DIFFERENTIATE WINNERS AND LOSERS
Predicting the timing of a business cycle downturn 
is difficult, but industry-specific cycles (and related 
credits likely to benefit or languish) are often easier 
to identify. Large clusters of HY downgrades since 
2000 (both during and outside of recessions) have 
exhibited industry-specific themes (see Figure 3). 
This warrants increased sector differentiation and 
emphasis on managing concentration risk irrespective 
of business cycle risk.

In an aging expansion, we tend to prefer industries 
and issuers with stable or deleveraging balance 
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sheets, or those that have flexibility 
(and willingness) to sell assets or cut 
dividends amid fundamental weakness. 
We also favor credits with higher 
barriers to entry, pricing power, or asset-
rich sectors.

In this context, we tend to favor select 
financials, real estate investment trusts 
(REITs), and midstream energy issuers. 
We are cautious on select utilities, 
chemicals, media, technology, auto, 
and retail names, many of which may 
struggle with M&A risk, cyclical 
vulnerability, or negative secular trends. 
That said, within all these industries, 
there exists a spectrum of stronger and 
weaker issuers. Thorough bottom-up 
analysis is crucial.

Another way we suggest investors 
differentiate among credits is maturity. 
The lack of term premium in the U.S. 
interest rate curve is one reason to favor 
shorter-maturity investments, all else 
equal, but we also see secular risks to 
traditional business models across many 
industries (autos, retail, upstream energy, 
and media) and supersecular climate 
risks that warrant additional caution 
and spread premium for longer-duration 
debt in lower-turnover portfolios. 

Even in the absence of these yield curve 
and industry risks, shorter-maturity 
BBBs have historically exhibited higher 
returns per unit of risk (or Sharpe 
ratios) among broader tenor/ rating 
combinations across the corporate 
credit market. For example, over the 
past 20 years, BBB debt maturing in 
five years or less has exhibited Sharpe 
ratios ranging from 0.3 to 0.5, versus a 
range of 0.2 to 0.3 for single-A debt, per 
Bloomberg Barclays index data.

Three Approaches For Insurance Companies Worried 
About Their BBB Credit Allocations (cont.)6

Source: Bloomberg Barclays, J.P. Morgan, PIMCO as of 31 May 2019. Note: Capital-adjusted 
yield calculations use current life after-tax RBC (risk-based capital) factors, a 400% RBC ratio, 10% 
weighted average cost of capital, and a 0.8 covariance adjustment. CMBS = commercial mortgage-
backed securities, CLO = collateralized loan obligations, RMBS = residential mortgage-backed 
securities.

Figure 4: Insurance companies can potentially move up in quality without sacrificing yield on a 
capital-adjusted basis

DIVERSIFY RISK FACTORS
Our view of diversification is not necessarily of different asset classes, but of risk 
factors. Insurance companies with elevated BBB (or credit risk) exposures may 
benefit from moving into higher-quality securities that provide more exposure to 
liquidity or complexity risks for comparable yield.

Spreads on BBB corporate credit (adjusted for leverage) are currently near the 
bottom of the range since 2000, according to Morgan Stanley. Current corporate 
bond allocations above 40% for the insurance industry as a whole (and 60% for life 
insurers) may benefit from increased diversification toward select high quality (NAIC 
1) structured products such as commercial and residential mortgage-backed securities 
or loans, as well as collateralized loan obligations (see Figure 4).

This approach not only diversifies the credit risk factor coming from corporates, 
but may benefit from favorable capital treatment under certain regimes, enabling 
replacement of capital-adjusted yields between AAA/AA structured products and A/
BBB corporates.

Note, however, that the broad array of collateral types and structures cannot all be 
generalized as credit-loss-remote, even in the most senior tranches. While we believe 
insurers with heavier corporate credit exposure should consider greater diversification 
into structured product markets, there’s no substitute for having access to bottom-up 
expertise and a disciplined approach within this segment of the market. History may 
not repeat, but it may rhyme.
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Three Approaches For Insurance Companies Worried 
About Their BBB Credit Allocations (cont.)6

MAINTAIN DISCIPLINE (AND DRY POWDER)
Looking across IG index issues that were downgraded to high 
yield from 2017 to 2018, insurance companies sold close to 20% 
of their existing stock in these bonds over the six-month period 
before and after the downgrade event (based on transaction analysis 
from statutory insurance filings). Given the growth in BBB bonds 
and insurers’ large ownership of outstanding corporate debt, this 
forced selling dynamic could exacerbate spread widening and 
resulting losses. Price movement for fallen angels has historically 
supported patience; from 2000 to 2018, spreads (on average) 
recovered approximately 30% of pre-downgrade widening six 
months following the event (source: Bloomberg Barclays).

Since we believe it’s unrealistic for large investors in BBBs to 
expect complete avoidance of credit deterioration, a well- defined 
sell discipline or framework is critical. Key inputs should include 
setting a risk/capital budget to maintain fallen angels exposure and 
establishing criteria (based on fundamental, capital, or accounting 
targets) to guide decisions around potential sales and timing. A 
well-defined framework is critical to avoid knee-jerk decisions 
based on incomplete information or headlines.

Discipline applies not only to selling, but also to recognizing 
when valuations have overshot fundamentals, which may present 
attractive opportunities for insurers to provide liquidity to the 
market. Identifying overshoots is dependent on forward-looking 
fundamental research and valuation methodology. It’s likely we 
will see episodes of market volatility as political and growth risks 
persist – so having dry powder is key.

For insurers, dry powder goes beyond holding cash or cash 
equivalents, which can be expensive with respect to lost income. 
Firms should consider preparing contingent funding sources 
along with predefined investment policies and triggers to enable 
opportunistic purchases outside the current scope of allowable 
investments. Without these contingencies, glacial policy updates 
may mean missed market opportunities.

KEY TAKEAWAYS

The growth of U.S. BBB corporate debt creates 
understandable concern around a potential avalanche of high 
yield downgrades into a pronounced turn in the credit cycle – 
but we don’t believe this means investors should start running 
for the exit. There are both risks and opportunities across this 
structural component of insurance company portfolios – it’s a 
call to action to differentiate industries and issuers, diversify 
risk factors, maintain sell discipline, and create dry powder.
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Past performance is not a guarantee or a reliable indicator of future results. 
All investments contain risk and may lose value. Investing in the bond market is subject to risks, including market, interest rate, issuer, credit, inflation risk, 
and liquidity risk. The value of most bonds and bond strategies 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 low interest rate environments 
increase this risk. 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. 

REITs are subject to risk, such as poor performance by the manager, adverse changes to tax laws or failure to qualify for tax-free pass-through of income. 

Mortgage- and asset-backed securities may be sensitive to changes in interest rates, subject to early repayment risk, and while generally supported by a 
government, government-agency or private guarantor, there is no assurance that the guarantor will meet its obligations. 

Collateralized	Loan	Obligations	(CLOs) may involve a high degree of risk and are intended for sale to qualified investors only. Investors may lose some or 
all of the investment and there may be periods where no cash flow distributions are received. CLOs are exposed to risks such as credit, default, liquidity, 
management, volatility, interest rate and credit risk. 

Diversification does not ensure against loss. 

• 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. Investors should consult their investment professional prior to making an 
investment decision. 

• The credit quality of a particular security or group of securities does not ensure the stability or safety of an overall portfolio. The quality ratings of individual 
issues/ issuers are provided to indicate the credit-worthiness of such issues/issuer and generally range from AAA, Aaa, or AAA (highest) to D, C, or D (lowest) 
for S&P, Moody’s, and Fitch respectively. 

The Sharpe Ratio measures the risk-adjusted performance. The risk-free rate is subtracted from the rate of return for a portfolio and the result is divided by 
the standard deviation of the portfolio returns. 

• 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. 

©2019, PIMCO. pimco.com blog.pimco.com
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There Are Hidden Risks 
Lurking In Institutional Portfolios

UNCOVER YOUR TRUE EXPOSURES
There is a broad array of investment strategies in the market designed to help insurance investors gain exposure to beta, factor 
or stock-specific exposure within their equity portfolios. But understanding how each strategy will impact the aggregate equity 
portfolio exposure is critical.

We see many investors targeting specific exposures that are indeed intended. However, when combined with other strategies 
(to form the aggregate portfolio), the intended exposures (such as dividend yield and value) are often cancelled out, producing 
index-like returns at a high cost. So despite best efforts to target specific exposures to help achieve investment objectives, the true 
exposure at the portfolio level is minimal and the opportunity for excess return is diminished.

LEARN IF THE RISKS YOU TAKE ARE COMPENSATED
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7
NEW RESEARCH INTO THE KEY CAUSES OF 
UNINTENDED RISKS FOUND IN INSURANCE PORTFOLIOS.

Insurance investors should be compensated for the risks they intended 
to take, but this often doesn’t occur because of issues such as over-
diversification (or “dilution” of material exposures). For example, as 
you increase the number of investment strategies in a portfolio, you 
diversify away active risk. This reduces the opportunity to outperform 
(without diversifying away the fees). 

The below exhibit illustrates this very common outcome for large insurers 
around the globe. While each strategy below generated sufficient active 
risk independently, significant cancellation resulted when combined due 
to overlap in underlying holdings. This 
lead to an aggregate portfolio with low 
levels of active risk at a higher overall cost.

We believe investors should efficiently 
target a number of factors that are 
positively compensated — such as 
quality, dividend yield, low volatility, 
size and value — to achieve their 
objectives. Targeting factors efficiently 
means minimizing portfolio “noise” 
caused by unintended risks, such as 
currency-, sector- and country-specific 
exposures. This noise could significantly 
increase risk without a sufficient increase 
in expected return.

All equity portfolios have embedded risk, but much of that risk is hidden beneath the surface 
and therefore unknown to investors. Our experts have conducted several deep dive analyses 
of insurance portfolios to determine if investors are earning sufficient excess returns for the 
active risks they are taking—and the fees they are paying. In each instance, we have found that 
many are surprised by what the analysis uncovers.

OVER-DIVERSIFICATION EXAMPLE: LOW ACTIVE RISK AT A HIGH FEE

Note: For illustrative purposes only. Source: Northern Trust Quantitative Research, MSCI Barra, Actual 
investor data as of March 31, 2016.
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There Are Hidden Risks Lurking In Institutional Portfolios (cont.)7
A NEW WAY TO APPROACH 
PORTFOLIO CONSTRUCTION 
Our analysis has shown that many 
insurance investors take a similar 
approach to portfolio construction, 
where excess returns are sought after 
in a traditional (“1.0”) core-satellite 
approach. While this approach may 
have generated outperformance 
historically, our research has shown 
that the key drivers of excess returns 
are the underlying factor exposures. So 
we believe that’s where the portfolio 
construction process should begin. 

Portfolio Construction 2.0 is a new 
way for insurers to approach investing 
through active equity strategies that 
target compensated factors that most 
appropriately align with insurance 
objectives. 

Note: This representative portfolio analysis was selected in order to illustrate how factors have been 
implemented in this unique equal weighting approach that uses passive, fundamental active and 
factor-based management. Source: Northern Trust Quantitative Research, MSCI, Barra (USE3/
GEM2 used for domestic/global, respectively), Russell. For illustrative purposes only. Please see 
important information on Hypothetical Returns and past performance at the end of this paper. The 
case study presented is intended to illustrate products and services available at Northern Trust 
Asset Management. They do not necessarily represent experiences of other clients nor do they 
indicate future performance. Individual results may vary.

If executed successfully, the introduction of targeted factor exposures into a portfolio can help mitigate the “cancellation effect” 
discussed earlier, as well as, introduce a new potential source of persistent portfolio alpha. The hypothetical illustration below 
shows how a traditional insurance equity portfolio might be evolved through this approach.

Lastly, this approach can also be complemented with a realized gain/loss management overlay on the portfolio.  An overlay can 
provide insurance companies with increased control over the realization of gains and losses, which is a key tool to help manage the 
balance sheet and income statements.

WHAT INSURANCE INVESTORS CAN DO
We believe taking a look under the hood and conducting an analysis on the underlying exposures of the total portfolio holdings is 
a critical step all investors needs to take in order to ensure there are no hidden risks lurking in their portfolio. A portfolio factor 
analysis unveils whether your portfolio and underlying strategies are aligned with intended investment objectives. 
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northerntrust.com/opportunity 

IMPORTANT INFORMATION. 
The information contained herein is intended for use with current or prospective clients of Northern Trust Investments, Inc. The information is not intended 
for distribution or use by any person in any jurisdiction where such distribution would be contrary to local law or regulation. Northern Trust and its affiliates 
may have positions in and may effect transactions in the markets, contracts and related investments different than described in this information. This 
information is obtained from sources believed to be reliable, and its accuracy and completeness are not guaranteed. Information does not constitute a 
recommendation of any investment strategy, is not intended as investment advice and does not take into account all the circumstances of each investor. 
Opinions and forecasts discussed are those of the author, do not necessarily reflect the views of Northern Trust and are subject to change without notice. 

This report is provided for informational purposes only and is not intended to be, and should not be construed as, an offer, solicitation or recommendation 
with respect to any transaction and should not be treated as legal advice, investment advice or tax advice. Recipients should not rely upon this 
information as a substitute for obtaining specific legal or tax advice from their own professional legal or tax advisors. References to specific securities and 
their issuers are for illustrative purposes only and are not intended and should not be interpreted as recommendations to purchase or sell such securities. 
Indices and trademarks are the property of their respective owners. Information is subject to change based on market or other conditions.

Past performance is no guarantee of future results. Performance returns and the principal value of an investment will fluctuate. Performance returns 
contained herein are subject to revision by Northern Trust. Comparative indices shown are provided as an indication of the performance of a particular 
segment of the capital markets and/or alternative strategies in general. Index performance returns do not reflect any management fees, transaction costs 
or expenses. It is not possible to invest directly in any index. Gross performance returns contained herein include reinvestment of dividends and other 
earnings, transaction costs, and all fees and expenses other than investment management fees, unless indicated otherwise.

Forward-looking statements and assumptions are Northern Trust’s current estimates or expectations of future events or future results based upon 
proprietary research and should not be construed as an estimate or promise of results that a portfolio may achieve. Actual results could differ materially 
from the results indicated by this information.

If presented, hypothetical portfolio information provided does not represent results of an actual investment portfolio but reflects representative historical 
performance of the strategies, funds or accounts listed herein, which were selected with the benefit of hindsight. Hypothetical performance results do 
not reflect actual trading. No representation is being made that any portfolio will achieve a performance record similar to that shown. A hypothetical 
investment does not necessarily take into account the fees, risks, economic or market factors/conditions an investor might experience in actual trading. 
Hypothetical results may have under- or over- compensation for the impact, if any, of certain market factors such as lack of liquidity, economic or market 
factors/conditions. The investment returns of other clients may differ materially from the portfolio portrayed. There are numerous other factors related to 
the markets in general or to the implementation of any specific program that cannot be fully accounted for in the preparation of hypothetical performance 
results. The information is confidential and may not be duplicated in any form or disseminated without the prior consent of Northern Trust.

Northern Trust Asset Management is composed of Northern Trust Investments, Inc. Northern Trust Global Investments Limited, Northern Trust Fund 
Managers (Ireland) Limited, Northern Trust Global Investments Japan, K.K, NT Global Advisors Inc., 50 South Capital Advisors, LLC and investment 
personnel of The Northern Trust Company of Hong Kong Limited and The Northern Trust Company.

© 2019 Northern Trust Corporation. Head Office: 50 South La Salle Street, Chicago, Illinois 60603 U.S.A.

There Are Hidden Risks Lurking In Institutional Portfolios (cont.)7
ABOUT NORTHERN TRUST ASSET MANAGEMENT
Northern Trust Asset Management is a global investment manager that helps investors navigate changing market environments, so they can confidently 
realize their long-term objectives.

Entrusted with $975 billion in assets,1 we understand that investing ultimately serves a greater purpose and believe investors should be compensated for 
the risks they take — in all market environments and any investment strategy. That’s why we combine robust capital markets research, expert portfolio 
construction and comprehensive risk management to craft innovative and efficient solutions that deliver targeted investment outcomes.

As engaged contributors to our communities, we consider it a great privilege to serve our investors and our communities with integrity, respect, and 
transparency.

1 Assets under management as of June 30, 2019 
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