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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.

Dear colleagues, 
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Negative-yielding debt now tops $17 trillion dollars, or 30% of the entire global bond market, 
according to a recent news story from Bloomberg1. Just stop and think about that. Buying 
those securities locks in a loss in nominal terms not to mention in real terms. That means that 
the duration of the bonds is longer than the maturity. There has been plenty of discussion 
about how low interest rates in the U.S. put pressure on insurers’ earnings. But, compared to 
other parts of the world we’re trading like high-yield. Consider Greece, whose debt reached 
a yield of around 48% in March of 20122, is now trading 34 basis points3 through 10-year 
Treasuries. That is a data point that sticks in my head.

Of course, we all know that low rates lower borrowing costs which in turn spurs the 
economy. But what if it doesn’t? What if a borrowing rate of zero doesn’t really move the 
needle? The bond guy in me says that the market is pricing in deflation – an ugly word. 
After all, why would a rational person buy something today that you’re pretty sure is going 
to be cheaper next month? That is an economic condition without an easy fix – just ask Japan 
with their “lost decade”.  

Despite an unprecedented bond rally, a sign of run for cover, the stock market continues to 
climb and that’s the conundrum for many. Which signal is the right one? Are the markets 
pricing in deflation or do low rates power the economy which in turn drive stocks higher?  

These are the tough questions facing all of you, the insurance asset management community. 
It’s not like you can sit in cash. And, it sure is tempting to reach with spreads this tight. 
I am in the enviable position of speaking with a number of very smart money shops, both 
internal teams and external asset management firms. All of them are scratching their heads 
because none of us have ever seen a bond market that looks like this one. It’s a tough 
environment, but I’ve heard that said every one of my 30+ years in the capital markets. 
We will successfully navigate this one, too . . . hopefully.  

Best regards,

Stewart

Robinn Jerutis
Head Of Design
robinn@insuranceaum.com

Robinn brings 20+ years 
of visual marketing and 
branding experience in 
the	fields	of	investment	
securities, intellectual property and real 
estate. Robinn develops and manages our 
design and creative output.

Tom Childers
Head Of Technology

Tom has over 40 years 
of experience as a software 
engineer, architect and 
CTO. Now semi-retired, 
he provides managerial 
and technical support to a variety of non-
profit	organizations,	as	well	as	tending	our	
infrastructure.

For more, visit Our Team, on the website.

1 Bloomberg.com, John Ainger article, 8/30/19
2 CNBC, David Ried, July 25, 2019
3 Bloomberg Markets, 11/21/19

Steve Doire, CPA, CFA, CPCU 
Owner & President
DCS Financial Consulting

Michael Cafiero
Director of Multi-Asset Trading
Brownstone

Guest Columnists
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The Columnist

Steve Doire, CPA, CFA, CPCU  
Owner & President
DCS Financial Consulting

Steve is a recognized industry 
leader with over 25 years of 
experience at both an insurance 
company and in insurance asset management. 
In addition to being a CPA, CFA, and CPCU, 
Steve is an insurance solutions expert, partnering 
with numerous insurers of all types in his career 
to develop customized strategic investment 
programs.

He is a frequent contributor to Insurance AUM 
Journal who shares valuable insights gained 
from his extensive experience in insurance asset 
management and with insurers.

Contact Steve at: steve@dcsconsult.net

DISCLAIMER: Columnist article opinions and 
viewpoints expressed by the author(s) do not 
necessarily reflect the opinions, viewpoints nor 
official policies of Insurance AUM Journal.

Private Markets and Liquidity. 
As an aside, it is worthwhile mentioning 
another area that often creates liquidity 
questions – investments in illiquid private 
markets. My counsel to NL insurers 
has been twofold: First, if you need to 
liquidate that last X% of your portfolio 
you are out of business. Second, I 
believe your real concern, which is a valid 
one, is really about liquidating ahead of 
anticipated issues.

INTRODUCTION 
ALM or asset-liability management is a fixture in the world of insurance. Does it deserve 
that status in the context of non-life (NL) insurance liabilities? Life liabilities require 
ALM focus as they are predominately financial liabilities with similarities to banking – 
a business that is largely about asset-liability spread management. NL liabilities are for 
mainly for property and property protection (liability) which have nothing to do with 
spread management. In this article, I will provide some concepts and insights that I’ve 
gained from years working with insurers on their investment programs. This article is 
not a scholarly, heavy math or theoretical discussion, but instead a practical discussion 
meant to help NL insurer think through ALM.

THE LIQUIDITY “MYTH”
NL insurers often cite claims liquidity needs when advocating an ALM duration 
matching approach. The logic is that matching the duration of the A’s and L’s will 
ensure adequate liquidity to pay claims. Before we get into a discussion on whether 
duration is the correct metric to focus on, let’s first discuss an NL insurer’s need for 
liquidity. This is a simple statement that I have long used to highlight why NL liquidity 
isn’t as important as it may seem:

Who Needs ALM Anyway?
A discussion for non-life insurers

“Insurers pay yesterday’s claims with today’s premiums.”
I ask insurers to think about that – when did they last have to sell investments to pay 
claims? The vast majority say never.

To be fair, insurers subject to shock losses like catastrophe reinsurers certainly need 
to consider liquidity – and tend to keep shorter maturity portfolios. But even they 
don’t fully match their potential liabilities – as they would be in cash.

DURATION MATCHING
Should an NL insurer consider the duration of their liabilities when setting their asset 
duration? Let’s be clear on what duration is and what it is not. Duration is a metric that 
indicates how the value of an asset or liability will change when interest rates move. 
Duration is not a good measure of cash flows or liquidity (cash flows are part of the 
underlying math BUT they are at discounted values).

Do NL liabilities have duration? Well, it depends on who you are asking…

• The accountants will tell you no, liabilities are carried at gross payout values with no discounting. 
• A reinsurer/insurer pricing a loss portfolio transfer would say yes as the loss reserves being transferred are priced (in part) 
on a discounted basis using current rates. 
• An actuary in the pension space would say yes as liabilities are discounted at current rates with changes in rates directly 
impacting the plan’s funding ratio. 
• An NL claims adjuster would probably say that inflation and litigation trends can change the value of the ultimate claims 
payout – but neither is directly interest rate driven. 
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The Columnist: Who Needs ALM Anyway? (cont.)

So who should you listen to? In my view, the accountant 
rules as insurers manage to financial statement results. In that 
framework, NL liabilities are not discounted and thereby have 
no “accounting duration.” And on the other side of the balance 
sheet assets are at market values (or market value is disclosed 
as is the case with Stat) which are affected by changes in 
interest rates. So A does not live in the same world as L – and 
L’s world doesn’t utilize the concept of duration. (We will later 
discuss how to think about A’s world of duration…) 

IF NOT LIABILITY DURATION THEN WHAT?
If you’ve made it to this point you are probably both committed 
to the topic and somewhat confused. I apologize, let’s start 
clearing that up. In our liquidity discussion, we focused on – 
well, liquidity. When liquidity is truly needed to pay claims, 
liquidity should be the ALM metric. That said, there are limited 
circumstances where that is truly necessary.

• The company or the set of subject liabilities is in run-off 
(or in decline, e.g. premium volume is being reduced). In 
that case, the investment portfolio will be utilized to pay 
claims as new premiums are not sufficient to pay claims.
• Where liability cash flows have significant variability, 
e.g. CAT reinsurers.

In the first case, a more detailed ALM approach known as a 
“dedicated portfolio” may be appropriate. That approach involves 
creating an investment portfolio that has similar cash flows to the 
underlying liabilities. In the latter case, the insurer may want to 
limit maturity and target portfolio metrics such as “average life”.

Sorry… Let’s put liabilities aside and look at key risk drivers 
of a bond portfolio:

1. Duration. Market Value sensitivity to changes in 
interest rates (both risk-free and spreads)
2. Default. Risk of principal loss due to non-repayment
3. Liquidity. Inability to liquidate a bond at a given 
point-in-time

Duration is one of the risks inherent to a bond portfolio that 
needs to be set and managed. NL insurers my first decide on 
their broad definition of risk. Below I’ve listed my experiences 
with insurers in priority order.

1. Getting downgraded by a rating agency.
2. Losing capital (highly correlated with getting downgraded).
3. Losing money/accounting income (highly correlated to 
keeping your job – and highly correlated to losing capital 
and getting downgraded).

Capital is used to back-stop all risks of an insurer. Investment 
risk is just one, with duration being a subset of that risk. One 
can do scenario modeling to evaluate the impact on key capital 
ratios for interest rate shocks at different levels of duration. 
Such modeling illustrates how much capital is put at risk for a 
given duration exposure – and is a useful input to establish a 
duration target based on risk to capital. The key is:

“Duration is a risk to surplus – and not a risk 
to claims-paying ability – and should be 

managed as such.”

CONCLUSION
• ALM for NL insurers should seldom be based on duration.
• In limited circumstances, ALM for NL insurers is 
appropriate but should be based on matching liability cash 
flows.
• Duration is a key risk metric for a bond portfolio. It 
should be set and managed as a risk to surplus.
• If accounting standards change and liabilities are 
discounted, the accountants would likely say – tear up this 
article and start duration matching assets and liabilities!

AM Best BCAR and liability discounting. 
BCAR is essentially another “accounting” standard that 
includes the discounting of liabilities. However, it is at a fixed 
interest rate so changes in rates do not impact BCAR liability 
values. Accordingly, “duration” is not being reflected.

What is a Dedicated Portfolio? 
An asset portfolio designed to provide cash flows to defease 
liabilities as they come due. It is built around “cash buckets.” 
The concept is to project liability cash flows and group them 
into cash buckets such as 1-2 years, 3-5 years, 5-10 years, 
and beyond 10 years. The asset portfolio is then structured 
to generate cash flows (maturities and coupons) to fill those 
buckets and fund claims. Detailed modeling of portfolio 
cash flows (coupons, maturities, prepayments, and calls) 
underlies such a strategy.

OK, I’m Still Reading – 
And I Don’t Know What My 

Portfolio Duration Should Be



TOP EQUITY ETF FLOWS         
Creations Redemptions

Ticker Name Net Flows $ (MM) Ticker Name Net Flows (MM)

VTI Vanguard Total Stock Market ET 5486.54 VOO Vanguard S&P 500 ETF -2675.82

SPY SPDR S&P 500 ETF Trust 3249.67 MTUM iShares Edge MSCI USA Momentum -1246.77

USMV iShares Edge MSCI Min Vol USA 3124.90 FBT US First Trust NYSE Arca Biotechn -973.17

IWM iShares Russell 2000 ETF 2873.42 XLB US Materials Select Sector SPDR F -913.26

IVV iShares Core S&P 500 ETF 2063.02 VGK US Vanguard FTSE Europe ETF -521.62

QUAL iShares Edge MSCI USA Quality 1781.90 SPYG US SPDR Portfolio S&P 500 Growth -508.74

XLF Financial Select Sector SPDR F 1685.64 XLP US Consumer Staples Select Sector -507.15

VIG Vanguard Dividend Appreciation 1516.21 IWB US iShares Russell 1000 ETF -503.29

VTV Vanguard Value ETF 1424.97 FIHD US FI Enhanced Global High Yield -480.66

VXUS Vanguard Total International S 1352.58 TQQQ US ProShares UltraPro QQQ -470.08
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The Columnist

Key Points
•	There	are	now	well	over	250	ETFs	eligible	to	be	reported	as	bonds	designated	by	the	NAIC.	
•	We	are	finding	that	more	Insurance	Asset	Managers	are	considering	ETFs	as	a	liquidity	
tool at a minimum.
•	The	Top	10	ETF	inflows	Year	to	Date	are	split	between	Equity	and	Fixed	Income	ETFs.
•	Credit	ETFs	and	their	Creation/Redemption	mechanism	can	largely	be	attributed	to	the	
growth of Fixed Income Portfolio Trades which are becoming more common as a way to 
trade credit portfolios both large and small.

ETF Check-In Provided by Brownstone
Michael Cafiero
Director of Multi-Asset Trading
Mike serves as a Director of 
Multi-Asset Sales and Trading 
at Brownstone Investment 
Group providing trade 
execution services to Institutions throughout 
North America and Europe. His focus is helping 
clients find liquidity when trading Equities, Fixed 
Income Products, and ETFs. His extensive 
background in ETF trading gave Mike exposure to 
many asset classes, allowing him to offer liquidity 
solutions within a wide variety of products now in 
their primary markets. 
Mike joined Brownstone in August 2018. His 
previous experience includes serving as Director 
of ETF Sales and Trading at Cantor Fitzgerald and 
at Knight Capital Americas (Virtu). Mike’s career 
in ETFs began when he worked for iShares ETFs 
at Barclays Global Investors (Blackrock). 

Contact Mike with any questions:     
212-905-0582
mcafiero@brownstone.com

DISCLAIMER: Columnist article opinions and 
viewpoints expressed by the author(s) do not 
necessarily reflect the opinions, viewpoints nor 
official policies of Insurance AUM Journal.

OVERALL FLOWS
Over $40.5bn of assets flowed into Equity ETFs while just under $30bn flowed 
into Fixed Income ETFs over September and October.

NOTABLE LAUNCHES
 PPTBD-Pacer Trend Pilot US Bond ETF PAVUS-Avantis US Equity ETF

 PSCHQ-Schwab Long-Term U.S.  PFLCB-Franklin Liberty 
     Treasury ETF     U.S. Core Bond ETF

 PSCHI-Schwab 1-5 Year Corporate PVALT-ETFMG Sit Ultra 
     Bond ETF     Short ETF
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The Columnist: ETF Check-In Provided by Brownstone (cont.)

IMPORTANT DISCLOSURE
Brownstone Investment Group, LLC. Is a U.S. registered broker-dealer 
and FINRA, MSRB & NYSE member.  Our headquarters is located at 505 
Fifth Avenue, 10th Floor, New York, New York 10017 with branch offices in 
California, New Jersey, Colorado and Chicago. Brownstone is a registered 
trademark of Brownstone Investment Group, LLC. Our website is www.
brownstone.com

This material is for institutional or broker-dealer use only and is not a so-
licitation, commitment or offer. The contents herein are for informational 
purposes only and does not constitute Brownstone’s recommendation to 
buy or sell a security.  All information is indicative and subject to change 
without prior notice. The information obtained is from sources believed 
to be reliable, but we do not warrant its completeness or accuracy.  Past 
performance is no guarantee of future results.

TOP FIXED INCOME ETF FLOWS

Creations Redemptions

Ticker Name Net Flows $ (MM) Ticker Name Net Flows (MM)

BNDX Vanguard Total International B 3319.62 SHV iShares Short Treasury Bond ET -2785.25

TLT iShares 20+ Year Treasury Bond 2409.36 LQD iShares iBoxx $ Investment Gra -1106.95

HYG iShares iBoxx High Yield Corpo 2105.50 EMB iShares JP Morgan USD Emerging -1043.30

BND Vanguard Total Bond Market ETF 1937.61 SPTI SPDR Portfolio Intermediate Te -892.46

VCIT Vanguard Intermediate-Term Cor 1857.49 BSV Vanguard Short-Term Bond ETF -710.65

IGIB iShares Intermediate-Term Corp 1752.43 SCHO Schwab Short-Term U.S. Treasur -569.84

IEI iShares 3-7 Year Treasury Bond 1582.69 NEAR iShares Short Maturity Bond ET -500.10

GOVT iShares US Treasury Bond ETF 1257.04 SPTL SPDR Portfolio Long Term Treas -418.16

JPST JPMorgan Ultra-Short Income ET 1112.54 SHY iShares 1-3 Year Treasury Bond -414.32

JNK SPDR Bloomberg Barclays High Y 984.50 EMLC VanEck Vectors J.P. Morgan EM -195.31

EQUITY BREAKDOWN 9/1/19 THROUGH 10/31/19 TOP 10 ETF FLOWS YEAR-TO-DATE THROUGH 10/31/19

FIXED INCOME BREAKDOWN 9/1/19 THROUGH 10/31/19

MILLIONS

MILLIONS

Ticker Name Net Flows $ (MM) 

VTI Vanguard Total Stock Market ET 12,788

USMV iShares Edge MSCI Min Vol USA 12,700

VOO Vanguard S&P 500 ETF 10,210

IVV iShares Core S&P 500 ETF 9,453

BNDX Vanguard Total International B 9,398

TLT iShares 20+ Year Treasury Bond 7,904

IEF iShares 7-10 Year Treasury Bon 7,716

GOVT iShares US Treasury Bond ETF 7,674

BND Vanguard Total Bond Market ETF 7,485

IEFA iShares Core MSCI EAFE ETF 7,478



Our editor speaks with the Executive Vice President 
and Chief Investment Officer of 
New York Life Insurance Company.

In addition to being a rabid Yankees fan, 
he is also the Chief Investment Officer 
of New York Life, the largest mutual life 
insurance company in the country* with 
over $600 billion in total assets under 
management. New York Life is in the 
business of making long-term promises 
and guarantees. It’s a mission driven 
company that provides its policy owners 
with peace of mind when protecting their 
loved ones to make sure they keep their 
home; their kids go to college and they 
can enjoy a comfortable retirement. New 
York Life and its affiliates manage all 
their assets across a wide swath of asset 
classes and strategies. It’s a world-class 
shop that is responsible for managing the 
assets of a company that will celebrate 
its 175th anniversary in 2020. There is a 
significant amount of weight that comes 
with that task. We talk with Tony about 
topics nearly as diverse as their portfolio.

IAUM: Tell me about you, your path 
getting here and was there a particular 
event that set your career trajectory? 

MALLOY: My parents believed very 
strongly in education and hard work. 
They also believed strongly in the Liberal 
Arts. I attended Middlebury College as 
an aspiring basketball player but without 
knowing what I was going to study. I took 
a course in Economics as a freshman and 
got hooked. I knew that I wanted to go into 
business and asked my father, who was 
a successful reinsurance executive, for 
advice about the kinds of skills I’d need to 
compete and be successful in the business 
world. He said the ability to write and 
communicate were crucial, so I decided 
to double-major in Economics and 
English. This provided a great foundation 
that has served me well throughout my 
career. A Liberal Arts background is 
great for investing because one needs to 
understand disparate subjects, history 
and people. This includes an ability to 
connect the dots and weave a story into 
a narrative. However, I was lacking 
technical skills. That’s why I went back 
to business school to get my MBA from 

NYU. Thanks to the combination of a 
Liberal Arts undergraduate degree and 
the training in finance at business school, 
I was well-prepared to start my career. 
Like a lot of business school graduates 
around that time, I went into banking 
because they offered strong credit training 
programs. After spending nearly a decade 
in banking, I discovered that I was a lot 
more interested in principal investing as 
opposed to transactional banking. That’s 
what led me to New York Life. I’ve been 
with the company for nearly 21 years and 
it’s been a great journey.

IAUM: What do you think is the biggest 
risk facing insurance investment portfolios 
today and how are you managing it? 
MALLOY: There are several challenges 
that all insurance companies face today. 
The first is the persistently low interest 
rate environment that has prevailed for 
the past ten years. Interest rates are the 
most important economic variable for 
an insurance company since most of our 

Tony Malloy
Guest Q&A With
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Tony Malloy is a third-generation Yankees fan and still lives in the New Jersey town he grew up in. 
His grandfather and great uncles watched Babe Ruth play in the 1927 World Series. His dad saw Joe 
DiMaggio’s team defeat Jackie Robinson’s Brooklyn Dodgers in seven games in 1947. Tony subsequently 
took his father and son to see Derek Jeter and the Bronx Bombers win five world championships, extending 
the generational streak to four. I mentioned that I grew up in St. Louis and that the Cardinals were second 
behind the Yankees in World Series wins to which he quickly replied, “yeah, but there’s a pretty big gap, 
though” and we all had a good laugh.



general account portfolios are invested 
in fixed income. Low interest rates 
function like gravity. As the bonds that 
we invested in years ago mature, we are 
reinvesting those funds at today’s interest 
rates which are considerably lower. That 
puts downward pressure on investment 
income, earnings, crediting rates and 
dividends. The second challenge that 
investors deal with today is historically 
tight credit spreads and rich valuations 
across virtually all asset classes. We’re 
simply not getting paid as much to take 
risk. With interest rates near all-time lows 
and distorted by central bank policies, 
investors are increasingly throwing 
caution to the wind in search of yield. We 
are mindful that the economic expansion 
is the longest in history but won’t last 
forever. This late cycle risk taking is 
worrisome because investors may be 
adding risk at the worst possible time. 

At New York Life, we’ve successfully 
managed through the low interest rate 
environment in three different ways. 
First, we were an early investor in private 
asset classes such as private placements, 
commercial mortgage loans, private 
equity and private real estate equity that 
generate higher returns due in part to 
an illiquidity premium. We can afford 
to take liquidity risk since our liabilities 
tend to be quite sticky. We have been 
investing in these asset classes for more 
than twenty years and they have served 
our policyholders extremely well. Second, 
we have also developed direct origination 
capabilities in such areas as structured 
credit, infrastructure and sponsor finance 
that allow us to manufacture the assets 
in which we invest. We control better 
economics, we develop relationships with 
the borrower or the private equity firm, and 
we get the repeat and refinancing business 
as a result. This has served our investment 
portfolio very well. Third, what we’ve 
done differently at New York Life is that 
we have also diversified our business so 

that we’re not just a life company. We have 
built a diversified portfolio of what we call 
strategic businesses, including annuities, 
asset management, group membership, 
long-term care, and an operation in 
Mexico, among others. The strategic 
businesses throw off a healthy amount 
of capital and the earnings from these 
businesses help support the dividends we 
pay to our participating policy owners. As 
a mutual insurance company, we operate 
on behalf of these policy owners.

IAUM: What do you think the performance 
of public vs. private markets will be in the 
event of another market dislocation?
MALLOY: At New York Life, we try not 
to attempt to predict where the economy, 
interest rates, or markets are headed. 
Instead, we work to prepare for any 
and all scenarios. We’ve built what we 
believe to be an all-weather investment 
portfolio that will continue to perform 
well regardless of the environment 
and support the long-term promises 
and guarantees that we’ve made to our 
policy owners and our clients. That 
was our experience 10 years ago during 
the financial crisis and we believe that 
would be our experience should another 
downturn come. We draw comfort from 
the asset classes in which we have 
invested. We have a high-quality portfolio 
with over 90 percent in investment grade 

bonds, along with exposure to high yield, 
bank loans, public equity, private equity 
and private real estate equity. Those 
are the major food groups in which we 
operate. Having invested in private asset 
classes for quite a long time, we believe 
we have the expertise and track record 
to be confident in our ability to generate 
attractive risk-adjusted returns for our 
clients. Where we get concerned is that 
there is a proliferation of money that is 
flooding into private asset classes. There 
are a lot of new managers, quite frankly, 
that are a little wet behind the ears and 
have only operated in the market for the 
last 10 years where the market has been 
one way - up. There is probably some 
imprudent risk taking going on out there. 
This is where we have an advantage as a 
mutual – we take the long-term view, we 
don’t stretch for yield like some of the 
publicly listed companies do to meet the 
needs of not just their insurance clients, 
but also their shareholders. We believe 
in our mutual company model, we’ve 
seen that the strategy works, and it is 
reinforced by our long-term orientation.

IAUM: How do you incorporate ALM 
into your investment strategy?   
MALLOY: Our investment strategy is 
developed and executed in an ALM 
framework. Every product we have 
has its own asset portfolio to support 
it. There’s not one general account to 
support everything, each product has its 
own portfolio. They all have their own 
characteristics related to duration and 
convexity, among others. For example, 
we target a 10 percent allocation to 
equities in our ordinary life portfolio, 
which we use to enhance the dividend 
yield. Through a smoothing mechanism, 
we can pass along the gains and losses in 
the equity portion of that portfolio over 
many years so there’s limited volatility 
in the dividend associated with equity 
performance. If you looked at our fixed 
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“We’ve built what we 
believe to be an 

all-weather 
investment portfolio 
that will continue to 

perform well...”
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deferred annuity business, which is a 
much shorter duration product, we don’t 
have any equities in that portfolio. That 
is backed by high-quality, investment-
grade bonds. Then we have some 
longer duration businesses such as long-
term care, structured settlements and 
guaranteed-income annuities. These 
products may have durations of 18 -20 
years. It’s difficult to find long assets and 
with the ever-changing technological 
environment, there aren’t many 
companies you’d want to lend money to 
for 30 years. It’s a shrinking universe. We 
have allocated a small portion of those 
portfolios to equities which covers the tail 
liability cash flows and we think we are 
appropriately matched. We’re not trying 
to take interest rate risk unintentionally; 
we try to add value through the credit 
and equity risk we take and to maintain 
a well-diversified portfolio.  

IAUM: Some asset classes have an 
onerous RBC charges, particularly for life 
companies. Do you look at investments in 
terms of yield-per-unit of RBC, for example?   
MALLOY: Everything we do is 
focused on generating current income 
and preserving capital in a way that is 
consistent with a company like ours that 
is committed to honoring our long-term 
promises and maintaining the highest 
possible financial strength. At New 
York Life, we have our own capital 
management system, our own view of 
how much risk resides in the portfolios 
and then we set aside capital accordingly. 
We do rigorous stress testing. We’ll run 
scenarios consistent with the pandemic 
in the early 1900’s, the Great Depression, 
the financial crisis, stock market 
correction and then we’ll ask, ‘what if 
they all happen at the same time?’. We 
want to have more than enough capital 
to meet the long-term guarantees that 
we’ve made going out 20, 30, 40, and 
in some cases 50 years. We’ll be here 

to fulfill the promises that we’ve made 
– that’s the philosophy of the company. 
We do pay attention to RBC because the 
rating agencies and other constituents 
look at it, but it’s not the driver of our 
decision making.     

IAUM: What advice would you give to a 
third-party asset manager that wants to 
manage assets of insurance companies?

MALLOY: New York Life is somewhat 
unique in that it doesn’t have an obvious or 
critical need to outsource the management 
of its assets. Operating under the New 
York Life Investments umbrella, our 
captive asset manager is focused primarily 
on the management of the general 
account, while our affiliated boutiques 
are focused primarily on third party asset 
management. A few of these affiliates 
manage a portion of our general account 
assets where we don’t have internal 
capabilities, such as municipal bonds, 
middle-market bank loans and private 
equity. There is an alignment of interests 
because we own those companies. We 
can work closely with them to make sure 
they fully understand the nature of those 
liabilities and how those assets play in 
support of them. We can also be very 
clear about the investment guidelines 
and constraints that we might want to put 
into place. This arrangement has worked 
very well for New York Life, with our 
investment managers serving as alpha 
generators and earnings contributors. 

Third-party asset managers need to offer 
something differentiated, that insurance 
companies can’t do on their own. There 
is a role for outsourcing, particularly for 
the smaller players that don’t have access 
to all asset classes or don’t have enough 
scale to attract a first-class team. There is 
a lot of money that has been outsourced 
and I’m sure there will be a lot more. But 
here’s where insurance companies need to 
be careful: They shouldn’t just outsource 

solely to reduce their management fee. 
Sometimes you get what you pay for. How 
many credit losses do you need to give 
back on anything you’ve saved on fees? 
And the second thing is that insurers need 
to be careful in shifting to passive index or 
ETF-like products in fixed-income which 
tend to be market cap weighted. Market 
cap weighted is fine in equities, but fixed 
income brings the highest exposure to 
companies that have borrowed the most.  

IAUM: It seems to me that there is a lot 
of capital chasing a limited number of 
assets and risk premia seem to be very 
tight – that it’s priced to perfection in a lot 
of ways. What is your view?
MALLOY: Interest rates are off August 
lows but we’re within the same zip code of 
the all-time historic lows on interest rates. 
Spreads on investment grade and high 
yield are as tight as they have been since 
the financial crisis and equity valuations 
are close to their highs and that’s true 
really across all asset classes. This reflects 
excess savings around the world chasing 
returns and central banks policies that 
have distorted what the true risk-free rate 
is. Everyone is in search of yield and at 
some points there will be an event. We’ve 
seen pockets of volatility over the last 
year and a half – it’s remarkable to me 
how much the markets have moved in 
the last three months based on not much 
new information. The U.S. economy is 
holding up reasonably well due to the 
consumer, but the manufacturing sector 
is weak, the global economy remains 
fragile, particularly in Europe and China 
– where we don’t have a trade deal. And 
then we have political events around 
the impeachment, the election next 
year and Brexit so the markets feel very 
complacent to me right now. That’s the 
biggest risk overall. At some point, one 
of these things will play itself out and we 
should expect volatility in the markets 
next year. That’s one prediction I’ll offer. 
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Also, if you look at returns across asset 
classes this year, they are up double-digits 
almost across the board. Investment grade 
and high-yield bonds are both up about 
12 percent and the stock market is up 25 
percent year-to-date. Seeing this repeated 
next year is extremely unlikely. 
   
IAUM: New York Life has identified 
LifeTech as an ecosystem of start-ups with 
relevancy to life insurers that is distinctly 
different from the prevailing Insurtech 
and Fintech spaces. How does technology 
fit into your investment strategy?

MALLOY: Going back to 2012, New 
York Life was one of the earlier firms in 
the insurance industry to recognize that 
we are living through a world of rapid 
technological change with industry after 
industry being disrupted. We thought 
that neither the insurance industry nor 
asset management is immune from that 
existential threat. We set up a corporate 
venture capital unit called New York Life 
Ventures to help us identify technologies 
that we could potentially test, invest in, 
and/or import into the company that 
would be useful, that would make us 
more competitive, more efficient and 
make us aware of technologies that could 
be disruptive, enabling, or adjacent so that 
we can get out in front of them. Ultimately, 
the group’s mission is to help accelerate 
the pace of innovation at New York Life. 
Early on, we established relationships with 
some leading venture capital funds, and by 
investing in their funds, we gained access 
to their insights, proof-of-concepts and 
co-investment opportunities. On average, 
the team has supported a proof-of-concept 
test every 2.5 weeks since 2012 with 
much testing and learning along the way. 
We have incorporated a number of these 
technologies into the core life insurance 
business. It’s helped us with the overall 
digital transformation of New York Life, 
trying to move from an analog legacy 
system to a more modern digital footprint. 

We have also stood up our Center for 
Data Science and Artificial Intelligence, 
a new data science organization that is 
embedded in both the life insurance and 
the investment management businesses. 
While our investments have generated 
terrific returns, that wasn’t the primary 
reason we did it. The number one reason 
for the effort is to gain access to insights 
and identify the necessary changes to stay 
one step in front of the curve.    

IAUM: What advice would you give 
a young person just graduating from 
college or early in their career?   
MALLOY: I think about this question all 
the time because I have three children, 
two who have graduated from college 
and a third who is in college. I have three 
recommendations: First, to the best of your 
ability, identify what you’re interested in 
and what you’re good at. Look for the 
intersection of that Venn diagram – that’s 
the key to success because it won’t feel 
like work. That’s true for me – I can’t 
believe I get paid to do what I do. I love 
following the economy, I love following 
the markets, I love making investments, 
that whole intersection between the 
economy, finance and investments, to me 
– it’s like breathing. The second is, and 
I think this is especially important, is go 
to where you can learn and develop your 
skills and experiences. Do not think that 
you have to find the job that you’re going 
to stay in for 30 or 40 years – I think those 

days are largely gone. Don’t even focus on 
how much you’re making right away, that 
will come. But are you developing skills 
and experiences that will position you 
for different things? Because the world is 
always changing, and you can go and do 
different things. The third is that you have 
to own your career and invest in yourself. 
Take a class, go back to school, read a 
lot. You can learn so much from other 
people. Model yourself after people that 
you observe as successful people – get to 
know them, spend time with them. They 
can become mentors; they can become 
coaches and they can become contacts 
that can refer you to other opportunities 
if your interests lie in another area. I 
don’t think it’s one thing, there’s no silver 
bullet – I think it’s a combination of all of 
those things. And the last thing is, and I 
told this to my kids every day when they 
were growing up and now, they are finally 
repeating it back to me, you control your 
effort, you control your attitude and you 
control what I call your “bounce back.” 
You will have your setbacks; you’re not 
going to succeed at everything. Learn 
from it but don’t let it define you. You 
define where you want to be. Work hard 
and enjoy the process and the journey. 

IAUM: What would you tell your 
21-year-old self? And, you didn’t have 
the advice you just gave your kids.  

MALLOY: (Long pause). Probably laugh 
a little bit more, don’t take everything so 
seriously. Invest in relationships, find 
some balance, play the long game. It’s 
taken me a long time to figure that out – 
it’s still a work in progress. 

“You control your 
effort, you control 

your attitude and you 
control (what I call) 

your ‘bounce back’.”
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“New York Life Investments” is both a service mark, and the common trade name, of the investment advisors affiliated with New York Life Insurance Company.

“New York Life” can refer either separately to the parent company, New York Life Insurance Company (NYLIC), or one of its subsidiaries, or collectively to all 
New York Life companies, which include NYLIC and its subsidiaries and affiliates, including New York Life Insurance and Annuity Corporation (NYLIAC) and 
NYLIFE Insurance Company of Arizona (NYLAZ). New York Life’s Assets under management consist of cash and invested assets and separate account as-
sets of the company’s domestic and international insurance operations, and assets the company manages for third-party investors, including mutual funds, 
separately managed accounts, retirement plans and assets under administration. The company’s general account investment portfolio totaled $256.10 billion 
as of December 31, 2018 (including $105.04 billion invested assets of NYLIAC). As of December 31, 2018, total assets equaled $311.46 billion (including 
$153.46 billion total assets of NYLIAC). Total liabilities, excluding the Asset Valuation Reserve (AVR), equaled $286.63 billion (including $143.66 billion total 
liabilities of NYLIAC.

All opinions and data included are as of 11/20/19 and are subject to change. The opinions and views expressed herein are not intended to be relied upon as 
a factual prediction or forecast of actual future events or performance or a guarantee of future results or investment advice. The information contained should 
not be used as the sole basis to make any investment decision.

All investments involve risk, including possible loss of principal amount invested. 
* Based on revenue as reported by “Fortune 500 ranked within Industries, Insurance: Life, Health (Mutual),” Fortune magazine, 6/1/19. For methodology, 
please see http://fortune.com/fortune500/.

Anthony R. Malloy 

Tony	Malloy	is	Executive	Vice	President	and	Chief	Investment	Officer	of	New	York	Life	Insurance	Company.		He	is	also	the	CEO	of	NYL	Investors,	the	
firm’s	insurance	asset	management	subsidiary.	Mr.	Malloy	is	responsible	for	the	management	of	the	company’s	more	than	$250	billion	general	account	
portfolio,	which	is	made	up	of	public	and	private	fixed	income,	public	and	private	equities,	commercial	mortgage	loans	and	real	estate	equities,	and	
venture	capital.		Mr.	Malloy	is	a	member	of	New	York	Life’s	Executive	Management	Committee	and	serves	on	its	Risk	Steering	Committee.				

Mr.	Malloy	joined	New	York	Life	in	1999	and	has	more	than	30	years	of	investment	management	and	financial	services	experience.	He	previously	held	
the position of Senior Managing Director and head of Fixed Income. He also served as Managing Director and head of Leveraged Finance. 

Prior	to	joining	New	York	Life,	Mr.	Malloy	achieved	positions	of	increasing	responsibility	in	lending,	risk	management,	and	debt	capital	markets	with	J.P.	
Morgan, Toronto-Dominion, and First Chicago. 

Mr.	Malloy	received	his	BA	in	English	and	Economics	from	Middlebury	College	and	his	MBA	in	Finance	from	New	York	University.	Mr.	Malloy	is	a	director	
of	Seguros	Monterey	New	York	Life	and	serves	on	the	board	of	trustees	of	Good	Shepherd	Services.	
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Exploring The Various Uses of 
Private Real Estate Debt in an Insurance Portfolio

THE EVOLVING MARKET 
The debt secured by commercial 
real estate has been dominated 
historically by traditional lenders 
such as banks and institutional 
investors. However, banks have 
been forced to cut back on their 
leverage and boost their regulatory 
capital to comply with the 
regulatory reforms implemented 
in the wake of the financial crisis. 
Their demand for CMBS and CRE 
lending fell at a time of rising 
investment in the commercial real 
estate sector, causing a funding 
gap. (See Figure One.) 
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Executive Summary
• While the commercial real estate market cycle might be in its later stages, the fundamentals remain strong. Underwriting standards remain 
disciplined, delinquencies remain low, the economy is generally strong, and there is limited new supply with limited pockets of overbuilding. 
DWS believes this part of the cycle has further to run; it is prudent to adopt a more defensive posture in investment choices.

• Financial regulations implemented after the 2008 financial crisis caused banks to limit their investments in commercial mortgage-backed 
securities (CMBS) and commercial real estate (CRE) lending, giving other types of investors, such as insurance companies, an opportunity to 
increase their activity. 

• The $4 trillion CRE debt market is projected to see approximately $1 trillion of debt maturities over the next several years and much of this 
will need to be refinanced. The pullback by traditional lenders, like banks, equates to significant demand from borrowers, and a continued 
opportunity for alternate investors, such as insurance companies, to increase their lending activity.

• The share of private real estate lending from alternate investors is now about 9%of the total, up over 57% since 2013, as non-bank lenders 
have come to understand the potential advantages of this asset class and become more active. Among the potential advantages of CRE debt 
are stable current income, low volatility, limited downside risk via the equity cushion, low correlation to most other traditional asset classes, 
structural flexibility, and potential downside protection/principal preservation as well as the possibility of higher recoveries in the event of a 
default. 

• It is currently possible to execute strategies that generate an estimated 6% to 9% net investment return, depending on the investor’s risk/
reward appetite and preferred position in the capital stack.

The real estate debt asset class can provide 
debt investment options that may outperform 
traditional benchmarks while potentially 
offering attractive returns, downside protection, 
diversification benefits, and lower volatility.

FIGURE 1: Transactions Volumes Versus CMBS Issuance

Source: Real Capital Analytics, Commercial Real Estate | Finance Council, and DWS, year-end 2018
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1Exploring The Various Uses of Private Real Estate Debt in an Insurance Portfolio (cont.)

Since the financial crisis, annual CMBS issuance has remained 
less than half of 2006 and 2007. The current size of the 
commercial real estate debt market is about $4 trillion, with 
around $1 trillion of this maturing over the next several years, 
requiring refinancing or recapitalization (estimates from Board 
of Governors of Federal Reserve and Moody’s Analytics, as of 
year-end 2018).

The potential mismatch of supply and demand for debt as 
these maturities approach should allow nontraditional private 
debt lenders, like insurance companies and others, to increase 
their debt activity and seek attractive returns. 

Firms with developed real estate platforms can therefore help 
craft specific strategies that meet the needs of these investors 
with loans to institutional-quality borrowers and properties.

As noted earlier, the share of commercial real estate debt 
from alternative lenders is now about 9%, which is up over 
57% from 2013. The trade publication Commercial Mortgage 
Alert estimated in early June that there were nearly 160 
firms and funds providing subordinate debt, private debt, 
preferred equity and other types of commercial real estate 
financing. However, despite their interest in CRE assets, 
many of these are not consistent market participants. They 
may be active when conditions are favorable, but withdraw 
when the environment becomes more challenging. Consistent 
success requires a firm that is active in commercial real estate 
debt in all phases of the cycle, with deep relationships and 
a good reputation in the market with borrowers, co lenders, 
brokers, banks and other participants. This allows certainty of 
execution and a consistent discipline in underwriting through 
all market cycles. 

THE CURRENT CYCLE
The commercial real estate debt market is currently in the classic late stage of its cycle, described in the upper right quadrant of 
Figure Two, but with some unique attributes. As shown below and described earlier, there are various opportunities within each 
stage of a cycle.

FIGURE 2: Stages of the Commercial Real Estate Economic Cycle

Note: “IG” refers to “Investment Grade”; LTV” refers to “loan-to-value”. Source: DWS, Year-end 2018
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1Exploring The Various Uses of Private Real Estate Debt in an Insurance Portfolio (cont.)

FIGURE 3: Long-Term Stable Income

Source: The Giliberto-Levy Commercial Mortgage Performance Index (“G-L Index” or “GLCMPI”) measures the investment performance of select private-
market investments in commercial real estate debt. Specifically, the Index tracks fixed-rate, fixed-term senior loans that are made by and held in the 
investment portfolios (“on balance sheet”) of institutional lenders such as life insurance companies and pension funds. Past performance is not an indicator 
of future results. As of December 2018.

From a credit perspective, delinquencies 
continue to be low. We have not seen 
excessive loan-to-value creep or 
undisciplined underwriting standards, 
which is a very positive sign at this 
point in the cycle. We believe the cycle 
still has more time to run. Nonetheless, 
it has already been a very long cycle 
and DWS is taking a more defensive 
late-cycle approach in its commercial 
real estate lending. Even so, we believe 
there are still valuable opportunities. In 
fact, since 1974 there have only been 
two years, 1974 and 2008, where returns 
were negative. (See Figure Three.) That 
illustrates the long term stability of the 
asset class.

INVESTMENT VEHICLES
Investors often tend to think of the senior 
mortgage market when considering real 
estate debt. While that is the largest part 
of the market, and mostly dominated by 
banks and CMBS, the growing activity 

of non-bank investors has created more 
access points to get exposure in ways 
that might offer better returns.

Generally speaking, the real estate debt 
space consists of any fixed income 
or credit structure that is ultimately 
backed by real property. For example, 
if you owned a mid rise multi family 
property worth $100, someone might 
be willing to make you a senior loan 
on that property of up to $60 in order 
to earn a reasonably low return that 
nonetheless represents a slight premium 
to corporate bonds (as of the end of 
June 2019). Alternatively, if a lender 
understood the risk of that property, 
market and sponsor really well, and 
wanted to achieve a higher return, it 
could make a mezzanine subordinate 
to the $60 senior mortgage, which 
would receive a higher return for the 
incremental increase in exposure. 

These subordinate positions require the 
same, and often even more, detailed 
analysis of the creditworthiness of the 
senior loan. The objective is to find the 
optimal structure and returns that make 
sense for investors with varying risk 
appetites.

REAL ESTATE DEBT ATTRIBUTES
Well-structured and underwritten 
commercial real estate deals offer a 
number of qualities. These include:

• Potentially attractive risk-adjusted 
returns versus other asset classes 
throughout the cycle*
• Historically stable income*
• Low historical volatility*
• Historically higher recoveries in the 
event of default*
• Portfolio diversification: low 
correlation to traditional asset classes*
• Flexibility in targeting short-, 
medium- or long-duration assets and 
loan structures
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1Exploring The Various Uses of Private Real Estate Debt in an Insurance Portfolio (cont.)

FIGURE 4: Private CRE Debt vs. Other Assets

Sources: NCREIF Property Index (Real Estate Private Equity); Giliberto-Levy High Yield Real Estate Debt Index (High Yield Real Estate Private Debt); Gilib-
erto-Levy Commercial Mortgage Performance Index (Real Estate Private Debt); Bloomberg/Barclays U.S. Aggregate Bond Total Return Index (U.S. Bonds); 
S&P 500 Total Return Index (U.S. Equity). Past performance is not an indicator of future results.
As of December 2018.

• Principal preservation: possible 
downside protection through the 
equity cushion 
• Loans secured by well-located, high-
quality properties
• Large market opportunity: $4 trillion 
market with around one-quarter of that 
due for refinancing in coming years 
(estimates from Board of Governors 
of Federal Reserve and Moody’s 
Analytics, as of year-end 2018).

One of the key advantages is stable 
and current, predictable income. The 
vast majority of these investments are 
structured with current pay of contractual 
income. For investors that are matching 
liabilities, such as insurance companies 
and certain others, this is obviously 
important. Or, if you think that the 
appreciation in your core equity portfolio 
is going to be weaker as the cycle extends, 
shifting to higher income strategies such 
as CRE debt is an option.

Another benefit of the sector is principal 
preservation. These investments are 
collateralized by real assets that carry 
significant cushion to the lender’s 
exposure. In the earlier example, if you 
have a $60 loan in a property that’s 
worth $100, you stand to achieve the 
returns you originally expected, unless 
the value deteriorates by 40% or more. 
If the loan is supplemented by a 15% 
mezzanine loan, the total loan basis 
would be 75%; still exhibiting a 25% 
cushion in the form of the first loss 
position of borrower’s equity. Should 
the market experience a downturn at 
some point, the investor has insulation 
and the values can deteriorate somewhat 
before the investment is impaired. 
That is an advantage the owner of the 
property does not have, and a significant 
benefit to a real estate debt allocation.

A third noteworthy attribute is the 
ability of different investors to meet 

their specific risk appetites and 
sensitivities to duration. While one 
investor might want a real estate debt 
strategy that targets, for instance, a 
long term fixed rate investment grade 
portfolio that meets its risk appetite and 
balance sheet needs, another might seek 
a shorter term floating rate strategy with 
slightly higher spreads that matches its 
particular liabilities. A third investor 
shifting out of a strategy in core equity 
might be less sensitive to duration but 
still wants to outperform the NCREIF 
Property Index.

CURRENT RETURNS
Figure Four represents the composition 
of returns for various asset classes. 
Looking at the two primary real estate 
debt areas, high yield has posted post 
recession returns of 9.3% represented 
by the Giliberto-Levy High Yield Real 
Estate Debt Index, of which almost 90% 
are comprised of income, while higher-
grade mortgage debt is in the 5% range 
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1Exploring The Various Uses of Private Real Estate Debt in an Insurance Portfolio (cont.)

FIGURE 5: Current Yield & Returns

Note: The above interest rate ranges are for illustrative purposes only and represent current market pricing. Actual interest rates for individual investments may 
be higher or lower. Interest rates are not warranted and past performance is not indicative of future results. Interest rate ranges cover the main real estate sectors 
across a range of quality levels and locations. Sources: Cushman & Wakefield, MarkIt, Bloomberg, Moody’s, Chatham Financial and DWS. As of March 20, 2019.

as represented by the Giliberto-Levy 
Commercial Mortgage Performance 
Index. Compare that to the NCREIF 
Property Index, which is the column to 
the left. The returns are about 130 basis 
points higher but the income component 
is only about half, so it enjoys less of 
the benefit of having a strong income 
aspect. The forecast for NCREIF is 
in the low fives for the next five years 
(total return), so while the performance 
has been excellent since the great 
recession, on a forward looking basis, 
those returns are expected to moderate.  

Turning to the groups on the right of 
Figure Four, both high yield and the 
mortgage index have significantly 
outperformed the broader bond index 
(Bloomberg/Barclays U.S. Aggregate 
Bond Index). As a complement to fixed 
income portfolios, history suggests that 
CRE debt can provide outperformance.

RETURN RANGES
As you can see from the chart in 
Figure Five, senior fixed-rate mortgage 
loans of up to approximately 60% 
LTV have rates between 4% and 5%. 
Senior “stretch” loans, or whole loans, 
increase the LTV somewhat, providing 
rates above this level by 50 to 75 basis 
points. Lower risk subordinate debt, 
such as mezzanine loans and B Notes 
up to 60% LTV have rates in the 5% to 
6% range. A moderate risk subordinate 
loan of 60% to 75% LTV increases the 
rate to approximately 6% to 8%, and 
higher risk subordinate debt (greater 
than 75% LTV) can have rates from 
7.5% to the mid-teens depending on 
structure and property. It is important to 
note that in each of these loan types, the 
lender still benefits from the first loss 
equity position of the sponsor/borrower, 
providing protection and principal 
preservation benefits to the lender. 
Figure Five shows the return ranges for 
various benchmarks.

THOUGHTS ON AN APPROACH 
TO THE CURRENT MARKET 
Given the point of the cycle, investors 
could look to utilize an approach which 
would involve a mix of private debt and 
public debt, such as CMBS or Freddie 
Mac K deals, to enhance liquidity. We 
feel that a combination of medium 
risk senior loans and low- to medium 
risk mezzanine loans secured by stable 
properties with experienced sponsors 
would create a highly-effective, late-
cycle approach. 

Also, being in this late stage of the cycle 
makes it sensible to focus on the most 
liquid markets. These do not necessarily 
have to be primary markets; they could 
be secondary or tertiary markets as long 
as there is a high level of understanding 
of that market and liquidity. This could 
include those with the best relative 
growth, including in population, rent 
and employment.
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Exploring the various uses of private real estate debt in an insurance portfolio
Note: Not all products and services are offered in all jurisdictions and availability is subject to local regulatory restrictions and requirements. Subject 
to applicable laws and internal policies and procedures. 

There is no assurance that investment objectives will be achieved. 

For institutional investor and registered representative use only. Not to be shared with the public.

The brand DWS represents DWS Group GmbH & Co. KGaA and any of its subsidiaries such as DWS Distributors, Inc. which offers investment 
products or DWS Investment Management Americas Inc. and RREEF America L.L.C. which offer advisory services. 

The material was prepared without regard to the specific objectives, financial situation or needs of any particular person who may receive it. It is 
intended for informational purposes only and it is not intended that it be relied on to make any investment decision. It is for professional investors 
only. It does not constitute investment advice or a recommendation or an offer or solicitation and is not the basis for any contract to purchase or sell 
any security or other instrument, or for Deutsche Bank AG and its affiliates to enter into or arrange any type of transaction as a consequence of any 
information contained herein. 

Please note that this information is not intended to provide tax or legal advice and should not be relied upon as such. DWS does not provide tax, legal 
or accounting advice. Please consult with your respective experts before making investment decisions. 
 
Neither DWS nor any of its affiliates, gives any warranty as to the accuracy, reliability or completeness of information which is contained. Except 
insofar as liability under any statute cannot be excluded, no member of DWS, the Issuer or any officer, employee or associate of them accepts any 
liability (whether arising in contract, in tort or negligence or otherwise) for any error or omission or for any resulting loss or damage whether direct, 
indirect, consequential or otherwise suffered. 

This document is intended for discussion purposes only and does not create any legally binding obligations on the part of DWS and/or its affiliates. 
Without limitation, this document does not constitute investment advice or a recommendation or an offer or solicitation and is not the basis for any 
contract to purchase or sell any security or other instrument, or for DWS to enter into or arrange any type of transaction as a consequence of any 
information contained herein. The information contained in this document is based on material we believe to be reliable; however, we do not represent 
that it is accurate, current, complete, or error free. Assumptions, estimates and opinions contained in this document constitute our judgment as of the 
date of the document and are subject to change without notice. Past performance is not a guarantee of future results. Any forecasts provided herein 
are based upon our opinion of the market as at this date and are subject to change, dependent on future changes in the market. Any prediction, 
projection or forecast on the economy, stock market, bond market or the economic trends of the markets is not necessarily indicative of the future 
or likely performance. Investments are subject to risks, including possible loss of principal amount invested.

1Exploring The Various Uses of Private Real Estate Debt in an Insurance Portfolio (cont.)

Please note certain information in this presentation constitutes forward-looking statements. Due to various risks, uncertainties and assumptions 
made in our analysis, actual events or results or the actual performance of the markets covered by this presentation report may differ materially from 
those described. The information herein reflect our current views only, are subject to change, and are not intended to be promissory or relied upon 
by the reader. There can be no certainty that events will turn out as we have opined herein. Forecasts are not a reliable indicator of future returns. 
Forecasts are based on assumptions, estimates, views and hypothetical models or analyses, which might prove inaccurate or incorrect. 

In terms of property types, DWS’s perspectives: 

• Industrial is attractive, given its recent return
performance and supported by strong fundamentals
driven by e-commerce. 
• We also favor some cyclically defensive property types. 
Multi family, for example, has historically held up well in 
this part of the cycle. While construction was very active 
for a while, it has now slowed down but rising home prices 
has kept demand strong.
• Favorable to certain Retail, which is also cyclically 
defensive, but on an individual basis. Selection would be 
very important with a property being a dominant center, 
with credit tenants on long term leases. 
• Within Office, selection is paramount, requiring credit 
tenants on long term leases.

 CONCLUSION
Commercial real estate debt offers a yield premium in many 
cases to certain other asset classes, with the benefits discussed 
herein. Given the movement of market participants, as well as 
the increased standards instituted over the past several years, 
private commercial real estate debt can be considered an 
“evergreen” allocation given the range of sub-sectors. With its 
range of opportunities, investors can look to the asset class for 
uncorrelated asset class exposure, differing levels of income 
generation, not to mention it being complementary to other 
real estate investments such as equity ownership.
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1Exploring The Various Uses of Private Real Estate Debt in an Insurance Portfolio (cont.)

Certain DWS products and services may not be available in every region or country for legal or other reasons, and information about these products or 
services is not directed to those investors residing or located in any such region or country. The material was prepared without regard to the specific 
objectives, financial situation or needs of any particular person who may receive it. It is intended for informational purposes only and it is not intended 
that it be relied on to make any investment decision. It is for professional investors only. It does not constitute investment advice or a recommendation 
or an offer or solicitation and is not the basis for any contract to purchase or sell any security or other instrument, or for DWS and its affiliates to enter 
into or arrange any type of transaction as a consequence of any information contained herein. Investment decisions should always be based on the 
Sales Prospectus, supplemented in each case by the most recent audited annual report and, in addition, by the most recent half-year report, if this 
report is more recent than the most recently available annual report. Past performance is not indicative of future results. No representation or warranty 
is made as to the efficacy of any particular strategy or the actual returns that may be achieved. 

For investors in Bermuda: This is not an offering of securities or interests in any product. Such securities may be offered or sold in Bermuda only in 
compliance with the provisions of the Investment Business Act of 2003 of Bermuda which regulates the sale of securities in Bermuda. Additionally, 
non-Bermudian persons (including companies) may not carry on or engage in any trade or business in Bermuda unless such persons are permitted 
to do so under applicable Bermuda legislation.

© 2019 DWS GmbH & Co. KGaA. All rights reserved. I-069550-1



With concerns over interest rates and recession fears generating greater volatility in the bond market, investors may wish to add 
the unique benefits of commercial loans to their portfolios. 

Commercial mortgage loans offer a number of advantages. Yield spreads relative to comparable corporate bonds are often higher. 
Lenders can negotiate lending terms to align with their own risk-return mandate, and they are in a senior-secured position in the 
event of a default.

HIGHER POTENTIAL YIELDS, LOWER VOLATILITY  
Commercial mortgage loan portfolios can offer attractive yield premiums relative to investment grade corporates with long term 
loss experience similar to ‘A’ rated corporates.

In the chart below, the gross bond-equivalent equivalent yield of a portfolio of commercial loans managed by Securian Asset 
Management ranged from 100 to 350 basis points over a comparable index of A-rated industrial fixed income securities with 
7-year durations from 2000 to 2018. Note that while yields for both categories remained relatively stable during the recession of 
2008-2009, the yield spread widened significantly in the 10-year recovery that followed. 
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Commercial Mortgage Loans: 
The Middle Market Advantage

Securian Asset Management

Sean O’Connell, CFA 
Senior Vice President, Portfolio Manager

2

Figure 1: Commercial Mortgage Loan Advantage vs BBB-Rated Corporate Bonds

Securian AM Commercial Mortgage Loans as of 12/31/2018 (updated annually).  Commercial Mortgage Loan Yield represents the gross current bond equiva-
lent yield (BEY) of the Securian AM Commercial Mortgage Loans for this period. Commercial Mortgage Loan yield is net of fees, except Securian AM servicing 
fee. The BBB Industrial 7-year index includes industrial sector fixed income securities rated BBB with a 7-year duration, as defined on Bloomberg under the 
code C0097Y. Yield Advantage represents the difference between the Commercial Mortgage Loan Yield and the ‘BBB’ Industrial 7-year yield. The Index is un-
managed and is not subject to fees and expenses. Investments cannot be made directly into an index. See additional disclosures at the end of the materials. 
Past performance is no guarantee of future results. Lending involves many inherent risks. Loans can lose value, including the potential loss of the entire loan.
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CATEGORIES OF COMMERCIAL MORTGAGE LOANS
Generally, commercial borrowers are categorized by the typical size of their loans. 

• Large market borrowers are generally high-profile real estate firms that own and manage luxury residential, commercial and 
office properties in the six largest metropolitan areas. 
• Middle market borrowers represent a highly diverse spectrum of established and experienced real estate firms in every 
region of the country. 
• Small market borrowers are often individual investors or owner-occupied. 

Each category has its potential benefits and drawbacks: 

THE MIDDLE MARKET ADVANTAGE
While different kinds of investors may find suitable opportunities in each market segment, we believe that the middle market offers 
the best combination of diversification, risk management and returns.

Greater diversification. Unlike larger borrowers, which are concentrated in a limited number of markets, middle market borrowers 
are located in every region of the country. They range from retail property managers to lessors of warehouse, industrial, residential 
and office space. The breadth of lending options in the middle market space makes it relatively easy for a financer to build a 
diversified portfolio of commercial loans across different locations and industries that align with their specific return-risk profile.

Typical Loan Size (in Millions) Large ($100M+) Middle Market ($3-$100M) Small ($3M or less)

Borrower Locations Limited to the six largest 
metropolitan areas

Every region of the country Every region of the country

Advantages • Highly sophisticated institutional 
or family ownership

• Extensive third-party service 
providers and market related 
research available

• Deep loan market, both by size 
and property type

• Experienced property owners

• Diverse number of property 
management and leasing 
companies 

• Ability to build diversified 
portfolio by both property type/
geographic/borrower

• More attractive lending terms 
than large markets provide

• Diversity of economic sectors 
served 

• Generally smaller loan amounts 
offer a lower-risk way for new 
lenders to enter the commercial loan

• Lenders can generally negotiate 
more favorable terms, covenants 
and workout provisions than with 
borrowers in the large markets

Considerations/Risks • Dominance of office towers in 
this space may increase vacancy/
default risk during recessions 

• Relatively few locations limits 
ability to build a diversified loan 
portfolio

• Extensive competition from 
large investment banks and other 
large financial institutions makes 
it difficult to arrange attractive 
lending terms 

• Third party information on 
companies and markets may be 
limited

• Close local relationships 
between borrowers and existing 
lenders makes it difficult for 
new lenders to “break in” to an 
unfamiliar market

• New-to-market lenders face 
difficulty in identifying and vetting 
targeted firms and opportunities
 

• Borrowers are often 
undercapitalized and inexperienced

• Limited third-party company and 
market information

• Relative few quality loan 
opportunities

• Thin market of buyers in the event 
of lender foreclosure and liquidation 

Figure 2: Characteristics, Benefits and Risks of the Three Commercial Loan Markets
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Commercial Mortgage Loans: The Middle Market Advantage (cont.)2

ABOUT SECURIAN ASSET MANAGEMENT

Securian Asset Management, Inc. based in St. Paul, MN, is an institutional asset manager specializing in public and private fixed income, commercial real 
estate debt and equity, pension solutions and alternative investments strategies with more than $44 billion under management as of September, 2019. The 
asset manager was established in 1984 and traces its history to the founding of parent firm Securian Financial Group in 1880. 

The author of this article, Sean O’Connell, CFA, Senior Vice President of Securian Asset Management, has more than 26 years of investment management experience.

For more information on commercial loan strategies available to institutional investors, please contact the Securian Asset Management team at 1-800-665-6005.

Loan participations are not securities. The purchase of an ownership percentage in a commercial mortgage loan described herein is a purchase of a 
portion of a commercial mortgage loan and is a sale transaction between Minnesota Life Insurance Company (as lender) and the purchaser. Securian Asset 
Management, Inc. (“Securian AM”), an affiliate of Minnesota Life, analyzes the property and the loan terms to determine whether the loan is suitable for 
Minnesota Life Insurance Company only. Neither Securian AM nor Minnesota Life Insurance Company make any representations or warranties about the 
underwriting process to the purchaser. Securian AM is a registered investment adviser but does not act as such in performing mortgage loan underwriting 
and servicing and therefore does not provide investment advisory services to any purchaser in its commercial mortgage loan sale programs.

It should not be assumed that loans were or will be profitable, or that such production will continue on the same terms due to changing market conditions. 
Lending involves many inherent risks, including the potential loss of the entire loan.

The opinions expressed herein represent the current, good faith views of the author at the time of publication and are provided for limited purposes, are not 
definitive investment advice, and should not be relied on as such. The information presented in this article has been developed internally and/ or obtained from 
sources believed to be reliable; however, Securian does not guarantee the accuracy, adequacy or completeness of such information. Predictions, opinions, 
and other information contained in this article are subject to change continually and without notice of any kind and may no longer be true after the date 
indicated. Any forward-looking statements speak only as of the date they are made, and Securian assumes no duty to and does not undertake to update 
forward-looking statements. Forward-looking statements are subject to numerous assumptions, risks and uncertainties, which change.

This material may not be reproduced or distributed without the written permission of Securian Asset Management, Inc.

Securian Asset Management, Inc. is a subsidiary of Securian Financial Group, Inc.

For Institutional Investment Use Only.

Lower credit-risk. Direct lenders have greater control over managing credit risk than bondholders. They can negotiate favorable 
lending terms, including covenants and workout provisions. In the event the borrower becomes insolvent, direct lenders’ claims 
for payment and collateral have a higher priority than those of bondholders and stock shareowners. 

Extensive knowledge. Investment managers who focus on the middle market generally have more experience developing and 
managing properties and are more familiar with the structure and provisions of commercial loans than small-market borrowers. 
The most credit-worthy firms also have extensive knowledge of the demographics, zoning laws, land values and economic climate 
in the areas where they’re developing and managing properties. 

MIDDLE MARKET LENDING SWEET SPOTS
In our experience as a commercial lender, we’ve found that the most reliable middle market borrowers are well-established real 
estate companies that own affordable, moderately sized properties in stable suburban communities. These properties may include 
smaller shopping centers in prime locations leased primarily by local or regional retailers, multi-tenant warehouses and established 
residential communities catering to working families and retirees.

These firms are firmly entrenched in their locations and understand the demographics, zoning laws, land values and economic 
climate in the communities where they acquire and manage properties. They’re usually less affected by cyclical economic factors 
than firms that focus on leasing office space or specialized manufacturing facilities. 
 
We also favor real estate firms that lease to multiple residential or commercial tenants. While collecting rent from a single lessee 
may be easier to manage, it may be more difficult to find a replacement should the tenant terminate their lease. And while there 
may be more turnover in a multi-tenant unit, the temporary loss of rent from a single vacated space can be cushioned by the 
consistent stream of income from other long-term tenants.
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3An Evolving Landscape: 
RBC Global Asset Management 2019 Responsible Investment Survey

RBC Global 
Asset Management

Figure 1: To What Extent are ESG 
Principles Used as Part of Your 
Investment Approach and Decision 
Making?

INTRODUCTION 
After two consecutive years of significant increases in the use of 
environmental, social and governance (ESG) investment strategies 
and managers, the market is showing signs of maturing, with 
further growth in adoption slowing and an evident divergence of 
opinion about the value of ESG-based investing. The 2019 RBC 
Global Asset Management Responsible Investing Survey shows 
that, across the globe, the vast majority of institutional investors 
continue to embrace ESG principles and engage with their 
investment consultants and external money managers on the use 
of ESG-informed strategies. Among those institutions who apply 
ESG significantly, the belief in its value remains strong. However, 
those institutions who apply ESG “somewhat” or who have not 
yet embraced an ESG approach appear less convinced of its merits 
than before, or comfortable to remain on the sidelines for now.

One clear theme emerging from this year’s survey is an 
increase in the level of uncertainty around ESG. There appears 
to be a divergence of views about the value of ESG as it relates 
to investment performance, with significant adopters of ESG 
remaining confident in its value but the balance of the survey 
sample expressing more doubts in this area. Moreover, when 
asked about ESG’s ability to mitigate risk, the percentage of 
respondents who said they were not sure rose notably this year.

Still, while the rate of further adoption of ESG-based investing 
appears to have plateaued over the past year, the institutional 
investors who have adopted such an approach (and this 
group remains in the majority) remain committed to it. These 
adopters are clearly thinking deeply about key ESG factors 
such as using them across different asset classes, engagement 
and identifying the specific ESG issues—including cyber 
security, climate change, anti-corruption and water—that are 
most important to them.

SHIFTING PATTERNS OF ESG ADOPTION
Following several years of rapid growth in the adoption of an 
ESG-based approach by institutional investors, this trend is 
showing signs of tapering. At a global level, the percentage 

of investors who said they used ESG principles as part of 
their investment approach and decision making in 2019 was 
relatively flat compared to last year, at 70%. On a regional 
basis, ESG adoption continued to tick upward in the UK and 
Canada, reaching 97% and 80%, respectively, while in the US, 
ESG adoption was flat versus 2018, at around 65%. At the 
same time, the percentage of global respondents who said they 
are not using ESG rose slightly to 30% this year, after having 
dropped to 27.8% last year from 33.4% in 2017.

It is noteworthy, however, that institutional investors who apply 
ESG principles are doing so to a greater degree: the percentage 
who report using ESG principles “significantly” as opposed to 
“somewhat” rose in 2019 in several key markets. The increase was 
small in the US (rising about 3% from 2018), more pronounced in 
Canada (up over 5%) and especially strong in the UK (up 30%). 
This data suggests that for institutional investors in these three 
regions who have adopted an ESG-based approach, they are 
more convinced than ever by the benefits they are seeing, and the 

trend continues to move 
incrementally toward 
going “all in”. 

Considering these 
shifting patterns of 
ESG adoption, the 
next logical question 
to ask is what factors 
may be influencing the 
decision-making of 
institutional investors.

While the reasons 
survey respondents 
listed for either 
incorporating or not 
incorporating ESG 
remained largely the 
same from 2018 to 

For more information on how RBC Global 
Asset Management can serve you, please 
contact us at 888.524.4204 or via email at 
GAMinstitutionalsales@rbc.com.
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3An Evolving Landscape: RBC Global Asset Management 2019 Responsible Investment Survey (cont.)

2019, slight differences point to a divergence of views on the 
value of ESG, particularly when it comes to enhancing returns 
and mitigating risk.

Last year, among survey respondents who already incorporate 
ESG principles, the most common reason cited for doing so 
was fiduciary duty. That was followed closely by the belief that 
incorporating ESG would help lower risk and increase returns. 
In 2019, those priorities flipped.

Performance—i.e., lower risk and improved return—is now 
the most-cited reason for incorporating ESG, cited by 53.1% of 
respondents this year, up from 52.8% in 2018, while fiduciary 
duty was cited by 50.4% this year, compared with 53.9% in 
2018. (Respondents were able to select more than one reason.)

Responses to this question strongly indicate that investors who 
incorporate ESG into their investment decision-making view it 
as a strategy that can help lower risk, increase returns and help 
meet their all-important fiduciary duty.

It is important to note that the increase in lowering risk and 
improving return as a reason for incorporating ESG did not 
come at the expense of fiduciary duty across the board. In 
Europe and the UK, for instance, the number of respondents 
who listed fiduciary duty rose to 64.9% from 56.2%.

These responses are interesting from another perspective: 
the investment policy statement. While more than half of 
respondents—in 2018 and 2019—cited fiduciary responsibility 
as a reason to incorporate 
ESG principles, less than 
one third cited investment 
guidelines.

Of course, the other 
interesting component 
in this discussion is the 
reasons investors give for 
not using ESG principles. 
This year, a belief that 
ESG is not consistent with 
fiduciary duty was cited 
by more respondents than 
any other reason. Overall, 
32.9% of respondents 
cited this factor, up from 
27% in 2018, when the 

No. 1 reason for not using ESG was a lack of resources. 
Interestingly, in 2019, limited resources were cited by just 
19% of respondents, down from 29.1%.

The fact that this year there were slightly more respondents 
who said they do not incorporate ESG factors because they 
don’t believe these factors will materially impact their 
investment returns—21.9% versus 18.4% last year—could be 
another indication of rising concerns about issues of return and 
risk among 2019 survey respondents.

PERFORMANCE, PERFORMANCE, PERFORMANCE
A powerful indication of investors’ appetite for ESG is how 
they think ESG-integrated portfolios are likely to perform 
relative to non-ESG-integrated investments. As noted above, 
institutional investors who already heavily incorporate ESG 
principles are more convinced than ever before that this 
approach adds value in terms of enhanced returns and risk 
mitigation. Compared to last year, this group is more certain 
that integrating ESG factors can mitigate risk (agreement now 
at 93%, up 3% from last year), and also more convinced that 
ESG factors help generate alpha (69%, up 4%). 

However, among the broader group of global survey 
respondents— including those who do not incorporate ESG 
as well as those who incorporate “somewhat”—this year’s 
responses showed growing uncertainty about the investment 
merits of an ESG-based approach.

This year, 28.9% of respondents said they thought an ESG-
integrated portfolio would 
perform better than a 
n o n - E S G - i n t e g r a t e d 
portfolio. While this is up 
considerably from the 18% 
who said better in 2017, 
it is down slightly from 
30.9% last year.

This pattern echoed 
regionally, except in 
Canada, where 33.6% 
of respondents said an 
ESG-integrated portfolio 
would perform better than 
a non-integrated portfolio, 
up from 24.6% a year 
ago. That may not be 

Figure 2: What Are Your 
Reason(s) for Incorporating ESG 
in Your Investment Approach?

Figure 3: How Do You Believe 
ESG Integrated Portfolios Are 
Likely to Perform Relative to 
Non-ESG Integrated Portfolios?
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3An Evolving Landscape: RBC Global Asset Management 2019 Responsible Investment Survey (cont.)

surprising, given the fact that the use of ESG principles by 
Canadian investors increased by six percentage points from 
2018 to 2019. 

An important sign of investors’ sentiment toward ESG investing 
can be seen in the portion of respondents who think an ESG 
portfolio will perform worse than a non-ESG portfolio. Overall, 
this number increased significantly, to 17.8% from 10.4% 
in 2018. While fairly steady across the world, the number of 
respondents in the US who doubt the efficacy of an ESG 
portfolio rose to 22.1% from 18.4% last year. 

CONCLUSION
Over the past few years, ESG investing has gained mainstream 
acceptance among institutional investors, but growth in 
the adoption of ESG has cooled. While a vast majority of 
investors continue to report using ESG factors as part of their 
investment approach and decision making, either significantly 
or somewhat, the rapid increase in adoption seen from 2017 to 
2018 was not replicated in 2019. But as in the past, geographic 
areas vary in their levels of commitment to ESG.

Overall, the 2019 RBC Global Asset Management Responsible 
Investing Survey painted a mixed picture of how institutional 
investors are thinking of and using ESG factors in their 
investment approach. Those who have already adopted a 
strong ESG-based investment approach appear to be holding 
fast in their conviction about the value of ESG, including its 
merits in contributing to investment performance. However, 
outside of that group, uncertainty appears to be on the rise, and 
in many areas there were more investors responding “not sure” 
to certain questions this year than in the past.

So while the multi-year trend of increasing ESG adoption may 
be tapering off, institutional investors are showing no signs of 
growing less engaged or committed to using ESG principles in 
their investment processes and decision making.

If interested in receiving a copy of the full survey, visit:
us.rbcgam.com/esg-impact/
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InsurTech Innovation: Legacy Companies, Startups 
& The Drive for Faster, Cheaper & Better Results

PwC

4

INSURTECH AND THE FOURTH INDUSTRIAL REVOLUTION (4IR): THE RULES ARE CHANGING
How did we get here—and so quickly? The answer tells us a lot about what comes next.
The insurance industry has grown in parallel with the economy. Each time there’s been a major leap in technology, the industry 
has responded with new products, new methods of distribution, and new ways to evaluate risk. We’re at another inflection point, 
and the cycle is repeating itself in what has been dubbed the 
Fourth Industrial Revolution. We’ve arguably seen more 
technological innovation in the past decade than in the five 
decades that preceded it.

Fifty years ago, insurance companies were some of the earliest 
users of mainframe computers. The smartphone in your pocket 
today is literally thousands of times more powerful than those 
early machines, and customer data is now stored in the cloud 
rather than a carrier’s premises. Similarly, communications 
capabilities have exploded, and as 5G mobile networks emerge 
over the next decade, still more transformative technologies 
will become more practical, such as drones and autonomous 
vehicles. Each of these shifts have upended long-held 
industry assumptions about business and operating models, 
organizational structures, and market strategies.
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Insurance is boring.

You	might	hear	that	from	people	who	don’t	know	better.	But	the	
ones who are paying attention understand that some of the most
interesting work in technology is taking place in insurance.

Recently, legacy insurers have started paying much more attention 
to	 newcomers.	 They’ve	 become	 some	 of	 the	 largest	 funders	 of	
these	startups,	recognizing	that	teaming	up	with	technology	firms	
can be a game-changer.

But	here’s	 the	harsh	 reality:	many	 if	not	most	of	 these	business	
relationships	 won’t	 meet	 expectations.	 When	 insurers	 turn	 to	
InsurTech for the wrong reasons, or without a clear, sustainable 
plan	to	extract	value,	they’ll	fail.

•	$4.15	Billion	Global	 Insurance	Technology	Investments	 in	
2018
•	28	Investments	of	$30	Million	or	More	in	2018	-	Large	VC	
Funding Rounds
•	 #1	 Risk	 Facing	Global	 Insurance	 Industry	 is	 Technology	
Modernization

Matt Adams 
Insurance Practice Leader
646-471-8688 | matt.adams@pwc.com

Francois Ramette  
Principal, PwC Strategy&
312-298-2046 | francois.ramette@pwc.com

Marie Carr  
Principal, PwC Strategy&
312-298-6823 | marie.carr@pwc.com

This is InsurTech’s moment. Will insurers seize the 
opportunity? InsurTech has become a powerful driver of 
change in the insurance industry, but it’s no silver bullet. 
Learn how to make its innovations work for you by putting 
the focus back where it belongs: on the capabilities that 
make your company unique.

Exhibit 1: Four Revolutions in Tech

Source: PwC
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Here’s what this means.
There are many ways to win, but you have to choose a 
clear path forward. The InsurTech space is filled with good 
ideas, and many young companies have outstanding people 
and technology. While many tie-ups may seem appealing on 
paper, prescient leaders know to ask why—and ask it again. 
Investors and other stakeholders look most favorably on 
insurance companies with a coherent strategy: from carriers 
and third party administrators to technology vendors, agents 
and brokers, and beyond.

There are new sources of value. The model of collecting 
premiums for distributed risk has been fairly static for years, 
but InsurTech companies are now moving ahead with pay-
per-use, an emphasis on loss prevention, restorative services, 
and more. Legacy carriers can learn from these startups by 
forgetting some of what they ‘know’ to be true.

What used to be a sign of success may not be anymore. 
Buyers don’t necessarily correlate “large” with trust or stability 
like they once did. And while large organizations don’t have 
to be more bureaucratic than smaller companies, they often 
are. Correspondingly, if insurers aren’t careful when they team 
up with InsurTech companies, their size and often more stolid 
culture can actually destroy the value that a tie-up promised.

Speed matters more than ever. People want next day delivery 
and credit decisions in 60 seconds. Naturally, they also expect 
speedy underwriting decisions, claims adjustment, service 
requests, and even product development. InsurTech companies 
can often help carriers deliver these benefits to customers and 
prospects, if both parties share a common goal and understand 
their respective roles in achieving it.

InsurTech Innovation (cont.)

DEFINING INSURTECH: NOW, IT’S BIGGER THAN INSURANCE
What is an InsurTech company?
In 2016, when the term barely registered in Internet searches, it generally referred to a technology startup seeking to make a mark 
on the insurance industry. Only a few years later, the same search generates more than three million results. InsurTech offerings 
have grown exponentially, but there’s still uncertainty about what InsurTech really includes.

That’s because InsurTech goals keep changing. We’ve moved well beyond InsurTech-as-disruptor-and-threat. In our most recent 
Global CEO Survey, far fewer industry executives said that they were concerned about the speed of technological change, changing 
consumer behavior, or new market entrants.

We’ve shifted toward collaboration, as both startups and legacy providers realize that they gain from combining the former’s 
technology with the latter’s customer knowledge, understanding of risks, and capital strength. Now, InsurTech is an ecosystem 
that brings together adjacent industries to provide an improved service of greater value to insurers and their customers. Adjacent 

Exhibit 2: Concerns Over Disruption Ease

Source: PwC’s 22nd Annual Global CEO. Survey Base: Insurance CEO’s
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industries of particular relevance include agriculture, health, 
cybersecurity, the sharing economy, wealth management, 
transportation, and more.

THE INSURTECH LANDSCAPE
At the annual InsureTech Connect conference, you’ll find 
legacy companies and tech-driven startups addressing every 
sector. There are pure technology firms providing core systems 
and components using a Software-as-a-Service (SaaS) model. 
There are companies selling artificial intelligence (AI)-
based predictive analytics, and risk assessment offerings 
that introduce new data sources. There are plenty of other 
InsurTechs that address distribution, leverage telematics, 
pursue unserved niche markets, offer comparative pricing and 
broker services, and more. You get the idea: the sheer volume 
of companies that have emerged to support (or compete in) 

the insurance space reflects the appetite for change and the 
opportunities that potentially await.

These opportunities go far beyond the front office. Insurers, 
and many InsurTech companies themselves, are also turning to 
technology companies that provide more generalized business 
support: cloud computing, intelligent automation, human resources 
systems, loyalty programs, workflow management, and more.

Whether you lead a legacy provider or a startup, there are 
many, many options to explore. But too much choice can be 
distracting or even counterproductive, like getting 2,000 search 
results for sneakers when all you want is one pair. The best way 
to cut through the noise is to look internally first, identifying 
your strengths and assessing how you can build on them.

InsurTech Innovation (cont.)

KEY TAKEAWAYS

Choose wisely.	You	may	find	dozens	of	tempting	opportunities	to	
work with InsurTech or insurance companies. But the costs of any 
tie-up,	in	dollars	and	management	attention,	can	be	significant.	Is	
this the most important project right now?

Build on your strengths.	Your	stakeholders	know,	or	should	know,	
what your brand promises: value, service, innovation, etc. Make 
sure your InsurTech strategy is more than a hobby by adding to 
your	differentiation.

We do it too. We also work with a number of external partners, 
using their products and services to support projects with our own 
clients. There are many excellent InsurTech companies, but we 
have only chosen to work with those that reinforce what our clients 
have come to expect from PwC.

HAVE A COHERENT STRATEGY FOR INSURTECH INNOVATION
What insurance industry problem are you trying to solve?
Virtually every insurance carrier wants a world-class claims processing system. Most companies would agree that they can 
strengthen their underwriting abilities by incorporating artificial intelligence-based risk assessment, and that they could boost 
revenue by moving into an adjacent, niche market. Does that mean that your top priority should be to buy or partner with an 
InsurTech that focuses on claims processing, underwriting, or that adjacent niche? Not necessarily.
 
There are always opportunities to grow, but the companies that consistently outperform the market over the long-run know that 
they can’t be good at everything. In fact, a temporary revenue boost can sometimes make things worse if you wind up spread 
too thin. Sustainable growth comes from understanding what 
capabilities make your company unique (or could). Step back: 
in a hyper-competitive market, you have to start by focusing 
on what you do well.

The power of coherence
Insurers that consistently succeed are ones that understand how 
they deliver value to their customers. They have an angle—a 
“way to play”—that everyone from the executive suite to the 
back office can articulate. “We’re the innovators.” “We’re the 
customer service leader.” “We’re the low-cost leader.” And to 
support the path they’ve chosen, they’ve developed a handful 
of mutually reinforcing capabilities that let them deliver that 
value. Finally, the products and services they offer align with 
that same set of capabilities.

“Insurers are often concerned that InsurTech innovation has a high risk of failure. 
That’s not the risk to worry about. I’m more concerned when carriers don’t tie their 
investments to a specific, competitive edge, or if they work with companies that don’t 
live up to the brand promise.” - Francois Ramette, Partner at Strategy&
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Increasingly, the InsurTech world offers compelling 
opportunities for most legacy providers. But just how should 
your company take advantage of them? At many insurers, 
there are offerings or even entire business units that are not 
aligned with the firm’s core strengths. Adding more to the 
mix, however interesting, doesn’t add to a sustainable engine 
of growth unless the InsurTech company builds on the legacy 
carrier’s existing strengths.

Working together: How we do it
Any time your company teams up with a third party—a 
payments processor or even a contract programmer—you 
are balancing the benefits with some additional risk and 
management overhead. So, even when you identify a would-
be partner that is accretive to your strengths, you’ll want to 
understand those trade-offs.

At PwC, we have developed a strict process to manage the 
number of joint business relationships (JBRs) that we maintain. 
We constantly scan the InsurTech market to identify potential 
business partners that could help us better support our clients. 
We follow these same criteria: when we team with or acquire 
another company, we make sure that we’re aligning with our 

existing services and strengths. We know, for example, that 
trust is an essential part of our offering, so we are careful to 
avoid associating with firms that might jeopardize it. There are 
many interesting, emerging InsurTech and other technology 
organizations that we could draw upon to add value to our 
clients, but we only establish JBRs with companies that add to 
our own coherent value proposition.

InsurTech Innovation (cont.)

KEY TAKEAWAYS

Don’t ignore cultural differences. Legacy insurance companies 
and	 InsurTech	 startups	 often	 have	 very	 different	 ideas	 about	
cultural norms for behaviors such as risk tolerance and how 
decisions are made. These can be overcome, but only if you 
make it a priority to do so.

Integration management involves more than technology. 
Once	you’ve	made	a	decision	to	work	with	an	InsurTech	partner,	
the	choices	you	make	can	influence	behavior,	and	these	may	be	
directly	linked	to	the	project’s	success.	Reward	the	behaviors	you	
want to encourage.

Exhibit 3: Insurance Leaders Have a Coherent Strategy

Source: PwC

INSURTECH AND UNDERSTANDING THE CULTURE FIT
Culture can determine InsurTech success or failure
When traditional players in the insurance industry start discussing how they might work with InsurTech companies, the conversation 
usually goes pretty quickly to tangible elements: technology compatibility, financial projections, legal structures, and terms and 
conditions. This is understandable; it’s what corporate development teams do well. But companies often neglect one factor that 
looms particularly large in determining success or failure: culture.

Understanding cultural fit is important when considering any transaction involving two distinct organizations. It’s particularly 
important when considering how a large carrier might work with an InsurTech company, whether as an acquisition, a joint business 

relationship, or just as a service provider. The very factors 
that often make InsurTech appealing—agility, non-traditional 
thinking, techoriented staffing, and so on—may struggle when 
integrated with an incumbent provider. If employees don’t 
see the value in staying, much of the relationship’s appeal can 
quickly erode.

Once you make cultural fit a priority, you may start to see 
potential problem areas, even early in the due diligence stage. 
In some rare cases, you may find that there are issues that can’t 
be overcome. More often, you’ll be able to address them by 
clarifying your assumptions about what is important to your 
potential business partner, and why.
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InsurTech companies often bring different demographics 
and cultural values to the party
Just because one team is more entrepreneurial than 
another doesn’t mean that they can’t work together. But 
if there’s any hope of bridging this cultural divide, it 
depends on real transparency: understanding who the 
highest value employees are in the new organization, 
determining what they want, and designing an integration 
program accordingly. In popular culture, this is sometimes 
interpreted as “let’s add a foosball table and a coffee bar.” 
Amenities are nice (full disclosure: PwC has foosball 
tables and a coffee bar in our New York headquarters), but 
the underlying issue is anything but cosmetic. InsurTech 
companies often bring different demographics and cultural 
values to the party. How can you make this new kind of 
employee feel rewarded and valued as part of an incumbent 
provider?

You can start by making change management much more 
than an afterthought. All organizations have explicit and 
implicit employee norms. It’s natural that there will be 
adjustments needed on both sides when Big Insurance and 
Scrappy InsurTech meet. In fact, as the integration process 
begins, everyone will be watching to see which norms will 
survive on either side. The most effective combinations 
happen when management is clear on what key employees 
value, and then designs programs to reward behaviors it 
wants to encourage.

CHOOSE BUSINESS MODELS 
THAT WORK FOR INSURTECH
The many ways to form InsurTech alliances
A few years ago, insurance companies tended to look at 
InsurTech as a competitive, disruptive threat. Now, they see 
tend to see a growth opportunity. But what does this really 
mean? There are a variety of ways to structure a working 
relationship, and there are tradeoffs involved in each. In 
some cases, the form of the relationship may depend on the 
degree of control that either is willing to give up; in others, 
it comes down to the size of the investment involved.

The growth of corporate venture capital
In the early days of corporate venture capital, insurers 
tended to focus on strategic investment. The bounds were 
rather loose, and strategic investments were never pushed 
hard for a financial or economic return. That has changed.

Increasingly, we’re seeing insurers participate as lead 
investors in InsurTech startup deals. We’ve also seen some 

InsurTech Innovation (cont.)

Exhibit 4: Companies Often Struggle When Combining Teams

Source: PwC’s 2017 M&A integration survey

Exhibit 5: Culture is Key to Strong Performance

Base: global respondents 1,204. Source: Katzenbach Center Global 
Culture Survey 2018

Exhibit 6: Strategic Alliances and Joint Ventures 
are a Potential Avenue for growth

Source: PwC’s 22nd CEO Survey
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InsurTech Innovation (cont.)

significant new investments in industry CVC funds. For many carriers, CVC’s appeal is the structured discipline it brings to 
sourcing, gathering, filtering, and selecting ideas that are worth pursuing.

Leaders are now bringing effective controls to the practice. There are clear boundaries on how to make InsurTech investments, 
decision authority definitions, investment theses, and leaders are appropriately coupling these investments with
the core business.

There are a variety of options in between “we’d like to acquire 
this company” and “we’d like to purchase these InsurTech 
services.” In some cases, insurers will find structural alliances 
to be most appropriate:

• Joint ventures
• Limited partnerships and LLCs
• Minority equity investments

Others will find that contractual alliances are more useful, in 
whole or in part:

• Virtual JVs
• Long-term contracts
• Seller financing

In 2018 and 2019, we saw a number of significant corporate 
venture capital (CVC) investments from insurers looking at InsurTech opportunities:

• AXA Venture Partners raises $150 million early-stage fund
• Allianz boosts VC fund to $1.1 billion for tech, insurance deals
• MassMutual Ventures launches $50 million Southeast Asia fund
• Aflac Corporate Ventures Fund increased from $100 million to $250 million
• Cigna launches a $250 million venture fund

INVESTING IN INSURTECH WITH DISCIPLINE
Many legacy companies look at InsurTech startups as an opportunity to outsource innovation: “we’re often too bureaucratic 
too innovate quickly, but we can team up with others who do it well.” That reasoning works, up to a point. But a diversified 
company typically has a fair amount of overlap. Without an effective governance program, those innovation programs become 
inefficient, or worse. Consider a company with teams in claims, underwriting, auto, and homeowners insurance, all looking at 
innovation opportunities, and all scanning the InsurTech landscape. What are the odds that they will align behind a common, 
coherent approach?

As valuable as it can be for units to scan for relevant InsurTech investments, this is not an innovation strategy. There are many 
models for doing innovation well: internal labs, minority equity investments, acquisitions, corporate venture capital, and more. The 
most effective approaches have a broad view: global governance tied to a unified strategy, a global investment committee, criteria 
tied to corporate priorities, and the flexibility to allow individual business units to drive their own investments where appropriate.

Insurance companies that succeed with this kind of outsourced innovation tend to have a good idea of what they want to accomplish 
and a welldefined innovation charter. This includes a sound investment hypothesis and criteria, clear allocation of authority for 
making decisions, and a thoughtfully selected investment committee that is aligned to the overall business strategy. For every 
dozen attractive InsurTech partnerships, another two dozen are emerging with ideas that might be even better. So, you’ll want a 
systematic way to source, gather, filter, and select the innovation programs that can be most powerful for your company.

KEY TAKEAWAYS

Understand the tradeoffs. There’s	 no	 single	 best	 way	 to	
structure a joint business relationship. When you begin to think 
about working with an InsurTech company (or with an insurer, 
if	 you’re	not	a	 legacy	firm),	start	with	strategy.	The	 form	of	 the	
relationship will vary, based on what you want to accomplish.

Use corporate venture capital (CVC) wisely. Legacy insurers 
often use CVC as a mechanism to source and evaluate potential 
investments.	It	can	be	very	effective,	but	you’ll	want	to	use	rigor	
when making investment decisions and considering how to 
benefit	beyond	a	purely	financial	return.
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At PwC, our purpose is to build trust in society and solve important problems. We’re a network of firms 
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InsurTech Innovation (cont.)

KEY TAKEAWAYS

Avoid random efforts. Approach 
InsurTech	 with	 a	 strategy,	 effective	
governance, and a process for vetting 
opportunities.

Cultivate stakeholders. Good ideas 
don’t	sell	themselves;	get	buy-in	for	your	
InsurTech programs.

Follow the right leader. InsurTech 
programs deserve a leader with real-
world experience in launching and 
scaling innovation.

Allow time to succeed. Give realistic 
targets, and then have the patience to let 
programs develop and integrate into the 
broader company.

Exhibit 7: Make Innovation Work for You.

Source: PwC

Manage InsurTech innovation with rigor
While there’s more risk and opportunity 
associated with InsurTech, that doesn’t 
mean “set and forget.” Even if your 
expectations are more variable, you’ll 
want to apply the same managerial 
principles you’d use with any investment 
or cost-cutting program. You’ll need the 
buy-in of key stakeholders to answer 
critical questions.

You’ll need the buy-in of key 
stakeholders to answer critical questions
How tightly are we going to couple our 
investment with the core business? Do 
we want it to affect the core within one to 
three years? What ROI do we expect to 
achieve? What happens if we don’t make 
that goal? Getting buy-in for InsurTech 
initiatives can be a constant struggle, 
but it’s worth the effort. Don’t try to 
force colleagues to see the wisdom of 
innovation investments. Involve people 
organically throughout the organization 
with various innovation projects. Show 
them how innovation can help improve 
business results. Most important, look 
for a few quick wins. There’s nothing 
better than tangible results to help 
people see the value of your program.

Choose the right people to lead your
InsurTech program
Too often, we see companies install a leader 
with no relevant background as head of an 
innovation unit because either the person 
wants to move to Silicon Valley or is close 
to the firm’s leadership. The innovation 
unit becomes a parking place for these 
managers, with predictably negative 
results. You’ll want to choose a leader 
with real-world experience in getting 
innovation off the ground—or the wisdom 
to hire someone who does. Look for 
someone with a forward-thinking attitude, 
perspective and personality needed to drive 
change, and concrete experience growing 
revenue for the business.

Don’t expect immediate results
While some short-term InsurTech projects can generate an immediate return on 
investment, you shouldn’t judge all projects using the same metric. Many carriers 
often move on to something else without allowing the current initiative enough time to 
generate returns. This is particularly 
true for companies pursuing 
InsurTech distribution opportunities, 
as they identify sales growth as the 
most important innovation metric. 
This can lead to a bias for short-term 
results and deter companies from 
making wise innovation investments 
that can pay off over the long haul. 
We encourage our clients to strive 
for a healthy mix of quick wins and 
long-term aspirational projects, using 
metrics that make sense for each 
project. And, yes, there may be cases 
where you’ll treat some innovation 
projects as purely experimental, 
without any formal measurement.
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Many insurers invest in alternative 
assets. Alternatives can provide 
portfolios with high returns while 
delivering low correlations to traditional 
asset classes. Within alternative assets, 
the two key features of core alternatives 
are a large percentage of total return 
coming from cash income and cash 
flows that can be forecasted accurately. 
In this paper, we discuss the key 
considerations for insurers and make 
the case for core alternatives strategies 
in insurance portfolios. We distinguish 
core alternatives from alternatives that 
rely on price appreciation to drive most 
of the total return. 

Compared to other institutional 
investors, insurance companies have 
to consider many more constraints 
when determining their alternatives 
allocations. Insurers must think about 
the capital requirements imposed by 
regulators and rating agencies, how 
alternatives impact earnings volatility, 
the liquidity and cash flow profiles of the 
assets, the total return and risk correlation 
characteristics between alternatives and 
their other assets, and how their peers 
invest. In this paper, we (1) discuss the 
key considerations for insurers when 
allocating to alternatives and (2) make 
the case for core alternatives strategies, 
which can provide stable income and 
low total return volatility.

Capital requirements and capital-
adjusted returns
Alternative assets usually have higher 
regulatory and rating agency capital 

charges than traditional assets. Higher 
expected returns on alternatives must 
offset these higher capital charges. 
Insurers could consider accounting for 
these capital charges by computing a 
capital-adjusted expected return for all 
asset classes. This measure relies on 
determining the total capital requirement 
for an asset class, reflecting the base 
cost of capital, target capital ratio and 
relevant diversification benefits. Given 
this total capital requirement, we then 
use a company’s target return on equity 
(ROE) to compute a pre-tax cost of 
capital, which we deduct from the 
corresponding asset’s pre-tax expected 
return to arrive at a measure of expected 
return that reflects the cost of the capital 
required to make an investment.

Earnings volatility
In the absence of impairment or realized 
gains, most fixed income and loan asset 
classes contribute to Generally Accepted 
Accounting Principles/International 
Financial Reporting Standards (GAAP/
IFRS) earnings only through interest 
income and they are held at amortized 
cost on the statutory balance sheet. 
Conversely, many alternatives mark-
to-market through GAAP/IFRS 
earnings and are held at fair value on 
the statutory balance sheet. Given this 
divergent accounting treatment, insurers 
are extremely sensitive to volatility in 
alternative assets. One benefit is that 
many alternatives provide what we 
refer to as “accounting diversification,” 
which comes from a valuation lag that 
results in market factors impacting some 

alternatives on a one-quarter lag. This 
results in lower correlation with liquid 
assets like public equity—at least as 
observed on the income statement (we 
do not mean to suggest that this provides 
an intrinsic economic diversification 
benefit and note that in a prolonged 
downturn the accounting diversification 
benefit would not be helpful). Generally 
speaking, insurers prefer asset classes 
that generate stable interest/dividend 
income that either do not mark-to-market 
through earnings or have very low total 
return volatility. Core alternatives do 
tend to mark-to-market through earnings, 
but they generally have lower total return 
volatility than alternative investments 
that rely on price appreciation for much 
of their total return. 

Liquidity and cash flow predictability
Most alternative assets are illiquid, but 
this is not necessarily a problem because 
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In a low yield, late-cycle environment, core alternative asset 
classes can provide insurance portfolios with stable income 
and low total return volatility.

We must distinguish between income 
as it is discussed by typical institutional 
investors as compared to GAAP 
net income and operating income. 
Investors typically refer to dividend 
income or other interest income paid 
out by alternative investment strategies 
as “income.” This is distinct from 
income	 as	 defined	 by	 U.S.	 GAAP	
or how most insurance companies 
calculate operating income. For these 
measures, the entire total return for 
most alternative assets impacts GAAP 
net	income.	Many	insurers	reflect	total	
return on alternatives in their operating 
income as well. 
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Core, What Is It Good For? Definitely Something! (cont.)

many insurance liabilities are highly 
predictable and of a longer-term nature. 
If an asset’s cash flows are known with 
a high degree of certainty, then it can 
be used to match longer-term insurance 
liabilities. The certainty of cash flows is 
a key feature of core alternative assets. 
Furthermore, core alternatives are 
generally available in open-ended funds 
which provide for quarterly liquidity 
in normal times. This is in contrast to 
closed-ended funds that can have lock-
ups approaching ten years. 

Total return diversification and risk 
exposure
Since most insurers do not mark-to-
market investment grade fixed income 
and loans, total return diversification 
is not the key concern for insurers. 
However, volatility is still a relevant 
risk measure for insurance portfolios 
and it is useful to assess at the volatility 
impact from initiating or adding to 
an alternatives allocation. Generally 
speaking core alternatives have lower 
standalone total return volatility than 
broad alternative asset classes, which 
reduces overall portfolio risk. When we 
think about asset diversification, we must 
understand existing risk exposures for 
insurers. Many life insurers are exposed 
to equity beta through variable annuities 
and large private equity portfolios, 
while P&C and health insurers often 
have large holdings in public common 
stock as well as private equity. All types 
of insurers have significant exposure 
to credit risk. Compared to broad 
alternatives, core alternatives have 
lower correlations to equity and credit 
investments and, therefore, provide 
enhanced diversification with respect to 
most insurers’ existing portfolios.  One 
key explanation for this diversification 

benefit is that many core alternative 
investments derive much of their return 
from long-term contractual cash flows. 

Peer comparisons
Insurers do not want to deviate too much 
from “normal” to avoid regulatory and 
rating agency scrutiny. The goal is often 
to size investment risk to be in line with 
peers and also to avoid earnings surprises. 

Adding it all up
Core alternatives tend to have lower 
expected returns than more opportunistic 
or highly levered strategies, so the 
capital-adjusted return measure does not 
favor core alternatives. However core 
alternatives are more favorable with 
respect to earnings volatility, liquidity 
and cash flow predictability, total return 
diversification and risk exposure, and 
peer comparisons.

The comments mentioned above apply 
generally to all U.S. insurers. However, 
life insurers, property and casualty 
(P&C) insurers, and health insurers all 
have different constraints they must 
consider when setting their alternative 
asset allocations. 

CONSIDERATIONS FOR 
LIFE INSURERS
In our conversations with life insurers, 
we have found that the biggest constraint 
on alternatives allocations is their 
impact on increasing earnings volatility. 
The benefits of core alternatives with 
respect to earnings volatility should be 
appreciated by life insurers. 

Life insurers often benefit from 
diversification in regulatory and rating 
agency capital models. This very much 
depends on the specific asset allocation, 
but many life insurers receive substantial 

covariance benefits from equity-like 
alternatives because their portfolios 
are heavily weighted toward credit risk 
and other underwriting risks. This make 
capital-adjusted returns less of a factor 
for some life insurers. 

Because of punitive capital charges 
for non-rated fixed income and fixed 
income funds, most life insurers do 
not invest in credit focused alternative 
strategies on Schedule BA. Insurers 
have found ways to invest in what would 
be considered illiquid credit alternatives 
via rated loans and notes that are held 
on Schedule D. Typical alternatives 
allocations for a life insurer consist 
primarily of private equity and smaller 
allocations to corporate mezzanine debt, 
infrastructure equity, real estate equity, 
real estate mezzanine debt, hedge funds 
and other asset classes. Historically, 
real estate mezzanine debt has been 
a relatively small asset class for U.S. 
insurers despite the fact that this debt (if 
held in the right structure) is extremely 
capital efficient and can have very 
limited impact on earnings volatility. 
In our experience, life insurance 
companies are more comfortable as 
senior real estate debt investors and 
avoid mezzanine debt because they do 
not want to take the chance that they 
may end up owning a property they 
are a mezzanine lender on. Similarly, 
real estate equity is not generally RBC 
capital efficient for life insurers to own, 
though capital efficient solutions have 
been developed for real estate equity. 

Different types of life insurers have 
different constraints that impact how 
they invest in alternative assets. In 
Exhibit 11 we group life insurers by 

5

1 Our definition of alternatives only includes Schedule BA alternatives does not include Schedule A direct real estate and schedule B real estate mezzanine 
debt. Life companies are categories based on ownership structure (Public or Mutual) and based on business focus (Life & Annuities Focus or Annuities 
only). EU and Canada are categorized separately, which are insurers with currently or former European or Canadian parent companies. “Non-Trad” 
consists of non-traditional new entrants to the insurance industry, typically backed by private capital.
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2 Our definition of alternatives only includes Schedule BA alternatives and does not include Schedule A direct real estate and schedule B real estate 
mezzanine debt. P&C companies are categorized based on ownership structure (Public or Mutual) and business focus (Personal, Commercial, Financial/
Mortgage Guarantee, Worker Comp, Medical Malpractice, or Global Reinsurance). P&C with Life insurance affiliates and State Farm are categorized 
separately because they invest differently from the other categories. Health companies are categorized as Public Health companies (”Public Health”), part 
of the Blue Shield Blue Cross (“Blue Cross”), and other Health companies (“Other Health”).

5
type of business or characteristics of 
the owner. Mutual insurers tend to have 
lower leverage as measured by invested 
assets as a percentage of statutory 
capital. A typical mutual insurer may 
be only eight times levered on this 
basis as opposed to 12 to 14 times 
levered for a typical public insurer. The 
lower leverage, as well as the ability 
to share investment experience with 
policyholders, makes mutual insurers 
more likely to have a larger allocation to 
alternatives. Life insurance companies 
that have very long-term liabilities, such 
as structured settlements, or those that 
have unexpectedly expensive liabilities, 
such as long-term care, also use 
alternative assets, in particular to back 
liability cash flows beyond 30 years. 
These types of companies are generally 
within the public life and annuity 
category shown in Exhibit 1 and they 
have larger allocations to alternatives 
than a typical public life and annuity 
company.  Insurers who focus on selling 
general account annuities (“Annuity”) 
do not typically invest much in 
alternative assets because policyholders 
may surrender their annuities and 
insurers have to be able to raise cash to 
meet these redemptions. We only show 
the non-traditional capital (“Non-Trad”) 
segment for YE2013 and YE2018 
because much of their business consists 
of companies that were acquired and 
then rapidly expanded. These insurers 
have limited alternatives allocations and 
instead focus on direct lending, CLOs, 
and other securitized assets. EU linked 
life insurers have had their alternatives 
allocations fall dramatically since 
the financial crisis—it’s worth noting 
that several of these companies are no 
longer associated with an EU parent or 

Exhibit 1: Schedule BA Alternative Assets for Life Insurers 
Left to right, year-end 2007, 2009, 2013, and 2018

Source: S&P/SNL Financial, JP Morgan. 

have diminished ties. Insurers who have a parent company based in Canada tend 
to have much larger allocations to real estate equity, due to differences in capital 
treatment between US and Canadian regulatory capital. However this is typically 
direct real estate held on Schedule A and so is not shown in Exhibit 1. The Schedule 
BA alternatives allocations for Canadian owned life insurers has been growing due 
primarily to the activities of one large insurer.

CONSIDERATION FOR P&C AND HEALTH INSURERS 
P&C and health insurers have historically been more idiosyncratic in their use of 
alternative assets. Some P&C and health insurers prefer to generate their income via 
underwriting profits and, therefore, invest in stable and secure fixed income portfolios 
with little, if any, public equity and alternative assets. Conversely, other insurers come 
to the conclusion that their underwriting profits are not market sensitive and therefore 
provide good diversification versus the risks inherent in equities and alternative 
assets. P&C and health insurers who hold this philosophy may have large allocations 
to public equity and alternative assets. 

P&C and health insurers often maintain extremely liquid portfolios either because it is 
necessary given their liability or because of requirements from rating agencies and other 
stakeholders. This preference for liquidity does limit alternative allocations and results in a 
greater allocation to public equity as compared to life insurers. 

In Exhibit 22 we show average investments below for various composites in the 
P&C and health sectors. It is important to note that there is substantial variation in 
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Core, What Is It Good For? Definitely Something! (cont.)5
alternatives allocations among different P&C and health insurers within the same group. We observe that:

• Public companies (health and P&C) tend to have lower allocations to alternatives than mutuals 
• P&C insurers that are affiliated with life insurers allocate more to real estate equity 
• Financial and mortgage guaranty insurers tend to not take investment risk through alternatives 

Exhibit 2: Schedule BA Alternative Assets for P&C and Health Insurers 
Left to right, year-end 2007, 2009, 2013, and 2018

Source: S&P/SNL Financial, JP Morgan. 

THE CASE FOR CORE ALTERNATIVES 
We refer to private alternative asset classes as “core” if a large percentage of total return comes from cash income and their cash 
flows can be forecasted for long periods of time with a low margin of error. For example, core real assets include well-leased 
properties in major developed markets; regulated utilities and other infrastructure sectors with transparent, predictable cash flows 
in developed markets; and large backbone transportation assets (maritime vessels, aircrafts, rail cars, etc.) that feature long-term 
contracts with high credit quality counterparties.
 
Income accounts for 60%–90% of the core alternative return, and core alternatives exhibit substantially lower total return volatility 
than their opportunistic or more highly levered counterparts. Due to the essential and often local uncorrelated nature of the return 
streams, core private assets exhibit a low correlation to broader markets and, to a great extent, each other. The lack of correlation 
across core private alternatives is key, as it further dampens volatility and reduces downside risks associated with any one category. 
Therefore, from an asset allocation perspective, we believe that not only are core private alternatives better, but also a broader, more 
diverse allocation.

Given the low yields are on long corporate bonds, the potential to use core alternatives to achieve high income with low beta is a 
powerful solution. Additionally core alternatives could be considered a good de-risking strategy for an insurer with a large public 
equity allocation. 
 
Exhibit 3 breaks down major asset classes into four income-beta buckets: the bottom left is traditional safe assets, which offer 
protection in the form of low beta but at lower yields; the bottom right is major public equity categories that offer relatively 
moderate to low dividend yields, with liquidity and growth potential but with high market risk; the top right segment highlights 
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Core, What Is It Good For? Definitely Something! (cont.)5
Exhibit 3: Low Beta, High Income From Alternatives: Core Real Estate, Real Assets and Credit

 Exhibit 3A: MAJOR GLOBAL ASSET CLASSES Exhibit 3B: MAJOR CORE ALTERNATIVES ASSET CLASSES

Source: ANREV, Bloomberg, Clarksons, Cliffwater, FTSE, INREV, MSCI, NAREIT, ODCE, S&P; data as of June 30, 2019. Sectors shown are represented by 
Bloomberg indices. U.S. HY: Corporate High Yield; TIPS: Treasury Inflation-Protected Securities (TIPS); Global HY: Global High Yield Index, Global Agg: Global 
Aggregate, U.S. REITs: FTSE NAREIT All-Equity REITs, Global REITs: FTSE EPRA NAREIT Global REITs. Yield and return information based on bellwethers for 
Treasury securities. The global core allocations are for illustrative purposes only and assume a simplified weighting scheme—asset allocation in private core 
markets in general should consider investor-specific objectives and constraints. The allocation for global core real estate is based on an equal allocation to 
U.S. core real estate, Europe core real estate and APAC core real estate. The allocation for global core real assets consists of 50% global core real estate, 
25% global core infrastructure and 25% global core transport. The core credit allocation consists of 50% middle market direct lending and 50% U.S. core real 
estate mezzanine debt. The global core alternatives allocation consists of an equal allocation to global core real estate, global core infrastructure/transport and 
core credit. Yields for each public market asset class are a 12-month average. Yields for each private market core asset class denote range-bound income 
metrics that are representative of a portfolio of the illustrated well-diversified core asset classes. Yields and income are used interchangeably in the article. 
Betas for all asset classes are based on 11-years of annual returns for all sectors.

high yield categories in fixed income that offer strong yields, though again at the cost of higher market risk; the top left includes 
the global core private market categories—private real estate, real assets and credit—that offer the best of both, i.e., high income 
with low beta. The cost, of course, is lower liquidity relative to traditional, public assets; at the same time, however, these core real 
assets have much greater liquidity when compared to long-life lock-up, closed-end private structures.

Core alternatives are appropriate for insurers given the importance that most insurers place on stable statutory book values for 
assets and mitigating gap earnings volatility and operating income volatility. Furthermore, many core alternative asset strategies are 
accessed via open-ended fund vehicles. Open-ended funds do not have the same J-curve that you find with other alternative asset 
classes. Investing in an open-ended fund allows for day one positive earnings as opposed to traditional private equity strategies or 
opportunistic real asset strategies that often involve a lengthy J-curve which results in negative earnings and reductions in capital. 

Manager selection is extremely important when deploying capital in many parts of the alternatives market, especially in high-
dispersion, non-core private market segments such as private equity, non-core real assets, credit and hedge funds. However, 
dispersion is relatively lower at the core end of the private alternatives spectrum. This points to a greater emphasis on intra-
core asset class portfolio construction that maximizes return and diversification, but at the same time minimizes volatility and 
downside risks. On the next page there is a summary of target return and expected income for four core alternative asset classes for 
consideration. All of these strategies have high and stable income, modest volatility, and are capital efficient.
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NOT FOR RETAIL DISTRIBUTION: This communication has been prepared exclusively for institutional, wholesale, professional clients and qualified investors 
only, as defined by local laws and regulations. 

This document is a general communication being provided for informational purposes only. It is educational in nature and not designed to be taken as advice 
or a recommendation for any specific investment product, strategy, plan feature or other purpose in any jurisdiction, nor is it a commitment from J.P. Morgan 
Asset Management or any of its subsidiaries to participate in any of the transactions mentioned herein. Any examples used are generic, hypothetical and for 
illustration purposes only. This material does not contain sufficient information to support an investment decision and it should not be relied upon by you in 
evaluating the merits of investing in any securities or products. In addition, users should make an independent assessment of the legal, regulatory, tax, credit, 
and accounting implications and determine, together with their own professional advisers, if any investment mentioned herein is believed to be suitable to 
their personal goals. Investors should ensure that they obtain all available relevant information before making any investment. Any forecasts, figures, opinions 
or investment techniques and strategies set out are for information purposes only, based on certain assumptions and current market conditions and are 
subject to change without prior notice. All information presented herein is considered to be accurate at the time of production, but no warranty of accuracy 
is given and no liability in respect of any error or omission is accepted. It should be noted that investment involves risks, the value of investments and the 
income from them may fluctuate in accordance with market conditions and taxation agreements and investors may not get back the full amount invested. 
Both past performance and yields are not reliable indicators of current and future results. 

J.P. Morgan Asset Management is the brand for the asset management business of JPMorgan Chase & Co. and its affiliates worldwide. 

To the extent permitted by applicable law, we may record telephone calls and monitor electronic communications to comply with our legal and regulatory 
obligations and internal policies. Personal data will be collected, stored and processed by J.P. Morgan Asset Management in accordance with our Company’s 
Privacy Policy (https://www.jpmorgan.com/global/privacy). For further information regarding our local privacy policies, please follow the respective links: 
Australia (https://www.jpmorgan.com/country/AU/EN/privacy), EMEA (https://am.jpmorgan. com/us/en/asset-management/gim/mod/legal/external-
privacy-policy), Japan(https://www.jpmorganasset.co.jp/wps/portal/Policy/Privacy), Hong Kong (https://am.jpmorgan.com/hk/en/ asset-management/per/
privacy-statement/), Singapore (http://www.jpmorganam.com.sg/privacy) and Taiwan(https://www.jpmrich.com.tw/wps/portal/Footer/Privacy). 

This communication is issued by the following entities: in the United Kingdom by JPMorgan Asset Management (UK) Limited, which is authorized and 
regulated by the Financial Conduct Authority; in other European jurisdictions by JPMorgan Asset Management (Europe) S.à r.l.; in Hong Kong by JPMorgan 
Asset Management (Asia Pacific) Limited, or JPMorgan Funds (Asia) Limited, or JPMorgan Asset Management Real Assets (Asia) Limited; in Singapore by 
JPMorgan Asset Management (Singapore) Limited (Co. Reg. No. 197601586K), or JPMorgan Asset Management Real Assets (Singapore) Pte Ltd (Co. 
Reg. No. 201120355E), this advertisement or publication has not been reviewed by the Monetary Authority of Singapore; in Taiwan by JPMorgan Asset 
Management (Taiwan) Limited; in Japan by JPMorgan Asset Management (Japan) Limited which is a member of the Investment Trusts Association, Japan, 
the Japan Investment Advisers Association, Type II Financial Instruments Firms Association and the Japan Securities Dealers Association and is regulated 
by the Financial Services Agency (registration number “Kanto Local Finance Bureau (Financial Instruments Firm) No. 330”); in Australia to wholesale clients 
only as defined in section 761A and 761G of the Corporations Act 2001 (Cth) by JPMorgan Asset Management (Australia) Limited (ABN 55143832080) 
(AFSL 376919); in Brazil by Banco J.P. Morgan S.A.; in Canada for institutional clients’ use only by JPMorgan Asset Management (Canada) Inc., and in the 
United States by J.P. Morgan Institutional Investments, Inc., member of FINRA; J.P. Morgan Investment Management, Inc. or J.P. Morgan Alternative Asset 
Management, Inc.  |  In APAC, distribution is for Hong Kong, Taiwan, Japan and Singapore. For all other countries in APAC, to intended recipients only. 

Copyright 2019 JPMorgan Chase & Co. All rights reserved.

5
Asset Class Target Return (Net) Expected Income
Core global transportation leasing 10-12% 8-10%
Core global infrastructure equity 8-12% 5-7%
Core US real estate equity 6.5-8.5% 4-5%
Core US real estate mezzanine debt 6-8% 6-8% 

The target return shown is not meant to represent actual returns of the strategies. The target return is provided for illustrative purposes only and is subject to signifi-
cant limitations. An investor should not expect to achieve actual returns similar to the target return shown herein. The target return is the manager’s goal based on the 
manager’s calculations using available data, assumptions based on past and current market conditions, and available investment opportunities, each of which are 
subject to change. Because of the inherent limitations of the target return, potential investors should not rely on it when making a decision on whether or not to invest 
in this strategy. The target return cannot account for the impact that economic, market, and other factors may have on the implementation of an actual investment 
program. Unlike actual performance, the target return does not reflect actual trading, liquidity constraints, fees, expenses, taxes and other factors that could impact 
the future returns of the Strategy. The manager’s ability to achieve the target return is subject to risk factors over which the manager may have no or limited control. 
Prospective investors should understand the risks factors associated with the strategy. No representation is being made that the strategy will achieve the target 
return or its investment objective. Actual returns could be higher or lower than the target return. Expected income is not meant to represent JPMAM performance. 
Information shown is based on assumptions, therefore, exclusive reliance on these assumptions is incomplete and not advised.

If you work at an insurance company and are interested in further discussion or more detailed analysis, please contact Matt Heintz, Head 
of North America Insurance Solutions at matthew.j.heintz@jpmorgan.com or email Insurance_Strategy_and_Analytics@jpmorgan.com.
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EXPLANATORY POWER
It may be helpful for some to recall that 
the strange but common use of Greek 
letters in investing — in particular beta 
and alpha — comes from the capital asset 
pricing model (CAPM) theory developed 
by William Sharpe in the 1960s, which 
provided the foundation for modern 
finance. The theory goes that beta, 
related to volatility, explains variation in 
stock returns. Higher beta means higher 
expected returns, and vice versa. Except 
that beta didn’t explain everything. The 
unexplained part of Sharpe’s model is 
referred to as alpha, commonly meant 
performance versus a benchmark.

While the model offers no insight 
into the source of alpha, conventional 
wisdom has attributed it to the ability of 
the portfolio manager. Managers who 
consistently generated positive alpha 
were thought to have superior stock-
picking abilities.

However, the advent of multi-factor 
pricing models has changed this 
dynamic. As the explanatory power 
of multi-factor models increased, 
unexplained active manager alpha 
necessarily decreased. This introduced 
the possibility that manager skill could 
be explained by other systematic factors.

This topic was thoroughly explored in 
the landmark paper by Mark Carhart 
(1997), in which he examined the 

performance of more than 1,800 mutual 
funds between 1962 and 1992. Initially he 
found strong persistence in active returns, 
supporting the notion that managers 
with superior insights can consistently 
generate positive alpha. However, after 
the returns were subsequently adjusted for 
style factors, the persistence disappeared. 
More importantly, after adjusting for style 

factors, alpha was found to be negative, 
indicating that manager “skill” actually 
decreased returns on average.

Carhart is by no means the only 
academic to find persistence in manager 
returns, nor was he the first (or last) to 
attribute persistence to style factors. 
Bollen and Busse (2001) confirmed all 
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As evidenced by their high fees, stock pickers still are coveted in investing. 
Conventional wisdom attributes much of alpha to the skill of investment 
managers finding the best businesses at the right price. However, the 
mysteries of what creates positive alpha — or outperformance — have 
been chipped away over time. And not in the favor of conventional wisdom.

SOURCE: Northern Trust Asset Management, Russell. Hypothetical factor performance represents 
the top 30% of stocks sorted by each individual factor (bottom 30% for low size and low volatility). 
Portfolios are capitalization weighted and rebalanced quarterly. For illustrative purposes only. Please 
see important information on hypothetical returns at the end of this presentation. Index performance 
returns do not reflect any management fees, transaction costs or expenses. It is not possible to invest 
directly in any index.  

Exhibit 1: Hypothetical Performance of Factors vs. Market
Portfolios that represent equity factors outperformed the market index, based on Russell 1000 
Index data from 1980 to 2018.
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Solving the Mysteries of Alpha (cont.)

the findings of Carhart, as did Daniel, Grinblatt, Titman and Wermers (1997). A number of other studies that were published during 
this time period drew similar conclusions.

RELIABLE AND COST-EFFECTIVE
The interest in style factor investing should not be surprising given its appeal to both passive and active investors. Style factors 
offer a systematic, diversified and transparent source of return, but with the added benefit of higher Sharpe ratios. Like traditional 
active investing, style factors offer the ability to outperform the market, but in a more reliable and cost-effective manner.

Read Northern Trust Asset Management’s new paper Foundations in Factors for a detailed analysis on the evolution of factors, 
implications for investors, the perils of cyclicality, and diversity within and across factors.

6

IMPORTANT INFORMATION. This material is provided for informational purposes only. Information 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.

All material has been obtained from sources believed to be reliable, but the accuracy, completeness and interpretation cannot be guaranteed. The 
opinions expressed herein are those of the author and do not necessarily represent the views of Northern Trust. Information contained herein is current 
as of the date appearing in this material only and is subject to change without notice.

Excerpts reprinted with permission from Northern Trust Asset Management. Read the full article, Solving the Mysteries of Alpha, and important disclosures 
at: www.pointofview.northerntrust.com

© 2019 Northern Trust Corporation. Head Office: 50 South La Salle Street, Chicago, Illinois 60603 U.S.A. 
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The need for investment in U.S. 
transportation and energy has received 
a great deal of publicity in recent years. 
However, the attention on the country’s 
aging social infrastructure has been 
less prevalent. Social Infrastructure 
assets include hospitals, schools, 
social housing, courthouses, water and 
wastewater and other essential assets that 
support local economies. As a result of 
shifting population trends, technological 
advancements and the older age of 
existing assets, continued investment in 
social infrastructure projects is going to 
be critical. For example, the American 
Society of Civil Engineers rates the 
nation’s schools “D+” with 53% of 
schools needing improvements to reach 
even a “good” condition and an estimated 
$38 billion annual funding gap1.  

Social infrastructure plays an important 
role in development and maintenance of 
a society’s quality of life. It can also often 
impact the economic development of the 
region. As illustrated in Figure 1, global 
investments in social infrastructure 
have ranged between 3 – 7% of global 
infrastructure spending.

Historically, U.S. investment in social 
infrastructure has largely been funded via 
on-balance sheet municipal financing. 
This is different from its neighbor in 
Canada, in Australia and in the U.K., 
where social infrastructure assets have 
been supported by Public-Private-
Partnerships (“PPPs”) since the 1990s.  
In 2018, the U.S. positioned itself as 

fourth in the world ranking by deal value 
for greenfield PPPs. While the U.S. has 
been late to adopt the PPP model, it has 
the potential to become one of the largest 
markets in the world given the sheer size 
of its infrastructure.   

PPPs are exactly as the name describes - 
a partnership between public and private 
sector for the delivery of a public asset. 
This procurement model allows the 
public sector to transfer key risks over 
to the private sector often including 
construction, operational or maintenance 
risks. The potential benefit of the PPP 
model is to allow appropriate risk-
transfer of key project risks to the private 
sector, which is generally better equipped 
to handle them. Importantly, unlike asset 
privatizations, there is no transfer of 
ownership of the assets to the private 
sector and the public authority retains all 
ownership of these core, essential assets.
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Compared to economic infrastructure, 
social infrastructure assets typically 
do not generate sufficient revenues to 
allow for self-funding. The most widely 
used funding model for social PPPs is 
the availability-based model. Under the 

Source: www.inframationnews.com

Figure 1: Global Infrastructure Spending by Sector
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The Social Infrastructure Funding Gap in the United States (cont.)7
availability-based model, the private and 
public partners negotiate a long-term 
concession agreement whereby the public 
authority agrees to pay a fixed periodic 
payment to the private entity for the 
delivery, operations and maintenance of 
the asset.  This allows the public authority 
to source the project without massive up-
front costs that would likely stress its 
balance sheet. Additionally, performance 
measures are placed on the private sector 
that seek to ensure assets are delivered 
on-time, on-budget and maintained at 
the highest quality. At the end of the 
concession term, the asset is required to 
be handed-back to the public authority 
under a pre-determined asset condition.  

While the US awaits a federal 
infrastructure funding plan, many states 
and municipalities have taken on the task 
of addressing the funding gaps at the local 
level. Texas, Virginia, Florida, California 
and Maryland have been the most active 
in PPPs. For example, Howard County 
in Maryland used a PPP to procure a 
new $178 million courthouse. Similarly, 
the University of California system is 
currently in the middle of its $1.2 billion 
construction of the UC Merced Campus 
development via a PPP. The City of Los 
Angeles is currently seeking bids for 
the development of its Civic Center, as 
it looks to leverage the successful Long 
Beach Courthouse PPP project. We 
continue to see a positive trend in states 
adopting the PPP model to help build, 
finance and fund much needed projects.

The PPP model has helped to bridge the 
gap as municipal and state balance sheets 
remained stretched. Well-structured 
projects typically have access to multiple 
sources of capital including Private 
Placement debt, Private Activity Bonds 
in the Municipal Bond Markets, and 

Bank financing. Equity Sponsors that are 
bidding on States’ requests for proposals 
often pick one or more of the available 
financing solutions to try and optimize 
the assets’ financing solutions.  

There is a clear need to support 
the growing funding gap for social 
infrastructure assets. If the U.S. were 
to adopt the PPP model on a greater 
scale, this could potentially be achieved 
without adding trillions of dollars in user 
fees or by worsening budget deficits at 
the local levels. While PPPs are not the 
only solution to support the financing and 
funding of social infrastructure, a greater 
use of the model would allow states to 
focus on their core competencies and 
leverage private sector expertise in an 
effort to optimize asset delivery and 
management. Continued investments in 
social infrastructure assets can greatly 
benefit the quality of life and support 
economic growth and development at the 
local levels.

MetLife Investment Management 
(“MIM”) has made a substantial 
commitment to Responsible Investments’ 
including Infrastructure, Municipal 

Bonds, Green Investments, and Impact 
and Affordable Housing. MIM seeks to 
actively support continued infrastructure 
investments in essential social projects 
through its broader infrastructure and 
municipal debt investment platforms.

Source: www.inframationnews.com

Figure 2: US PPP Investments by Sector

1 https://www.infrastructurereportcard.org/wp-content/uploads/2017/01/Schools-Final.pdf
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Investment decision makers at North 
American insurance companies are 
likely to see environmental, social, and 
governance (ESG) factors as a way to 
inform risk-aware, economically sound 
decisions about fixed income assets. 
Whether through a highly structured 
approach or through more ad-hoc 
examinations, investment decision makers 
in a new study affirm the value of the 
information embedded in companies’ ESG 
practices and performance -- especially in 
their corporate governance policies. 

The prospect of upside in fixed income 
from especially strong ESG performance 
is met with less interest, and at times 
skepticism. Nonetheless, say investors, 
insurers are likely to increase their use 
of ESG in investment decisions in the 
years ahead and look forward to better 
information on ESG performance through 
improved reporting that is more frequent, 
uniform, and standardized. Over the long 
term, investors anticipate that climate 
change may eventually drive insurers to 
reassess their strategies for diluting risk 
through reinsurance.

These are among the high-level findings 
from In ESG, Governance Prevails, a new 
study from Invesco and the Institutional 
Investor Custom Research Lab. 

+++++++++++++++++++++++++++++

Investment decision makers at North 
America’s insurance companies 
consistently consider ESG matters in their 
fixed income investment process, some 

using a formal, structured, methodical 
evaluation of environmental and social 
impact statements and disclosures, while 
others take a more ad-hoc, informal 
approach to ESG. 

“We use a structured approach,” says 
the head of investment management at a 
Canadian insurer. He and his team work 
with asset managers using a process that he 
describes as both rigorous and consistent 
across investment opportunities. “On our 
side, we have the strategy, the target mix, 
and the overall policy,” he says, while 
the firm’s asset managers are charged 
with selection of individual fixed income 
securities viewed through an ESG lens. 

The same investment manager views 
the ESG investment process of asset 
managers as a source of disciplined 
decision making. “’What’s a good ESG 
process?’ In my mind it is robust and 
consistent.” Such a process, he continued, 
ensures “you’re less prone to making a 
decision that missed out on opportunities 
and potential investments that are not 
aligned with the objective influence 
of ESG. If it’s ad hoc or inconsistent, 
period over period, there’s a risk that it 
will ultimately result in lower investment 
returns in the long run, whether through 
missing opportunities or embracing 
incorrect opportunities.”

Other investors call for an “informal, 
case-by-case” assessment of ESG 
information. A U.S. health insurer says, 
“Our bias is to keep our investment 
universe as broad as possible, with the 

understanding that there are certain 
industries, companies, and sectors that 
could generate significant negative 
headline risk” that in turn leads to risk of 
lower returns. 

INSURERS FOCUS ON THE 
DOWNSIDE
While interest in ESG is likely to grow in 
the years ahead, it is clear that investors 
at insurance companies are most likely 
to use ESG factors as a means to reveal 
downside risk – as a negative screening 
factor. Since their portfolios are highly 
concentrated in fixed income assets, 
insurers are less likely than, for example, 
total return equity investors to enjoy the 
upside return of strong ESG performance. 
They do, however, bear the downside risk 
from poor ESG performance. Accordingly, 
investment leaders at insurance companies 
look to ESG analysis as sources of 
valuable information on the economic 
fundamentals of prospective investments. 

Even investors who don’t explicitly 
embrace ESG performance as an 
investment criterion see value in the 
underlying economic analysis of 
some dimensions of ESG. The CIO 
of a $30 billion reinsurance company 
that outsources nearly all its asset 
management says, “We leave that up to 
our asset managers – if they have a view 
that something other than strict financial 
analysis will affect the value of the 
investment in the long term, then they 
will take it into account, subject to our 
investment guidelines, which have no 
explicit ESG limitations in them.” 
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The Power of ESG in Fixed Income Investment Decision Making at North American Insurers (cont.)8
While the same CIO is skeptical of ESG’s 
value as a discipline for fixed income 
investment, “there certainly are moral 
and other reasons to implement such 
a policy.” Only some of the economic 
factors he and his asset managers base 
their decisions on are revealed through 
review of environmental, social, and 
governance data. “Our managers are on 
the lookout for stranded assets. They 
are not going to invest in buggy whip 
companies or coal companies if they 
think the technology is changing. That 
reluctance isn’t as much about ESG as it 
is an economic credit decision.”

The social dimension of ESG is especially 
relevant to insurance investors when they 
examine sovereign debt and emerging 
market bonds. Says one CIO regarding 
sovereigns, “When you’re looking at 
either emerging market bonds or some 
frontier markets, a country’s track record 
on human rights and its attitude toward the 
treatment of women can be either a positive 
or negative performance driver.” As in 
other conversations, this CIO stressed the 
power of ESG to expose the downside 
risk of investment based on factors related 
somewhat tangentially to an individual 
bond issue. (CIOs may well be aided in 
their analysis of ESG and sovereign debt 
by the World Bank’s new Sovereign ESG 
Data Portal, which contains a vast array of 
performance metrics organized around the 
bank’s 17 sustainability themes.) 

Investors voice both skepticism and 
patience with ESG as an investment 
decision making framework. The 
head of investment at a U.S. workers’ 
compensation insurer says, “We want 
to see more evidence that ESG is going 
to help, because at the end of the day 
we are managing portfolios. If an 
ESG framework can achieve a win-
win regarding the portfolio and social 
and environmental responsibilities, we 
definitely want to look into it further.”  

However, he cautions investors and 
their managers that if ESG criteria and 
negative screening are “too broad, they 
put too much restriction on the typical 
portfolio. On the upside, if a company 
can perform well economically, and at 
the same time have a positive social or 
environmental impact, then it is typically 
going to be more successful.” However, 
like other sources interviewed for this 
study, he is skeptical about the upside 
potential behind ESG analysis for fixed 
income assets: “There’s no magical 
distribution there.”

Due perhaps to a desire to preserve 
flexibility and to skepticism about the 
underlying economic value of ESG-
informed decisions regarding fixed 
income assets, investors express some 

concern about the overuse of ESG 
information. “We’re already very highly 
regulated, and we have enough constraints 
without imposing more on our own,” says 
a health insurance CIO. The prospect 
of using an ESG overlay on the firm’s 
portfolio, he says, “didn’t get any traction 
with our management or board. We’re still 
not sure that significant outperformance is 
attainable by managers that have expressly 
implemented an ESG overlay.”

CORPORATE GOVERNANCE 
MATTERS MOST
The survey underlying our new report, 
In ESG, Governance Prevails, reveals 
limited consensus on which dimensions 
of governance, social, and environmental 
practices are the most important to 
fixed income investors in the insurance 
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The Power of ESG in Fixed Income Investment Decision Making at North American Insurers (cont.)8
industry. Respondents were asked to 
weigh in on a total of 18 factors – six in 
each of the main ESG categories, derived 
from the UN Principles for Responsible 
Investing and other sources – and to 
select the three ESG matters that are most 
important to fixed income investors. The 
survey includes responses from 100 
CIOs, portfolio managers, and other 
investment decision makers at insurance 
firms in the United States, Canada, and 
Bermuda. In addition, eight investors 
contributed their detailed views on the 
topic through voice-to-voice interviews.

On matters of corporate governance, 
investors cited factors such as lobbying 
and political activities, executive 
compensation, quality of information 
and disclosures, and board composition 
as top concerns. Investors are especially 
interested in board size, board relationships 
with and independence from management, 
and the structures of both the nominating 
and compensation committees. 

Investors also lament the uneven candor 
from issuers on governance matters. 
Says the head of investment for a large 
health insurer, “Companies are naturally 
incented to make themselves sound better 
than they really are – especially when it 
comes to governance. There isn’t any 
company that says, ‘We have a lot of work 
to do on our governance structure.’ The 
bad ones are typically unaware that their 
governance is poor.” The concern with 
governance is especially acute, he says, 
because “a culture of good governance 
isn’t something that happens overnight. 
The board has to be committed to 
implementing such a culture. Companies 
with strong governance structures are 
very clear what they’re doing to make it 
strong or strengthen it. Boards that don’t 
effectively address it are usually stacked 
with CEO founders, friends, and family.”
Scrutiny of corporate governance 

transcends sectors and regions, and 
offers a view of the fundamental strength 
of a company’s leadership, according to 
one investor interviewed. The head of 
investments for a Canadian insurer says, 
“in our minds the G in ESG – governance 
– has always been predominant” even if 
social and environmental policies and 
performance garner more headlines. 
“There is no sectoral bias when it comes 
to governance,” he says. 

Beyond governance, survey respondents 
most frequently cited social factors 
such as health and safety, diversity, and 
data use/privacy. A majority of survey 
respondents cited biodiversity, carbon 
emissions and climate change, and 
energy use as their top choices among 
the six environmental factors tested in 
the questionnaire. 

THE ROAD AHEAD
Insurers currently draw on ESG 
information to improve their 
understanding of the risk and value of 
prospective investments. As the market 
for investment information matures 
with better reporting, more sophisticated 
research, and some forms of regulation, 
investors are likely to find new ways 
to make decisions that incorporate this 
information. Looking to the future, the 
question of how global climate change 
might affect the insurance business itself 
becomes increasingly important. 

How will climate change affect investing, 
underwriting, and the business model of 
North America’s insurers?  Not much, 
according to the survey, in which a 
majority of respondents say they expect 
climate change will have little or no 
impact on their firms’ underwriting 
decisions, investing, or business model 
in the next five years.

One head of investment says that the 
uncertainty of when and how climate 
change will affect insurance and asset 
markets is likely holding firms back from 
making major changes to the structure of 
their businesses. Gradual change “doesn’t 
force people’s hand to make major 
decisions. That’s what is frustrating to 
the scientific community. They’ve shown 
their data, but they don’t see anyone 
making any changes. It’s interesting 
from an investor’s point of view how the 
markets must almost be presented with 
actual calamity, as a group, to really do 
anything about it.”

Insurers focused on property and casualty 
lines may be among the first to respond 
to the risk of long-term climate change, 
suggest executives interviewed for this 
study. “I think climate change highlights 
the need to focus on reinsurance in the 
long term,” says the investment head 
at a Canadian insurer. “As weather-
related events change in the long run, 
insurers have to ask themselves, ‘Is our 
reinsurance model working? Is it well 
equipped to handle the climate change 
that’s happening?’” 

He cites the risk of local or regional 
natural disasters as an example, saying 
“From a tail events point of view, it’s 
catastrophes that could really hurt. 
Here in Canada, events where there’s 
flooding and huge amounts of damage 
in the Prairies, or wind and rain damage, 
would be especially relevant to home 
and other forms of property insurance.” 
He argues that the risk and liability tied 
to natural disasters “goes against the 
basic insurance model of diversification 
because you’re no longer working 
with the law of large numbers.” Under 
historical practice, he says, “if your 
underwriting practices are good and 
strong, the concept of diversification 
protects you from idiosyncratic or 
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The Power of ESG in Fixed Income Investment Decision Making at North American Insurers (cont.)8
catastrophic events.”  More frequent or 
severe physical catastrophes “will affect 
a bunch of homes in an area, and that’s 
where that diversification breaks down.”  
In response, he says, primary carriers 
may well need to reassess their use of 
reinsurance, through which they offload 
a portion of their liability through a third-
party reinsurance carrier.

In the long term, say executives, reinsurers 
may well seek to alter their premiums 
and deductibles with primary carriers. 
“The reinsurance industry is going to 
look at the evidence and either increase 
the attachment point or increase their 
premiums,” for assuming a portion of a 
property and casualty carrier’s portfolio of 
risk, says another insurance CIO.  

Health and life insurers seem less 
concerned about the direct impact of 
climate change on their businesses, at 
least in the near term.  “I don’t expect 
we’ll have a lot of deaths here in the US 
from tsunamis or events tied to climate 
change,” says the CIO of a life reinsurer, 
“although, who knows – maybe in 20 
years we’ll have lethal heat waves. But on 
the P&C side, or anything that’s weather 
dependent, like crop, event, or maybe 
maritime insurance, I can see having to 
be concerned about how climate change 
affects your reinsurance model.”    

To obtain a copy of In ESG, Governance 
Prevails, visit invesco.com/insurance

IMPORTANT INFORMATION
For Institutional Investor Use Only
All material presented is compiled from sources believed to be reliable and current, but accuracy 
cannot be guaranteed. This is not to be construed as an offer to buy or sell any financial instruments 
and should not be relied upon as the sole factor in an investment making decision. As with all 
investments there are associated inherent risks. This should not be considered a recommendation 
to purchase any investment product. This does not constitute a recommendation of any investment 
strategy for a particular investor. Investors should consult a financial professional before making any 
investment decisions if they are uncertain whether an investment is suitable for them. Please obtain 
and review all financial material carefully before investing. Past performance is not indicative of future 
results. The opinions expressed are those of the author, are based on current market conditions 
and are subject to change without notice. These opinions may differ from those of other Invesco 
investment professionals.  Diversification does not guarantee a profit or eliminate the risk of loss. 
Invesco Advisers, Inc. is an investment adviser; it provides investment advisory services to individual 
and institutional clients and does not sell securities.

ABOUT THE STUDY
In early 2019, Invesco and Institutional Investor’s Custom Research Lab surveyed 100 investment 
decision makers, including CIOs, portfolio managers, and investment committee members, among 
others, at insurance companies in the U.S., Canada, and Bermuda. All respondents work for 
companies with general accounts of $500M or more. To supplement the quantitative findings, we 
conducted a series of interviews with CIOs and portfolio managers at insurance companies in the 
U.S. and Canada. Survey participants experience may not be representative of others, nor does it 
guarantee the future performance or success of any product. The opinions expressed are those of 
Institutional Investor and are based on current market conditions and are subject to change without 
notice. These opinions may differ from those of other Invesco investment professionals. There may 
be material differences in the investment goals, liquidity needs, and investment horizons of individual 
and institutional investors. Invesco is not affiliated with Institutional Investor. Invesco sponsored this 
survey. 
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Insurance companies are keenly aware 
of how to assess, price, and diversify 
risks associated with their liabilities. 
But forward-looking issues like climate 
change, with little or no historical 
precedent, may pose a vexing challenge for 
their traditional methods of underwriting 
risk. And the same climate risk issues 
could also negatively impact the asset side 
of insurers’ balance sheets. For example, 
municipalities in climate-sensitive regions 
are particularly vulnerable if/when their 
tax revenues decline as their citizens 
and businesses emigrate to lower-risk 
climates. We think these risks will play 
out, and perhaps intensify, over a number 
of years as the adverse impacts of climate 
change increase in frequency and severity.

As the threat of climate change grows and 
losses mount, insurance companies may 
face the potential “double whammy” of 
also incurring losses on their municipal 
(muni) bond portfolios at the same time 
as their insured losses increase. (While 
climate change is clearly a global matter, 
this paper focuses exclusively on US 
projections and the potential impact on the 
muni bond market.)

HIGHWAY TO THE DANGER ZONE?
To determine the estimated “elevated” 
and “extreme” levels of climate risk in 
the muni bond market, we applied the 
following methodology to the Bloomberg 

Barclays Taxable Municipal Index and the 
Bloomberg Barclays Municipal Index:

Elevated risk:
Wildfire: Greater than 10 additional 
square kilometers (km) per square 
fields burned each year in the 
western US (1995 – 2004 versus 
2045 – 2054)
Drought: Greater than four 
additional three-month droughts 
(1975 – 2004 versus 2040s)
Heat: Greater than 20 additional 
days in the National Weather Service 
“Danger Zone” (2008 – 2017 versus 
2040s)
Hurricane: Greater than 100 mm, 1 
in 100-year rainfall during the 2031 
– 2050 period

Extreme risk:
Wildfire: Greater than 20 additional 
square km per square fields burned 
each year in the western US (1995 – 
2004 versus 2045 – 2054)
Drought: Greater than six additional 
three-month droughts (1975 – 2004 
versus 2040s)
Heat: Greater than 30 additional 
days in the National Weather Service 
“Danger Zone” (2008 – 2017 versus 
2040s)
Hurricane: Greater than 200 mm, 1 
in 100-year rainfall during the 2031 
– 2050 period
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KEY POINTS:

• In our view, climate change represents an acknowledged, yet still underappreciated, risk in the 
municipal	(muni)	bond	market,	but	also	presents	investment	opportunities	for	active	managers.
•	We	 believe	 this	 risk	 should	 become	 part	 of	 the	 “mosaic”	 for	 how	 institutional	 investors	
approach the asset class — ideally sooner rather than later.
•	For	insurers,	we	believe	having	a	diversified	asset/liability	mix,	while	very	important,	may	not	
sufficiently	mitigate	potential	portfolio	losses	related	to	climate	risk.
•	Given	the	risk	of	material	climate	impacts	on	certain	municipalities,	insurers	may	want	to	rethink	
their long-term assumptions on the asset class, particularly for credits in vulnerable areas.
•	Insurers	might	consider	making	substitution	trades	for	inefficiently	priced	municipal	issues	
and	diversifying	their	climate	risk	exposure	(while	maintaining	favorable	legacy	book	yields).

We calculate that 86% of the CUSIPs in the 
Bloomberg Barclays Taxable Municipal 
Index were exposed to some degree of 
climate risk (elevated or extreme), as were 
74% of the CUSIPs in the Bloomberg 
Barclays Municipal Index. We then cross-
referenced all municipal bond CUSIPs 
in the indices that met the above criteria 
against the 2018 year-end statutory 
financial statements of all US insurers to 
arrive at their aggregate exposure to these 
climate risk variables, shown in Figure 
1 on next page. Insurers’ muni holdings 
appear somewhat more insulated from 
climate risk than the broad muni market, 
with fewer than 17% of holdings meeting 
the elevated or extreme criteria.



847.868.0044 | journal@insuranceaum.com | insuranceaum.com

Q4 2019
VOL 3 | ISS 4

Insurance AUM Journal
PAGE 47

Muni Market Climate Risk: Hidden Perils, Untapped Opportunities (cont.)9
NOT ALL MUNIS ARE A “SAFE HAVEN”
The muni bond sector tends to be less liquid than some of its fixed income counterparts 
because a significant portion of the buyer base includes buy-and-hold investors. For the 
US$3.8 trillion US muni bond market,1 the maturity of the bond is a key characteristic. 
And while munis are not necessarily viewed as having comparable credit quality to US 
Treasuries, many investors with low risk tolerances have flocked to the asset class given 
its historically low default rate — just 0.07% from 1970 – 2016, according to Moody’s.2

However, skepticism over the muni market’s perceived “safe-haven” status may begin to 
mount as the impacts of climate change become more apparent — a highly rated borrower 
today may face difficulty meeting its future debt obligations as its tax base potentially 
dwindles. Our research reveals that US insurers hold US$155 billion in index municipal 
bonds with elevated climate risk across wildfire, heat, and drought climate variables. (See 
“Highway to the danger zone?” on previous page.)

For example, extreme heat (as calculated by the National Weather Service [NWS] Heat 
Index) measures the potent combination of heat and humidity, which takes the biggest 
toll on human health. The orange and dark red zones in Figure 2 below represent higher 
risks of heat stroke from being outside for even a short time. The maps therefore indicate 
that many southeastern and southwestern areas of the US will suffer multiple additional 
months per year of extreme heat — and most of these regions are already quite hot. 

“Skepticism over the muni market’s perceived “safe-haven” status may 
begin to mount as the impacts of climate change become more apparent.”

We think buy-and-hold managers will need to be more discerning when deploying capital 
in climate-sensitive regions, whereas active managers may have the wherewithal to more 
nimbly invest in areas exposed to chronic risks. For example, we would not shy away 

Sources: Woods Hole Research Center, 
Bloomberg Barclays, Wellington Management. 
Data as of 31 December 2018. This hypothetical 
analysis is for illustrative purposes only and 
is based on numerous assumptions. As the 
analysis relies upon assumptions and other 
expectations of future outcomes, it is subject to 
numerous limitations.

Figure 1: Varying Levels of Climate Risk 
by Insurance Industry

Elevated Climate Risk by Industry

Extreme Climate Risk by Industry

For illustrative purposes only | Sources: Standard & 
Poor’s, Investortools, Woods Hole Research Center | 
The projected data presented is hypothetical in nature. 
No assurance or guarantee is made that any projected 
data can or will be realized. Actual experience may 
differ. | Chart data as of 30 August 2019

Figure 2: US “Heat Map”
Additional days per year in NWS danger zone throughout the 2020 – 2029 decade
US: based on 1951 – 1980 reference period
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Muni Market Climate Risk: Hidden Perils, Untapped Opportunities (cont.)9
from lending to municipalities that we 
expect to remain large and vibrant over 
our investment time horizon.

INTERNAL US MIGRATION RISK 
DUE TO CLIMATE CHANGE
It is important to keep in mind that the 
above discussion applies only to heat, not 
to hurricane and flood risks, both of which 
are major potential issues in the same 
southeastern and southwestern US areas. 
Ultimately, one or more of these climate 
risk variables could make certain states, 
cities, and towns far less attractive as 
places to live and work, driving both fewer 
people to move there and more people to 
leave. Here is how this trend may evolve:

1. Climate events compound in 
certain areas, driving up insurance 
costs and hurting quality of life.
2. These impacts ultimately drive 
fewer people into a region and more 
people/businesses out.
3. As a result, property values 
within that region fall, as do the 
municipality’s corporate, sales, and 
use tax revenues.
4. Meanwhile, the municipality 
faces increased spending to address 
the repeated impacts of climate 
change (coastal barriers, levees, 
waste water management, etc.).
5. In short, shared costs increase, 
while the user base declines.
6. The municipality sees its 
borrowing costs climb and sees the 
need for higher taxes, thus making 
the area even less attractive.

We believe the outcome could be stagnant 
to declining populations in some areas, 
particularly for municipalities that lack 
the resources to invest in mitigation 
efforts. Indeed, some have already seen 
outmigration and increased debt burdens 
due to climate change.

Since 2015, Terrebonne Parish in southern 
Louisiana has lost 2.5% of its population, 
while its debt per capita has increased by 
34%. One of the parish’s islands has lost 
98% of its land area from a combination of 
levee construction, coastal erosion, rising 
seas, and hurricane damage. The parish is 
planning to resettle the island’s remaining 
population to a new location. Over 75% 
of the parish’s capital budget is already 
allocated to climate-related projects, 
including drainage improvements, 
relocation of government buildings, and 
coastal restoration. The combination of 
falling population and rising capital needs 
has put pressure on the parish’s credit 
profile, which may continue as the effects 
of climate change compound.4 We expect 
other communities in the southeastern 
US to face similar financial pressures and 
credit deterioration going forward.

CLIMATE RISK MAY NOT BE 
FULLY REFLECTED IN MUNI 
BOND PRICES
We are often asked if security prices 
properly discount climate change and its 
accompanying risks. Thus far, we believe 
the answer is no, in large part because 
the federal government continues to be 
an “insurer of last resort” by providing 
valuable rebuilding dollars when natural 
disasters strike, with little local match 
typically required.

Take the two municipal bonds listed in 
Figure 3 to the right. Both of these states 
have the same credit rating and similar 
maturities. However, Texas is located in the 
crosshairs of future heat and current (and 
future) hurricane and flood risks, while 

Michigan is not. Yet they currently trade 
at very similar yields. We would argue that 
climate risk has not yet been reflected in 
these prices or in many municipal bond 
prices, but that may change going forward 
if climate-related events become more 
frequent, which in turn could threaten 
continued government commitment to 
certain regions and accelerate erosion of 
the tax base.

It is also worth noting that the major 
bond rating agencies are just beginning to 
incorporate climate risks into their reports, 
but they have not yet systematically 
integrated this risk into their credit ratings. 
If that too begins to change, as we believe 
it will, it could have a significant impact 
on bond pricing in the period ahead.

From a bondholder’s standpoint, trying to 
adjust a municipal bond portfolio in the 
aftermath of these developments could 
prove costly, which is why we believe 
investors should give serious consideration 
to preparing their portfolios (without 
necessarily giving up yield) sooner rather 
than later. This is a prime example of 
where skilled active portfolio management 
can add real value, in our view.

Conversely, we expect to be able to exploit 
investment opportunities as awareness 

Source: Bloomberg | As of 30 September 2019. 
For illustrative purposes only.

Figure 3: Texas vs Michigan Municipal Bonds

Texas 
S&P rating AA
Yield 2.43
Maturity date 1 April 2040
Heat percentile 66.8

Michigan 
S&P rating AA
Yield 2.39
Maturity date 1 May 2041
Heat percentile 29.6

DON’T MESS WITH TEXAS HEAT

By the 2020s, Houston is expected to 
have 64 more days of extreme heat 
each year than the city did during the 
1951 – 1980 period — and 82.4 more 
days by the 2040s.3 Put simply, Houston 
summers are likely on their way to 
becoming unbearable.
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Muni Market Climate Risk: Hidden Perils, Untapped Opportunities (cont.)9
grows and market participants begin to 
assign higher premiums for perceived 
at-risk municipal issues. We expect there 
to be times when investors will be more 
than adequately compensated for climate 
risk, or when the payment for other risks 
associated with a credit more than makes 
up for the inherent climate risk.

ARE CITIES AND TOWNS 
PREPARED?
Given that many state-driven investment 
regulations are based on credit rating, 
position-sizing dynamics could shift 
materially. The Climate Disclosure Project 
(CDP) provides questions to companies 
and cities around their preparedness for 
climate change. In the US, only around 
35% of the top 200 cities (by population) 
responded to the call for voluntary climate 
disclosures; and out of these, less than 
40% indicated they have a plan in place 
to address the effects of climate change.5 

It therefore seems unlikely that officials in 
all of these cities are focused on climate 
risks, meaning the muni “world” likely 
has little information to price risk from 
public sources — for now anyway.

“We expect there to be times 
when investors will be more than 
adequately compensated for climate 
risk, or when the payment for other 
risks associated with a credit more 
than makes up for the inherent 
climate risk.”

INTRODUCING C-RATIO: AN INSURER’S AT-RISK CLIMATE-RELATED 
ASSETS/AT-RISK CLIMATE-RELATED LIABILITIES
Meanwhile, insurers must also consider their underwriting risk and the correlation of the 
risk of their liabilities and assets — for example, high exposure to underwriting policies 
in Florida and Louisiana, along with equal overexposure to holding muni bonds in those 
regions. In such cases, we think the increased risk from climate change could easily 
outweigh the potential tax benefits of owning bonds issued by those states.

We believe insurers should evaluate and refine their investment strategy now — before 
market pricing begins to more efficiently incorporate these growing risks. We suggest a 
new metric: climate ratio (C-ratio), which is the ratio of an insurer’s at-risk climate-related 
assets divided by its at-risk climate-related liabilities.

One could define “at risk” using their own desired baseline; for now, let’s consider the 
bottom 20% of geographic “problem climate” areas. For example, take an insurer that is 
overexposed to underwriting policies in Florida and Louisiana and equally overexposed 
to those states’ muni bonds. Now assume both of those states were bottom 20% in heat or 
hurricane risk in the US. The resulting C-ratio would be very high. This is not a theoretical 
exercise, as climate projections can be mapped at 100 m resolution, enabling muni risk 
(for example) to be well identified and ranked by geography.

FINAL THOUGHTS
• Economic losses from climate change have already been realized, although many 
investors remain complacent, believing they can adapt their investment strategy over 
time to what they perceive to be a long-term problem. But we believe the time to act 
is now in order to take advantage of market pricing inefficiencies while they last.

• As more insurance companies raise premiums in response to more frequent and 
devastating climate events, a vicious cycle for municipalities could begin. Insurers 
that hold muni bonds should consider these risks in the context of their entire 
enterprise (e.g., liability footprints and distribution of long-lived physical assets). 
As investors, we look at each municipal subsector through a different lens and 
are careful to weigh climate risk against a variety of other risk factors, as well as 
municipal bond pricing.

• We believe climate risks exist across the entire fixed income universe. We believe 
clients are best served by hiring a manager who can make comparisons across broad 
sectors, weigh risks, and focus on themes where the risk/reward is balanced. While 
muni credits might be subject to outmigration, energy credits might be subject to 

THE POWER OF COLLABORATION

In	September	2018,	Wellington	Management	Company,	California	Public	Employees’	Retirement	System	(CalPERS),	and	Woods	Hole	
Research	Center	(WHRC)	jointly	announced	a	research	project	to	integrate	the	physical	risks	of	climate	change	into	the	investment	
process.	That	work	is	well	underway,	as	we	have	now	completed	study	on	four	of	the	first	six	variables	we	deemed	most	pressing:	heat,	
drought,	wildfire,	and	hurricanes.

The investment implications, which have been wide-ranging, are uncovered by our integration of this work into sophisticated models 
among our Climate Research Team, global industry analysts, and portfolio management teams. An early observation that has helped 
crystallize	some	investment	insights	is	that,	within	“poor	climate”	regions,	fixed-location	assets	with	long	maturities	are	most	at	risk	to	
climate	change	(i.e.,	municipal	bonds).
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adverse legislation. Our framework considers these risks 
from multiple angles.

• In our view, not only can munis effectively diversify credit 
risk, but many muni credits offer features clients are seeking 
for their portfolios, including: credit stability and flexibility, 
long-dated assets, significant legal authority to change course 
financially, infrastructure exposure, “green” characteristics, 
and socially responsible investing features. We are able to 
capture all of these benefits, while avoiding negative climate 
risks as appropriate to the mandate. 

“As investors, we look  at each municipal subsector 
through a different lens and are careful to weigh 

climate risk against a variety of other risk factors, as 
well as municipal bond pricing.”

STUDYING HOW CLIMATE CHANGE MAY AFFECT 
CAPITAL MARKETS
In many places, more days of extreme heat, longer droughts, 
or repeated flooding could lead to migration. As people desert 
intolerable places for more livable ones, asset values will likely 
fall in the former and rise in the latter. Our goals are to:

• Understand which companies and regions are actively 
factoring in climate change
• Improve our ability to quantify liabilities and 
appropriately price securities
• Better assess material business costs and consequences

The scope of our initiative with WHRC and CalPERS includes 
the study of six climate variables: heat, drought, wildfires, floods, 
hurricanes, and water availability. Each poses different degrees of 
risk to different regions and asset types.

High-level summary of our process
• Determine most relevant metric for the climate variable
• Create map to highlight change in climate metric by 
geographic area globally
• Overlay map with portfolio holdings and relevant 
holdings characteristics
• Analyze securities with similar characteristics and pricing 
but very different climate outcomes

Results: Linking location to valuation
• The insights we are gleaning allow our investors to compare 
relative valuations and better engage with executive teams. We 
encourage investors to focus on location as a key input into 
their process. Sectors with significant dependence on fixed 
locations, such as municipal bonds (the focus of this paper), 
may be the most negatively impacted.
• For entities like CalPERS with very long-term liabilities, 
climate change presents a significant strategic challenge. For 
society, transparency about climate issues and the repricing 
of assets can help improve planning for local and federal 
governments on issues like infrastructure and migration.

Why it matters
We hope our work will inspire investors to rethink asset class and 
geographic exposures to better account for physical climate risks. 
We seek to drive discussions that incent longer-term performance 
measurement to better align climate time horizons with investor 
time horizons. In our view, these types of mind-set shifts should 
be required of forward-looking fiduciaries. They may also help 
provide better transparency and lead to more gradual asset 
repricing, while advancing and informing public discourse.

Learn more
To learn more about Wellington’s deep commitment to SI, our 
ongoing collaboration with WHRC and CalPERS, and our range 
of SI capabilities, please visit: www.wellington.com

1 Source: Municipal Securities Rulemaking Board (MSRB). As of 31 March 2019
2 Wellington has reviewed the above research and believes the findings are still valid even with the inclusion of more current data.
3 Source: World Health Organization (WHO)
4 Sources: US Census Bureau, Merritt Research Services, http://isledejeancharles.la.gov/, https://emma.msrb.org/ES1152504-ES900887-ES1302110.pdf 
5 Source: CDP Worldwide. As of 31 December 2018

All investing involves risk. Before investing, investors should consider the risks that may impact their capital. The value of your investment may become 
worth more or less than at the time of original investment. Please refer to the ‘risks’ section for more information. 

For professional or Institutional investors only.
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IMPORTANT DISCLOSURES: 
For informational purposes only and should not be viewed as an offer to sell or the solicitation to buy securities or adopt any investment strategy. Views 
expressed reflect the current views of the authors at the time of writing, are based on available information and subject to change without notice, and 
should not be taken as a recommendation or advice. Individual portfolio management teams may hold different views and may make different investment 
decisions for different clients. The information presented in this material has been developed internally and/or obtained from sources believed to be reliable; 
however, Wellington Management does not guarantee the accuracy, adequacy, or completeness of such information. 

This document may contain certain statements deemed to be forward-looking statements. All statements, other than historical facts, contained within 
this document that address activities, events, or developments that the authors expect, believe, or anticipate will or may occur in the future are forward-
looking statements. These statements are based on certain assumptions and analyses made by the authors in light of their experience and perception of 
historical trends, current conditions, expected future developments, and other factors they believe are appropriate in the circumstances, many of which 
are detailed herein. Such statements are current only as of the date they are made and are subject to a number of assumptions, risks, and uncertainties, 
many of which are beyond Wellington Management’s control. Please note that any such statements are not guarantees of any future performance and 
that actual results or developments may differ materially from those projected in the forward-looking statements. Diversification does not eliminate the 
risk of experiencing investment losses.

Past results are not necessarily indicative of future results. The indices referenced herein are broad-based securities market indices and used for 
illustrative purposes only. Broad-based securities indices are unmanaged and are not subject to fees and expenses typically associated with managed 
accounts or investment funds. Investments cannot be made directly in an index.

INDEX DEFINITIONS: 
The Bloomberg Barclays Municipal Index measures the performance of the USD-denominated long-term tax-exempt bond market. The Bloomberg 
Barclays Taxable Municipal Index measures the performance of the investment-grade US taxable municipal bond market.

RISKS:  
Below investment-grade – Lower-rated or unrated securities may have a significantly greater risk of default than investment-grade securities and can 
be more volatile, less liquid, and involve higher transaction costs.
Capital – Investment markets are subject to economic, regulatory, market sentiment, and political risks. Investors should consider the risks that may 
impact their capital before investing. The value of investments may become worth more or less than at the time of original investment and may experience 
high volatility from time to time.
Concentration – Concentration of investments within securities, sectors or industries, or geographical regions may impact performance. • Credit – The 
value of a bond may decline, or the issuer/guarantor may fail to meet payment obligations. Typically, lower-rated bonds carry a greater degree of credit 
risk than higher-rated bonds.
Currency – The value of investments may be affected by changes in currency exchange rates. Unhedged currency risk may subject investments to 
significant volatility.
Interest rates – The value of bonds tends to decline as interest rates rise. The change in value is greater for longer-term than shorter-term bonds.
Manager – Investment performance depends on the investment management team and its investment strategies. If the strategies do not perform as 
expected, if opportunities to implement them do not arise, or if the team does not implement its investment strategies successfully, investments may 
underperform or experience losses.

www.wellington.com

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 
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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) (ABN19 167 091 090) has authorized the issue of this material for use solely by wholesale clients (as 
defined in the Corporations Act 2001). By accepting this material, you acknowledge and agree that this material is provided for your use only and that 
you will not distribute or otherwise make this material available to any person. Wellington Management Company LLP is exempt from the requirement 
to hold an Australian financial services licence (AFSL) under the Corporations Act 2001 in respect of financial services 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.

©2019 Wellington Management Company LLP. All rights reserved.
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