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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, 

At the time of this writing, the global equity markets have fallen sharply on coronavirus fears. 
The S&P 500 Index fell 11.5% in a week, and given the idiosyncratic nature of the fears, 
it’s difficult to know when it is fully priced-in. In the absence of facts, all sorts of theories 
emerge, but one thing is clear: The number of cases is still rising, and, in my opinion, these 
fears will continue to plague the market until they stop. 

The impact of the equity market dislocation also impacts the bond market. There was, like 
there always is, a flight to quality in these situations. That means fund flood into the UST 
10-year note dropping yields down to 1.15%. That is less than half of the yield a year ago, 
and we were all wringing our hands about low rates then. This puts even more pressure on 
insurers to meet their investment income and profit goals for the year. It may even call into 
question the viability of some insurance products in the longer run. Of all the things I never 
thought I’d see in my lifetime, everything above this sentence is on the list.

On a brighter note, we’ve got another great edition for you. First up, Rip Reeves is the featured 
interview. If you know Rip, no explanation is necessary. If you don’t, no explanation is possible. 
He has been a friend for many years and is a very knowledgeable investor having worked 
on both as a CIO and a third-party asset manager. Those experiences have given him 
a unique perspective on managing insurance assets. He is also the biggest LSU fan on earth 
(my assessment, not his) and is always a joy to be around. I think you’ll enjoy our talk with him. 

We’re also blessed with a number of timely and topical articles from the best in the business. 
We have continued covering ETFs with our guest columnist, Mike Cafiero. We also are 
featuring an article from Broadstreet Consulting Group, founded by two amazing women, 
Margot DeMore and Milena Humplik. They have become leaders in the insurance asset 
management space and think you will find their article both interesting and insightful. 

Lastly, we are making significant improvements to our business in the coming months. 
Thanks to you, we have grown, and it’s time to expand. Spoiler Alert: The data from our 
League Tables will now be available through S&P Global Market Intelligence. Everything 
is outlined in our two-page spread beginning on page 8, in this edition. Thank you for your 
continued support – we appreciate it very much.
 

Best regards,

Stewart

Robinn Jerutis
Managing Editor
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.

Michael Cafiero
Director of Multi-Asset Trading
Brownstone

Guest Columnist
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Steve Doire, CPA, CFA, CPCU  
Head of Research
steve@dcsconsult.net

Steve is a recognized industry
leader in insurance asset 
management. In addition to 
sharing valuable insight with 
the Insurance AUM Journal, gained from 
his 25+ years of experience, he is Owner and 
President of DCS Financial Consulting. 

An insurance solutions expert, Steve has 
partnered with numerous insurers of all types 
throughout his career, developing customized 
strategic investment programs. 



The Columnist

Key Points
• There are 20 unique ETF issuers offering Fixed Income ETFs eligible to be 
reported as bonds approved by the NAIC.

• Fixed Income ETFs flows kept very close pace with Equity ETFs as 2019 was 
the second best year on record for ETFs with over $326 billion of net flows.

• The Top 10 Fixed Income ETFs by market cap are all over $20bn and have 
an average expense ratio of just 9bps.

• Non-Transparent Actively Managed ETFs were approved in 2019 and the first 
ones are expected to list in early 2020.

ETF Check-In Provided by Brownstone

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

For 2019, $169 billion flowed into Equity ETFs while Fixed Income ETFs were 
close behind with $155 billion. For the first month and a half of 2020, Equity 
ETFs have had $45bn of net flows while Fixed Income ETFs have just over $33bn. 

NOTABLE LAUNCHES

TOP EQUITY ETF FLOWS         
Creations Redemptions

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

VTI Vanguard Total Stock Market ET 15,434.19 EFA iShares MSCI EAFE ETF -8,190.18

VOO Vanguard S&P 500 ETF 12,533.77 XLF Financial Select Sector SPDR F -4,444.35

USMV iShares Edge MSCI Min Vol USA 12,425.44 EWJ iShares MSCI Japan ETF -3,231.11

IEFA iShares Core MSCI EAFE ETF 11,375.61 IWD iShares Russell 1000 Value ETF -3,152.63

IVV iShares Core S&P 500 ETF 8,482.64 XLE Energy Select Sector SPDR Fund -3,122.52

QUAL iShares Edge MSCI USA Quality 6,601.00 EEM iShares MSCI Emerging Markets -2,987.43

VXUS Vanguard Total International S 6,409.12 TQQQ ProShares UltraPro QQQ -2,332.14

SPY SPDR S&P 500 ETF Trust 5,787.90 IWF iShares Russell 1000 Growth ET -2,126.26

IEMG iShares Core MSCI Emerging Mar 5,578.87 ACWI iShares MSCI ACWI ETF -1,604.87

ITOT iShares Core S&P Total US Stoc 5,115.12 MDY SPDR S&P MidCap 400 ETF Trust -1,579.43

 P	KDFI - KFA Dynamic 
  Fixed Income ETF

 P	PFLD - AAM Low Duration 
  Preferred & Income Securities ETF 

 P	MTGP - WisdomTree Mortgage 
  Plus Bond Fund

 P	EMNT- PIMCO Enhanced Short 
  Maturity Active ESG ETF

	P	FJNK- Pacific Global Focused 
  High Yield ETF

	P	IDY - Pacific Global International 
  Equity Income ETF

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

 Q1 2020 Insurance AUM Journal 2 insuranceaum.com



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 ac-
curacy.  Past performance is no guarantee of future results.

EQUITY BREAKDOWN

FIXED INCOME BREAKDOWN

Ticker Name Net Flows 
$(MM) 

IVV iShares Core S&P 500 ETF 8,556

VOO Vanguard S&P 500 ETF 7,872

AGG iShares Core U.S. Aggregate Bo 3,578

VTI Vanguard Total Stock Market ET 3,565

IEFA US iShares Core MSCI EAFE ETF 3,146

VEA US Vanguard FTSE Developed Market 2,875

BND US Vanguard Total Bond Market ETF 2,874

VCIT US Vanguard Intermediate-Term Cor 2,536

MBB US iShares MBS ETF 2,322

ESGU US iShares Trust iShares ESG MSCI 2,134

TOP 10 ETF FLOWS YEAR-TO-DATE THROUGH 2/15/20

TOP FIXED INCOME ETF FLOWS

Creations Redemptions

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

BNDX Vanguard Total International B 11,086.95 BSV Vanguard Short-Term Bond ETF -5,996.74

BND Vanguard Total Bond Market ETF 9,709.70 SHY iShares 1-3 Year Treasury Bond -3,130.48

AGG iShares Core U.S. Aggregate Bo 8,804.97 TIP iShares TIPS Bond ETF -1,790.07

MBB iShares MBS ETF 8,276.84 FLOT iShares Floating Rate Bond ETF -1,665.14

GOVT iShares US Treasury Bond ETF 8,255.58 FLRN SPDR Bloomberg Barclays Invest -886.66

TLT iShares 20+ Year Treasury Bond 7,206.55 BSCJ Invesco BulletShares 2019 Corp -481.14

IEF iShares 7-10 Year Treasury Bon 6,737.72 BSJJ Invesco BulletShares 2019 High -462.75

VCIT Vanguard Intermediate-Term Cor 5,321.27 PCY Invesco Emerging Markets Sover -403.13

JPST JPMorgan Ultra-Short Income ET 5,057.83 TDTT FlexShares iBoxx 3-Year Target -321.21

HYG iShares iBoxx High Yield Corpo 4,626.96 TBT ProShares UltraShort 20+ Year -301.38

/1/19 THROUGH 10/31/19 9/1/19 THGH 10/31/19
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Our editor speaks with the Chief Investment Officer and 
Treasurer at AEGIS Insurance Services, Inc.

IAUM: You’ve been managing 
money for insurance companies for 
quite some time. And, you’ve had the 
unique experience of being on both 
sides of the market; the third-party 
asset management side and inside of 
an insurance company as the chief 
investment officer. How would you 
compare the two?

REEVES: The biggest difference 
for me when I made the switch from 
managing third party assets to being the 
chief investment officer, is convincing 
myself that it was okay, and I wasn’t 
falling down on the job by not knowing 
every single position, every single size, 
every single detail of all positions in 
every portfolio. Because as a portfolio 
manager, that’s what I’m paid to do. 
I’m paid to make those decisions and 
ensure they’re executed the way the 
team has decided to position them. So, I 
knew everything about every portfolio I 
was responsible for. 

As the chief investment officer, I 
have hired third-party managers to do 
that for us. My job is not to necessarily 
know every single position. My job is 
to develop the most suitable strategy 
for our enterprise at any given point in 
time, execute it efficiently, and monitor 
it effectively. 

It was quite challenging to “step 
back,” and I felt like I was ignoring the 

granular details of the portfolio I had 
spent 20 years focused on. That was 
the biggest challenge for me – to alter 
my primary focus to the ‘big picture’ 
instead of the granular details of every 
portfolio position.

IAUM: Markets are coming off a huge 
equity year, and yields are very low. In 
regards to risks in the capital markets, 
what’s keeping you up at night? What 
do you think are the biggest risks facing 
insurer portfolios today?

REEVES: I think most of us in the 
investment community are worrywarts 
by nature, so a lot of things may keep 
me up at night! For insurers, a lot has 
been written about the double-edged 
sword, which is price softness on the 
underwriting side of the enterprise and 
low yields/lower equity returns/higher 
risk premia on the investment side. It is 
a bit of a double pill to swallow from a 
business management perspective, and it 
seems to be an ongoing scenario for the 
insurance sector.

As someone who used to be a trader 
and a portfolio manager, fundamentals 
are what we can actually get our 
hands on as far as economic health is 
concerned – the tangible fundamentals 
which occasionally seem less relevant 
with continued globalization of 
economies. This information challenge 

certainly makes international issues 
a higher priority than they were in 
forming an opinion of US economic 
health than 10 years ago. When you 
have over 40% of revenues from S&P 
500 companies generated outside the 
US, what’s going on internationally is 
more impactful, regarding economic 
and credit analysis.

Technology is certainly making an 
impact as well, given the speed with 
which events are made public….as in 
immediately. Global events we didn’t 
hear about for days or weeks 10-15 years 
ago are now on the Bloomberg news 
tape like equity prices. And the quantity 
of information is impressive as well, so 
there’s a plethora of “news” items we 
are bombarded with given globalization 
and technological advances. 

Probably the biggest issue I tend to 
worry about is the unexpected. There 
are geopolitical issues that generally 
seem to come at us from nowhere 
that are impactful to the investment 
markets, which is one reason the risk 
premia has increased, and we have 
lower return forecasts for equity assets, 
2019 performance aside.

It’s the things you and I don’t 
have control over that weigh on me 
when developing our investment 
strategy, given the challenge to 
incorporate these various issues into 
our strategy – if possible. When a 

Rip Reeves
Guest Q&A

The Interview
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government, any government, decides 
to do something surprising, or when 
there’s an international issue – like the 
coronavirus  – these issues generally hit 
us broadside, and you need to be nimble 
enough to handle them as they come…
because they will come.

 
IAUM: Speaking of international 
markets, this morning the UST 10-
year note is 1.57%. There are five 
industrialized nations that are trading 
at negative interest rates – one of them 
being Greece. In 2012, the highest yield 
for Greek debt was in the high 40% 
range and now it is at 93 basis points –  
substantially through the US, right? So, 
while people talk about rates being low 
in the US, globally, they’re not.

REEVES: That’s correct about US rates 
for the global investor and what a bummer 
we didn’t buy Greek bonds, right?

 
IAUM: Because the US trade is high 
yield versus a lot of sovereign debt, 
when you look at performance of the 
investment portfolio, are you looking 
more at yield, or from more of a total 
return perspective? And, what about 
constraints? You’ve managed this money  
– both sides – so you know the impact of 
constraint. What are your objectives or 
how do you measure performance for 
the asset managers that are out there?

REEVES: It’s interesting you pointed 
out that US rates are historically low, 
which they are, and may be going 
lower?? However, relative to other bond 
options the global investor has, US rates 
are pretty attractive. This observation 
should have a couple tailwinds for our 
domestic market. First is that the current 
attractiveness of US rates should keep 
a ‘bid’ for our bond markets. Second is 
that this relationship should also be a net 
positive for the USD as well. Given we 
have a Lloyd’s Syndicate, we are a global 
insurer and therefore a global investor. 
We are required to invest in several 
currencies to support our non-USD 
liabilities. Regulatory required non-

USD investments can have a significant 
impact on our investment performance, 
given our reporting currency is the USD. 
Currency risk generally takes up a large 
allocation of our risk budget, given its 
historical standard deviation of returns. 
When previously managing global 
portfolios, we could be dead accurate 
on analyzing the fundamentals of the 
country decision, but the currency part 
of the investment could dominate the 
net performance of trades into foreign 
positions due to currency volatility. 
Hence, we’re very focused on managing 
our FX exposures in our investment 
portfolio and at the enterprise level. 

Additionally, the US yield curve is 
relatively flat historically. So shortening 
our investment portfolio’s duration – 
and reducing risk – is not as much of 
a yield give up as it usually is. We are 
able to keep portfolio yield relatively 
consistent, while reducing duration risk, 
which seems like a good trade in our 
current rate environment.

IAUM: Has the rate environment 
impacted your overall product offerings 
at all, from the standpoint of what 
you’re offering and the pricing? 

REEVES: Not really, that’s more a 
function of the focused business mission 
that AEGIS has as an underwriter.

IAUM: We’ve talked about rates 
being low, that the US is still a decent 
opportunity versus global alternatives. 
A lot of insurers have been walking out 
the risk curve. That’s been going on for 
quite some time. I think it has not been 
one big leap – it’s been a slow migration, 
right? At first it was high yield and 

EMD out bank loans were – you know –  
now we’re giving liquidity. At the end of 
the day, how much have you moved into 
what’s known as “risk assets” to make 
up for the lack of investment income? 
Or have you?

REEVES: We have not. We’ve actually 
gone the reverse and reduced risk in our 
portfolio strategy over the past couple 
of years. One of the luxuries I have at 
AEGIS is that our primary investment 
objective is optimizing after-tax total 
return within a predetermined risk 
budget. Therefore, yield or gain/loss 
objectives are secondary regarding the 
formulation of our investment strategy. 
Therefore, if a particular strategy 
happens to be a yield give trade for 
example, it’s likely not a deal killer 
should the return expectations be more 
attractive. This flexibility is a little 
unusual in the insurance space. Given 
our opinion of the current risk/reward 
trade off of investable assets, we’ve 
decided to take some profits and reduce 
equity risk and the duration risk of our 
investment strategy.

The efficient frontier curve, 
regardless of whose forecasts you use, 
is relatively flat. This observation is a 
function of very low rates, lower equity 
forecasts, and higher standard deviation 
of returns of our global asset choices. 
When risk assets have forecasted 
returns in the mid/high single digits, and 
interest rates are not projected to fall, 
the efficient frontier curve is generally 
unattractive. Looking at a flat curve, 
like we currently have, suggests it’s 
not an attractive market to stick your 
neck out further on the risk curve….the 
opposite is more prudent. These models 
are just tools in our strategy process, but 
they’re an objective tool, and it’s rather 
difficult to argue with the numbers. 
Thus, we’ve been reducing risk in the 
current environment and keeping some 
dry gunpowder for when investment 
opportunities appear more attractive.

Within our equity allocations, we’ve 
traded into low volatility and high 

The Interview With Rip Reeves (cont.)

“...what a bummer 
we didn’t buy 

Greek bonds, right?”
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The Interview With Rip Reeves (cont.)

dividend strategies to help limit downside 
risk, while knowing we’re giving up 
some upside potential. A market like we 
experienced in 2019 is certainly a bit of 
an opportunity cost, given the outsized-
returns we experienced last year. On the 
fixed income side, we scaled back the 
duration of our high yield allocation 
by half. Additionally, we increased the 
minimum credit quality to B3/B- with 
limited exposure below. These two 
decisions still maintain a relatively high 
income level for the allocation, while 
reducing the downside risk, should bond 
markets experience a flight to quality. 

Bottom line is, we are not particularly 
confident in the current market’s risk/
return trade off, so we’ve scaled back 
risk in our riskier investment allocations 
while still maintaining commitments to 
the markets.

IAUM: Okay, then what about private 
markets? More specifically, what is your 
allocation to private assets? And how 
do you see private markets developing 
versus public markets?

REEVES: The short answer to 
your question is we have increased 
our investments to the private/
alternative sector over the past six 
years to approximately a 20% targeted 
allocation. We have executed this 
increase in a steady, methodical 
progression, and these mandates provide 
our investment strategy with a solid 
base return that is effectively agnostic to 
fluctuations in interest rates and equity 
markets (barring a credit event). 

As a portfolio strategist, there 
are several “trades” we can make to 
increase income and potential return. 
First, we can trade duration by going 
out to curve (and increasing duration). 
I don’t think at historically low rates, 
most folks would think it’s an opportune 
time to extend portfolio duration – plus 
the yield curve is flat as well. So, we’ve 
shortened in this environment.

Second, you can go down in credit 
quality. I believe most of my CIO peers 

have likely pushed down in credit as 
much as they believe is prudent, given 
this trade was popular a decade ago. So, 
you’re probably not going to get further 
improvement in the return forecast from 
this trade.

Third, you can look at increasing 
leverage via several options. Securities 
lending isn’t as attractive as in the past, 
given our low rate environment. I would 
caution the use of investment leverage 
in other mandates, given it would take a 
large allocation(s) to notably alter your 
return forecast, and we’ve experienced 
how dangerous large amounts of 
leverage can be in your investment 
strategy…so use wisely and sparingly. 

The last thing we have in our 
portfolio we can trade for increased 
yield and potential return is liquidity. 
Given most insurance portfolios have 
large allocations to high quality bonds, 
we generally have good liquidity. 
When you measure levels of stressed 
investment liquidity relative to the 
necessary liquidity required to service 
your book of business, we observe that 
we have excess liquidity. We began 
formalizing our liquidity analysis and 
monitoring when I joined AEGIS nine 
years ago, and have become pretty 
obsessive about our liquidity position. 
This focus is in part due to our increased 
investment in the private sectors where 
we currently have allocations in direct 
corporate lending, commercial MBS, 
infrastructure, MLP bonds, private 

placements, and real estate equity. We 
have a very diversified approach to this 
sector, consistent with our approach in 
the public markets. So far, so good.

IAUM: Do you have any passive 
investments?

REEVES: Yes, we have passive 
investments. If you look through our 
portfolios, we’re barbelled in passive 
versus active, and there are a couple of 
reasons for that. Obviously, fee is one of 
them, although it’s not the driver of this 
strategy decision. The primary reason 
to use passive investments is our belief 
that a manager cannot consistently 
add alpha in a particular market. This 
opinion is generally that the market in 
question is an efficient one. Towards 
the end of my portfolio management 
career, outperformance targets began 
to decrease for high-quality mandates, 
given market efficiencies. This 
observation has simply spread to more 
asset classes over the past 10-15 years….
and should continue. The US Treasury 
market, Agency market, Agency MBS, 
and short/medium duration high grade 
corporates are particularly efficient 
markets that we approach with a passive 
investment strategy. We’re going to 
approach them in a passive manner, get 
index pricing and market exposure…
while still altering the guidelines to fit 
our risk profile. Even though you’re 
using a passive strategy, you can 
structure portfolio guidelines to suit 
your specific risk/return profile. These 
mandates are generally the “liability” 
portion of our investment portfolio, and 
it provides us room in our risk budget to 
potentially increase allocations to riskier 
mandates. Where we believe managers 
can add value, such as in privates, below 
investment grade and equities, we have 
active mandates and fee schedules. Our 
below investment grade mandate is one 
of our active strategies, where we allow 
guideline flexibility to buy any part of 
the capital structure of an approved 
credit as long as it fits within the duration 

“As a portfolio 
strategist, there are 

several “trades” 
we can make 

to increase income 
and potential return.”
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The Interview With Rip Reeves (cont.)

and credit quality guidelines we have 
in place. This investment strategy 
allows positions in traditional high 
yield, bank loans, convertible bonds, 
preferreds, and structured products. 
There’s some tactical capability in 
this opportunistic, short duration high 
yield mandate. We’re happy to pay for 
active management where we believe 
managers can consistently add alpha.

IAUM: How do you think technology 
will affect the management of insurer 
portfolios and – more broadly –  
institutional asset management?

REEVES: I fully expect it will 
continue to be a tailwind for increased 
efficiencies of any and everything we’re 
doing from portfolio management to 
banking to asset allocation. That’s kind 
of a general – non-tech expert – answer 
to your question!

IAUM: So, this is our last question and 
typically our readers’ favorite.

REEVES: Uh-oh.

IAUM: Some of our listeners and 
readers are just starting out in their 
careers. What advice would you give 
your 21 year-old self?

REEVES: It’s interesting that you 
asked this question Stewart, because 
on Monday I have a new team member 
starting who’s 24, and we’ve had 
this exact conversation during his 
interviewing process…he listened very 
politely to my long-winded answer 
which is likely why he got the job! Like 
me, this guy put himself through college 
and graduate school and is interested 
in a career in investments – but knows 
nobody in the investment world. 
Therefore, he has had little help with his 
career – until now. When I first came to 
Wall Street from Harahan, Louisiana, I 
didn’t know anybody either. So, I tell 
young folks just starting out to focus on 
a few things to help themselves. 

First, find a good firm with a good 
name, and just get in the door. Don’t 
be too picky regarding your job title, 
necessarily, but just get the best starting 
job you can at a solid firm. Some 
great starting positions at firms like a 
BlackRock, a Goldman or a Pimco are for 
example, an RFP (request for proposal) 
writer or investment accounting. These 
are ‘unsexy’ jobs to many of the MBA 
graduates from fancy schools, therefore 
the competition for these positions 
are not what they are for investment 
banking. What these jobs offer you 
is an opportunity to learn a wealth of 
information about the firm – you’ll 
learn a valuable skill, and you’ll have 
a front row seat to the whole company. 
Most importantly, you’ll be able to pay 
for yourself! It’s a very valuable way to 
get some experience and knowledge, so 
the next move you make will be a more 
educated one.

Another thing I’d tell myself is to 
find someone – or some group – that will 
commit to you. I got very lucky on the 
Salomon Brothers trading floor right out 
of the gate. I had three partners of the 
firm take me out to Harry’s Bar on Wall 
Street and literally said, “We’re going 
to teach you everything we know if you 
come work for us.” It wasn’t necessarily 
the hot area on the trading floor, but I 

had three partners of the firm committed 
to me, and they did exactly what they 
said they would. I couldn’t have asked 
for better mentors, especially right out 
of college.

The last thing I’ll mention is try to 
be as honest with what you like and 
what you don’t like. I think I’m pretty 
honest about what I am and what I’m 
not. Bottom line is, this industry pays 
well, so there’s lots of folks wanting 
to enter it. When you’re talking about 
your career, the more true you are to 
what you really like and what you 
don’t like, you’ll have a better shot at 
enjoying it for your whole career. Being 
idealistic, that likely means you’re a 
happier individual, a better teammate 
at work, a better spouse, a better father 
and so on. You’ll be a better whatever 
it is you are! That’s kind of important, 
given that you’re talking about your 
career. My kids, at 23, 24 and 25 don’t 
have perspective of that. You and I 
do, because we’re on the back half of 
our careers. I’m thrilled with most of 
my career choices, given that I was 
honest with myself during many of the 
decisions over the years. Some of my 
choices weren’t necessarily the most 
financially attractive ones, but they 
were better for me. Ok, I’ll get off my 
soapbox….I can see my kids rolling 
their eyes about now!

“...the more true 
you are to what 

you really like and 
what you don’t like, 

you’ll have a 
better shot 

at enjoying it for 
your whole career.”

Rip Reeves is Chief Investment Officer and 
Treasurer for AEGIS Insurance Services, a 
global, commercial P&C Insurer with offices 
in East Rutherford, NJ and London, England. 
Prior to joining AEGIS Insurance Services in 
2011, Mr. Reeves was CIO for Argo Group. 
For 20 years, Mr. Reeves was a bond portfolio 
manager and asset allocation specialist for 
Standish, Ayer & Wood, Scudder Stevens & 
Clark and JP Morgan Investment Management. 
Mr. Reeves started his financial career on the 
trading floor at Salomon Brothers in 1985, in 
mortgage derivatives. He has a BS and an 
MBA from Louisiana State University.

About Our Guest

 Q1 2020 Insurance AUM Journal 7 insuranceaum.com



League Tables
We have developed a survey of insurance asset managers that captures the data and 
information that is relevant to insurance investors. Designed by our head of Research, Steve 
Doire, our survey is unique in two key ways: 

First, the data collected will include both insurance GA and total firm AUM for each asset 
class. We believe that this additional information will provide investors a more complete 
picture of an asset managers resources and capabilities.   

Seond, the data will be available from our website as well as through S&P Global 
Market Intelligence. Our goal is to make the data more accessible by the industry.

We use this data to create our annual Insurance Asset Manager League Tables. This Special 
Report will be released next month and can be downloaded free of charge from our website.

Investor Resource Center 
Our most ambitious project is the creation of the Investor Resource Center. This tool 
will enable you to research asset classes, investment topics, asset managers or regions. We 
welcome your suggestions for improvements as we move forward.     

When we launched the Insurance AUM Journal over 
three years ago, our goal was to bring the best, 

most relevant and most timely information available to the 
insurance asset management community. Why? Because we are 
industry people ourselves, and we recognized a need. Despite 
the insurance asset management industry managing over $30 
trillion globally -over $7 trillion in the U.S. alone- there was 
no publication focused directly on our industry. Ever since, we 
have done our best to deliver information geared specifically to 
the insurance investment community.

The reception we’ve gotten from the industry has been better 
than we thought possible, and we appreciate it very much. But 
now it’s time to grow, offering a wider array of information that 
is more accessible than ever before. We want to thank you for 
helping us build a business from scratch just three short years 
ago. Our team is committed to bringing value to the industry, 
and we appreciate your support very much. 



2020 UPDATES

Podcasts
We are very excited about our new venture to produce podcasts, available on all the major 
platforms as well as our website. Podcasts are an incredibly popular medium giving users 
complete control over when -- and to what -- they listen. Because we’re new at this, we 
appreciate your suggestions for topics and guests. We plan to offer three basic formats: 

1. Investment Briefings – Presenting an industry expert within 
a particular asset class, these are intened to bring you up-to-the-
minute information from the people who know their market best.
(approx. time: 10 minutes or less)

2. Interviews – Get to know industry leaders on a bit more 
personal level, as they discuss a wide range of topics in a Q&A 
format with our host.
(approx. time: 10 -20 mins.)

3. Episodes – Involving a little less structure, from two-way 
conversations to just one of us discussing something we find 
interesting and topical, these may be of interest to our audience.
(approx. time: varies)

You can reach us at podcast@insuranceaum.com. 

Website 
There is no better way to showcase our new information than with an updated, interactive 
website. Our new site will be formatted as a news magazine and will feature new articles as 
they become available. 

Think of it as the insurance investor’s one-stop-resource for:

4 Up-to-date articles on timely and relevant topics
4 Investor Resource Center with free data and information
4 News magazine-style format, searchable by articles, content and author
4 Interviews with industry leaders
4 Podcast episodes to enjoy anywhere

At the corner of Insurance 
and Asset Management

We want your input:
journal@insuranceaum.com



Insurance Roadmap 2020: Three Keys to Success

Over the past year, I had the privilege of meeting with more than 
100 global insurance companies, with total assets of around 
US$12 trillion on their balance sheets. While each insurer 
has its own particular risk tolerance, distribution strategy, 
regulatory issues, and accounting regime, they all shared many 
similar core concerns about what lies ahead. These challenges 
represent a unique intersection of industry regulation, financial 
positioning, and macroeconomic conditions. 

So, as a new decade begins, there are three key themes that 
we believe insurers must navigate in order to be successful in 
2020 and beyond:

1) Downside risk mitigation  
2) Climate change
3) BBB credit exposure

THEME 1: DOWNSIDE RISK MITIGATION
A dominant theme across continents in 2019 was the renewed 
focus on downside risk mitigation. A number of factors make 
this an even more critical issue for insurers in 2020: 

• A desire to protect gains accrued from the strong run in 
capital markets over the past decade;
• Migration of accounting standards to reflect more 
”mark-to-market” investment results (e.g., the negative 
earnings impacts from the fourth quarter of 2018 are still 
fresh in many insurers’ minds); and
• Select regulatory risk-capital calculations allowing for 
a reduction in capital charges if certain criteria are met.   

We have been in a “late-cycle” environment for years, but 
eventually it will have to turn. However, the danger of derisking 
too early should be a very real concern for insurers (FIGURE 
1). In an environment where every basis point of investment 
return matters, a better strategy may be to maintain risk assets 
with an eye on loss prevention.

Target asymmetrical returns
There are a variety of ways for insurers to implement this type 
of approach. One such option is to invest equity assets with a 
focus on asymmetrical return profiles. Insurers are typically 
loss-sensitive and willing to sacrifice some upside potential 
in order to avoid drawdowns, so achieving 105% of the 
benchmark return on the upside, while only participating in 
85% of the downside, can be a favorable tradeoff. Institutional 
investors have long assessed this upside/downside capture 
ratio on an ex-post basis. However, certain equity investment 
approaches, combined with manager skill, may be able to 
achieve asymmetrical return profiles that are consistent and 
repeatable over time. Thus, moving from pure equity market 
beta, which has been a winning trade over the past decade, to 
approaches that have the potential to both outperform in an up 
market and (more importantly) limit losses in a down market, 
should be a continued focus for insurers in 2020.

1
Wellington Management

FIGURE 1: Derisking Too Early Could Prove to be a Costly 
Mistake
Missing the S&P 500’s best days, 20 years ended 31 December 2018 
(annualized returns, %)

Sources: S&P, FactSet. For illustrative purposes only.

Tim Antonelli, CFA, FRM
Multi-Asset Strategist

Tim Antonelli is responsible 
for identifying, sharing, and 
acting on major business 
trends affecting insurers globally and their 
investments across asset classes. He interacts 
regularly with a range of insurance industry 
regulatory bodies, rating agencies, and trade 
organizations around the world.

Any views expressed here are those of the author as of the date of publication, 
are based on available information, and are subject to change without notice. 
Individual portfolio management teams may hold different views and may make 
different investment decisions for different clients.
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Be dynamic with a multi-strategy equity solution
Another option is to have a single manager handle the tactical 
and strategic asset allocation decisions across equity exposures. 
Timing the market is difficult enough; allocating to the right 
segment of the market is even more so. Between getting those 
two factors correct, and then sourcing internal approvals to 
implement, an opportunity to enact a risk-on or risk-off trade 
could pass an investor by. With that in mind, building a bespoke 
offering that can access a broad investable universe, while 
achieving a desired return and volatility profile, is becoming 
an increasingly popular approach. The ability to be dynamic 
and react swiftly to an ever-changing market landscape should 
serve insurers well as we near the end of a bull market. 

Be selective in private markets
Of course, I’d be remiss if I didn’t also discuss 
the significant flow of insurer assets into 
private markets in recent years. In essence, this 
has been the “perfect trade,” capturing market 
returns plus an illiquidity premium – in most 
cases, risk-charged in line with public-market 
equivalents across regulatory regimes and 
with muted accounting statement volatility. 
However, with some parts of the private 
markets (particularly direct lending) continuing 
to see sharp inflows, the importance of being 
selective as yields compress and underwriting 
deteriorates becomes all the more important. 

Don’t overlook late-stage private equity
Despite the frothy conditions on the credit 
side of the private market, we continue to 
see interest from global insurers in late-stage 
private equity. This asset class lends itself to 
being “insurer-friendly” for several reasons:

• First, the path to liquidity events is much 
quicker than its early-stage cousins, typically 
one to three years. 
• Second, the portfolio companies tend to 
be fundamentally sound with strong management teams, 
thereby reducing substantial downside risk found in early-
stage funds. 
• Finally, in the mark-to-market world of insurance 
accounting (GAAP & IFRS1), the reduced financial 
statement volatility from this asset class is considerable. 

We believe this type of fund can demonstrate accounting 
statement volatility in the high-single- or low-double-digit 
range over the course of the fund’s life. This would position 
the strategy’s volatility substantially lower than the average 

venture capital private equity fund, while still targeting a 
strong internal rate of return (FIGURE 2). 

Consider derivatives
Finally, if regulations permit, using derivatives for financial 
risk mitigation is another way to structure risk assets with an 
eye toward limiting tail risks. While downside hedges on 
their own can be cost-prohibitive, these approaches can be 
structured in more cost-effective ways, such as with collars or 
put spreads. Depending on how the hedges are implemented 
(think systematically over discretionary), an insurer can receive 
meaningful capital relief in risk capital regimes, such as Solvency 
II. At Wellington, we can partner with clients to tailor this type 
of exposure to each client’s risk appetite and cost sensitivity. 

THEME 2: CLIMATE CHANGE
“No doubt some of these expenses are “unreasonable.” 
Like renting a white Cadillac convertible and then soaking 
it with the hard-crusted, sun-baked scum of 100 grapefruits 
and 2 dozen coconuts and 26 pounds of catsup and French 
fry residue…and a goodly number of bad dings, dents, and 
scrapes that were covered, … by an extra $2 a day for total 
insurance. The car was not a happy looking machine when 
I turned it in, but they gritted their teeth and took it. This is/
was the insurance side of the American Dream, the terrifying 
underbelly of actuarial tables.”             - Hunter S. Thompson

FIGURE 2: Late-Stage Private Equity Offers an Attractive Risk/Return Profile
Private equity: Risk/return by fund type (vintages 2005-2016)2

2 The size of each circle represents the capitalization of funds used in this analysis. 
3 Excludes early stage 
Source: Preqin Pro. Chart data as of 31 December 2016 (most recent available)

1 GAAP = Generally Accepted Accounting Principles; IFRS = International Financial Reporting Standards 
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Hunter S. Thompson’s quote on the previous page 
highlights the seemingly perpetual safety net provided by 
insurance. Even in jest, Thompson observes that maximum 
losses (while not enjoyed) are still assessed as tail risks by 
actuaries and will ultimately make the buyer whole. However, 
as financial losses from climate change move from tail events 
into the realm of “likely” outcomes, one has to question how 
long insurers can afford to underwrite coverage for those risks 
and (just as important) how insurance buyers could afford 
the inevitable resulting premium increases. Perhaps the most 
pronounced theme echoed by insurers across the globe in 
2019 was growing interest in the financial risks posed to their 
business models by climate change. While regions such as 
Northern Europe have been at the forefront of thinking about 
these risks, the interest from Asia and the US was much more 
significant than even just a year prior. It’s not completely 
surprising when you consider the trajectory of total climate-
related losses in recent years (FIGURE 3).

Regulatory bodies are taking notice
Insurers themselves aren’t the only industry players taking 
note of this phenomenon. Regulatory bodies have also been 
getting involved in a major way: 

UK – Prudential Regulatory Authority:
- Requires that a senior stakeholder be identified at each 
insurer to be accountable for financial risks from climate 
change 
- Has created mandatory stress tests for insurers to complete
- Has established more robust disclosure frameworks 
around risk appetite statements and plans to mitigate such 
risks moving forward

France – Prudential Supervision and Resolution Authority:
- Has required climate-risk-related disclosures since 2016
- Will create mandatory climate change stress tests for 2020

Singapore – Monetary Authority of Singapore:
- Will include stress tests related to climate risk in annual industry review
- Is partnering with research institutes to integrate long-term climate risk into risk models
- Has created a sustainable bond grant that subsidizes the issuance of green, social, and sustainable bonds in Singapore

US – National Association of Insurance Commissioners:
- Has implemented a climate risk disclosure survey (but only select states are participating: CA, CT, MN, NM, NY, WA)
- Has made climate risk the top strategic focus of 2020
- California has requested divestment from thermal coal

Hong Kong – Stock Exchange of Hong Kong:
- Will require listed companies to disclose significant climate-related issues 

Australia – Australian Prudential Regulation Authority:
- Will require climate-related stress tests for all insurers, banks, and pensions in 2020

FIGURE 3: Climate-Related Losses Have Been Substantial in 
Recent Years
Uninsured and total losses from natural catastrophes worldwide: 1980-
2018 (US$bn)

Inflation-adjusted via country-specific consumer price index and consideration 
of exchange-rate fluctuations between local currency and US$. Source: Munich 
RE, ©Münchener. Rückversicherungs-Gesellschaft, NatCatSERVICE. Data as 
of 31 October 2019.
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Industry still has a long way to go
However, it is important to note that even the most 
forward-looking insurers are still in the early days of 
formally integrating climate risk management into 
their underwriting and investing processes. The most 
advanced of the insurers I spoke to included one 
Nordic company that was aggregating both transition 
risk and physical risk metrics across its invested assets 
and presenting an annual risk assessment to its board. 
Meanwhile, a UK-based entity was using physical 
risk projections on its real estate exposure to begin 
retrofitting the properties for the rising probability of 
flooding in the area. These were the outliers. In contrast, 
the average insurer seemed very willing to identify and 
assess climate-related risks, but lacked the data, the 
scientific knowledge, and the in-house expertise to 
formally integrate these elements into its core business.  

FIGURE 4: Climate Litigation by Applicant Type - US vs Rest of World

Sources: McCormick, Glicksman et al. (2018); Grantham Research Institute 
(https://climate-laws.org)

While climate science models often frame the future in terms 
of decades, there are three important variables that could cause 
the price impact for the insurance industry to occur well before 
the manifestation of the physical climate risks themselves:

1) Disclosures: As global investor disclosures become more 
commonplace (whether mandated by regulators or not) and 
more robust, the capital markets will likely reward “good 
corporate citizens” and pull investment dollars away from 
“bad citizens,” creating pricing pressure.
2) Litigation: Climate-related litigation has been growing 
at an exponential rate in recent years and shows no signs 
of slowing (FIGURE 4). Lawsuits alleging that company 
directors and officers were negligent by not fully disclosing 
the climate-related risks faced by the business have the 
potential to create significant case law. It might only take 
one guilty verdict, or a substantial settlement, to expedite 
the mark-down of not only the offender’s assets, but also 
those of similarly situated peers.  
3) Rating agencies: Credit rating agencies have adjusted 
their ratings for climate-/weather-related events, but 
typically only on a reactive basis. The city of New Orleans, 
post-Katrina, was downgraded to B-, while Paradise, 
California’s pension bond was downgraded to CCC after the 
state’s devastating wildfires. However, we are starting to see 
a mindset shift among rating agencies in terms of how to 
assess physical climate risk exposure. For example, Moody’s 
has recently moved to acquire a large climate-risk data firm 
and has laid out a framework for how to assess physical risk 
within a sovereign context (FIGURE 5). As these datasets 
become better understood and accepted, it’s not a stretch to 
imagine proactive “notching” (both positive and negative) 

FIGURE 5: A Proposed Framework for Assessing 
Physical Climate Risk

Source: Moody’s Investor Services. For illustrative purposes only.
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to credits that have demonstrated climate-risk-mitigation 
techniques (or a lack thereof). This proactive approach 
should resonate with many insurers, who often wish to 
avoid downgrade risk in their long-term fixed income 
portfolios. Having a fixed income manager with the 
ability to conduct this analysis on a pre-purchase basis 
will be of utmost importance.

Start small and build
A problem as large and complex as climate change may 
feel overwhelming for insurers to tackle. To begin, my 
recommendation would be to make small changes that can build 
incrementally over time toward a best-in-class result. For our 
insurance clients, we bring to bear the academic rigor applied by 
the Woods Hole Research Center in its physical risk modeling 
– not only for the portfolios we manage, but 
also for our clients’ underwriting distribution 
and their allocations to long-lived (and often 
illiquid) invested assets. By determining an 
initial climate risk “footprint,” you can initiate 
the process of creating a strategic long-term 
plan for the future. That is considerably more 
difficult to do if you don’t know how you’re 
positioned today. Being a resource for our 
insurance clients across their enterprise will 
be a major focus of ours in the coming years 
(FIGURE 6).

THEME 3: BBB CREDIT 
EXPOSURE 
Insurance companies’ exposure to BBB 
rated credit has grown substantially in recent 
years (FIGURE 7). While this growth has 
coincided with the rating migration of the 
bond market broadly (with ~50% of corporate 
bonds outstanding now rated BBB, vs 35% 
in 2006), many insurers are beginning to 
wonder if they should take steps to address 
the increased credit risk by adjusting their 
exposure accordingly moving forward. 

We would caution insurers against simply 
avoiding BBB credit exposure altogether, 
particularly in today’s yield-challenged 
environment. However, we believe it is very 
important to recognize that all BBBs are not 
created equal and to therefore place a high 
premium on fundamental research and credit 
selection. 

We believe most BBB rated issuers have 
strong incentives to preserve their investment-
grade ratings in order to keep borrowing costs 
low, retain market access to financing, and 

maintain certain business dealings. Many BBB companies that 
are unable to meet deleveraging targets organically through 
realized synergies or free-cash-flow growth could seek to do so 
through other means, including dividend/share buyback cuts, 
capital expenditure reductions, and asset sales. 

Many BBB rated issuers have considerably higher leverage, 
which is why credit selection is so critical in this segment 
of the market. Some such issuers will justify (and keep) 
their investment-grade ratings, while others will fail to meet 
deleveraging targets and risk being downgraded to high yield. 
We have witnessed a number of previously A rated companies 
leverage up for mergers and acquisitions and get moved into the 
BBB bucket as a result, making it difficult to express an “up-
in-quality” bias toward A rated issuers. BBB rated corporate 
valuations also appear relatively more attractive overall than 

FIGURE 6: Wellington’s Suggested Path to Climate Risk Management

Source: Wellington Management. For illustrative purposes only.

FIGURE 7: Insurer’s Exposure to BBB Credit Has Grown Substantially in Recent Years
Total US insurance industry exposure to bonds with NAIC 2 designations, 2009-2018

Source: NAIC. As of 31 December 2018
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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 into an index. 

A rated corporates, as the yield differential between 
the two groups recently ranked in the 58th percentile 
relative to history (FIGURE 8).

PARTING THOUGHT
While the investment landscape heading into the new 
decade may look treacherous in some respects, I would 
argue that being well prepared, strategic, and proactive 
should provide ample opportunities for insurers willing 
to be early movers. To that end, we stand ready to 
continue serving as a front-line defense and trusted 
thought partner for our insurance clients across the 
globe.

LEARN MORE
To learn more about our insurance capabilities, 
please visit wellington.com/en/insurers or contact: 

Rich Coffman - US
rmcoffman@wellington.com | (617) 951-5311

Sarah Marschok - US
smmarschok@wellington.com | (617) 790-7170

Jon Wagenseller, CFA - Bermuda
jwagenseller@wellington.com | (617) 289-3805

James Bradbury - EMEA
jbradbury@wellington.com | +442071266464

Bob Sharma, CFA - EMEA
bssharma@wellington.com | +442071226068

FIGURE 8: Option-Adjusted Spread Differential (BBB Rated Bonds 
vs A Rated Bonds)

Source: Bloomberg Barclays US Corporate Index. Chart data as of 29 November 2019
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An Evolving Landscape: Highlights of the 
RBC GAM 2019 Responsible Investment Survey

RBC Global 
Asset Management

Do You Currently Hold Any Impact 
Products in Your Portfolio?

INTRODUCTION 
The 2019 RBC Global Asset Management Responsible Investment Survey polled key decision makers, including institutional 
asset owners, wealth managers and pension plan consultants, around the globe on topics related to responsible investing, including 
ESG and impact investing. The survey results were released this past autumn and they revealed that 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. 

In this edition of Insurance AUM, we’d like to present the survey findings that pertain to impact investing, use of ESG factors 
across asset classes, engagement versus divestment, and the availability and quality of ESG-related information.

STILL ROOM TO GROW IN IMPACT INVESTING
Year over year, the number of institutional investors who held impact products in their portfolio was little changed. In the US, 
fewer respondents said yes (31.5% in 2019 versus 34.4% in 2018) to the question of whether they hold impact products and fewer 
respondents said no (44.9% versus 52.3%).

Notably, a significantly greater number said they were not sure (23.6% versus 
13.3%)—suggesting a degree of uncertainty about what an impact product really is. In 
Canada, fewer respondents in 2019 said they held impact products than in 2018 (15.4% 
versus 16.8%), while more said they did not (52.9% versus 48%). In Europe and the UK 
combined, more investors in 2019 are using impact products than in 2018 (34.3% versus 
31.2%), fewer are not using them (51.4% versus 52.5%) and fewer are not sure (14.3% 
versus 16.2%).

The story didn’t change much when respondents 
were asked if they planned to allocate funds to impact 
investing as opposed to ESG or socially responsible 
investing in the next one to five years. Overall, and 
across individual regions, more respondents said 
they were not sure than either yes or no.

These numbers were up slightly from 2018 
(41.5% overall in 2019 versus 38% overall in 2018). 
Canada was the only region surveyed in which an 
increasing number of respondents said they planned 
to allocate funds to impact investing over the next 
one to five years—up very slightly to 18.4% from 
17.5% in 2018.

EQUITIES STILL THE PRIME TARGET FOR ESG ANALYSIS
For institutional investors, equities remain the most popular asset class for incorporating ESG 
factors, followed by fixed income, real estate, alternatives and infrastructure. These rankings 
are largely the same as in 2018, but the level of use (as a percentage of respondents) changed 
somewhat.

While it may not be surprising that the classic asset classes of equities and fixed income remain the most popular for incorporating 
ESG, it is noteworthy that fewer investors this year are incorporating ESG into real estate and infrastructure, while more are going 
into “other” real assets.

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.

Do You Expect to Allocate Funds 
to Impact Investing as Opposed 
to ESG/SRI in the Next 1-5 Years?
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Once again, regional breakouts illustrate how institutional investors around the globe 
think differently about these issues. In the US, the use of ESG factors in equities, fixed 
income and real assets increased, while real estate, alternatives and infrastructure declined 
from 2018 to 2019; but in Canada, ESG in real estate and alternatives increased while 
it decreased in infrastructure. In Europe including the UK, the percentage of investors 
incorporating ESG into equities and real estate declined notably, and increased in fixed 
income, infrastructure, alternatives and other real assets.

While a growing number of institutional investors worldwide are incorporating ESG 
factors into fixed income strategies, fixed income is generally viewed as less of a priority 
when put up against equities in the context of ESG.

Investors were asked whether it is important to incorporate ESG factors into both equity 
and fixed income strategies, and nearly half said both were equally important. About one-
third said both were important but equities more so, and very few (1.6%) said both were 
important, but fixed income was more important. Perhaps most notably, a full 22% said 
neither was important, up significantly from 15.2% last year.

ENGAGEMENT, DIVESTMENT OR NEGATIVE SCREENS
For institutional investors using investment strategies informed by ESG factors, an important 
question comes down to whether to simply divest certain holdings or to engage with companies 
and work with corporate managers to improve environmental, social and/or governance 
practices and structures. In the context of the “fossil fuel free” movement, investors came 
down squarely on the side of engagement, as they did in 2018’s survey, but their enthusiasm 

for engagement appears to have cooled. To wit: in 2019, 38.6% of respondents overall 
said engagement is more effective than divestment, down from 45.1% in 2018. The 
number who said divestment is more effective edged up to 10.2% from 8.1%, and the 
number who said neither approach is effective rose to 11.8% from 8.1% in 2018. Those 
who said both methods are equally effective dipped to 16.4% in 2019 from 17.7% in 
2018. In both years, roughly one-fifth of respondents were not sure.

Institutional investors in Europe and the UK combined had the highest regard for 
engagement, with 66.7% of them calling that method more effective than divestment, up 
from 54.3% in 2018. Canadian investors were second in this regard, at 47.4%, virtually 
unchanged from 2018. In the US, 33.8% of investors favored engagement, down from 
38.8% in 2018, while 10% said divestment was more effective, up from 6.7% in 2018.

Related to the question of engagement or divestment is the use of negative SRI 
screens. As in 2018, three quarters of survey respondents overall said they do not 
require their external managers to use such screens.

For investors who require the use of negative screens, the most common ones 
are applied to cluster munitions and landmines, tobacco and weapons. These three 
screens were cited by nearly two-thirds of investors who use SRI screens, similar to 
2018. Fossil fuel-related screens were the fourth most popular, with just under 45% of 
respondents who use screens listing that category.

INFORMATION, PLEASE.
Engagement requires information, and issuers are getting better, slightly and slowly, with 
both the amount and quality of data they provide investors. Ranking their satisfaction with 
the quantity of information on a scale of 0 to 5, with 5 being very satisfied, more investors 
landed slightly past the midpoint. A total of 12.8% of respondents answered either 4 or 5, 
up from 7.9% in 2018. On the other end of the spectrum, the number of respondents who 
answered either 0 (not satisfied) or 1 was 18.9% in 2019, down from 21.5% in 2018.

Quality of data was ranked on a similar scale and the results had the same pattern, 
with more respondents landing just past the midpoint. In 2019, 9.2% answered either 
4 or 5 (very satisfied), compared with just 6.6% in 2018. Roughly one quarter of 

For Which of the Following Asset 
Classes Do You Incorporate 
ESG Factors Into Porfolio 
Management?

In the Fossil Fuel Free Context When 
Thinking About ESG Investing, Do 
You Consider Divestment To Be More 
Effective Than Engagement?
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respondents—both in 2019 and 2018—ranked their satisfaction 
either 0 (not satisfied) or 1.

In comparison to 2018’s responses, it appears that more 
investors are satisfied with both the quantity and quality 
of ESG-related data; however, there is definitely room for 
improvement. Given this, the question becomes who should 
push for more and better information, and institutional 
investors by and large continue to see shareholders as the 
lead drivers in this effort, followed by government regulators, 
industry organizations and stock exchanges.

In 2019, roughly half of respondents cited shareholders, 
up from 46.2% in 2018. While government regulators ranked 
second again, the portion of investors viewing this group 
as a key driver fell to 21.8% from 27.2% in 2018. Industry 
organizations, on the other hand, drew more responses, 20.5% 
in 2019 versus 2018’s 17%.

In years past, stock exchanges played a major role in 
corporate governance, but as many have become for-profit 
companies, their focus has shifted more toward generating 
revenue, and institutional investors have taken note. Stock 
exchanges as drivers of influencing companies to improve the 
ESG-related information they provide were cited by just 2.5% 
of respondents, down from 4.8% in 2018.

CONCLUSION
Not surprisingly, equities and fixed income remain the most 
popular asset classes institutional investors are using with ESG. 
While there are some institutional investors who build ESG 
into other asset classes, such as real estate and alternatives, 
there is a lot of room for the industry to step up, not only with 
product, but with tools and resources for institutional investors 
to better understand how and why some of these other asset 
classes can play key roles in an ESG-integrated portfolio. This 
is especially the case when considering some of the major 
ESG-related issues that societies around the world are facing: 
the effects of climate change, housing shortages, infrastructure 
needs and income inequality, to name a few.

It is also important to consider what impact the 
macroeconomic investment environment, with highly valued 
stocks and rising volatility, low interest rates, global trade 
tensions and other unsettling issues, is having on these 
institutional investors. On the whole, the survey responses 
clearly showed that institutional investors are showing no signs 
of growing less engaged or committed to using ESG principles 
in their investment processes and decision making.
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Regulator and Rating Agency expectations are not 
static. We explore some recent changes to their 
standards and methodologies for insurers.

This issue of Perspectives highlights some of the recently proposed and implemented 
changes to ratings methodology and regulatory standards for insurers. For example, 
AM Best announced an innovation score in their financial strength ratings process. 
Additionally, Standard & Poor’s (S&P) broadly revamped its ratings methodology 
for insurers and modified how certain risk capital requirements will apply to financial 
guarantors.

The NAIC adjusted RBC after-tax factors for life insurance companies in light of 
the 2017 Tax Cuts and Jobs Act (TCJA). The investment RBC C1 factors remain in 
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limbo with no clear implementation dates and next steps.
The Bermuda Monetary Authority (BMA) now requires certain size insurers and reinsurers to conduct prescribed stress and 

scenario analysis to assess their capital adequacy under adverse financial market and underwriting conditions.
In Europe, a suite of changes on Solvency II regulation passed into law and the European Insurance and Occupational Pensions 

Authority (EIOPA) started to consult on certain fundamental reforms to the regulation, with further changes to be proposed and 
finalized in 2020. We will address Solvency II oversight and provide a high-level reference summary of the intended changes and 
potential implications.

AM BEST AND INNOVATION1

In 2019 AM Best announced that a new 
ratings category called “Innovation” 
will be scored and assessed as part of 
the overall financial strength rating 
consideration. The draft criteria 
document was released in September 
2019. According to AM Best, innovation 
has been implicitly evaluated to date. 
But, given the rapid pace of innovation 
in the industry, they felt it was prudent 
to evaluate this in a more explicit and 
formal format.

There are two components: an 
input score (influenced by processes) 
and an output score (influenced by 
results). Input facets (processes) 
consider: leadership, culture, resource 
allocation, organizational process and 
structure around innovation. Output 
facets (results) consider: innovation 
should be measurable, obvious tangible 
results of innovation, and the level of 
organizational transformation from 
innovation. It is expected that innovation 

Regime Recent Notable Updates

AM Best • New “Innovation” score will influence ratings decisions, assessing 
process improvements and results from those improvements over 
time.

Standard & Poor’s • Revamp of the overall insurance ratings criteria, focusing on 
business risk and financial risk; eliminating explicit ERM scores.

• Capital model risk charges for financial guarantors will follow 
the same methodology as all other insurers; less punitive for bond 
assets.

NAIC • RBC factors for life insurers were modified reflecting the 2017 
TCJA lower corporate tax rates, reducing the RBC ratio.

Bermuda Monetary 
Authority

• Prescriptive annual stress and scenario testing requirements 
outlined for (re)insurers covering assets and liabilities.

Solvency II (EIOPA) • Simple, transparent and standardized regulation may lower capital 
charges for certain securitized assets.

• Changes implemented for certain long-term equity investments 
and unrated debt, garnering lower capital charges.

• Several topics introduced for consultation covering reserving, 
reporting and disclosure requirements, and other considerations.

EXHIBIT 1: Regime Update Highlights

Source: NEAM
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will have a small influence on the rating initially, but this 
influence or weight will grow over time. AM Best does not 
expect rating changes at the initial application of the criteria, 
but they consider innovation as one of the leading indicators of 
future financial strength.

STANDARD & POOR’S
Insurance Criteria Revamp2,3

In December 2018, S&P announced an overall ratings 
methodology framework update for all insurance companies. 
In July of 2019, they published formal criteria. Going forward, 
a base rating will be comprised of two components: business 
risk profile (competitive position); and financial risk profile 
(capital and earnings, risk). The base rating is modified 
depending on scores for three different areas: Governance, 
Liquidity and Comparable Ratings Analysis.

Perhaps the most notable change within the proposed criteria 
update is removing distinct Enterprise Risk Management 
(ERM) scores from the financial strength rating; these had been 
part of S&P insurance ratings evaluations since late 2005.4 The 
strength or weakness of ERM still will be considered, but as part 
of an overall mosaic of the financial strength assessment. For 
example, risk controls, which were part of an ERM score, will 
be assessed as part of the financial risk profile evaluation. Other 
facets of ERM will be assessed as part of a new Governance 
score. This Governance score can only have a neutral or negative 
impact to a base rating. Therefore, especially strong Governance 
would not enhance a rating in any way, while weak governance 
may have a drag on a rating.

Risk Capital for Financial Guarantors5,6

In December 2018, S&P announced that bond insurers would be 
subject to the same capital charge criteria as all other insurers. 
The formal criteria was released in July 2019. The goal is to 
make S&P’s capital charge methodology consistent across all 
insurance company types. Previously, financial guarantors 
would have higher capital charges assigned for investing in 
the same types of bonds as other insurance companies – e.g., 
municipal bonds.

Going forward, bond insurers and other financial guarantors 
will be subject to the same capital charge methodology as 
other insurance companies. This could reduce the required 
capital for holding certain securities or expand the investment 
opportunities for financial guarantors, given the level playing 
field relative to other insurer types.

NAIC RISK-BASED CAPITAL
In light of the 2017 TCJA, the NAIC modified RBC factors 
for life insurance companies to reflect the lower corporate tax 
rate. These modifications result in a lower tax credit and/or 
higher after-tax RBC charges for life insurance companies. 
The impact to the life industry is estimated to be a 50 to 75 

percentage point7 reduction of the Authorized Control Level 
(ACL) RBC ratio. Regarding the investment RBC C1 bond 
factors, there has been no further development since the 
American Academy of Actuaries published the last report in 
July 2018 to further clarify the risk premium concept used in 
the modeling. NAIC’s next steps remain unclear.

THE BMA STRESS AND SCENARIO ANALYSIS8

The BMA now requires certain size* insurers and reinsurers to 
conduct prescribed stress and scenario testing and analysis as part 
of the year-end capital and solvency return submission. These stress 
tests encompass both adverse financial market and underwriting 
conditions. Financial market scenarios include a 40% drop in 
equity and alternative investments, extreme yield curve upward 
shifts, and credit spread widening. Underwriting scenarios include 
windstorm, earthquake, aviation and marine collisions, oil spills, 
wildfires, and pandemic events. Moreover, scenarios of new latent 
liability and deterioration of the U.S. Asbestos and Environmental 
(A&E) reserves are considered as well.

SOLVENCY II
Regulation Changes
From January 2019, European insurers were able to apply lower 
capital charges to securitized assets, provided they are issued 
under Europe’s STS (simple, transparent, and standardized) 
regulation.9 This serves to potentially revive European 
insurers’ investments in securitization, and recognizes that the 
original capital requirement rules for securitized assets were 
too onerous.

In July, a further set of changes to the capital requirement 
calculation came into effect.10 On the asset side, two new asset 
classes (namely, long-term equity investments and qualifying 
unlisted equities) were introduced, which would require much 
lower capital charges than they did previously. Measures were 
also put in place to facilitate insurers’ investing in unrated debt, 
while the calculation of required capital was also simplified – a 
benefit to smaller insurers in particular.

2020 Reform
To further evolve the regulatory framework for European 
insurers, in October EIOPA started to consult on 19 important 
topics,11 which broadly fall into three sections:

1. Reserving approach for long-term guarantees
2. Potential introduction of new regulatory tools, notably 
for macro-prudential issues, recovery and resolution, and 
insurance guarantee schemes
3. Revisions to details of the existing framework, 
including reporting and disclosure and the solvency 
capital requirement
EIOPA will issue its final opinion on these topics in June 

2020, to be acted on by the European Commission.
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*DEFINITIONS:
CLASS 3B - Large commercial insurers whose percentage of unrelated business represents 50% or more of net premiums written or net loss and loss expense 
provisions and where the unrelated business net premiums are more than $50 million.
Class 3B insurers are required to maintain capital and surplus of $1 million.
CLASS 4 - Insurers and reinsurers underwriting direct excess liability insurance and/or property catastrophe reinsurance risks.
Class 4 insurers are required to maintain minimum capital and surplus of $100 million.
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SUMMARY
The wheels of oversight by rating agencies and 
regulators for insurance companies keep churning. 
We have highlighted a few of these changes. The 
dynamic approach that stakeholders follow to 
evaluate solvency and ongoing financial strength 
apparently is not ending any time soon. Insurance 
companies must navigate these evolving external 
factors as part of their internal decision-making 
process. This is essential to remain successful. 
NEAM continually evaluates these and other 
stakeholder expectations as we assist clients with 
investment strategy specifically, and with risk and 
capital awareness broadly.

KEY TAKEAWAYS

• AM Best is assessing insurers’ approach and execution of innovation as part of 
their evaluation process.
• S&P has a new insurance company ratings evaluation methodology, which no 
longer explicitly scores ERM.
• S&P financial guarantors now receive the same capital charge treatment for their 
investment portfolios as other insurance companies.
• The life industry’s NAIC RBC ratio was reduced in 2018 to reflect the 2017 TCJA.
• NAIC’s investment C-1 capital factors remain in limbo with no clear next steps 
and implementation dates.
• BMA now requires financial market and underwriting stress and scenario analysis 
in the year-end capital and solvency return submission.
• A number of Solvency II changes came into force during 2019, with additional 
and more fundamental changes to be proposed in 2020.
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Impressions from Insurance CIOs: Successful Traits 
of an Insurance Asset Management Salesperson

Broad Street Consulting 
Group

2019 proved to be a very busy year across the insurance asset management industry. 
This will continue into 2020 with ongoing M&A activity and continued insurance 
outsourcing to third-party asset managers.  

The current climate presents increased opportunity for insurance asset management 
firms to grow AUM, however there is also significantly more competition for 
insurance client assets than ever before.  

The management of insurance assets is complicated. Insurers have unique regulatory 
and accounting constraints along with specific ALM and capital management needs. 
It is a different sale than other institutional channels. 

We wanted to share a perspective from our Insurance CIO network on traits of the 
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most effective insurance salesperson, given the continued opportunity across the insurance asset management industry and the 
complexity of sale. 

The initial contact. The first impression. It all starts with the Insurance Salesperson.  
 We asked the question: 

What is the common thread amongst the successful salespeople they meet?  

Whether through a cold call or a handshake at an industry conference, what is the secret sauce that makes a salesperson 
memorable, creates a favorable impression, and sparks a desire to develop a relationship with that person?

1. SALES IS A RELATIONSHIP BUSINESS
Insurance sales is a consultative sale, not a product sale. The insurance sales cycle is long. Insurance firms are naturally collaborative 
and want to work as partners with their external managers. Therefore, the insurance salesperson’s initial approach needs to be well-
prepared and engaging, and it must provide unique insight and perspective. Most importantly, they need to listen. 

“If a salesperson is just trying to 
sell me products from their firm - 

those folks are a dime a dozen. 
I appreciate it when we are having 
an actual conversation, when they 
are listening to what we need and 

the conversation naturally is 
steered to potential solution. 

To me, the listening piece leaves the 
most overwhelming positive impression.”

 “What resonates with me the most 
about a salesperson is someone that 
is NOT trying to sell me something.”
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2. THE INSURANCE SALESPERSON NEEDS TO 
KNOW INSURANCE
 They need to know what’s under the hood. 

 We heard many times how salespeople still approach CIOs 
having done little due diligence on the insurer’s investment 
portfolio, potential constraints and risk parameters; instead 
taking the approach of pushing product.  

Unanimously this is a huge turn-off. CIOs have a multitude 
of managers to choose from today. A “salesy” approach 
pushing their firm’s strategies left a less favorable impression.  

 First impressions are critical. First impressions are 
memorable. The initial contact, connection and approach 
needs to therefore have laser-focused preparation. Salespeople 
need to be credible, with a relational approach. They need to 
be likeable. 

“What resonates well with me are 
salespeople that provide value-add 

and know how insurance investing works. 
What is important to an Insurer 

and how we think about our portfolio 
needs to be known before they make the call, 

and quite frankly, they need 
to be pretty technical.” 

“For me the salesperson needs 
to approach the initial conversation 
having done their homework and 

know the business we are in, 
since insurance investing is unique. 
Showing empathy for the investment 

decision process is key.” 
 

3. THE INSURANCE SALESPERSON NEEDS TO 
HAVE A LONG-TERM VIEW AND APPROACH  
Be collaborative, and YES, the soft-skills count.

The insurance sales cycle is a long one. Forging long-term 
relationships is a marathon and not a sprint. Many CIOs shared 
that they appreciate the salesperson knowing their market, 
sharing perspectives and insights, as well as their views on the 
complicated and evolving insurance landscape. Being in the 
market, truly being an expert and knowing this niche audience, 
along with being credible goes a long way. 

“I appreciate the approach 
when a salesperson wants to start 

a relationship with us even if their strategies 
at this time don’t fit within our portfolio. 

Showing they have a holistic view of 
our portfolio and want to start a relationship. 

The moment I feel that I am put in 
the transaction bucket I change my view. 

When the need arises down the road, 
the ones who have made it more 

rational will be top of mind.”

Impressions from Insurance CIOs: Successful Traits 
of an Insurance Asset Management Salesperson (cont.)

The “Common Thread” 
There is a uniform view that the salesperson needs to have strong insurance understanding, be technical, be able to dive deep 
across the portfolio allocation and insurance firm capital, provide value-add and share ideas on areas where other insurance firms 
are gaining traction. 

CIOs consistently rated soft EQ skills of engagement and relationship skills to be very high on their list of importance. Listening 
skills along with honestly, transparency and willingness to collaborate and provide solutions also ranked very highly as well.  

One CIO shared with us that a salesperson wanted to connect on a personal level, diving into talking about sports and their 
experiences as a college athlete. However, the CIO’s interests were in international travel and spending time with family, not 
college football. This salesperson needed to tone down their approach and connect in a different way. 

In summary, in this uber-competitive environment, the insurance salesperson needs to know insurance, but additionally they 
need to have an exceptional relationship driven sales-approach that combines sharing ideas, adding value, being collaborative and 
possessing listening skills.  

In the end, it’s all about the first impression. 
Connect with us if you have any questions or would like to further speak on this topic and our views on the industry. We look 

forward to hearing from you. 
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U.S. INFRASTRUCTURE UNDERGOING MAJOR SHIFTS
Real estate brokers in Silicon Valley are saying, “all industries 
are now tech industries” – meaning industries as wide-ranging 
as agricultural, manufacturing and energy to real estate, 
infrastructure and a host of others, are benefiting greatly 
from the explosion of technological advancements that are 
incrementally enhancing past achievements. 

For income-producing real assets, this is especially true, 
as competitive balances can move the goalposts with the new 
technology and its associated efficiencies. 

A rebalancing within industries has already begun – and is 
certain to continue into the future. This presents an environment 
in which we feel investors should be mindful, as the remaking 
of the infrastructure in the U.S. is well underway.

TECHNOLOGY AND ITS MULTIPLIER EFFECT
To illustrate this phenomenon, it is useful to consider 
industries whose dynamics overlap and benefit from 
repurposing advancements achieved in other disciplines. 

On a macro-scale, mobile computing technology is 
an obvious example. Though many of us remark at the 
capabilities of accessing and downloading a massive 
amount of video on our smartphones, the electric 
utility and energy industries are examples where an 
enormous amount of capital spending can be avoided by 
identifying disruptions in their respective transmission 
and distribution networks remotely. 

Whether they be electrical lines or natural gas 
pipelines, the reapplication of this technological 
innovation maintains the benefit of replacing lengthy 
physical inspections, often compensated at overtime rates. 

This utility/energy example is only the tip of the 
technological iceberg of powerful synergy catalysts 

overlapping these two particular sectors. With the emphasis 
that society has placed on clean, low or zero carbon emissions, 
major public and private investment have accelerated the 
practical application of several major improvements. 

For instance, the evolution of natural gas production with 
horizontal drilling and extraction techniques has catapulted 
the U.S. into one of the top energy producers in the world. 
Coincident with this evolution, the utility industry, in its effort 
to replace less environmentally favorable coal-generating 
plants, has adopted modern, cleaner-burning natural gas plant 
designs as an effective base-load alternative. 

The happy coincidence of the enormous supply of 
domestically produced natural gas has facilitated this transition 
on an economic basis with its attendant carbon-friendly benefits. 

As this chart notes, since the recovery of domestic natural gas 
reserves reached a new level in 2008, a corresponding increase 
in gas-fired utility generation also gained traction in the U.S.

EXECUTIVE SUMMARY 
The investment fundamentals for liquid real assets have improved, as investment in the U.S’s 
infrastructure benefits from advances in technology. We define “liquid real assets” as actively traded 
investable securities that derive their underlying cash flows from the operation of a tangible asset 
base.

Technology has not only refined the assets themselves but has also introduced dramatic 
operational influences in American infrastructure. Though this is also a global phenomenon, we feel 
the U.S. is ground zero for real assets innovation and rapid deployment of technology. 

This is creating major ripple effects, including these three key developments:
• Electric utility and energy industries are rapidly applying new technologies, benefits of which 
overlap these sectors’ businesses.
• Major public and private investment have accelerated the practical application of several major 
improvements to reduce carbon emissions.
• Technical advancements and structural innovation are significantly affecting residential real estate 
and how people live, work and play.
• The interdependency of infrastructure is compounding the technology benefits for real assets.

FIGURE 1: US Natural Gas Production vs Natural Gas Burned for 
Power Generation

Source: Bloomberg, Securian Asset Management - Date as of: 11/26/2019. 
Data spans from 12/01/2009-12/01/2018 and represents U.S. natural gas produced 
vs. natural gas burned by year.
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Why Investors Should Ride the New Higher-Tech 
Infrastructure Wave with Liquid Real Assets (cont.)

According to the U.S. Energy Information Administration 
(EIA), the number of natural gas-powered plants in the U.S. 
rose 12% from 1,655 in 2008 to 1,854 in 2018. 

COAL POWER INCREASINGLY GOING OUT OF VOGUE
Conversely, coal-fired plants decreased by 44% from 598 to 
336. The improved design and resulting efficiency of new 
generation Combined Cycle Gas Turbine (CCGT) power 
generation plants has further allowed utilities to capitalize on 
this domestic natural gas phenomenon. 

These developments would not have been possible 
without the technological prowess backing the research 
and discovery of new approaches that have progressed 
over a number of years. 

Oil and gas drillers were aware of the presence of 
subterranean natural gas deposits in tight geological 
formations of the U.S. However, the ability to pinpoint 
with great precision the exact location, and further 
directionally adjust the horizontal drilling apparatus with 
downhole sensors on a real-time basis, suddenly enabled 
economic recovery thanks to that and other technological 
achievements along the way.

When comparing the process that can now be remotely 
directed in Houston versus dispatching an on-site subject 
matter expert (SME), the savings can be material. 
Replacing that human SME with a remotely directed 
instrument, which then relays the information across the 
country to geologists, would likely not have been possible 
without innovations brought forth in Silicon Valley and/or 
other technology centers.

MAJOR INVESTMENTS IN RENEWABLE ENERGY
The electric utility industry (along with private and academic 
interests) is also working feverishly to develop zero carbon 
emission technology that maximizes the synthesis of renewable 
resources, primarily solar and wind, to generate electricity. 

Most U.S. states have instituted renewable mandates through 
their regulatory bodies. The federal government provides further 
economic subsidies in this regard. This has fueled enormous 
growth in wind and solar generation as the former grew from 55 
million megawatt-hours (MWh) in 2008 to 275 million MWh in 
2018, and the latter has increased from 2 million MWh in 2008 
to 96 million MWh in 2018, according to the EIA. 

Yet this growth has amounted to only 9% of U.S. utility-
scale generation (7% wind, 2% solar, according to the EIA), 
highlighting the potential for growth within the industry. The 
electric utility industry is embarking on this opportunity as an 
avenue of what could be disproportionate growth – also an 
opportunity for selective investors.

Primarily due to the intermittency of wind and solar, a 
similar amount of enthusiasm if not investment has been 
dedicated to large-scale battery storage technology. Some 

states and utility companies have set future zero carbon goals, 
likely ensuring continued future investment. 

As this chart indicates, carbon emissions among the largest 
countries globally fell during the Great Recession (with the 
exception of China) as economic activity slowed, yet the U.S. 
was successful in continuing that trend after positive economic 
growth returned.

According to the European Union cited data, only the U.S. 
and Japan of the top emitters charted above recorded lower 
emission as in 2017 than in 2014.

MANUFACTURING INCREASING AS POWER 
COSTS DECREASE
The advent of lower-cost power has also been a boost for 
the manufacturing sector in the U.S. This has drawn many 
international companies, particularly in the automobile 
industry, to invest in manufacturing plants in the U.S. 

To the extent these companies wish to continue to operate 
in their home countries, but with better economics, this 
lower-cost natural gas product has led to the construction and 
development of export terminals on the U.S. coasts, feeding 
import terminals abroad with liquefied natural gas (LNG). 

Even with the liquification and transport costs, the 
economics in the current market are attractive, not to mention 
the carbon emission benefits. 

For real asset investors, these infrastructure advancements 
highlight the continuum of global capital investment, 
something that developing and developed nations encourage. 

In fact, we see global competition in the demand for 
companies and management teams that can bring the above 
type of intellectual capital to the table that can deliver complex 
solutions to vast infrastructure needs throughout the world. 

FIGURE 2: Fossil CO2 Emissions by Country

Source: Muntean, M., Guizzardi, D., Schaaf, E., Crippa, M., Solazzo, E., Olivier, 
J.G.J., Vignati, E. Fossil. CO2 emissions of all world countries - 2018 Report, EUR 
29433 EN, Publications Office of the European Union, Luxembourg, 2018, ISBN 
978-92-79-97240-9, doi:10.2760/30158, JRC113738. Data as of 10/30/2017. 
Data spans from 1970 – 2017 - Fossil CO2 emissions of all world countries, 2018 
report.
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U.S. companies, we feel, are at the forefront of this technology-
led commercial and industrial marketplace.

GROWING DEMAND FOR DATA INFRASTRUCTURE
The above technological benefits of the “new” U.S. infrastructure 
also carries over into peoples’ day-to-day lives. Commercial real 
estate developers are providing the next generation of structures 
that not only incorporate the new wave of technology but are in 
some respects at the top of the food chain. 

The construction and proliferation of data centers and 
wireless towers occur seemingly in the background yet serve 
as the nerve center of electronic data transmission through the 
wireless spectrum and fiber networks. The expansion of cyber 
currency miners has further fueled data center demand.

Finally, major logistics warehouse networks that serve the 
now-ubiquitous overnight retail delivery demand are driven by 
all of the above, benefiting people’s lives both professionally 
and personally – and changing how we all live, work and play.

THE INVASION OF SMART HOME DEVICES
Structural innovation incorporating multiple advancements 
has filtered into residential real estate with smart home devices 
(live), shared working environment-designed office layouts 
(work), and countless gaming and social networks (play). 

This new construct has prompted many new apartment and 
housing associations to incorporate these networks within the 
complex infrastructure not only to improve productivity but 
also to enhance the overall resident experience. 

On a practical basis, this “internet of things,” such as 
lighting systems and thermostats, also deliver energy savings. 
Developers and operators have found that from the millennial 
demographic on down, these types of experiences are expected. 

Office (co-working spaces), industrial, data center, and 
wireless towers, to name a few, also are rapidly incorporating 
the latest smart devices. For infrastructure investors, we feel 
that the fiber/wireless access that provide the platform for these 
forward-looking, environmentally efficient technologies are not 
an option, but a requirement in the future for a long-lived asset.

ALL INDUSTRIES ARE NOW TECH INDUSTRIES
To distill this back down to liquid real asset investing, recall that 
access to real asset exposure described above can be obtained 
through publicly traded energy infrastructure (C-Corp and 
master limited partnerships), commercial real estate (real estate 
investment trusts and real estate operating companies) and 
electric utility companies (both regulated and non-regulated). 

Historically, part of the investor interest derives from the 
cash flow-centric companies that provide dividend income. 
This is beneficial in two ways: 

1. Company management teams that monitor dividend 
payouts as a percentage of cash flow and focus on cash 
flow growth from their respective asset portfolio can 

provide a defensible stream of growing income.
2. The underlying asset composition is key to underlying 
investment protection as it provides the base for a 
contracted revenue stream from a customer/tenant, which 
then leads to this cash flow/dividend generation. 

This is the fundamental “hard” asset protection, rather than 
the intellectual properties of intangible, or “soft” assets. In 
our opinion, the former provides greater downside protection 
in periods of distress, while the latter tends to obfuscate 
accounting disclosure.

CONCLUSION
The U.S. is the epicenter of evolution and deployment of new 
technologies into the nation’s infrastructure, which is being 
carried abroad.  This new generation of real assets has boosted 
the nation’s energy resources, aided in the reduction of carbon 
emissions, and enhanced productive lifestyles where people 
live, work and play.

We feel now more than ever, constant surveillance within 
real assets investing is necessary – because all industries 
are now becoming tech industries. Riding this new higher 
tech infrastructure wave with liquid real assets is worth 
consideration because of these benefits:

• Greater downside protection
• Potential for growth of current income streams
• Liquid nature of the investment, relative to other hard 
assets (i.e., commodity or private equity), are desirable

FIGURE 3: Infrastructure and Tech Benefits 
Interdependency 

Source: Securian Asset Management – The 
interdependency of infrastructure compounds, the tech 
benefits for real asset investments.
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For more information on real asset income investing please contact John Messing at 651-665-5097. 

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 $46 billion under management as of December2019. The asset 
manager was established in 1984 and traces its history to the founding of parent firm Securian Financial Group in 1880. 

SOURCES:
Bloomberg and Securian Asset Management, Inc. unless otherwise noted.
Muntean, M., Guizzardi, D., Schaaf, E., Crippa, M., Solazzo, E., Olivier, J.G.J., Vignati, E. Fossil CO2 emissions of all world countries - 2018
Report, EUR 29433 EN, Publications Office of the European Union, Luxembourg, 2018, ISBN 978-92-79-97240-9, doi:10.2760/30158,
JRC113738.

The opinions expressed herein represent the current, good faith views of the author(s) at the time of publication and are provided for limited purposes, are not 
definitive investment advice, and should not be relied on as such. The information presented in this article has been developed internally and/or obtained from 
sources believed to be reliable; however, Securian AM 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 AM assumes no duty to and does not undertake to update forward-
looking statements. Forward-looking statements are subject to numerous assumptions, risks and uncertainties, which change over time. Actual results could 
differ materially from those anticipated.

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

Securian Asset Management, Inc.
securianam.com
400 Robert Street North, St. Paul, MN 55101-2098
©2019 Securian Asset Management, Inc. All rights reserved.
F94471 12-2019 DOFU 2-2020
1082678
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When Volatility Strikes, Add . . . Equity?

Northern Trust Asset Management

Michael Hunstad, Ph.D.
Head of Quantitative 
Strategies

Bonds are the way to go to reduce risk, right? 

Maybe not. 

Investors are worried about the market forecasts they’re seeing these days and 
whether they can realistically meet their objectives. With the likelihood of higher 
volatility ahead, they face de-risking their portfolios using rather dated approaches. 
There might be a better way: Add equity.

THE STATE OF PLAY
When investors look to the horizon today and anticipate increased uncertainty, they see numerous sources of major risk, including:

• More frequent volatility spikes:  In the eight years prior to the 2008-2009 global financial crisis, a one-day move of five 
points or more on the VIX Index that gauges volatility occurred only five times. Post-crisis, such a spike has occurred 48 times.

• A prolonged business cycle: The U.S. business cycle has been seesawing between expansion and slowdown for over a 
decade since the end of the financial crisis. Although recession fears have ebbed for the moment, several known catalysts for 
a relapse remain. Hoping for the best, but planning for other scenarios, is sensible given a base case of muted returns. 

• International trade conflict: Global trade tensions, and their knock-on effects of global supply chain recalibration and 
redistribution, have rocked global growth numbers. The U.S.-China dispute will likely take years to resolve. The “one world, 
two systems” model — capitalism on one side, statism on the other — will grow and evolve in a detrimental way.

• Uncertain central bank policies: Technology has a massive deflationary effect, which consumers love but makes central 
banks’ monetary policy targets difficult to achieve. Most central banks target inflation. If they can’t stimulate inflation to the 
appropriate level, how do they remain relevant? What is that new policy model behind their actions? There currently exists no 
macroeconomic theory that is consistent with today’s data. If we don’t know what to do from a monetary policy perspective, 
it has implications for volatility.

• More volatility selling: The microstructure of the market has changed materially, and thanks to algorithmic trading 
volatility selling has become more popular since the global financial crisis. That has contributed to more downside volatility, 
with much more likely to come.

RISK-ON OR RISK-OFF: A FALSE CHOICE?
Investors who rely on risk-on or risk-off views to determine how they might adjust their strategies could be in for a bumpy ride 
if the expected increase in volatility continues. This is especially true given the unpredictable nature of volatility that may lead 
investors to be too reactionary and close the stable door after the horse has bolted.

Is there a more effective way to handle market volatility while potentially providing much needed alpha to help close an 
anticipated returns gap? Can this be done without constant rejiggering and worrying about timing?

We believe there is. Low volatility equities have historically helped investors looking to jointly de-risk and improve returns. 
Surveying the performance of low volatility across the business cycle, we see that stocks in the lowest 20% of the Russell 1000 
when measured by their volatility have indeed outperformed over the entire period; and they have done so with 35% less realized 
risk. Because of their favorable up-down market capture spreads, a well-calibrated low volatility strategy can stay close to the 
market while it’s trending higher, but avoid full participation in down markets.

Compounding this effect over time can therefore lead to improved risk adjusted returns, not only through a reduction in risk, but 
also through an improvement in return. This suggests that low volatility can simultaneously strengthen and de-risk a core equity 
portfolio so investors gain exposure to compensated risks within the equity market.
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When Volatility Strikes, Add . . . Equity? (cont.)

This blog is based on Northern Trust Asset Management’s Special Report: The New Way to De-Risk in Institutional Investor. 

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 and important disclosures at: 
pointofview.northerntrust.com.

© 2020 Northern Trust Corporation. Head Office: 50 South La Salle Street, Chicago, Illinois 60603 U.S.A. 

EXHIBIT 1: LOW-VOLATILITY EQUITIES ACROSS BUSINESS CYCLES 
In slowdowns and contraction, low volatility equities have outperformed versus the broad 
market. Gold bars are for emphasis.

Source: For illustrative purposes only. Northern Trust Asset Management, Bloomberg. Entire period: 
1978 to June 2019. Data as of June 30, 2019. Note: Russell 3000 Index data is shown. Factor 
returns are excess returns of the top factor quintile of the Russell 3000. Geometric averages 
used for entire period. For regime analysis, annual averages are displayed. Please see important 
information on hypothetical returns by reading When Volatility Strikes, Add . . . Equity? on pointofview.
northerntrust.com. Past performance is no guarantee of future results. Index performance returns 
do not reflect any management fees, transactions costs or expenses. It is not possible to invest 
directly in an index.

LOW-VOLATILITY EQUITY: DE-RISKING NOT SACRIFICING
For decades, U.S. and European institutional investors have been de-risking their portfolios by shifting from equities into fixed 
income or alternatives. Fixed income can always reduce risk, but the relative cost of doing so varies with interest rates and 
equity valuations. Hedge funds offer the promise of equity-like returns without the equity risk, and private equity offers much 
higher return potential, but with significant liquidity constraints. Low-volatility equities are a third option for investors to consider 
because they offer a means to reduce risk without necessarily sacrificing returns from equity allocations. In other words, investors 
can actually get paid for reducing their risk.
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Decision 2020:  Where to Diversify U.S. Corporate 
Bond Risk in Today’s Market Environment?

While the U.S. presidential election is understandably the 
most anticipated and most discussed decision for this year, 
Invesco believes there is another critically important decision 
facing insurance investors in 2020: how best to diversify 
corporate credit risk as they grapple with increasing leverage, 
historically low spreads, an economic expansion that is in 
its 11th year, and ever increasing concentration in BBB 
exposure. Many insurance CIOs are struggling to maintain 
yield in the continued low-rate environment, especially as 
they worry about increasing credit risk and risk-based capital 
considerations. We see two clear opportunities that may benefit 
insurers across these dimensions – emerging market debt1 and 
structured credit.

Before delving into detailed insurance considerations, it 
is instructive to see the economic impact of expanding one’s 
investment universe at a high level. Here we utilize Invesco’s 
Vision2 platform to examine how the efficient frontier improves 
when adding emerging market debt and structured credit to a 
representative Life investment portfolio3. The frontier results 
would look similar for representative P&C portfolios as well.

When either EM debt or structured credit are incorporated, 
the efficient frontier moves up and/or to the left, meaning lower 
risk for a similar return (or higher return for the same risk) is 
achievable. Notably, this is an economic perspective based on 
mark-to-market volatility; as we’ll discuss shortly, these asset 
classes are even more compelling when considering default 
risk and risk-based capital.

Beginning our deeper dive with emerging market debt, 
it’s important to address the most common concern we 
hear – EM debt is too risky. It’s true that there is seemingly 
always one developing country or another in the news for the 
wrong reasons: financial mismanagement, corruption, fears 
of pandemic outbreaks, political upheaval – the list goes 
on. However, investors should not swear off investments in 
emerging markets – a cohort that accounts for 60% of global 
GDP and 85% of the world’s population -- over idiosyncratic 
headlines. Just as in corporate bond portfolios, diversification 
across issuer EM countries and companies reduces the exposure 
to one-off events. It’s also true that EM debt has historically 
experienced bouts of considerable spread volatility -- but in 

Invesco

Peter Miller, CFA®, FSA
Insurance Research Strategist, 
Invesco Investment Solutions

FIGURE 1: EM Debt Frontier Analysis - Life 

1 This article focuses on U.S. Dollar-denominated emerging market debt.

2 Invesco Vision assumptions as of 12/31/2019 for this frontier analysis: returns are based on fixed income yields and Invesco Capital Market Assumptions (CMA) 
for growth assets. Risk framework leverages MSCI BarraOne. These estimates are forward-looking, are not guarantees, and they involve risks, uncertainties, and 
assumptions. For information on our CMA assumptions please see page 13 of our 2020 Long-term Capital Market Assumptions Q1 update here: Invesco’s 2020 
Long-Term Capital Market Assumptions Q1 Update. These estimates reflect the views of Invesco Investment Solutions, the views of other investment teams at 
Invesco may differ from those presented here. 

3 Representative allocation consists of 57% Bloomberg Barclays US Corporate Index, 10% Bloomberg Barclays US MBS Fixed Rate Index, 10% Commercial 
Mortgage Loan Proxy, 5% Bloomberg Barclays US Treasury Index, 5% Bloomberg Barclays Taxable Municipal Index, 3% Bloomberg Barclays US High Yield Index, 
5% S&P 500 Index, and 5% US Private Equity Buyout Proxy. The proxy for EM Debt is the JP Morgan EMBIG Diversified Investment Grade Index and the proxy 
for Structured Credit is the JP Morgan CEMBI Broad Diversified Investment Grade Index. The commercial mortgage loan proxy is informed by the Giliberto-Levy 
Commercial Mortgage Performance Index and Invesco Solutions. The private equity proxy is informed by Burgiss and Invesco Solutions.

FIGURE 2: Structured Credit Frontier Analysis - Life 
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Decision 2020: Where to Diversify U.S. Corporate Bond Risk (cont.)

RBC (C-1) Capital-Adjusted 
Yield*

Yield to 
Worst

P&C Life P&C Life Duration
Average 
Quality

US Corporates 2.58% 0.74% 1.04% 2.49% 2.46% 8.1 A3/BAA1

EM Corporates (USD-denominated) 3.21% 0.79% 1.07% 3.12% 3.08% 5.5 Baa1/BBB+

EM Sovereign (USD-denominated) 3.32% 0.77% 1.08% 3.23% 3.19% 8.8 Baa1/BBB+

*Assumes 12% cost of capital.
Indicies used: Bloomberg Barclays US Corpoarte Investment Grade Index, JP Morgan CEMBI Broad Diversified Investment Grade Index, JP Morgan EMBIG 
Diversified Investment Grade Index as of 1/31/2020.

Duration
10-Year 

Annualized 
Returns

Volatility
Sharp 
Ratio

EM Sov IG 7.6 6.21% 5.97% 0.72

EM Corp IG 5.4 5.90% 3.73% 1.07

US IG 8.0 5.54% 4.08% 0.89

Source: JP Morgan as of 12/31/2019. Past performance is not indicative of 
future results. Volatility is measured by annualized standard deviation. The as-
sets classes are based on the following; the JPM EMBI Global Diversified Index, 
the JPM CEMBI Broad Diversified Index and the Bloomberg Barclays US Ag-
gregate Bond Index.

Annualized 
Default Rates

Annualized 
Volatility

EM Sovereign 0.47% 8.10%

HY Only -- 9.76%

EM Corporates 0.91% 7.52%

HY Only 2.95% 12.10%

Source: JP Morgan, 10-year period ending 12/31/2019.

our view, this is mark-to-market risk that overstates the real 
risk for investors who have the ability to hold over the long 
term -- such as insurers.

Long-term risk-adjusted returns for EM debt are in-line, 
and in the case of EM corporates, have even exceeded those of 
U.S. corporate debt over the past 10 years:

Furthermore, actual default losses for EM debt have 
been more muted than spread volatility would suggest. The 
following table contrasts total return volatility with realized 
default losses:

Investors who understand these dynamics have an 
opportunity to enhance yield without taking on more credit risk, 
and at the same time, maintain risk-based capital requirements. 
The following exhibit highlights yields across the investment 
grade US corporate and EM debt spectrum:

 In an environment where interest rates remain stubbornly 
low, and insurers are working harder to preserve capital for 
underwriting and alternative investment opportunities, EM 
debt may offer a unique opportunity to enhance portfolio yield 
without consuming additional RBC.

Many of the same dynamics apply to structured credit – low 
realized default losses despite historical bouts of high mark-to-
market volatility, with investor aversion often stemming from 
headline risk rather than true economic risk4. One of the clearest 
examples of this is in the AAA CLO space, which has never 
experienced a default, not even during the financial crisis. Risk 
in the structured credit space has arguably diminished since 
the crisis; namely, via improving consumer balance sheets 
and more conservative underwriting standards at the bond 
structure level.

Starting with consumers, it’s important to recognize the 
improvement in consumer household fundamentals: improved 
mortgage affordability via lower mortgage rates, solid wage 
growth near 3% annually, historically low household debt 
service ratios, higher-than-average savings as a percentage 
of disposable income, and very low mortgage default rates. 
This improvement matters because consumers comprise the 
collateral pools underneath many structured bonds – it is their 
auto loans and credit cards that collateralize asset-backed 
securities, it is their home loans that collateralize residential 
mortgage-backed securities. As the collateral within these 
types of bonds improves, the risk to the bonds themselves 
diminishes.

An additional driver of risk improvement in structured credit 
is underwriting at the bond level and structuring terms of the 
bonds themselves. Since the financial crisis, loan underwriting 
standards have become more conservative, with increased 
income and asset documentation, higher credit scores, higher 
down payments, and stricter property valuation requirements. 
Additionally, enhanced protections have been built-in to bond 
structures themselves to safeguard investors. Perhaps the most 
significant among these is increased subordination levels in 

4 Source: S&P Twenty Years Strong, a look back at US CLO Ratings Performance as of 12/21/2019.
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RBC (C-1)
Capital-
Adjusted 

Yield*

Yield to 
Worst

P&C Life P&C Life Duration
Average 
Quality

US Corporates 
(3-5 Year)

2.01% 0.74% 1.07% 1.92% 1.88% 3.6 A3/BAA1

ABS 1.67% 0.31% 0.42% 1.63% 1.62% 2.2 AAA/AA1

CMBS 2.08% 0.30% 0.40% 2.04% 2.03% 5.3 AAA/AA1

Agency RMBS 2.26% 0.30% 0.40% 2.22% 2.21% 2.6 AAA/AAA

CLO (AAA only) 2.64% 0.30% 0.40% 2.60% 2.59% 1.6 AAA/AAA

*Assumes 12% cost of capital.
Indicies used: Bloomberg Barclays US Corporate 3-5 year Index, Bloomberg Barclays US ABS (Fixed & Float-
ing) Index, Bloomberg Barclays CMBS Investment Grade Index, Bloomberg BArclays US MBS Fixed Rate 
Index, JP Morgan CLOIE AAA Index as of 1/31/2020.

5 J.P. Morgan Global Securitized Products Research, November 26, 2019

most non-agency RMBS, CMBS, and ABS. Taking just one 
example, many recent securitizations feature subordination at 
the BBB level that is more than twice the pre-crisis average. 
Rating agency actions attest to this improvement in bond 
structures; for example, in non-prime auto ABS deals, in the 
past 3 years Moody’s has upgraded 472 deals and downgraded 
only 35.

 In the RMBS market, agency CRT (Credit Risk Transfer) 
have seen 149 deals (out of a possible 189) upgraded since 
2013. While risk-taking has arguably increased in other corners 
of the market – particularly corporate bonds, where leverage 
has increased and terms have tilted in the favor of borrowers 
at the expense of lenders / investors – the shift toward more 
conservative underwriting in the structured credit space is a 
notable advantage that should not be overlooked by investors.

Given the improved risk considerations above, investors 
might expect structured credit to offer lower yields than 
corporate bonds. Yet the opposite is actually the case – shifting 
from corporates to structured credit can improve credit quality 
without sacrificing yield. This affords insurers an opportunity 
to maintain or enhance returns without sacrificing precious 
risk-based capital:

Notably, the RMBS data is focused on agency bonds; for 
investors with the ability to expand their universe to non-
agency mortgages, additional spread opportunities exist as 
well. With structured credit broadly, as with EM debt, insurers 
with the willingness and ability to look through short-term 
risk have an opportunity to improve portfolio returns without 
significantly increasing long-term credit risk.

It is important to recognize that taking advantage of 
opportunities in EM debt and structured credit requires 
significant resources.  At Invesco, we have over 230 fixed 
income investment professionals across 14 locations, including 
22 dedicated structured investments professionals and 18 
dedicated EM debt professionals. Truly understanding and 
analyzing credit risk of developing countries often requires 
a local presence on the ground, where credit analysts can 
regularly meet with government leaders, central bankers, and 
other policymakers. Similarly, proper structured credit analysis 
requires a thorough understanding of the underlying collateral, 
structural details of the various bonds and their varying credit 
tranches, and modeling resources to synthesize all of these 
factors and inform a view as to where true risk is present and 
where there are genuine opportunities. 

While many market participants, including Invesco, do 
not foresee a recession or wave of corporate bond defaults 

in the near-term, we believe – as 
many of our insurance clients do – 
that now is the right time to explore 
diversifying opportunities. In an era 
of persistently low rates, for insurers 
seeking complementary exposures to 
their corporate bond exposure that 
maintain yield without sacrificing 
capital, the decision is clear: emerging 
market debt and structured credit 
are two strategies worthy of serious 
consideration.
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Important Information

For Institutional Investor Use Only

Invesco Vision is a proprietary diagnostic tool and portfolio construction-modeling platform. It’s a comprehensive global model, which spans equities, fixed 
income, real estate, commodities, currencies and alternatives.

Additional information about our capital market assumptions methodology. We employ a fundamentally based “building block” approach 
to estimating asset class returns. Estimates for income and capital gain components of returns for each asset class are informed by fundamental and 
historical data. Components are then combined to establish estimated returns. Please see Invesco’s 2020 Long-Term Capital Market Assumptions Q1 
Update for more detail. 

Average Credit Quality (ACQ) is an internal measurement calculated by taking the highest rating of the three major rating agencies (S&P, Moody’s & Fitch) 
at a security level. It is then changed into a numerical value, asset weighted and then calculated to be shown at the portfolio level in Moody’s format. 
Non-rated securities are not included in the average quality calculation. Information on non-rated securities is provided in the Quality Distribution chart, if 
applicable. ACQ calculations may vary across the industry and should not be the only factor in analyzing a portfolio. Please review all information carefully 
before investing.

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. NA1781
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Exploring Alternative Credit for Insurance Companies 

PIMCO

Devin Chen
Head of Real Estate Strategy

Mary Anne Guediguian
Account Manager, Financial Institutions Group

Lalantika Medema
Alternative Credit Strategist

Jamie Weinstein
Head of Corporate Special Situations

Q: “Private credit” and “alternative 
credit” are broad terms that can mean 
different things to different investors. 
How does PIMCO define and think 
about these areas? 
Medema: Historically, private credit 
has been associated with direct lending 
in corporate credit markets. We think 
of alternative credit as applying to all 
lending that occurs outside of the public 
markets. Non-bank providers of capital 
have taken on a greater role in the 
lending markets after the financial crisis 
in 2008−2009, and private lending 
has evolved significantly. Insurance 
companies have also become growing 
participants in this market, mostly 
in higher-quality corporate private 
placements and commercial mortgage 
loans. 

PIMCO’s focus tends to be on 
more opportunistic parts of the market, 
which we refer to as alternative credit. 
In the context of real estate markets, 
this can range from newly originated 
residential non-qualified mortgages 
to lending on transitional commercial 
real estate assets. In the corporate and 
special situations sectors, this ranges 
from lending to companies undergoing 
idiosyncratic or secular changes to 
aviation finance and consumer or 
specialty lending. 

Today, PIMCO currently manages 
over $20 billion in alternative credit 
and private strategies that invest in 
public and private markets. These 

include opportunistic vintage vehicles, 
opportunistic evergreen and hybrid 
structures, and private lending mandates. 
We invest across four main pillars: 
residential real estate, commercial real 
estate, corporate credit, and specialty 
finance. PIMCO’s platform arose from 
the financial crisis and has grown 
organically over the last decade. We 
began to step out of the structured credit 
market just before 2007, and after the 
crisis began, we came back in as a 
liquidity provider. That aligned with 
our core competencies – strengths that 
remain today – helping us to be flexible 
and access opportunities across both 
public and private markets. 

Q: How can insurance companies 
benefit from this approach? 
Guediguian: We think there are areas 
of the private credit market that can 
offer diversification from the primary 
risk exposures found within insurance 
portfolios. For example, residential 
credit is an area that can offer attractive 
yields and risk profiles. Parts of 
commercial real estate lending, specialty 
finance, and special situations corporate 
lending also can offer attractive returns 
with a risk profile that is different from 
typical insurance holdings in private 
placements or commercial mortgage 
loans. 

In looking at the U.S. insurance 
industry’s allocation to alternatives 
(as reported on the insurance statutory 

schedule BA) over the past decade, 
although traditional hedge fund assets 
have declined, all other alternative 
investments have seen increased 
allocations ($110 billion in 2008 and 
a 2.9% portfolio allocation vs. $179 
billion in 2018 and a 3.5% portfolio 
allocation).1 We think this trend will 
continue, and believe it is important 
to take a relative value orientation to 
credit across sectors, capital structure, 
and liquidity. The benefit of this 
approach, rather than a more siloed 
sector focus, is that it allows us to seek 
the most attractive opportunities on a 
risk-adjusted basis. For example, in 
today’s low risk-premium environment, 
PIMCO’s focus on senior credits that 
have a significant component of their 
return profiles tied to income and that 
we believe to be resilient may fit in well 
for an insurance company portfolio. 

Similarly, in preparing for a possible 
market dislocation, we are focused 
on two types of structures for clients 
to invest: drawdown structures with 
a multi-year investment window 
that deploy capital over time; and 
contingent capital structures, in which 
capital has been raised and is ready to 
access when a market event or catalyst 
occurs. Insurers that can afford to give 
up liquidity in exchange for yield and 
diversification potential may be able 
to benefit from these structures. As the 
alternative credit universe has expanded, 
PIMCO’s strategies not only aim to 

Investment opportunities in alternative credit are expanding. At the same time, private 
market allocations for insurance companies are growing as a way to enhance income, 
diversify investments, and seek to meet return goals. At PIMCO’s recent Financial 
Institutions Group (FIG) Summit in New York, Devin Chen, head of real estate strategy, 
Mary Anne Guediguian, account manager in the financial institutions group, Lalantika 
Medema, alternative credit strategist, and Jamie Weinstein, head of corporate special 
situations, discussed PIMCO’s outlook for alternative credit and how to position for 
opportunities. 
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Exploring Alternative Credit for Insurance Companies (cont.)

access opportunities in today’s markets 
but also position for opportunities that 
may arise in a future market dislocation. 

Q: Commercial real estate has long 
been a staple allocation in many 
insurance company portfolios 
(particularly life insurers). How 
would you characterize the current 
state of the U.S. commercial real 
estate market?
Chen: It’s a very interesting environment 
right now. Overall, we think conditions 
are pretty benign. If you look at the 
fundamentals, on one hand we see 
positive rent growth across most sectors 
other than retail, but on the other hand, 
supply is picking up across the board 
and rent growth is decelerating. And 
that’s likely to continue given where 
we are in the economic cycle. However, 
we don’t see severe dislocations, other 
than some pockets like New York City 
high-end residential and the Houston 
office market. The market is relatively 
in balance. 

In terms of the capital markets, 
the lending market has been healthy, 
with relatively good liquidity in most 
areas, and that’s been a tailwind for 
commercial real estate. Transaction 
volumes continue to be strong as well, 
with year-to-date volumes flat compared 
to last year and still near record highs. 
However, cross-border investor activity 
has declined sharply. Foreign investors 
are now net sellers of U.S. commercial 
real estate after six consecutive years of 
growth. Chinese investors, in particular, 
have reduced their U.S. acquisitions due 
to domestic capital constraints.

Interest rates have declined 
significantly over the past year, but cap 
rates have not declined much during 
that time. There’s been tremendous 
volatility with rates, and until that 
subsides, cap rates likely won’t 
compress much. Going forward, with 
slowing fundamentals and relatively 
flat cap rates, we expect modest price 
appreciation for the sector overall – 
low-single-digit type of growth in 

2020. We are positioning our portfolios 
to be even more resilient and favor 
sectors that we think will outperform 
in a recessionary environment due to 
demographics and consumer trends. 
For example, we like student housing 
as a sector because of captive demand 
and the secular trend toward education 
attainment. This is one of the few 
sectors that experienced rent growth 
even during the financial crisis. We also 
favor industrial real estate assets that are 
attractive to e-commerce tenants who 
are willing to pay significantly higher 
rents to get closer to their consumers 
near population centers. 

Q: What unique opportunities is 
PIMCO seeing within the U.S. 
commercial real estate market today? 
Chen: Given our outlook on the market, 
we are actively looking at investment 
opportunities in the senior part of the 
capital structure where we can find 
compelling risk-adjusted returns. 
We’ve been focused on the 10%–15% 
portion of the debt market for lending 
opportunities that don’t fall neatly to 
one of the traditional lending sources, 
namely banks, insurance companies, 
commercial mortgage-backed securities, 
or the agencies. We find there is pricing 
power in this part of the market on a 
relative basis. These loans are typically 
collateralized by transitional properties 
that don’t generate stable cash flows or 
aren’t located in a core market, or may 
involve borrowers that require higher 
loan-to-value ratios than the traditional 
funding sources can advance. Despite 
these considerations, if the sponsorship 
is strong, their business plan is sound, 
we are comfortable with our last dollar 
basis, and we are able to structure the 
loan appropriately to mitigate risk, 
we are comfortable being a liquidity 
provider for this type of credit. We 
continue to see attractive opportunities 
to deploy capital in this area, particularly 
during times of market volatility. 

Q: Within the corporate sector, how 
does PIMCO view middle-market 
lending, and where do you see 
opportunities in corporate lending 
overall?
Weinstein: There’s no question 
that middle-market corporate 
lending, especially for sponsor-
backed businesses, is significantly 
overcapitalized. As a result, covenants 
overall have become weaker: Investors 
can theoretically check the box that an 
offering has covenants, but realistically, 
they may never be triggered. 

After the financial crisis, much 
middle-market lending activity moved 
out of banks and into private credit funds. 
Moving the risk off of bank balance 
sheets may be better systemically, and 
these funds are generally less leveraged 
depending on the investment sponsor, 
but that doesn’t mean that the credit risk 
is better. 

So where is the opportunity? From 
time to time, we see very challenging, 
“storied” situations − opportunities 
that may be recapitalization or rescue-
finance situations. Also, very recently, 
we are starting to see banks shifting 
their risk away from providing financing 
against pools of private loans, which 
signals to us that banks have concerns 
about the underlying credits. 

It doesn’t take outright distress for 
there to be an attractive set of investments 
available in the corporate sector today. 
It takes volatility or idiosyncratic events 
that create opportunity. For example, 
many investors pulled back from the 
IPO market earlier this year, leaving 
several companies in need of capital. 
This was not a broad market dislocation 
but rather a micro event that created 
potential opportunities for investors.

Q: What opportunities does PIMCO 
see today in the residential mortgage 
market?
Medema: As a result of the financial 
crisis, the mortgage market has 
undergone significant changes, 
opening up a number of areas for less 
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liquid or private capital to step in. 
The opportunity set includes public 
securitized assets, legacy performing 
loans, re-performing loans, new loan 
origination, and mortgage servicing 
rights. One area PIMCO has been 
quite active in is investing in U.S. 
non-qualified mortgages, which are 
loans that are not sold into government 
agency mortgage-backed securities.

These types of loans typically 
include near-prime FICO (credit) 
scores and higher down payments. 
This type of lending is growing, due in 
large part to regulatory mandated tight 
credit standards. By our estimate, in 
2015 about $1 billion in nonqualified 
mortgages were made, and in 2019, 
more than $20 billion will be made.

In our view, performance has been 
very strong, which we believe is driven 
by better underwriting coupled with 
equity alignment with the borrower. 
While credit risk exists and is ultimately 
dependent upon the strength of the U.S. 
consumer, in recent years we have seen 
delinquencies under 2% and losses 
of less than ½ basis point per annum. 
In our view, pools of non-qualified 
mortgages tend to offer stable cash 
flows that can be enhanced through 
various forms of financing to create the 
potential for resilient return profiles in 
the low double-digits. 

Q: What are some of the challenges 
in alternative credit and how can 
investors navigate them given where 
we are in the credit cycle?
Weinstein: In the corporate market, 
without strong covenants, the early 
warning system for lenders that 
might enable them to prevent further 
deterioration in a structure is gone. 
That means that losses from defaults 
will likely be much higher in the 
next downturn, especially in below-
investment-grade credits. Historically, 
recoveries for secured bank loans were 
about 70%–80%, but we think secured 
recoveries in the next credit cycle will 
look more like those on high yield 

bonds, which are typically closer to 
40%−50%. That could be an exciting 
opportunity for many investors with 
fresh capital, but a big challenge for 
investors with exposure today.

Chen: It’s been a different story in 
commercial real estate lending. Lenders 
have maintained discipline for the most 
part, both from a leverage standpoint 
and structure standpoint. Most loans 
still carry strong covenant packages, 
particularly those on transitional assets. 
There are some pockets where we have 
seen structure loosen, such as lending 
on limited service hotel portfolios, but 
overall the market is still behaving 
rationally. 

One area we focus on is valuation. 
Specifically, we are seeing some 
instances of what we view as overly 
optimistic appraisals on loan collateral 
that don’t reflect the true value of 
the underlying asset. This can lead 
to excess leverage. To mitigate this 
risk, we do our own underwriting and 
valuation work instead of relying on 
third-party appraisers. We’re able to do 
that because we invest and asset manage 
similar types of transitional CRE assets 
through our equity business, and our 
team utilizes the same investment 
process when analyzing loan collateral. 
This is critical to our lending process, 
particularly at this point in the credit 
cycle.

Q: How might insurance companies 
think about taking advantage of these 
opportunities? 
Guediguian: We think a flexible and 
opportunistic approach to investing can 
offer several advantages to insurance 
companies as they seek to enhance 
yield and diversification in a prudent, 
risk-adjusted manner. It is important 
to understand current exposures across 
both public and private investments, 
and seek new investments in private 
credit that will help diversify risk, 
with reasonable liquidity give-up and 
consideration given to other factors such 
as risk-based capital. We think insurers 

can think holistically about their 
balance sheet and identify opportunities 
in private markets that do more than 
simply offer illiquidity premiums. We 
believe that by applying a broader lens 
and considering investments outside 
traditional private assets, insurers can 
find unique ways to address income and 
total return goals. 

For more information on alternatives, please visit 
“Alternative Investment Strategies” at https://
www.pimco.com/en-us/investments/strategies/
alternatives/alternative-investments.

For more on investment opportunities for financial 
institutions, visit https://www.pimco.com/en-us/
clients/financial-institutions-group.
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