
Thought Leadership for the Insurance Investment Community

Q3 2020

CAST YOUR VOTE
INTERVIEW

Grace  
Vandecruze

From Homeless  
to Millionaire

Author of

Closest values to the S&P 500 Index  
close on 9/30/20 win up to $500 in 
Amazon gift cards.  

The election is coming!

Use this link to vote!

https://amzn.to/3msjqgn
https://amzn.to/3msjqgn
https://insuranceaum.com/2020/09/15/contest/


 Q3 2020 Insurance AUM Journal 2 insuranceaum.com

We bring you articles and editorials 
from some of the most successful 
financial institutions in the industry, 
full of technical and educational 
information that matters right now 
in our industry, without advertising 
clutter.

We deliver in several formats:
• Hard Copy via email
• Website Access via secure firewall
• Subscription-Based via email 
• LinkedIn via followers

Print subscriptions are 
complementary 
for insurance investment 
professionals, and are available to 
other members of 
the institutional asset management 
community for $150 per year. 

#1 Source of Thought Leadership 
as ranked by insurance CIOs.*

Be part of the fastest-growing 
technical publication, email: 

editor@insuranceaum.com

The Editorial ................................................................................................  3

The Interview ..............................................................................................  4
 
 From Homeless to Millionaire 
 Grace Vandecruze

Opinion ..........................................................................................................  9
 
 COVID-19 in the Context of Insurers’  
 Operating Environment  
 Jim E. Bachman, Ph.D.

The Short List
 

1 The Case for a Permanent Allocation to an  
 Equity Stabilization Strategy 
 Securian Asset Management ....................................................  13

2 Improving Credit Quality Boosts High Yield Bonds  
 T. Rowe Price .................................................................................  18 

3 Investors Expect and Demand Meaningful Environmental  
 Goals and Progress  
 MetLife Investment Management ...........................................  21 

4 Governance in the time of COVID-19  
 RBC Global Asset Management ...............................................  25 

5 4 quadrant report  
 Principal .........................................................................................  29 

6 The Global Credit Outlook: Finding Opportunities in Public 
 and Private Credit Amid an Uncertain Recovery  
 PIMCO ............................................................................................  38 

7 P/C Book Yields, Surplus May Slip Further 
 Due to Pandemic Fallout
  Conning ..........................................................................................  41

The Chuckle ...............................................................................................  45

2020 PRODUCTION SCHEDULE
Edition  Content Due  Released

Q2 (JAN, FEB, MAR) FEB 3 MAR 12

Q2 (APR, MAY, JUN) MAY 1  JUN 15

Q3 (JUL, AUG, SEP) AUG 3 SEP 15

Q4 (OCT, NOV, DEC) NOV 2 DEC 15

*Source: Insurance Asset Outsourcing Exchange, 
2019 Survey 

Results based on 46 insurance company CIO’s 
response to the question, “What are your preferred 
sources for thought leadership from third party 
investment managers and consultants?” The 
Insurance AUM Journal was the most frequently 
selected source for Thought Leadership from a 
list of seven specific institutional-focused media. 
Sample limitations reduce the statistical level of 
confidence associated with this result.

In This Issue



 Q3 2020 Insurance AUM Journal 3 insuranceaum.com

Glenn L. McLaughlin
eDirector
A highly experienced User Experience 
design professional with significant 
accomplishments in creating solutions in 
complex, detailed, data rich financial service 
companies. A background grounded in 
visual design and an obsession to detail.

Ammi Teir
Graphic Designer
Ammi Teir is a graphic designer with more 
than 11 years of international design 
experience. She is passionate about design, 
and has worked with many well-known 
brands, such as Harley-Davidson. Ammi is 
originally from Finland, but is now working 
remotely from anywhere in the world.

Gia Clarke
Associate
Gia Clarke is a rising sophomore at Loyola 
University Chicago in the Interdisciplinary 
Honors program. Gia is an Advertising/
Public Relations major in the School of 
Communications. At Loyola, Gia works for  
the Office of Undergraduate Admissions as 
a tour guide and student ambassador, and is planning on 
working for the Department of Residence Life as a Resident 
Assistant in the coming academic year. After graduation, 
Gia hopes to find a career in digital communications.

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

Stewart Foley is the Founder of Insurance 
AUM and the Editor-In-Chief of the 
Insurance AUM Journal.  He is also an 
Instructor of Finance and Economics at 
Northeastern Illinois University (NEIU) for both graduate 
and undergraduate courses. Stewart’s track record includes 
successfully raising and managing over $25 billion of 
insurance general account assets in the U.S., London and 
Bermuda markets. He graduated with honors from the 
University of Missouri with a BSBA in Finance, has an MBA 
from the University of Chicago Booth School of Business 
and is a Chartered Financial Analyst.  .

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. 

There are lots of topics in the world to discuss at the time 
of this writing. However, the climate makes me reluctant to 
write about any of them for fear of a misstep. The upcoming 
Presidential election is polarizing to be diplomatic, the video 
of disturbing events and the protests that follow, and the fact 
that wearing a mask over your face is becoming somewhat 
routine. Living in the Chicago area, the rules for masks and 
social gatherings are dramatically different than adjoining 
states. I had dinner at a Wisconsin bar recently and there 
were few if any signs of the COVID-19 crisis gripping the 
country. The order from our mayor is for anyone who has 
been to Wisconsin should self-isolate for two weeks. That’s 
interesting because given the number of weekend homes 
owned by Chicagoans there are in the tens of thousands.  
Self-isolating really hasn’t been that difficult – I feel like I 
haven’t left my house since March anyway.

So, with that happy backdrop, let’s focus on this quarter’s 
edition. Our featured interview is with a remarkable woman 
who owns her own private equity firm and is an accomplished 
author. The most amazing part of her story, however, is that 
she was once homeless. She is an inspiration to be sure. 

We also have a wide range of article topics from the best in 
the business – with the impact of COVID-19 being the most 
popular topic. There is also an interesting article from my 
former colleague, Jim Bachman, Ph.D. Jim does not mince 
words and his analysis is always insightful. We’re happy to 
have him as a guest columnist this quarter. 

I’d like to spend a moment talking about our Members. 
This publication does not accept advertising – I hope you’ve 
noticed. That means that we are supported by our Members – 
all of whom are leaders in our industry. They have consistently 
demonstrated their commitment to research, education 
and thought leadership in our industry.  We believe that 
their support deserves considerations when making asset 
allocation decisions. 

Thank you for your continued support. I would like to hear 
from you – your ideas for articles, podcasts or webcasts, 
suggestions for ways we can get better or anything else that’s 
on your mind. My direct email is stewart@insuranceaum.com 
We appreciate the opportunity to serve you very much.
 
Best regards,

Stewart
For more, visit insuranceaum.com/about

The Editorial
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STEWART: Welcome to another 
edition of Insurance AUM Journal 
Podcast. My name is Stewart Foley, 
and I'm standing with you at the 
corner of insurance and asset 
management with a good friend, a 
person I'm honored to know, Grace 
Vandecruze. Grace, welcome.

GRACE: Thank you Stewart, it's a 
pleasure to be here.

STEWART: I met Grace on March 
8th a year or so ago, and it was 
International Women's Day in Chicago. 
And somehow, or the other, you and 
I shook up a conversation. What were 
you doing there? What was that? 
Because you're not based in Chicago.

GRACE: No, but what was important 
for that day, it was Women's Day, 
and we were honoring women in the 
industry. What really made me strike 
up a conversation with you is that you 
had brought a number of insurance 
students to that event. And at that 
event, Inga Beale spoke, and a number 
of important women spoke about the 
impact of women in insurance.
 And it was your students, the 
ones who were very interested in 
insurance, they wanted to be there 
to learn more, to network. They were 
looking for mentors and they were 
so receptive and open to talking 
to me and listening to my journey 
in insurance, that as an extension, 

The Interview

 
From Homeless to Millionaire

Grace Vandecruze
Guest Q&A

I started talking to you as their 
professor. And the fact that you had a 
vision to really bring them there, that 
was an amazing exposure for them.

STEWART: Oh, that's really nice of 
you. They're a nice group of four 
young women that were international 
students. Sometimes it's hard for them 
to find employment in the US and so 
that's why we brought them down. 
 I want to talk about your 
background just a little bit. And for 
those of you listening to this podcast, 
just get a comfortable seat because 
we've got some ground to cover here. 
 You are the founder and 
managing director of Grace Global 
Capital. Also, Grace Global Capital 
does consulting on M&A advisory, 
restructuring valuation services all in 
the insurance industry. Okay, great. 
That's a heck of an accomplishment all 
by itself. Managing director of formerly 
at Swiss Re. You were also involved in 
valuation on the Conseco bankruptcy, 
largest in the insurance industry.

You've also been in the private 
equity space. You got an MBA from 
Wharton and an accounting degree 
from Pace. You were also an auditor 
at E&Y and Grant Thornton. Fine. 
Okay, great. You're on the board 
of M Financial Group. You've been 
appointed to the Wharton Graduate 
Executive Board.

That right there makes me 
wonder, have you had a wink of 

sleep in the last 20 years? Now on  
top of that, you're a licensed sailor, a 
mountain climber. The more I read 
Grace, the more of a loser I feel like 
I am. You've climbed Mount Everest, 
Mount Kilimanjaro, been all over the 
Himalayas. You've been featured 
in two books, and you've written a 
bestselling book, that I want to talk 
more about in just a minute.

You've been the keynote speaker at 
a couple of important industry events, 
and you've also been homeless. And 
that makes all of the things that I just 
talked about even more remarkable. 
So there's my brief intro of you. When I 
met you, I thought you were really cool 
because of what you do. And the more 
I've learned, the cooler I think you are. 
So can you talk about this journey, 
fascinating and inspirational journey 
that's gotten you where you are today?

GRACE: Sure. There's a Nigerian 
proverb that I love and it says, 
"Wherever the stream flows, it never 
forgets its source." And I've been 
privileged to have the world's best 
grandmother. My grandmother and 
my granddad had nine children. And 
although they had limited resources, 
they found room in their hearts to 
adopt five young sisters who lost 
their moms. So my grandmother 
raised 14 children. As a result, she 
had 52 grandchildren. I am one of 52 
grandchildren.
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STEWART: Oh my God.

GRACE: And as we speak here 
together, Stewart, I can assure you 
that I was the favorite.

STEWART: I love that. I love that.  
I was my grandmother's favorite too, 
but there was only one. There was 
exactly one grandchild, I was it. You 
were the favorite of 52, far better 
accomplishment.

GRACE: She had a way of each of 
us feeling so special. And we shared 
a lot of words, she shared a lot 
of wisdom with me, but her most 
treasured words to me were, believe 
beyond your limits. And as a young 
child, I really could not appreciate 
those words. But as I began to 
climb mountains, both literally and 
figuratively, my grandmother's words 
of believing beyond your limits has 
become more and more real to me. 
And I take her nuggets of wisdom with 
me very, very dearly.

STEWART: That is so cool. It's really 
touching. So many of these business 
podcasts, they leave out this part. And 
I always find that whenever we have 
a guest, really accomplished people 
have really interesting stories and 
that's really touching.
 So congratulations on your 
bestselling new book, Homeless to 
Millionaire. You can find it on Amazon 
and everywhere that you buy your 
books, I guess. The six keys to uplift 
your financial abundance. Tell us about 
the book. Why'd you write it? Writing 
a book's a pain, everybody knows it. 
What are the big takeaways from that?

GRACE: Sure. So you're right. Writing 
a book can be a pain, but sharing our 
stories can be very, very powerful. And 
I realized that I have a powerful story. 
When I first started and I worked at 
Merrill Lynch, I worked in private equity, 
I worked at Swiss Re, I worked in very, 
very large organizations. And I worked 
at a time when you weren't allowed to 
bring your entire self to work.

 So I'm an African American, I'm 
a female, and those are pretty clear 
from seeing me, but there's just so 
much more to me, so much more to 
my story. There are values within me 
that are near and dear and propels 
me every single day to do my best, 
propels me every single day to make 
a difference. And that's why I wrote 
this book. I wrote this book because I 
do think at this time, at this moment, 
the world needs to know and needs 
to hear that you can actually survive 
homelessness and survive and thrive.
 And because success leaves 
clues, I wanted to pass those clues 
along. And really this book is filled with 
its stories and lessons from stories, 
and how we can really use the tools 
and resources to enhance financial 
wellness and financial empowerment.
 So when you look at the 
backdrop of where we are today, 
COVID-19, which compounds the 
wealth, and financial, and health 
disparities, when you look at the 
social unrest, which really brings a 
day of reckoning for our society to 
confront the ills and inequities, what 
I believe we're not talking about more 
is financial empowerment, is financial 
literacy. And I strongly don't think we 
can close the wealth gap until those 
gaps in education and awareness is 
addressed. And I believe this book is 
an important tool in doing so.

STEWART: Yeah, it's amazing. It's 
really important. When you say 
success leaves clues, that is really an 
interesting takeaway. I've always said 
education is the great equalizer. I'm 
a first generation college student, 
certainly not from an underprivileged 
background, but there are still a lot of 
unwritten rules that exist in business.
 And as you mentioned, I mean, 
particularly at any, I think, financial 
services firm, particularly when your 
career started, as they say, pale, stale 
and male, right? And here you are as 
an African American woman and here 
you are, and there is so much more 
to you. And I think that's right. And it's 
the financial empowerment is when 

people have the ability to pay their 
own way, to grow, to everything else 
that along with the education piece of 
it, it's certainly not a quick fix, but that 
is the path.

GRACE: Mm-hm. Correct.

STEWART: When we shift our focus 
to justice and equity for the moment, 
and there's no shortage of appalling 
inequities of racial violence and 
horrible treatment and pick your 
descriptions. Why is it so important 
that we confront these issues that 
also not only are in the streets, but 
in the corporate world in terms of an 
equity gap?

GRACE: Absolutely. So I will echo the 
words of Brian Stevenson, who wrote 
Just Mercy, when he says, the opposite 
of poverty is not wealth, it's justice. 
The opposite of poverty is not wealth, 
it's justice. And those words are very, 
very important because we need to 
create an environment that enables 
all citizens to move up from poverty 
and really have the ideal meritocracy 
and social mobility.
 And we know the disruption 
comes when the social mobility 
isn't there. When there are blatant 
injustices and for the world to see. So 
COVID-19, we saw George Floyd with 
the eight minutes and 46 seconds of 
the knee on the neck. And it really 
brings us to a level of awareness 
for the world to see, and raises the 
consciousness of what justice or 
injustice look like.
 And our insurance industry has 
a pivotal role to play, because as you 
said, this industry participated, it 
enriched, and it perpetuated a system 
that was exclusionary and predatory. 
And one example is the Atlantic slave 
trade. And even as we speak, African 
Americans are discriminated against 
by paying higher rates and being 
insured for less. And the mistrust of 
our financial institutions is at an all 
time high.
 And I do think that the industry 
first needs to acknowledge its role in 

THE INTERVIEW: Grace Vandecruze 
From Homeless to Millionaire (cont.)
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perpetuating the injustices in society, 
and really use this day of reckoning 
because there is no unringing of 
the bell, and the industry needs 
to confront and acknowledge its 
past and really come forward with 
concrete solutions in which we can 
close the wealth gap and really lift the 
livelihood of citizens and society.

STEWART: Yeah, it's really interesting, 
and it's one of the reasons that I'm 
a big Inga Beale fan. I mean, how do 
you... Becoming the CEO of Lloyd's, 
which is probably at the very tip top 
of that sort of culture and structure, 
I think there are certainly some 
indications of progress, but much, 
much work to do.
 Wellness. Everybody talks about 
wellness, can't even turn the TV, 
everybody's trying to get healthier 
or more fit. What’s the latest diet?  
You got Rob Lowe on there telling 
you about Atkins... I mean, you got 
everything on it, right? Everybody's 
talking about wellness, everybody's 
running around looking tan and fit.
 What you don't hear so much 
about is financial wellness, right? 
Particularly for folks, you pointed 
this out a moment ago, particularly 
for the folks who need it the most. 
People want to chase around the 
wealth management industry, they 
want the $3 million net worth person. 
How do you make a living off of folks 
who have very little to invest or 
whatever? And so as a result of that, 
a lot of those folks get left behind. So 
what can the industry do? How can 
they do a better job?

GRACE: Sure. So the reason I wrote 
my book, Homeless to Millionaire: 
6 Keys to UPLIFT Your Financial 
Abundance is because the onus 
is upon an individual now to really 
understand financial wellness, 
financial empowerment, financial 
liberty. And wealth and health are 
inextricably linked. Why? We're living 
longer lives, but we also need to live 
better lives. And health care costs 
is ballooning. A million people file 

bankruptcy every year, most of them 
because of healthcare costs. With 
COVID-19, that is going to balloon at 
unsustainable levels. This is where the 
industry has a unique opportunity to 
really come in and meet customers' 
needs.
 The Wall Street Journal two 
weeks ago indicated that insurance 
is the hardest product to sell. Bar 
none, we cannot have a product 
that add the level of value to society 
being the hardest product to sell. As 
matter of fact, I'm so proud to be in 
the insurance industry because the 
insurance industry builds, it creates it 
restores financial legacy. There is no 
other product on the market that can 
be as effective as insurance.
 And I do think we have a huge 
responsibility to make sure that 
this is more accessible, this is more 
reachable that our brands are 
considered brands that are mission-
driven, that will drive more traffic to 
our companies and industries.

STEWART: I love the insurance 
industry and the insurance asset 
management industry. And I mean, 
if that makes me a geek, so be it. It's 
a good group. I always tell people, I 
think sometimes insurance gets a bad 
rap. And what I always tell people is, I 
say, "Well, when you see a hurricane 
coming through town or you see 
someone's house burn or you see a 
car accident or whatever, who shows 
up with a check in their hand? The 
insurance industry."
 And they come back and they 
repair lives and there's products 
out there that can help people in 
their retirement planning, on their 
investment side. There's just a lot of 
ways to do it. So I'm proud to be part 
of the insurance industry.
 So let's go back to the beginning 
here. When you're not writing a best-
seller, serving on boards, and handling 
M&A transactions and whatever else, 
you climb mountains, tell us about 
climbing mountains and the impact 
it's had on you. And I've heard parts 
of this story, and it's a good one.

GRACE: So the miracle of me climbing 
mountains, it's how it began. I got a 
random, and truly a random invitation 
from a Wharton professor, a professor 
that I did not have while I attended 
the school. And this was back in 2004, 
and the random invitation invited me 
to hike and climb on an expedition 
with other alumni, and we would be 
connecting during the day and having 
a bonfire discussion at nights on 
relevant business issue.
 We had to read several 
books and several case studies in 
preparation for this climb, in addition 
to being physically fit. And I had never 
climbed or hiked out in my life. I'm 
not an athlete. It wasn't something 
I would normally do, but 9/11 was 
still fresh in my mind. And I had 
made a commitment to have more 
meaningful vacations subsequent to 
9/11. I have to tell you a story because 
one of those moments where I felt 
even a calling that I should go on this 
trip, I was that intrigued.
 And so three months later, I 
was standing in Bhutan where I was 
planning to embark on a journey. 
We would climb up to 20,000 feet in 
14 days, eight days up and six days 
down. And I started climbing. And 
after rough first two days, I realized 
that I really loved the great outdoors. 
I was fascinated by Bhutan's culture, 
I love networking with people I have 
not met or known before. And I left 
the bonfire discussions that we were 
having, and we were fulfilling the 
mission of this journey.
 On the seventh day when 
we were 17,500 feet, one of our 
experienced mountaineers got very 
ill. He was medivaced out. However, 
we received word that he had passed 
away. And that as you can imagine, 
was one of the most devastating 
blow. We were in complete shock, and 
decided that we would not climb any 
further up. And we embarked down 
on that journey.
 And there were several comments 
being made, and I heard several people 
say, "I will never climb again." But after 
we came back to our various places 
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and a small group of us got together, 
and we decided that we would honor 
our fallen mountaineer's memory by 
continue climbing.
 And we would do it on our own. 
We weren’t at the school, because the 
school because the school had at that 
point stopped the program. And so 
11 of us resolute mountaineers met 
the very next year, and we were led 
by the very able Dr. Jerry Maida out of 
Jacksonville, Florida. And we went to 
Kilimanjaro and summited Kilimanjaro 
successfully.
 And if there was one moment 
that I will never forget in mountain 
climbing is that moment when we 
were standing at the pinnacle of the 
highest peak of Africa, knowing what 
we had overcome to get there, knowing 
the purpose of the trip, knowing 
how as a group we had bonded like 
we've never bonded before, literally 
looking down at clouds and standing, 
snapping that picture and the feeling 
of accomplishment that we felt. It was 
truly a beyond your limits moments, 
back to what my grandmother said of 
believing beyond your limits.

STEWART: That is such an inspirational 
story. That is awesome.

GRACE: Thank you. And I must say at 
this moment, we, as a group, we have 
climbed over 100,000 feet. That's the 
Empire State building stacked up on 
itself 67 times. Over 25 mountain peaks 
on three different continents. And one 
of the reasons I have kept climbing 
mountains is because nothing mirrors 
life more than mountain climbing. So 
whether you're sitting in your office 
or standing at the foot of Everest, we 
are all climbing mountains and the 
lessons are the same.

STEWART: Wow, that's cool. Very well 
done. That's a beautiful story, and 
what an analogy, and honoring your 
grandmother as well. So here's the 
questions that you didn't know were 
coming. As you mentioned, I'm a prof 
part-time, and I have a lot of students, 

a lot of them are confused about, or 
not clear on what they want to do.
 And the job market was pretty 
hot coming into 2020, several of these 
guys had a couple of offers and they 
were playing one against the other 
and this and that. Right there, it's like, 
this is great. Then COVID-19 hit. A lot 
of them lost their internships, a lot of 
them lost their offers and so forth. 
So let's just put you in their situation 
and you're coming out of Pace, what 
would you tell your 21-year-old self?

GRACE: Well, this reminds me of 
when you're climbing a mountain and 
suddenly a storm comes in and you, 
where you  saw clearly before you 
are just in darkness, you're in utter 
darkness, and you are barely holding 
on because the winds are that strong 
and you are just trying to gain footing. 
And when you do step, you know that 
every step could mean the difference 
between life or death.
 And a couple things I've learned 
in climbing mountains that apply in 
this situation is when that happens, 
some mountaineers will panic. They'll 
completely panic. They'll say, "I can't 
move. If I go up, I may die. If I go down, 
I may die. So I'll just stay here." And 
don't move, they do nothing. It's one 
of the worst things to do. And this is 
how you are guaranteed to die. When 
you're paralyzed in fear and sit on 
the side of the mountain, and the 
storm comes in and your muscles just 
grease.
 Even if five or 10 minutes later 
you decide to get up, you can't. You 
are literally physically, physiologically 
paralyzed. And so it is something I will 
say, this is a time when a lot of people 
will panic and the panic will kill you. 
The fear will kill you.
 And it's a time that where the 
mindset of moving forward becomes 
more and more important, because this 
is not about looking at circumstances 
and saying, I'm going to conduct my life 
based on what I see, because based 
on what you see is there's too many 
uncertainty out there.

 So I think this is a time to be 
resourceful. Resourcefulness will 
really be a game changer right now. So 
whatever you're studying, whatever 
field you are pursuing, particularly if 
it's based in your talents, if it's based 
in your skill sets, it's what you want to 
do, I would encourage everyone to 
do it because companies are going to 
be vibrant coming out of COVID-19. 
They're going to need the basic skills, 
but the one field I would like to really 
have us focus on is that this is the age 
of the entrepreneurs. It really is.
 The resourcefulness is there 
perhaps, and you may not be able to 
work in a large company, but perhaps 
you could create your own company. 
There's enough resourcefulness in 
there to join entrepreneurs, to join 
small businesses, and I really would 
like for us to take a closer look at 
that field.
 As you mentioned, I sit on the 
Wharton Business School. And when 
I graduated from Wharton 25 years 
ago, there were maybe 5% declaring 
a major to be entrepreneur, today it's 
35% and the fastest growing major, the 
fastest growing is entrepreneurship, 
and I expect that to continue.

STEWART: That's really cool. 
Obviously, you're an entrepreneur. 
I am too, and it's not without its 
challenges. You find all roads lead 
to you as far as decisions and also 
problem solving, but it's tremendously 
satisfying as well to be able to build a 
business. I cannot thank you enough. 
I know that I've learned a lot during 
this podcast and I'm more inspired 
than when we started, and that's 
because of you and the things that 
you've done. So thank you very much 
for being on.

GRACE: Thank you so, so much for 
having me. And one of the amazing 
aspects about being in insurance is 
relationships that you build along the 
way. And I'm pleased I've met you, I'm 
pleased that you are looking to expand 
the talent coming into the industry, 
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and it's passionate for you. And as 
an advisor who is who's advising over 
$5 billion of transactions, I always look 
back at my career and realize that this 
is not an industry that the world may 
consider the most exciting, but by far, 
this is the most dynamic time to be in 
insurance. So I want to thank you for 
what you're doing, and just want to 
tell you, I applaud you and admire all 
the work you've done in the industry.

STEWART: Thank you so much. That 
is really, really kind of you. Well, that 
wraps us up today. If you like our 
podcast, please tell your friends, like 
us, and you can find us on Apple 
Podcast, on Spotify, Google Play. 
We appreciate your listenership. My 
name's Stewart Foley, and this is the 
Insurance AUM Journal Podcast.

About Grace Vandecruze 

Grace Vandecruze is the Founder and Managing Director at Grace Global Capital LLC, a consulting firm providing M&A financial advisory, restructuring, and 
valuation services to the insurance industry and financial regulators since 2006.  She was a Managing Director at Swiss Re and was responsible for the firm's 
regulatory advisory practice in the insurance and financial services industries.   She has extensive expertise in mergers and acquisitions and capital raisings, 
and most notably she provided expert testimony on the valuation of Conseco during the largest bankruptcy in the insurance industry. Prior to joining Swiss Re, 
she was a Vice President at a private equity firm specializing in the insurance industry and an Associate in the Financial Institutions Group at Merrill Lynch.  She 
earned an MBA in Finance from The Wharton School at the University of Pennsylvania and a BBA in Accounting from Pace University. Before attending The 
Wharton School, she was an auditor for six years in the financial services industry at EY and Grant Thornton. She is a Certified Public Accountant.  

Grace is currently a board member of M Financial Group and was recently appointed to the Wharton Graduate Executive board.

Grace is a licensed sailor and mountain climber. She has climbed Everest Base Camp, Mount Kilimanjaro, Annapurna, and the Himalayan in Bhutan.  She has 
been featured in two books: "Be Happy at Work, 100 Women Who Love their Jobs and Why" by Joanne Gordon and "Doing it Ourselves:  Success Stories of 
African American Women in Business" by Donna Ballard. Grace is frequently quoted in the financial press, including The American Banker, Insurance Journal 
and SNL Financial. She was the keynote speaker at the Mid-West Zone Conference of National Association of Insurance Commissioners, M Financial Annual 
Marketing Meeting and The Baker Tilly Insurance Conference. 
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COVID-19 in the Context of Insurers’  
Operating Environment
This review highlights the inter-
connectedness of the 2020 COVID-19 
pandemic, potential insurer liabilities, 
capital market behavior and their 
combined impact upon insurers’ 
financial condition, an Enterprise view. 
The magnitude of direct and indirect 
economic loss, asymmetric distribution 
of deaths, progressives’ demands for 
expanded entitlements and restorative 
justice, increasing frequency and 
diversity of natural catastrophes, 
faltering global political and economic 
frameworks compounded by fractured 
leadership failing to learn from history 
has become “The Perfect Storm”, and 
perhaps, an existential threat to the 
industry.

We take no position on the 
legitimacy of insurer responsibility 
for indemnification of financial losses 
due to the pandemic or recoveries 
for the timely restoration of insureds’ 
or claimants’ financial position. The 
outcomes of capital market scenarios 
we show following the economic loss 
and government stimulus associated 
the pandemic are not forecasts but 
rather serve only to demonstrate a 
reasoned range of outcomes upon 
the industry’s capital. A summary 
2019 property/casualty industry 
operating results provides context for 
possible prospective outcomes.1

2019 OPERATING RESULTS AND  
INVESTMENT HIGHLIGHTS

Table 1 displays summary statistics 
of 2019 results and several pre/post 

financial crisis periods’ results. Net premiums written increased 3.8% over the 
prior year to $637B in line with a direct premium increase of 3.8% and a 20-year 
compound annual growth rate of 3.9%. The combined ratio improved 0.4 points 
from the prior year to 98.9, in contrast to 101.2 and 101.8, the 20-year premium 
weighted and average annual combined ratios, respectively.2

Net (of expense) earned investment income declined $0.9B from the prior 
year to $56.1B. Both pre-tax operating income ($60.8B) and after-tax net 
income ($62.9B) were boosted by improved underwriting results offsetting the 
investment earnings decline. Although each metric achieved a 5-year high, they 
trailed their 2006 pre-crisis peak levels of $85.4B and $66.4B, respectively. The 
statutory average return on equity declined 20 bps to 7.8%, 10 bps less than the 
20-year average of 7.9%. 

Underwriting cash flow of $32.5B achieved its highest level in 12 years, albeit 
barely half of 2004’s record of $62.9B. Operating cash flow of $85.2B showed 
continued improvement, the best result since 2004. Cash and invested assets 
increased nearly $160B to $1.86T, a record increase to an all-time high, lead 
about equally by operating cash flow and common stock appreciation.3

Table 1.  The Industry’s Reported Financial Results

Source: U.S. Statutory Filings

1 The focus is on statutory results of U.S. domiciled P&C companies. However, we account the prospective market valuation of fixed income portfolios because 
it is a critical component of liquidity. Generally Accepted Accounting Principles (GAAP) will not materially impact the directional outcome of the results.
2 Further details of annual results from 2000 are available upon request.
3 Dollar increases occurred in all broad sectors of invested assets. The principal changes in allocation were the decrease in bonds, the noted market value 
appreciation in equities and an increase in cash/cash equivalents. Credit quality, duration, concentration, etc. (largely unchanged), pale in comparison to 
immediate concerns associated with the potential fallout from COVID-19. Affiliated Assets (AA) increased over $17B to $213B or 11.4% of total cash and 
invested assets. AA remain the overwhelming portion of “Alternative” Schedule BA assets which are concentrated among few insurance companies and within 
their affiliated operating entities. Unaffiliated Alternatives have not been widely embraced by insurers at the operating company level.

Opinion Jim E. Bachman, Ph.D.
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OPINION: Jim E. Bachman, Ph.D. 
COVID-19 in the Context of Insurers’ Operating Environment (cont.)

Capital and surplus increased by more than $100B to 
a record high of $860B, reflecting contributions from 
net income and common stock appreciation offsetting 
shareholder dividends and capital withdrawals totaling 
$35.6B. Continued surplus accumulation and capital 
management programs continue to drive leverage to lower 
levels further dampening return on equity.

THE COVID-19 PANDEMIC

There are multiple inter-related factors to consider when 
assessing the impact of the pandemic on insurers’ financial 
position. These include the magnitude of insured losses 
and legal costs associated with their determination, the 
timing of payouts, the amount of premium credits and the 
eventual restoration of economic activity. At an Enterprise 
level, these combine with an already present level of record 
low interest rates, volatile financial markets, shrinking U.S. 
domestic/global economies and rapidly growing debt levels.

We rely on a variety of sources for range of insurance 
underwriting outcomes and how they might develop over 
the next several months and years.4 We combine these with 
alternative investment outcomes to determine the impact 
upon insurers capital levels in the near-to-intermediate 
term. We compare a base case scenario, Calm Waters, to 
two adverse scenarios, Bounded Pandemic and End of 
Days reflecting insurance and investment results over a 
five-year time period.5

INSURANCE UNDERWRITING CONSIDERATIONS

Table 2 displays several key underwriting metrics for each 
scenario. The results show either a 5-year cumulative sum, a 
weighted average or a terminal amount at the end of 5-years. 
Also displayed are the 2019 annual year-end reference 
values. For example, 2019 year-end net premium equaled 
$637B; the Calm Waters scenario 5-year premium totals 
$3.7Tr; and, the End of Days scenario premium totals $2.8Tr. 
4 For example, see CORONA VIRUS - All The 
Time, Dowling and Partners, April 20, 2020, and 
subsequent IBNR weekly publications.
5 Arguably, the COVID-19 did not cause a 
pandemic. Rather, failing leadership, globally 
and domestically at all levels, and disjointed 
directives flowing from political calculation 
exploded a known virus’ damage to epic 
proportions of economic loss, human suffering 
and death. Since the pandemic of 1918 it 
appears human behavior and preparedness 
has not advanced. See, Barry, John M., The Great 
Influenza: The Story of the Deadliest Pandemic 
in History. Penguin Group, USA. 2004. 
6 Congressional Budget Office of Economics, 
April 24, 2020.  Q1 6.5% GDP contraction 
followed by further reduction. 

Table 2.  Industry Underwriting Outcomes

Source: Scenario projections

The Bounded Pandemic and End of Days scenarios’ 
premiums reflect differing levels of economic contraction/
recovery and the ability to reset premium levels following 
loss events (insurers paying their fair share”).6 The End of 
Days premium changes mirror 2005 – 2009 of nil growth.

Combined ratios reflect the incidence of cumulative attritional 
losses, catastrophe events and COVID 19 claims. Annual 
excess attritional losses range from $8.1B (End of Days) to 
$11Billion (Calm Waters). The lesser amount of End of Days 
excess attritional losses is due to an assumed greater level 
of economic contraction and slower recovery driving lower 
exposure and premium growth.  Annual catastrophe losses 
range from $20B (Calm Waters) to $55B (End of Days). These 
contrast to an average of $33B ($60B) of insured losses for 
the ten (three) years ending 20197.

COVID claims range from a cumulative loss of $0.0 to 
nearly $400 billion. Some claim types are possibly non-
controversial and quickly resolved, some claims might 
fail due to specific contract language while other claims 
might succeed due to judicial interpretation and contract 
reformation. As economic recovery progresses individuals 
might seek redress from employers, healthcare providers 
and governmental agencies for damages. And then, there 
are nearly two hundred thousand dead whose demise is 
beyond simple economic “damages”.8

7 2019 insured U.S. catastrophe losses reported 
by Insurance Information Institute (I.I.I.) totaled 
$24b down from the 2018 estimated loss of $50b 
about equal to the 10-year average excluding the 
2017 all-time high amount of $106B. 

(1) Includes catastrophes causing insured 
property losses of at least $25 million in 1997 
dollars and affecting a significant number of 
policyholders and insurers. Excludes losses 
covered by the federally administered National 
Flood Insurance Program. As of April 17, 2020. 
(2) Adjusted for inflation through 2019 by the 
Insurance Information Institute using the GDP 
implicit price deflator. Source: Property Claim 
Services® (PCS®), a unit of ISO®, a Verisk 
Analytics® company; Bureau of Economic 
Analysis.    
8 These individuals’ deaths cannot be ignored 
as we sort through causes and remedies. We 
cannot merely fumble and say, “What difference 
does it make, they are all dead?”.
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OPINION: Jim E. Bachman, Ph.D. 
COVID-19 in the Context of Insurers’ Operating Environment (cont.)

The politicians call for insurers to “pay their fair share” will 
be heard by legions of plaintiffs’ lawyers driving defense 
costs at least and possible indemnity payments. Tobacco, 
environmental/asbestosis and opioids settlements and 
awards can serve as guideposts for COVID cases. And, 
then there is the risk of further losses arising from possible 
multiple waves of infection as those during the 1918 
Pandemic. The adjudication of these claims will occur in an 
environment of rising entitlement feeding an escalation of 
social inflation.9 

In sum, as shown in Table 2, if underwriting income 
were to collapse negative cash flow quickly follows. The 
underwriting combined ratios contrast to the five-year 
rolling calendar combined ratios in the mid-1980s (112-
113) and the peak years of 1984, 1992 and 20011 (118, 
116 and 116, respectively). The range of outcomes can be 
reviewed within a long-term historical context10. 

INVESTMENT CONSIDERATIONS 

Table 3 displays select investment metrics leading with 
total earned investment income (EII). The Calm Waters 
scenario average annual EII is about $63.6B ($318/5), or 
$7.5B greater than year-end 2019’s $56.1B. The increase 
is driven by a combination of assumed nominal interest 
rate rises across the term structure resulting in higher 
embedded yields, and large operating cash flow and equity 
value appreciation furthering an increase in invested assets.  

The average annual Bounded Pandemic EII is $57.6B 
($288/5) and only slightly greater than the year-end 
2019 amount of $56.1B. And, the $30B total shortfall 
from the Calm Waters scenario EII is due nearly entirely 
by underwriting metrics: a $330B cumulative reduction 
in underwriting cash flow shown in Table 2 leading to 
lower invested assets. In the Bounded Pandemic scenario 
prospective interest rates were assumed to be the same as 
in the Calm Waters scenario. 

9 See, The Institutes-Risk & Insurance Knowledge 
Group, Social Inflation: Evidence and Impact on 
Property-Casualty Insurance. Insurance Research 
Council. June 2020. And, see, Baribeau, Annmarie 
Geddes., Tipping the Scales: Measuring the 
Impact of Social Inflation. Actuarial Review. July 
23, 2020.   

Table 3. Industry Investment Metrics

Source: Scenario projections

In the End of Days scenario prospective rates are assumed 
to be flat to the 2019 year-end term structure levels 
allowing for only slight changes in embedded book yields 
as maturity and pay-downs occur. However, a $600B 
reduction in operating cash flow and $230B lesser of 
unrealized equity appreciation reduces invested assets 
considerably in contrast to the Calm Waters scenario.

In the Calm Waters scenario rising rates depress bond 
market values eclipsing the assumed equity market 
appreciation causing the market value of the portfolio to 
trail its book value. In End of Days, the opposite occurs with 
the market value exceeding the book value but of a much 
diminished in size portfolio.11

CAPITAL MATTERS 

The Calm Waters scenario annual pre-tax operating income 
on a statutory basis averages about $59.5B ($297.8/5), or 
about $1.3B less than at year-end 2019. The End of Days 
average pre-tax annual operating loss totals about $73B 
driven by the combination of severe underwriting losses 
and declining earned investment income. Ending statutory 
surplus ranges from a gain of nearly $390B from year-end 
2019 to a loss in excess $310B. 

11 Total liquidity is defined as underwriting 
cash flow (premium receipts less paid losses, 
expenses and policyholder dividends – all net 
of reinsurance flows) plus earned investment 
income received less taxes paid plus cash 
available from fixed income pay downs and 
maturities. Shortfalls within the calendar year are 
expected to be covered by cash management 
and lines of credit, such as available through the 
Federal Home Loan Bank.

Source: Nat’l Bureau Economic Research, St. 
Louis Federal Reserve, AMBest

10 For example, the following serves as a refresher 
of property-casualty results (premium growth 
and combined ratios) in contrast to business 
cycle contractions, inflation and interest rates 
over an extended period of time.
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OPINION: Jim E. Bachman, Ph.D. 
COVID-19 in the Context of Insurers’ Operating Environment (cont.)

Calm Waters scenario results in leverage continuing 
its post-World War II decline. The End of Days scenario 
reverses the trend but for reasons of diminished surplus 
rather than robust profitable growth eroding the industries 
capacity to absorb future adverse fortuitous events. The 
results are shown in Table 4.

Table 4. Capital Matters’ Metrics Comparative

Source: Scenario projections

The damages are significant. The issues are complicated. 
And, the outcomes are highly inter-connected from the 
virus’s infection and contagion to long-term economic 
damage following initial economic losses and consequence 
of stimulus’ efforts to social upheaval. For the industry 
to succeed it must recognize these interdependences, 
understand the societal lens under which it is scrutinized 
and clearly communicate its position while remaining 
resourceful to seek solutions for the benefit of all current 
and future stakeholders.

Jim E. Bachman, Ph.D. 

IN SUMMARY – AN ENTERPRISE VIEW 

The COVID-19 crisis has taken a serious human and 
economic toll throughout the world. As the severity of losses 
increase, so do efforts to find relief and compensation for 
the damages inflicted. The primary P&C insurance industry 
has been targeted as a source of funds for reasons of 
either “hardship” relief, acceleration of telematics rating or 
contractual obligations. While insurers have been generous 
in their support, some critics say they are not doing their 
“fair share.” Some companies warn of the erosion of 
Constitutional protection to the sanctity of contracts; other 
hanger-ons offer their services to pierce that veil. 

Jim is an Executive Enterprise Capital Return & Risk Management Advisor 
at NEAM, Inc. He joined the Firm in 1997. Prior to joining the Firm, he was 
Chairman and CEO of AEGIS Insurance Services. Prior to Aegis, Jim served 
as President and CEO of the New Hampshire Group, a division of AIG. He 
began his insurance career at E.W. Payne, broker at Lloyds followed by The 
St. Paul Companies as a Financial Analyst, with his last position as President 
of the Commercial Insurance Division. Jim has served as a Director of 
Tempest Re, Inter-Ocean Re, Insurance Services Office, Inc. (ISO), National 
Council of Compensation Insurers (NCCI) and Trustee of Macalester College, 
and as a founding Director of Actors Theater of St. Paul, an Equity Theater. 
Jim holds a Bachelor of Arts from Macalester College, an MBA from The 
Wharton School and a PhD from the University of Pennsylvania where he 
was a Huebner Foundation Fellow. He has been employed in the insurance 
or investment industry since 1969.
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The Case for a Permanent Allocation  
to an Equity Stabilization Strategy

1

• Institutional investors face a balancing act 
between two equally important needs: achieving 
robust long-term returns while avoiding the 
painful consequences of near-term drawdowns. 

• Traditional asset allocation, risk parity and other 
hedging strategies have failed to perform as 
expected during recent downturns. Fixed income 
assets have moved closely in line with equities in times 
of crisis.

• Equity volatility levels exhibit a persistent and 
reliable relationship with equity returns over time 
and through market cycles, including the latest market 
crisis, as illustrated for large cap U.S. equities in Chart 1. 

• A permanent strategic allocation to an equity 
stabilization strategy that utilizes the persistent 
volatility/return relationship can improve 
investors’ long-term risk/return ratios – even if 
implemented right after a market selloff. A rules-
based approach, using the reliable indicator of recent 
volatility, can be successfully applied at any time via a 
spectrum of implementations against single or multiple 
risk asset class portfolios.

Chart 1: There is a Clear Relationship Between Monthly 
Equity Returns and Recent Volatility
AVERAGE MONTHLY S&P 500® RETURNS FOR RANGES OF 
REALIZED MONTHLY VOLATILITY
(January 1, 1928 – March 31, 2020)

Source: Bloomberg. Data as of April 1, 2020. The data spans from January 
1, 1928, to March 31, 2020, and the table displays the average monthly 
returns for the S&P 500® for the time periods shown where the average 
monthly volatility was in the different volatility categories shown. Volatility 
is measured as the annualized standard deviation of daily returns of the 
index. The S&P 500® Index is an unmanaged index of 500 stocks that is 
generally representative of the performance of larger companies in the 
U.S and investments cannot be made directly in the indices. See additional 
disclosures at the end of the materials for additional information.

RISK ASSETS: INVESTORS MANAGE  
A DOUBLE-EDGED SWORD

Institutional investors face the pernicious dilemma of 
having mutually conflicting needs. When building a 
portfolio, investors start with the understanding that, over 
the long term, expected return and volatility are strongly 
positively correlated. Unfortunately, most investors need 
both significant levels of return to meet their long-term 
goals and a stable stream of returns to ensure financial 
viability. A defined benefit pension plan, for example, 
needs solid returns to meet its actuarial funding goals and 
pay pensions, while it needs stability to avoid erosion of its 
funded status.

For institutional investors seeking stable funding, the 
same risk assets that provide essential upside potential 
also represent significant exposure to downside risk 
and unstable results. Although investors’ need for risk 
mitigation is high, most investors have not implemented 
such strategies to date, for reasons we discuss below.

THE RISKS OF MANAGING RISK:  
WHY MOST PORTFOLIOS REMAIN EXPOSED

For a risk mitigation strategy to be reliable, it must be 
built on a market relationship that is persistent over time. 
Unfortunately, most risk mitigation strategies to-date have 
been based on historic correlations that have broken down 
during strong bear markets, when they are most needed. 

Fixed Income is an Anchor to Windward Until a 
Hurricane Comes

A common approach to mitigating equity volatility risk is 
the classic asset allocation strategy combining equity 
and fixed income assets, for example in the traditional 
60/40 portfolio. The logic is that the two asset classes are 
negatively correlated most of the time, so fixed income 
serves as a portfolio’s ‘anchor to windward’ when volatile 
equities experience periodic selloffs.

Unfortunately, the correlation between fixed income and 
equity investments is not stable through time. As Chart 
2 illustrates, there have been long periods where 
equities and bonds were positively correlated, and 
thus traditional portfolio diversification did not 
reduce portfolio risk.
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Chart 2: Fixed Income is Not a Reliable Equity Hedge
3-MONTH ROLLING CORRELATION – S&P 500 AND
BLOOMBERG BARCLAYS U.S. AGGREGATE BOND INDEX
(January 1, 1989 – March 31, 2020)

Chart 3: Since 1928, Volatility Levels Have Reliably Signaled 
Equity Returns 
AVERAGE MONTHLY S&P 500 RETURN  
VS. AVERAGE MONTHLY REALIZED VOLATILITY
(January 1, 1928 – March 31, 2020)

Source: Bloomberg Barclays US Aggregate Bond Index and Securian Asset 
Management, Inc. Data as of April 1, 2020. The data spans from January 1, 
1989, to March 31, 2020, and displays analysis of two indices, the 3-month 
rolling correlation of the S&P 500 vs. the Bloomberg Barclays U.S. Aggregate 
Bond Index. The blue circles highlight the specific periods of time.

Source: Bloomberg, Securian Asset Management, Inc. Data as of April 1, 
2020. Data spans from January 1, 1928, to March 31, 2020, and displays the 
average monthly S&P 500 return vs. the average monthly realized volatility. 

SECURIAN ASSET MANAGEMENT
The Case for a Permanent Allocation to an Equity Stabilization Strategy (cont.)

In crises — when an offset to downside equity risk is most 
needed — equities and fixed income often sell off at the 
same time. During the COVID-19 crisis, the correlation 
between fixed income assets and equities quickly became 
much less negative, diluting fixed income’s portfolio 
diversification benefit. Further, there have been extended 
periods of time where fixed income was positively 
correlated with equity. Both are highlighted in the circles 
in Chart 2.

VOLATILITY IS A RELIABLE INDICATOR  
OF EQUITY PERFORMANCE

A persistent and reliable relationship exists between 
1-month volatility and 1-month equity returns, 
both positive and negative. Volatility episodes tend to 
demonstrate persistence. As Chart 3 clearly shows, since 
1928, for the S&P 500, high 1-month volatility tends to be 
associated with poor 1-month returns; and vice versa.

Strategic use of a volatility-based equity stabilization 
strategy to mitigate portfolio risk can help facilitate 
the following:
• Greater equity market exposure in the lower 

volatility periods that tend to lead to better 
performance

• Reduced equity market exposure in the 
higher volatility periods that tend to lead to 
unfavorable performance

• Reduced impact of drawdowns
• More consistent return streams over time
• More stable outcomes over a full market cycle

While we use the S&P 500 for the illustration above, our 
research shows the same relationship between volatility 
and returns across other equity markets.

A VOLATILITY-BASED EQUITY STABILIZATION 
STRATEGY CAN IMPROVE THE RISK/RETURN RATIO

A strategy based on the reliably strong relationship 
between equity volatility and returns is well-suited to deliver 
portfolio risk mitigation in a more consistent manner than 
traditional asset allocation. An Equity Stabilization Strategy 
systematically adjusts equity exposures based on the 
volatility/return relationship. This approach holds greater 
equity market exposure during lower volatility periods, 
which tends to lead to better performance, as illustrated in 
Chart 3. Conversely, we believe this approach can quickly 
reduce equity market exposure during the higher volatility 
periods that tend to produce unfavorable performance, 
mitigating the drawdown of assets.

THE CASE FOR A PERMANENT STRATEGIC 
PORTFOLIO ALLOCATION TO VOLATILITY-BASED 
EQUITY STABILIZATION STRATEGIES

To-date, institutional investors have implemented volatility-
based stabilization strategies sporadically or not at all. We 
believe this reticence is due to two key investor concerns: 
Portfolio risk hedging is complex, and a desire to avoid 
periodic carrying costs of hedging – particularly right after 
a major market selloff.

A permanent strategic allocation to a systematic 
volatility-based approach over a full market cycle 
addresses both of these issues. 

1
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THE STRAIGHTFORWARD PRINCIPLE OF 
VOLATILITY-BASED STABILIZATION STRATEGIES

A simple set of rules using 1-month risk asset volatility as the 
principal metric is the foundation of an equity stabilization 
strategy. A strategic overlay primarily employing listed 
equity index futures ensures transparency and simplicity 
while avoiding counterparty risk. 

Implementing Volatility-Based Risk Mitigation is 
Straightforward

The Stabilized Equity Portfolio Hypothetical Example, is 
based on a pension plan aiming to reduce its domestic 
U.S. equity annualized volatility by about 25% from its 
historic average level of around 18% per annum. In this 
hypothetical, the pension fund added a futures-based 
overlay on top of its equity portfolio, using listed S&P 
500 futures to dial the effective equity exposure up or 
down based on volatility. Using this overlay, the portfolio 
manager allows the portfolio’s effective equity position 
to drop down to 20% of the portfolio’s net assets in high 
volatility environments and increase it to as much as 150% 
in low volatility environments.

Chart 4: Equity Stabilization Strategy Improves Risk/Return
STABILIZED EQUITY PORTFOLIO HYPOTHETICAL RISK & 
RETURN CHARACTERISTICS
(January 1, 1988 – March 31, 2020)

Chart 5: Thoughtful Equity Stabilization Can Pay for Itself 
Over a Full Market Cycle 
AVERAGE MONTHLY RETURNS OF THE S&P 500 INDEX AND THE 
STABILIZED EQUITY PORTFOLIO HYPOTHETICAL EXAMPLE IN 
UP MARKETS, DOWN MARKETS, AND LONGER-TERM
(January 1, 1988 – March 31, 2020)

Source: Bloomberg, Securian Asset Management, Inc. The data spans 
from January 1, 1988, to March 31, 2020, and displays the hypothetical 
backtested returns of a hypothetical portfolio created for illustrative 
purposes only. No investor actually achieved the results shown. No 
representation is being made that any account will or is likely to achieve results 
similar to those shown. Please see important disclosures on the limitations of 
hypothetical backtested performance at the end of the materials. 

Source: Bloomberg, Securian Asset Management, Inc. The data spans 
from January 1, 1988, to March 31, 2020, and displays the hypothetical 
backtested returns of a hypothetical portfolio created for illustrative 
purposes only. No investor actually achieved the results shown. No 
representation is being made that any account will or is likely to achieve results 
similar to those shown. Please see important disclosures on the limitations of 
hypothetical backtested performance at the end of the materials.

Skillful Implementation Adds Further Value to a 
Stabilization Strategy

The pension fund’s overlay manager should take the 
following steps:
• Run the overlay model daily
• Combine experience-based judgement and additional 

subsidiary indicators such as the VIX and high-yield spreads 
to better assess the likely volatility environment daily 

• Primarily use listed futures, and use listed options when 
inexpensive or more attractive

• Employ strict trading rules to protect the pension fund 
from being whipsawed in rapidly changing market 
environments

• Employ strong derivatives governance and oversight

Balanced Portfolios Benefit as Well

Using a volatility-based risk mitigation strategy on the equity 
portion of a balanced portfolio is an effective way to adjust 
the equity/bond mix to changing risk environments, without 
the costs and timing issues of selling the underlying assets. 

POSITIVE FULL MARKET CYCLE COST/BENEFIT

When a volatility-based portfolio risk management 
approach is maintained throughout a full market cycle, 
its outperformance in down markets can offset its 
underperformance in up markets, rendering a market-
like return over a full cycle. 

Implementing a volatility-based risk mitigation approach 
by means of a derivative overlay means there is no 
disposition of underlying assets, merely a modification of 
risk exposures, thus avoiding trading costs and buy/sell 
spread costs. While there may be periodic ‘carrying costs’ 
of foregone performance in a bull market, the strategy may 
pay for itself over a full market cycle – avoiding the extensive 
long-term portfolio damage that a liquidity crisis during a 
bear market can wreak – as shown in Chart 5, above. 

SECURIAN ASSET MANAGEMENT
The Case for a Permanent Allocation to an Equity Stabilization Strategy (cont.) 1
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SUMMARY: A PERMANENT ALLOCATION TO 
VOLATILITY-BASED RISK MITIGATION IS A STRATEGIC 
NECESSITY FOR INSTITUTIONAL INVESTORS

An airbag must be permanently installed in a car in order 
for it to deploy when it is needed – during the moment of 
impact, the timing of which cannot be predicted. 

Similarly, we believe institutional investors obtain the best 
results from a stabilization approach based on volatility 
when they make it a full-time strategic allocation in their 
portfolios. A permanent strategic allocation to volatility-
based stabilization ensures investors and their beneficiaries 
can benefit from the consistent and sustained mitigation of 
volatility shocks on an ongoing basis. 

About Securian Asset Management, Inc.
As a financially stable non-public company, we focus on the long-term and execute consistently for our clients. Our asset management business has been built with 
a risk and liability management focus, coming from our long, successful history investing for our parent company’s general account. We stay true to our purpose, 
our values and our St. Paul roots, while being innovative and nimble to help prepare our clients to meet their investment objectives from a position of strength. 

Disclosures
The hypothetical backtested data shown reflects hypothetical performance an investor may have obtained had it invested in the strategy shown and does not 
represent performance that any investor actually attained. The hypothetical portfolio was constructed for the purpose of demonstrating possible performance 
if a portfolio manager had invested the portfolio’s assets according to a specific formula. The hypothetical portfolio consists of a combination of an investment 
in the S&P 500, cash and certain “front month” S&P 500 futures contracts. The portfolio’s investments were adjusted based on a formula that directs portfolio 
managers each day to either maintain current equity exposure or adjust equity exposure to a specific level based on the twenty-day realized volatility of the 
S&P 500, up to and including the present day. The formula directs portfolio managers to drop the portfolio’s effective equity position down to as little as 20% 
of the portfolio’s net assets in high volatility environments and increase it to as much as 150% in low volatility environments. Therefore, unless an investor 
managed the portfolio’s equity exposure according to this formula from January 1, 1988 through March 31, 2020, they would have achieved different results 
than those shown. 

No investor actually achieved the results shown. No representation is being made that any account will or is likely to achieve results similar to those shown. 
Certain of the assumptions have been made for modeling purposes and are unlikely to be realized. No representation or warranty is made as to the 
reasonableness of the assumptions made or that all assumptions used in achieving the returns have been stated or fully considered. Hypothetical returns 
have many inherent limitations and may not reflect the impact that material economic and market factors may have had on the decision-making process if 
client funds were actually managed in the manner shown. Hypothetical returns are also developed with the benefit of hindsight. Actual performance may differ 
substantially from the hypothetical performance presented. Changes in the assumptions may have a material impact on the hypothetical returns presented. 
There can be no assurance that Securian Asset Management, Inc. will achieve profits or avoid incurring substantial losses. 

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.

The information presented is based upon certain assumptions, which have been made for modeling purposes and are unlikely to be realized. No representation 
or warranty is made as to the reasonableness of the assumptions made or that all assumptions used in achieving the returns have been stated or fully 
considered. Changes in the assumptions may have a material impact. 

Portfolio Hedging is Vital after a Market Selloff

Perhaps counterintuitively, a volatility-based stabilization 
strategy is vital after a severe market shock, such as the 
recent COVID-19 pandemic shock. 

After an historic downturn in the markets, most institutional 
portfolios are significantly underweight equities. In order 
to benefit fully when the markets inevitably recover – and 
in order to rebalance to their strategic asset mix targets 
– institutions need to re-risk by adding to their equity 
exposures. 

This may be a difficult decision for many institutions, 
because the market bottom is only known to have occurred 
well after the fact. A reliable risk management strategy, 
such as the kind of volatility-based approach described in 
this paper, enables institutions to re-risk without needing 
to have certainty about the market bottom, as it entails 
significant protection against further drawdowns and yet 
will participate when the market recovers.

SECURIAN ASSET MANAGEMENT
The Case for a Permanent Allocation to an Equity Stabilization Strategy (cont.) 1
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Benchmark Descriptions: The S&P 500 Index consists of 500 large cap common stocks which together represent approximately 80% of the total U.S. stock 
market. It is a float-adjusted market-weighted index (stock price times float-adjusted shares outstanding), with each stock affecting the index in proportion to its 
market value. The Securian AM Dynamic Managed Volatility Strategy seeks to track 60% of the S&P 500 Index and 40% of the Bloomberg Barclays U.S. Aggregate 
Bond Index. The Bloomberg Barclays U.S. Aggregate bond Index is a broad-based index that measures the investment grade, U.S. dollar denominated, fixed 
rate taxable bond market and reflects the investment objective of the strategy. The S&P 500 Index consists of 500 large cap common stocks which together 
represent approximately 80% of the total U.S. stock market. The benchmark for the composite is rebalanced monthly.

Sources: Bloomberg and Securian Asset Management, Inc. 

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

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

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

For Institutional Investment Use Only.

Securian Asset Management, Inc.
securianam.com
400 Robert Street North, St. Paul, MN 55101-2098
© 2020 Securian Asset Management, Inc. All rights reserved.
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Improving Credit Quality Boosts High Yield Bonds 
Attractive valuations and fallen angels offer opportunities.

2

The high yield bond sector represents attractive value as 
a result of its improving credit quality and credit spreads1 

that are still relatively wide, even after the rally from the 
March sell-off. The highest-quality (BB rated) bonds in the 
high yield universe offer an interesting spread premium 
and are attractive versus the lowest-quality (BBB rated) 
segment of the investment-grade market. We have been 
finding opportunities in fallen angels—bonds that have 
been downgraded into the BB category, losing their 
investment-grade rating—including select energy-related 
issuers that have been sold off amid the oil price volatility. 

RISING DEMAND GIVEN VALUATION LEVELS

As of mid-July, the credit spread on the J.P. Morgan 
Domestic High Yield Index was about 700 basis points2 
(bp), well below the March peak but still at a level that has 
historically resulted in a high probability of positive returns 
over the following 12 to 24 months.3 This has also attracted 
interest from non-dedicated high yield investors seeking 
attractive risk-adjusted returns. 

The demand from crossover investors has provided 
technical support for the asset class, helping the market 
digest the recent downgrades as well as a heavy new-
issuance calendar since the Federal Reserve stabilized 
credit markets in late March by announcing that it would 
buy investment-grade corporates and some fallen angels. 

1 Credit spreads measure the additional yield that investors demand for holding a bond with credit risk over a similar-maturity, high-quality government security.
2 A basis point is 0.01 percentage points. 
3 Based on data from January 1986–June 2020. High yield spreads were measured using historical monthly spread to worst values, and there were 89 instances 
   where spreads reached 700 basis points or more. High yield is represented by the J.P. Morgan Domestic High Yield Index; prior to 1/31/95, the Credit Suisse
 High Yield Index was used. We then measured subsequent annualized returns of the index over 1- and 2-year periods. Indices cannot be invested into directly.
4 Data source: Barclays Live.

Many companies have used this period to come to market 
and fortify their liquidity positions amid the business 
disruptions caused by the pandemic. There was more than 
USD 145 billion in high yield new issuance in the second 
quarter versus just over USD  285 billion in all of 2019, 
according to J.P. Morgan data.

STEADILY IMPROVING CREDIT QUALITY

The overall credit quality of the high yield bond sector 
has steadily improved in recent years, making the current 
spread levels even more attractive relative to history, 
particularly from a risk-adjusted perspective. At the end of 
2013, only 41% of the Bloomberg Barclays U.S. High Yield 
2% Issuer Cap Index was rated BB or BB+. By the end of 
2019, the percentage had increased to 48%. As of June 30, 
2020, it had climbed to 55%.4 

Key Insights

• The high yield bond sector represents value as a result of its improving credit quality and valuations 
that are still at attractive levels.

• We have been finding opportunities in fallen angels, including select energy‑related issuers that 
have been sold off amid the oil price volatility.

The overall credit 
quality of the high 

yield bond sector has  
steadily improved...



 Q3 2020 Insurance AUM Journal 19 insuranceaum.com

T. ROWE PRICE
Improving Credit Quality Boosts High Yield Bonds (cont.) 2
We think that the additional spread offered by BB rated 
bonds versus BBB rated debt—approximately 230 bp as 
of mid-July, according to Bloomberg Barclays indexes—
adequately compensates investors for the additional credit 
risk. Several of these bonds that are new to the BB segment 
are from large, relatively high-quality issuers, providing 
multibillion-dollar market capitalizations and earnings 
before interest, taxes, depreciation, and amortization 
(EBITDA) far superior to traditional high yield names. BB 
rated companies have been able to tap the new-issue 
market to build up their balance sheets, enhancing their 
ability to repay their debt obligations.

PREFERENCE FOR HIGHER-QUALITY CREDITS

In general, we favor the higher-quality segments of the 
noninvestment-grade universe—those rated BB and B—
including some fallen angels. We have also taken some 
measured risk on exposure to select lower-quality and CCC 
rated credits that we think will be able to continue to meet 
their debt obligations. 

In terms of industries, we have been finding select 
opportunities in energy-related issues. Some higher-quality 
energy companies that are fundamentally strong enough 
to make it through the recession and low oil prices have 
sold off along with low-quality firms with elevated default 
risk, creating attractive pricing dislocations. The recent 
rebound in commodities prices, which our energy sector 
credit analysts expect to continue in the medium term amid 
production cuts and reviving global demand, is providing 
further support for the segment. However, defaults in this 
industry will likely persist, so being able to distinguish the 
performers from those expected to default is crucial.

We are seeking upside optionality in noncallable5 bonds 
and have been rotating out of higher-quality callable bonds 
trading at high dollar prices because we do not think they 

5 A callable bond can be repurchased by the issuer before maturity.

provide adequate compensation for the risk of being paid 
back at par if the issuer calls the debt. Although bonds from 
some of the industries most affected by the pandemic—
such as cruise lines and airlines—trade at low prices, we 
have no exposure to the low-quality companies in those 
segments because we believe they are unlikely to survive 
the crisis.

LARGER ALLOCATION TO HIGH YIELD BONDS 
THAN LOANS

In the past, we've typically maintained a larger allocation to 
bank loans than to high yield bonds due to the loan sector’s 
historically stronger risk-adjusted return profile. However, 
in the current environment, we favor noninvestment-grade 
bonds over loans. Bank loans also have high yield credit 
ratings but are higher in the capital structure than bonds. 
While we remain constructive on loans, we are cognizant 
that lower underwriting standards in the last few years 
may negatively impact their credit quality. Also, loans pay 
floating coupon rates linked to the London interbank 
offered rate (LIBOR), which is likely to stay very low for the 
foreseeable future. 

The main risk in our relatively large exposure to high yield 
bonds is that the pandemic continues unabated, keeping 
the economy in an extended recession and weighing on 
issuers’ fundamental health and ability to repay their debt. 
However, we believe that current credit spreads more 
than offset this risk. The Fed and other global central 
banks are providing abundant liquidity, which facilitates a 
constructive environment for credit. Also, we are confident 
that our global team of credit analysts can help select high 
yield credits that have a better probability of surviving a 
longer-than-expected economic downturn. 

Christopher Brown, CFA
Lead Portfolio Manager, Total Return Strategy

Jason Bauer, CFA
Associate Portfolio Manager, High Yield Fixed Income  
and Global High Yield Credit Research Team Leader

Key Risks—The following risks are materially relevant to the strategy highlighted in this material: 
Debt securities could suffer an adverse change in financial condition due to ratings downgrades or defaults, which may affect the value of an investment. Fixed 
income securities are subject to credit risk, liquidity risk, call risk, and interest rate risk. As interest rates rise, bond prices generally fall. Investments in high yield 
bonds involve greater risk of price volatility, illiquidity, and default than higher-rated debt securities. Investments in bank loans may at times become difficult to 
value and highly illiquid; they are subject to credit risk, such as nonpayment of principal or interest, and risks of bankruptcy and insolvency.
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Important Information
This material is being furnished for general informational and/or marketing purposes only. The material does not constitute or undertake to give advice 
of any nature, including fiduciary investment advice, nor is it intended to serve as the primary basis for an investment decision. Prospective investors are 
recommended to seek independent legal, financial and tax advice before making any investment decision. T. Rowe Price group of companies including T. Rowe 
Price Associates, Inc. and/or its affiliates receive revenue from T. Rowe Price investment products and services. Past performance is not a reliable indicator 
of future performance. The value of an investment and any income from it can go down as well as up. Investors may get back less than the amount invested.

The material does not constitute a distribution, an offer, an invitation, a personal or general recommendation or solicitation to sell or buy any securities in any 
jurisdiction or to conduct any particular investment activity. The material has not been reviewed by any regulatory authority in any jurisdiction.

Information and opinions presented have been obtained or derived from sources believed to be reliable and current; however, we cannot guarantee the 
sources’ accuracy or completeness. There is no guarantee that any forecasts made will come to pass. The views contained herein are as of the date written and 
are subject to change without notice; these views may differ from those of other T. Rowe Price group companies and/or associates. Under no circumstances 
should the material, in whole or in part, be copied or redistributed without consent from T. Rowe Price.

The material is not intended for use by persons in jurisdictions which prohibit or restrict the distribution of the material and in certain countries the material 
is provided upon specific request. It is not intended for distribution to retail investors in any jurisdiction.

Canada—Issued in Canada by T. Rowe Price (Canada), Inc. T. Rowe Price (Canada), Inc.’s investment management services are only available to Accredited 
Investors as defined under National Instrument 45-106. T.  Rowe Price (Canada), Inc. enters into written delegation agreements with affiliates to provide 
investment management services.

USA—Issued in the USA by T. Rowe Price Associates, Inc., 100 East Pratt Street, Baltimore, MD, 21202, which is regulated by the U.S. Securities and Exchange 
Commission. For Institutional Investors only.

© 2020 T. Rowe Price. All rights reserved. T. ROWE PRICE, INVEST WITH CONFIDENCE, and the bighorn sheep design are, collectively and/or apart, trademarks 
or registered trademarks of T. Rowe Price Group, Inc.
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Investors Expect and Demand Meaningful 
Environmental Goals and Progress

3

There is no doubt that environmental, social and 
governance (ESG) principles play an increasingly 
influential role in investment management today. 
For real estate investors in particular, climate 
change has arrived as a material risk both in terms of 
physical risk from floods, hurricanes, and wildfires, 
as well as transitional risk such as compliance, 
insurance, and tax increases. During 2019 the U.S. 
was impacted by 14 natural disasters that each 
resulted in at least $1  billion in damages. Globally, 
damages are projected to grow to $54 trillion as early 
as 2040, if we continue along the current path.

The real estate industry has focused on ESG factors to 
combat the risks and impacts of climate change noted 
above. There is widespread recognition that a meaningful 
commitment to ESG can protect and increase a property’s 
value by decreasing regulatory compliance risk, functional 
obsolescence, insurance premium increases, reputational 
risk, and down cycle valuation risk. 

While we believe risk mitigation is a critical goal, 
environmental factors also play a role in enhancing a 
property’s net operating Income (NOI). Simply stated, 
the best-run buildings from an ESG perspective will likely 
have higher occupancy rates, and perhaps even higher 
rental rates. Such buildings also will have lower operating 
expenses, as they are focused on reducing energy, water 
consumption and waste. The result should be higher NOI 
and higher value.

Reflecting both the risks associated with climate change—
and the potential rewards in terms of better property 
performance and value—the real estate industry is 
increasingly prioritizing ESG in investment strategy. In 
response, it is important to set ambitious sustainability 
goals and take bold action for the betterment of properties, 
their occupants and the collective well-being of society.

COMMITMENT TO ACTIONABLE PROGRAMS, 
REPORTABLE PROGRESS

Real estate investors are signaling that ESG is becoming a 
core part of their investment strategy—and that they are 
seeking to invest with companies that make ESG a priority 
across their organization. Citing its recent survey of ESG 
leaders in real estate, Deb Cloutier, President of RE Tech 
Advisors, confirmed that, “65% of the companies intend to 

increase their ESG budgets in 2020, with 27% indicating 
that the increase would be significant.” 

Underscoring the strong shift toward ESG in real estate 
investment, Billy Grayson, Executive Director of the Center 
for Sustainability and Economic Performance at the Urban 
Land Institute, has noted:

Investors also have begun insisting on evidence of ESG 
commitment via enhanced standards and reporting. The 
leading set of ESG standards is defined in the GRESB Real 
Estate Assessment, which has recently expanded to include 
health and wellness items, and in 2021 will incorporate 
resilience and a sharper focus on data quality. During the 
2019 GRESB reporting period, more than 1,000 property 
companies, REITs, funds and developers participated in 
the reporting on $4.1 trillion in investment assets. As Dan 
Winters, GRESB Head of Americas, states:  

At MetLife Investment Management (MIM), this data-
driven approach is reflected in the efforts of our Risk, 
Research and Analytics team, which works with our Asset 
Management team to study the impacts of issues such as 
ESG and COVID-19, as referenced in a recent white paper, 
“Back to Work: Office Demand in a Post-Pandemic World”.

Global investors with a combined 
$16 trillion in AUM have committed to 

sustainable investment principles—any 
real estate company looking for global 
capital needs a strong ESG strategy to 

meet this demand.

GRESB investor members use the 
annual benchmark results to set 

ESG performance targets, monitor 
portfolio progress and report key 

metrics to both beneficiaries and the 
general public. Investors are clearly 

focused on climate change risks, 
resilience and adaptation measures, 

and tracking impact metrics.

https://www.ncei.noaa.gov/news/national-climate-201912
https://www.ipcc.ch/sr15/chapter/chapter-3/
https://www.retechadvisors.com/wp-content/uploads/2016/12/2020_CRE_ESG_Sentiment_Survey_Results_FINAL.pdf
https://www.retechadvisors.com/wp-content/uploads/2016/12/2020_CRE_ESG_Sentiment_Survey_Results_FINAL.pdf
https://americas.uli.org/research/centers-initiatives/center-sustainability/
https://americas.uli.org/research/centers-initiatives/center-sustainability/
https://gresb.com/gresb-real-estate-assessment/
https://gresb.com/gresb-real-estate-assessment/
https://investments.metlife.com/insights/real-estate/office-demand-in-a-post-pandemic-world/
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Today’s smart building management systems and 
technologies support a higher level of environmental 
performance, while providing the rigorous reporting that 
investors seek.1 We favor the use of energy conservation 
measure (ECM) surveys for various property types—office, 
multifamily, retail and industrial—with sector-specific 
questions about electricity supply contracts, onsite power 
generation, advanced metering, LED lighting usage, water 
flow, and HVAC systems and controls, among other factors. 
We believe such surveys are essential if investors are to 
have—and act on—meaningful environmental data.

AGGRESSIVE GOALS RAISE THE BAR

The real estate investment industry has recognized that 
sound environmental stewardship and overall excellence 
in real estate asset management must go hand-in-hand. 
A few years ago, it was sufficient for a property to adhere 
to common industry certifications, such as ENERGY STAR 
or LEED in the U.S., or BREEAM internationally. Today, as 
the real estate market evolves from its earlier focus on 
energy efficiency, new goals may include carbon neutrality, 
100% renewable sources, resiliency in the face of natural 
disasters and climate change, and protecting the health 
and wellness of occupants. We also would expect to see 
a greater emphasis on exchanging knowledge with all the 
“partners” and stakeholders who are critical to the success 
of an ESG-oriented investment strategy (including property 
managers, leasing brokers, contractors, tenants, energy 
suppliers and other vendors/service providers).

To signal their commitment to sustainability, investors 
and managers may want to consider joining the United 
Nations Global Compact (UNGC), the world’s largest 
corporate sustainability initiative. MetLife was the first 
U.S.-based life insurer to join the UNGC, which calls for 
companies to align their operations and strategies with 
10 universal principles in the areas of human rights, labor, 
the environment, and anti-corruption. 

Our experience at MIM exemplifies the path real estate 
investors are taking toward sustainability. In 2013, we 
launched the ESG Challenge to encourage our regional 
real estate teams to focus on energy, water and waste 
conservation in their portfolios. We set a goal of reducing 
energy, water and waste by an average of 2% per year. Two 
years ago, we made that goal public by signing on to the 
Department of Energy’s Better Buildings Challenge, which 
requires a commitment to improve the energy efficiency of 
a portfolio by at least 20% over 10 years. In 2019 and again 

METLIFE INVESTMENT MANAGEMENT
Investors Expect and Demand Meaningful Environmental Goals and Progress (cont.) 3

in 2020, MetLife, Inc. and MIM were recognized by the EPA 
as an ENERGY STAR Partner of the Year. This reflected 
MetLife’s certification of more than 12 million square feet 
of real estate in the ENERGY STAR program, as well as 
several other initiatives.   

We believe it is important to set aggressive goals for 
environmental progress—as investors, commercial tenants, 
multifamily residents, and hotel guests deserve no less. For 
example, MIM’s efforts to achieve carbon neutrality across 
our portfolios are embodied in our MetZero program. 
While this will initially require the use of carbon offsets 
and renewable energy credits (RECs), we plan to derive a 
growing percentage of the carbon reductions via energy 
efficiency and renewable energy over time.

TAKING A “GREEN STACK” APPROACH 

As investors seek to improve the ESG profile of their 
holdings, they may benefit from what we call a “green stack” 
approach. Similar to a “capital stack” comprised of different 
layers of capital, a “green stack” consists of various tranches 
of investment needed to upgrade a portfolio from an 
environmental perspective. For example, below are several 
“tranches” that represent various stages of carbon neutrality:

Tranche 1: Reducing Energy Demand.
This may include traditional conservation measures 
and working with tenants, residents, and property 
operations staff.

Tranche 2: Onsite Renewables.
Initiatives might include investing in and installing solar, 
wind, combined heat and power initiatives like turbines 
and fuel cells.

Tranche 3: Offsite Renewables.
This tranche could involve investing in Virtual Purchase 
Power Agreements (VPPAs) or helping to fund the 
development of a new solar or wind farm.

Tranches 4 and 5: RECs and Offsets.
While Renewable Energy Credits and Carbon Offsets are 
a relatively substantial contributor to carbon neutrality at 
present, our model assumes they will reduce over time. By 
applying a methodical approach to the first three tranches, 
the investment in RECs and offsets should be substantially 
reduced due to less energy demand and existing renewable 
energy initiatives.

1 Source: MIM Analysis

https://www.unglobalcompact.org/what-is-gc/mission/principles
https://www.metlife.com/about-us/newsroom/2020/april/metlife-named-epa-energy-star-partner-of-the-year/
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By taking what we call a Carbon Cascade™ approach 
to achieve carbon neutrality goals, investors may 
systematically lower emissions through investments across 
the series of tranches.2

DASHBOARDS PROVIDE ACTIONABLE 
INFORMATION

Making progress against environmental goals requires the 
use of a range of reporting tools and resources. In this 
regard, investors should consider using real-time energy 
dashboards, which can monitor factors such ENERGY STAR 
scores, performance metrics and certification status. Such 
dashboards allow for easier use and visualization, enable 
an asset management team to see the performance of its 
properties, and permit users to share best practices. The 
use of dashboards may also better enable investors to 
comply with an increasing number of potential legislative 
initiatives that many U.S. cities are enacting. In many cases, 
this legislation includes mandatory carbon or energy 
reduction targets as well as annual reporting requirements.

ENVIRONMENTAL STRATEGIES IN A  
POST-COVID-19 REAL ESTATE MARKET

It is imperative that firms in the business of building, 
acquiring, and providing active asset management of 
properties be able to provide space that helps commercial 
tenants, and their employees and customers, live healthier 
and more productive lives. 

In this regard, COVID-19 has emerged as one of the 
biggest challenges for commercial real estate. Changes 
in society, workplaces and consumer behavior will impact 
the way we live; how we use residential spaces; how we 
design offices, retail stores, manufacturing and logistics 

2 Chart Source: MIM, ReTech Advisers

facilities; and the value we place on health and well-being 
in the built environment. While we are cautiously optimistic 
about the long-term outlook, the current challenges and 
uncertainty should greatly increase the value of proactive 
asset management and innovative action. Enhancing the 
well-being of spaces will require working with tenants and 
residents to achieve the benefits of healthy buildings. As 
noted in the pioneering work of Dr. Joseph Allen, of the 
Harvard T.H. Chan School of Public Health, healthy buildings 
can drive performance and productivity.   

Investors would be well advised to respond to the 
challenges of COVID-19 by providing guidance and best 
practices to ensure that commercial buildings are being 
operated in a safe and efficient manner, with the focus on 
the health of occupants, guests, staff and vendors. Building 
owners also should work proactively with tenants and 
borrowers as they navigate the difficult circumstances that 
COVID-19 and the economy have presented.  

THE GOALS: IMPROVING OCCUPANTS’ WELL-BEING 
AND THE PROPERTY’S NOI

In summary, we believe advisors and asset managers 
must meet the needs of investors by establishing forward-
thinking ESG goals—and must work diligently to achieve 
and exceed those goals. These include environmental 
goals that mitigate the risks of climate change by reducing 
energy, water and waste. They also include a focus on 
health and wellness, building engagement within the asset 
and the community, and regular disclosure and reporting 
of results. It is also crucial to focus on resiliency, in terms 
of mitigating the potential impact from local events, natural 
disasters and the exacerbating effects of climate change. 
Finally, it is important to conduct an ESG assessment for 
all new property acquisitions that includes identification of 
potential impact from these factors.

Maximizing the value of a real estate investment has 
traditionally been about driving net operating income. 
But, increasing NOI cannot be an end in itself. Achieving 
income growth and capital appreciation requires a sincere 
commitment to doing the right thing in ESG terms—as a 
responsible fiduciary and asset manager—for investors, 
occupants, and the other partners in the real estate 
investment value chain.

JIM LANDAU, LEED AP
Head of Asset Management – Real Estate,  
Washington DC Region

https://healthybuildingsbook.com/
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Disclosure

This material is intended solely for Institutional Investors, Qualified Investors and Professional Investors. This analysis is not intended for distribution with 
Retail Investors. 

This document has been prepared by MetLife Investment Management (“MIM”)1 solely for informational purposes and does not constitute a recommendation 
regarding any investments or the provision of any investment advice, or constitute or form part of any advertisement of, offer for sale or subscription of, 
solicitation or invitation of any offer or recommendation to purchase or subscribe for any securities or investment advisory services. The views expressed 
herein are solely those of MIM and do not necessarily reflect, nor are they necessarily consistent with, the views held by, or the forecasts utilized by, the 
entities within the MetLife enterprise that provide insurance products, annuities and employee benefit programs. The information and opinions presented 
or contained in this document are provided as the date it was written. It should be understood that subsequent developments may materially affect the 
information contained in this document, which none of MIM, its affiliates, advisors or representatives are under an obligation to update, revise or affirm. It is 
not MIM’s intention to provide, and you may not rely on this document as providing, a recommendation with respect to any particular investment strategy 
or investment. Affiliates of MIM may perform services for, solicit business from, hold long or short positions in, or otherwise be interested in the investments 
(including derivatives) of any company mentioned herein. This document may contain forward-looking statements, as well as predictions, projections and 
forecasts of the economy or economic trends of the markets, which are not necessarily indicative of the future. Any or all forward-looking statements, as well 
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Governance in the time of COVID-19
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The effects of COVID‑19 have upended societies, 
economies, and financial markets, and reminded 
us in a dramatic way that the only certainty 
in life is change. That is why we at RBC Global 
Asset Management (RBC GAM) use a range of risk 
management tools to ensure our portfolios remain 
resilient through all market conditions. One of these 
tools is responsible investment.

By incorporating environmental, social, and governance 
(ESG) factors in our investment decisions, we aim to 
create portfolios that succeed over the long term. One 
ESG issue material to all our investee companies is 
corporate governance. We believe that companies with 
good governance practices are better able to manage 
all material issues in their businesses, including financial, 
environmental, and social ones. This starts with the board 
of directors.

In this piece, we examine the importance of effective 
boards of directors in the time of COVID-19. Then, we 
highlight some of the specific board characteristics that 
our investment teams analyze to mitigate risk and improve 
the long-term outcomes of our clients’ portfolios.

COVID-19 IS TESTING BOARDS IN ALL AREAS  
OF RESPONSIBILITY

COVID-19 has already dramatically changed the way we live 
and work. Companies are facing crucial decisions that can 
significantly impact the success of their businesses and the 
wellness of their stakeholders. Most often, it is the board of 
directors that oversees and approves these decisions. It is 
a tremendous responsibility, as directors must act quickly 
and thoughtfully to lead their companies both during the 
crisis and through the recovery that follows.  

Risk oversight is key as new and unforeseen  
issues emerge

One of the primary responsibilities of the board of directors 
is risk oversight. Boards must understand the risks facing 
the companies they oversee, and they must ensure that 
management has implemented appropriate measures to 
identify, monitor, and manage those risks. For example, as 
a result of COVID-19, companies have had to implement 
their pre-pandemic business continuity plans, as physical 
distancing and work-from-home policies have become the 
norm. Companies that had invested in more comprehensive 
business continuity planning and technology before 
the pandemic may have had an advantage in managing 
the crisis so far. That said, the effects of COVID-19 on 
businesses and regulations are ever-evolving, and boards 
and management teams must continually review and adapt 
their continuity plans to reflect this. 

In particular, boards may find companies exposed to new 
risks related to supply chain disruptions, capital allocation, 
liquidity, cybersecurity, and key person risk. Not to mention 
risks to firms’ reputations if they fail to meet emerging best 
practices on communication and treatment of employees. 
Over the long term, we expect boards to take a critical look  
at the effectiveness of their companies’ risk policies to 
ensure they are prepared for a wide variety of potential 
risk events. 

Strategic opportunities may arise 

As the impact of COVID-19 evolves, boards must take swift, 
decisive action to support management in decisions related 
to capital allocation, employees, suppliers, regulators, and 
other factors. This means managing not only the risks 
of the current environment, but also the opportunities. 
One example is increased demand for delivery services. 
Some online delivery companies in Asia have introduced 
employee sharing programs with local businesses in order 
to capitalize on surges in demand for delivered goods. 
By temporarily hiring employees from businesses with 
demand shortages (e.g., cinemas and restaurants), these 
companies are able to drive revenue growth, while local 
businesses retain valuable human capital and employees 
earn supplemental income during difficult times.1 

Over the long term, we expect 
boards to take a critical look at the 

effectiveness of their companies’ 
risk policies to ensure they are 
prepared for a wide variety of 

potential risk events.

1  Toh, M., JD.com is hiring 20,000 people who can’t work because of the coronavirus, CNN Business, February 12, 2020.  
Retrieved from https://www.cnn.com/2020/02/12/tech/alibaba-jd-workers-china-coronavirus/index.html
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2  Brandt, L., 13 business leaders who have cut their salaries to $0 to help struggling workers as the coronavirus wreaks havoc on their industries, Business 
Insider, April 1, 2020. Retrieved from https://www.businessinsider.com/list-of-business-leaders-giving-up-salaries-during-the-pandemic-2020-3

3  Tankersley, J. et al, The coronavirus economy: when Washington takes over business, New York Times, March 26, 2020. Retrieved from https://www.nytimes.
com/2020/03/26/business/economy/coronavirus-relief-bill.html

4  Canadian securities regulators to provide blanket relief for market participants due to COVID-19, Ontario Securities Commission, March 18, 2020. Retrieved 
from https://www.osc.gov.on.ca/en/NewsEvents_nr_20200318_csa-provide-blanket-relief-for-market-participants-covid-19.htm

5  SEC provides conditional regulatory relief and assistance for companies affected by the coronavirus disease 2019 (COVID-19), U.S. Securities and Exchange 
Commission, March 4, 2020. Retrieved from  https://www.sec.gov/news/press-release/2020-53

6  COVID-19: Taking board decisions without meeting, McCann Fitzgerald, March 13, 2020. Retrieved from https://www.mccannfitzgerald.com/knowledge/
corporate-advisory-and-governance/covid-19-taking-board-decisions-without-meeting

Other opportunistic activity could emerge in the form of 
mergers and acquisitions. Firms that are financially secure 
may seek to buy strategic stakes in public companies with 
depressed share prices or strategic assets from distressed 
firms. Indeed, some boards may find themselves facing 
unsolicited offers to acquire their companies. Whether 
seeking to acquire or contending with an offer, boards will 
have to consider the best interests of the corporation and  
its shareholders for the long term. 

Incentives may shift toward long-term business and 
social imperatives 

Another way that the board can influence strategic 
decision making is through its executive compensation 
program. Boards aim to structure management’s goals 
and compensation in a way that incentivizes long-term 
value creation and success of the business. With COVID-19 
causing drastic changes to business conditions, boards 
may choose to adjust short-term incentives to reflect 
potential new priorities amidst the crisis. 

Some companies are already considering redirecting funds 
from executive compensation and towards other business 
and social imperatives instead. For example, executives 
and board members at public companies like Disney, 
Marriott, and Lyft have already volunteered to donate their 
salaries to help pay employees.2 In the U.S., companies that 
apply for government aid will be required to limit funds 
paid to executives as one of the conditions of accepting 
the coronavirus relief package.3 

No matter how the situation evolves, boards should aim 
to ensure that the structure of executive compensation 
incentivizes management towards long-term success. 
This means thoughtfully managing risk in the short term 
while positioning the business for financial success over  
the long term. 

Communication with shareholders must continue 

Finally, even amidst a global pandemic, there are certain 
boardroom activities that must continue.  Audit committees, 
responsible for ensuring accurate accounting and reporting 
of companies’ financial performance, must ensure that 
financial filings are completed on time. 

This is complicated in the short term, as auditors may be 
limited in their ability to conduct site visits amidst physical 
distancing protocols. As a result, we have already seen the 
U.S. Securities and Exchange Commission (SEC) and the 
Canadian Securities Administrators (CSA) relax their filing 
deadlines by 45 days for struggling companies in the U.S. 
and Canada.4 However, SEC Chairman Jay Clayton noted 
another key responsibility for public companies during 
this time:  to “provide investors with insight regarding 
[companies’] assessment of, and plans for addressing, 
material risks to their business and operations resulting 
from the coronavirus to the fullest extent practicable.”5

Indeed, boards must continue to communicate with 
shareholders throughout the crisis. They must continue 
to host annual general meetings – likely through virtual 
channels. And they must be ready to remove any obstacles 
that could impede their ability to act when it matters most. 
Some companies, for example, may have found themselves 
impacted by strict travel restrictions that made it impossible 
to hold in-person board meetings. These boards first had 
to ensure that quorum could be met and decisions could 
be approved virtually under the legal structures of the 
corporation, before they could even begin to react to the 
effects of the pandemic itself.6

HOW BOARDS ARE STRUCTURED CAN FOSTER 
BETTER DECISION MAKING

So how do investors ensure that boards can execute all of 
these responsibilities effectively before a crisis ever occurs? 
At RBC GAM, we evaluate several characteristics of board 
structure that we believe can foster better environments  
for better decision making. These are among the 
governance factors that our teams assess when making 
investment decisions and when engaging with companies, 
both directly and through proxy voting.

No matter how the situation evolves, 
boards should aim to ensure that the 
structure  of executive compensation 

incentivizes management towards 
long‑term success.

https://www.rbcgam.com/en/ca/article/insights-into-the-upcoming-proxy-voting-season/detail
https://www.rbcgam.com/en/ca/article/insights-into-the-upcoming-proxy-voting-season/detail
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Independence. Directors have a fiduciary duty to reflect 
the best interests of the corporation in all decisions. To 
complete this duty effectively, they must not hold interests 
that conflict with this obligation. This includes relationships 
with the company’s stakeholders, like major suppliers or 
customers, and relationships with the management team 
itself. We believe that a significant majority of the board 
should comprise independent directors and that key board 
committees should be 100% independent. This can foster 
an environment of integrity and challenge, which promotes 
better overall decision making for the firm.

Diversity. We believe that diversity of backgrounds and 
experience can help boards of directors consider more 
perspectives regarding potential problems and more options 
for potential solutions in making critical decisions. To get  
the most benefit, we encourage boards to reflect the 
characteristics of communities in which their companies 
operate. This includes gender, ethnicity, and cultural factors, 
among others. The aim is for boards to possess a range  
of relevant skillsets and perspectives that enable them  
to oversee the business in an effective manner and 
understand fully the risks and opportunities facing the 
business. A thoughtful approach to board renewal can also 
improve both independence and diversity of the board, as 
new directors can add new perspectives and skillsets while 
retaining the right mix of experienced directors overall. 

Commitment. Serving as a director requires a significant 
commitment of time and effort to fulfill all the duties outlined 
above. While it may seem feasible for directors to serve on 
many boards during regular business conditions, this may 
not be the case during high-risk environments. Situations  
like COVID-19 are when directors’ focus and attention 
are needed most. For this reason, we consider director 
attendance at board meetings and the number of boards  
on which individual directors serve in our evaluations of 
overall board effectiveness and when we cast our votes  
at annual general meetings.

Responsiveness. Finally, we examine previous decisions  
that companies have made to assess boards’ and 
management’s responsiveness to material risks and 
opportunities. As shareholders, for example, we expect 
boards to enact the requests of successful proxy voting 
proposals in a timely manner. As bondholders, we value 
boards and management teams that consider debtholders’ 
interests alongside shareholders’ when making decisions 
related to the capital structure. Ultimately, we aim to 
identify leadership teams that successfully execute 
company strategy, act with a high level of integrity and 
transparency, and act in the best interests of the company 
over the long term. 

OUR COMMITMENT TO RESPONSIBLE INVESTMENT 
IS AS IMPORTANT AS EVER

As the impacts of COVID-19 unfold, we continue to integrate 
corporate governance considerations alongside all material 
factors in our investment decisions. By assessing board 
effectiveness and encouraging investee companies to 
continue to improve their corporate governance practices,  
we strive to create portfolios that meet and exceed our 
clients’ investment goals for the long term. 

For more information, see our Approach to Responsible Investment.

This document is provided by RBC Global Asset Management (RBC GAM) for informational purposes only and may not be reproduced, distributed or published 
without the written consent of RBC GAM or its affiliated entities listed herein. This document does not constitute an offer or a solicitation to buy or to sell 
any security, product or service in any jurisdiction. This document is not available for distribution to people in jurisdictions where such distribution would be 
prohibited.

RBC GAM is the asset management division of Royal Bank of Canada (RBC) which includes RBC Global Asset Management Inc., RBC Global Asset Management 
(U.S.) Inc., RBC Global Asset Management (UK) Limited, RBC Global Asset Management (Asia) Limited, and BlueBay Asset Management LLP, which are separate, 
but affiliated subsidiaries of RBC.

In Canada, this document is provided by RBC Global Asset Management Inc. (including PH&N Institutional) which is regulated by each provincial and territorial 
securities commission with which it is registered. In the United States, this document is provided by RBC Global Asset Management (U.S.) Inc., a federally 
registered investment adviser. In Europe this document is provided by RBC Global Asset Management (UK) Limited, which is authorised and regulated by the 
UK Financial Conduct Authority. In Asia, this document is provided by RBC Global Asset Management (Asia) Limited, which is registered with the Securities and 
Futures Commission (SFC) in Hong Kong.

https://www.rbcgam.com/documents/en/articles/approach-to-responsible-investment.pdf
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4 quadrant report 
Monthly insight into U.S. commercial real estate opportunities

5

Top U.S. economic issues:
• Upbeat data raises 3Q outlook, but service sector appears vulnerable relative 

to manufacturing
• Fiscal policy initiatives have stalled which could be costly given weakness in 

service sectors
• Fed adopts “average inflation targeting”—likely pro-growth longer term but 

limited impact near term
• Still at odds, equities reached new high and bonds approached prior low, but 

yield curve volatility may be picking up
• A contentious election, China tensions, Brexit, and social unrest are risk 

events needing close attention    

Implications for U.S. commercial property:
• REITs are range bound and CMBS junior tranche spreads still wide – awaiting 

the next catalyst
• Real estate quadrants remain divergent with broader markets—modest 

convergence may lie ahead
• Private equity: cyclical decline in values continues; aggregate downside 

estimated at 5%+ near term
• Yield curve may steepen near term but likely becomes flatter through policy 

or weaker economic data  
• Strategy positioning: “Value” as a core theme, focus on dislocated segments 

in search of value add/ opportunistic returns

THE 4 QUADRANTS: 

1 Using Base Case economic forecast and total return estimates over a two to three-year time horizon with tactical near-term considerations

In this summary: 

Page 29: Top U.S. economic issues 
and implications for U.S. commercial 
property 
Page 30–32: U.S. economy/U.S. 
commercial real estate overview
Page 33: Additional commentary on 
the 4 quadrants
Page 34: U.S. commercial property: 
current conditions and investment 
themes
Page 35–36: Attractiveness 
rankingdetail/risks

Partnering with insurance investors is a key strength of Principal Global Investors.  From our own insurance 
company heritage, Principal Global Investors has grown into a global investment manager with more than 
$486 billion in assets under management, and over 900 institutional clients globally (as of June 30, 2020).  
Fifty of those 900 clients are external insurance companies.  They trust Principal Global Investors to manage 
more than $13.5 billion in assets, ranging from private real estate debt and equity, to specialized debt and 
equity strategies.

We understand the challenges insurers face, and integrate the important accounting and regulatory needs 
of our insurance clients.  In today’s low yield environment, yield and diversification can potentially come 
from across the real estate spectrum – including public and private markets for debt and equity.  With over 
six decades of real estate investment experience, this report provides our perspective on U.S. commercial 
real estate opportunities today.

Private Equity

Public Equity

Private Debt

Public Debt

Rank Attractiveness ranking1 Change from prior month

1 AAA CMBS/cash equivalents No change
2 Subordinate/bridge debt No change

Select CMBS (AA/A composite) No change
Select long duration mortgages and sale leaseback bonds – high quality No change
Public (U.S.) REITs No change

3 Emerging opportunistic investments in debt & equity No change
Private equity - levered core No change
Private equity - niche development/re-development No change

Total return 
(risk-adjusted):
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U.S. ECONOMY:

Data has been resilient and better than expectations, 
indicating the U.S. economy has been gaining strength 
entering the 3rd quarter. These trends exhibit broad 
based healing, supporting the view that policy has 
substantially backstopped demand deterioration 
following COVID-19, leading to upward revisions to 
growth expectations for 3Q. However, the recovery 
remains fragile as economic activity in various 
segments remains impaired by COVID‑19, fiscal policy 
support is at risk of downshifting, and recovery ex-
US is bifurcated. Capital markets continue to offer 
mixed messages with equities at all-time highs 
while bond yields approached all-time lows even 
as inflation metrics firmed up. Given such mixed 
messages, there appears to be limited conviction the 
recovery is on solid footing--- sustained strength in 
equities accompanied by higher bond yields may be a 
necessary condition to gain confidence the recovery 
can be sustained, but the likelihood that such 
conditions can coexist still appears low. A contentious 
election season, lingering China tensions, Brexit and 
social unrest are risk events that have the potential 
to elevate market volatility.

Consensus 3Q growth expectations for the U.S. economy 
shifted higher to 20%+ as employment, retail sales, 
housing and industrial production were better than 
expectations. The Atlanta Fed pegged 3Q growth at nearly 
30%. Composite Markit PMI for August moved strongly 
into expansion territory, and CPI measures surprised to 
the upside, albeit influenced by strong recovery in sectors 
where prices had declined sharply. Index of leading 
economic indicators, driven by employment and housing 
sectors was also better than expectation at +1.4% and prior 
period was revised higher. Ex-U.S. growth trends appear 
bifurcated with EU and China posting relative strength, 
while weakness was noted in U.K. and Japan. Even within 
the EU, strength was evident in Germany while Italy and 
Spain were weak; however, the OECD momentum index 
rallied in July, suggesting positive momentum in aggregate. 

The transitory pause in monetary policy was jolted by the Fed 
announcing its new average inflation targeting framework 
which should offer additional flexibility by allowing inflation 
to overshoot its target for a while. However, it is likely to 
have minimal impact on Fed policy near term since the Fed 
has clearly expressed its intention to keep policy rates at the 
zero bound until 2022 given downside risks to the economy 
from COVID. Nevertheless, the new framework is supportive 
of a steeper yield curve if the economy gains traction. More 
explicit rate guidance or potential for adopting yield curve 
control measures may lie ahead, but such policy moves are 
likely mostly priced into the yield curve/asset prices.   

Fiscal policy is approaching a critical phase as key programs 
have expired and President Trump’s executive actions to 
provide a temporary bridge ($400 per week in supplemental 
insurance) and payroll tax rollback remain just that—
temporary and underfunded given no congressional 
action. As such, support for the unemployed may only be 
a fraction of the levels offered through the CARES act. This 
could be costly as there are early indications that better 
performance in 3Q may be offset going forward; consensus 
growth expectations for 4Q 2020 and CY 2021 have ticked 
down, not surprising given the weakness evident across 
broad segments of the economy, including airlines, lodging, 
retail/restaurants,  tourism, city/local governments, energy 
etc. Layoff announcements have been ramping up in these 
sectors, small business formation has come to a standstill 
and bankruptcy filings are at a record pace per S&P. Also, 
virus spread concerns remain, while a contentious election 
season, lingering China tensions, Brexit, and social unrest 
are risks that appear poorly priced in. 

Capital markets continue to offer conflicting perspectives. 
Equities reached all-time highs accompanied by elevated 
multiples (near highest levels on a cycle-adjusted basis) 
and thus appear aligned with extended accommodation. 
Inflation metrics firmed up and were better than 
expectations. Although both services and goods inflation 
rose, services appear more vulnerable given policy risks, 
while strength in industrial commodities (oil, iron ore, 
copper) along with recovery in China suggests relative 
strength in the industrial sector. The yield curve steepened 
a tad but has yet to offer conviction durable growth lies 
ahead, while corporate bond spreads remain tight as Fed 
policy to backstop has traction. Under these conditions, 
the set-up appears straight-forward—equities to hold 
recent gains, accompanied by a steeper curve amid a 
positive trend in inflation across services and goods, will 
offer confidence the recovery is intact. For now, given 
fiscal policy inaction, risks are skewed to the downside—
increased market volatility is better aligned with that view. 

Equities exhibited broad-based strength led by 
homebuilders, transports, consumer discretionary and 
technology segments. Defensive sectors (staples, utilities 
and REITs) underperformed while industrials’ relative 
strength appears to be gaining momentum. Relative 

Economy entered 3Q with 
momentum, but remains fragile; 

bond markets express limited 
conviction on the future  

path of recovery.
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weakness in small caps and financials may be an indication 
that policy has yet to drive small business formation while 
low rates weigh on bank profitability. Energy has been 
consistently weak, although the steep decline in drilling 
activity may find a floor if global industrial activity has 
traction.  Further, on a cautious note, inflation indexed 
bonds continue to outperform corporate bonds and 
Treasuries while the 5-year/5-year forward breakeven is 
rising sharply, an indication inflation risks are being more 
aggressively priced in. If so, increased volatility in Treasury 
markets may lie ahead and will likely elicit a policy response.

A summary of recent fundamental data: 

• Labor market’s recovery appears to be on track as the 
August non-farm employment gain was 1.37 million 
(although boosted by census hiring) and the participation 
rate as well as the average work week ticked higher. 
The unemployment rate dropped sharply to 8.4% 
as the Household Survey was much stronger at +3.8 
million, but this should converge over time with non-
farm payroll series. However, the labor market remains 
vulnerable (after factoring recent change in seasonal 
adjustment methodology) as initial unemployment 
claims appear to be stabilizing at very high levels and the 
total number reliant on some form of unemployment 
assistance, including Pandemic Assistance programs, is 
estimated at 27 million which highlights the importance 
of additional fiscal support.

• Sentiment was softer, but strength in the housing 
sector was noticeable. The National Federation of 
Independent Business’s optimism index for July slipped, 
but the home builders’ sentiment index rose sharply to 
its highest level in over 2 decades. From a consumer 
perspective, the University of Michigan Index rose a tad 
and the Bloomberg Consumer Comfort Index appears 
to be consolidating, but the Conference Board Index 
dropped sharply.

• Retail sales for July rose 1.2%, less than expectations 
but prior period was revised higher; ex-auto, sales were 
up 1.9%. Moderation in retail sales was anticipated, and 
the slowdown appears reasonable. Nine of the thirteen 
categories posted gains with electronics and appliance 
stores up 22.9% and even food/drinks sales rose 5% 
despite the weak pace of re-openings. The control 
group which factors in GDP calculations rose 1.4% which 
suggests consumption trends in 3Q may be modestly 
better than expectations. However, the recovery is still 
concentrated in goods and not services and purchases 
were driven by groceries and online sales, so further 
gains remain vulnerable to inadequate stimulus and a 
persisting virus.

• Industrial production rose 3% in July, manufacturing 
gained 3.4% driven again by a robust auto sector 
(+28%) and aircraft manufacturing (+7.5%) but could 
be vulnerable given recent trends in auto sales and 
on-going lockdown in global air travel. Durable goods 
orders rose 11.2% as orders for autos/parts jumped 
21.9% (2.4% ex-transports). Capital goods orders and 
shipments (non-defense, ex-air) were up 1.9% and 2.4%, 
respectively. Activity has been upbeat with core orders 
for durable goods at near pre-COVID levels and is only 
5% lower than pre-COVID primarily as a result of a drop 
in aircraft orders. Inventory slipped which suggests 
activity has more room to run; goods production sector 
of the economy appears better positioned than services.

• Housing: Structural trends (policy, household formation, 
etc.) that have been supported by low mortgage rates 
are constructive, but declining affordability and high 
levels of unemployment are potential headwinds. 
Nevertheless, recent activity levels have been strong as 
starts jumped 22.6% (only 8% single family) and permits 
rose 18.8% (+17% single family). Existing home sales 
rose 24.7%, new home sales rose 13.9% and pending 
sales were up 5.9%; however, low inventory levels and 
rising lumber/commodity costs are likely to push prices 
higher and, in turn, drive affordability lower.

U.S. COMMERCIAL REAL ESTATE:

Public quadrants diverged modestly as REITs were 
mostly rangebound despite a strong rally in CMBS, 
historically low cost of REIT debt capital and strength 
in employment data. The cyclical drawdown in 
private equity remains in place, relative value 
across fixed income segments is attractive but 
vulnerable to (policy supported) corporate bond 
pricing, especially on a cycle-adjusted basis. The 
“holding pattern” in REITs and persistently wide 
spreads in junior CMBS tranches suggest the wait 
for the next catalyst maybe underway. Under most 
outcomes, at least a modest pullback in valuations 
near term across the quadrants appears reasonable 
before values can begin to increase over the 
intermediate term. The next material change in long 
term Treasury yields in response to inflation/growth 
is likely to be instructive, although a volatile path is 
expected near-term.  

Real estate quadrants are likely in a holding pattern 
awaiting the next catalyst: REITs tend to lead price 
discovery within the real estate quadrants and have been 
range bound for several months following the initial surge 
during the March to May time frame. This has been partly 
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due to limited direct policy support for the real estate 
sector as well as the impact of lockdowns which had a 
disproportionate impact on retail, restaurant and lodging 
sectors. However, emerging weakness in office and select 
multifamily sectors suggests a cyclical recovery is not 
yet evident, despite strength in jobs growth and policy 
support for the economy. Equity risk premia remains at/
near widest levels with implied cap rate spreads over 10-
year UST estimated at 400 to 450 bps for core sectors and 
junior CMBS tranches are still priced for aggregate value 
declines of around 20%. In contrast, broader equities are 
at all-time highs, priced at 25x forward earnings (based 
on earnings estimated at $140), and investment grade 
corporate bond yields set new all-time lows at spreads 100 
to 150 bps tighter on a cycle-adjusted basis. As such, real 
estate is still pricing for weaker economic fundamentals to 
unfold in contrast to broader public markets.  A reasonable 
expectation would be for such divergence to come under 
pressure and begin to converge. 

However, the constructive outlook faces policy 
headwinds near term: Unless there is another round of 
fiscal support which remains highly contentious at present, 
the outlook over the next 12+ months is likely to darken. 
Among headwinds are [1] expiration of the Paycheck 
Protection Plan and Supplemental Unemployment 
Insurance provisions under the CARES act;  [2] ongoing 
trade and other disputes with China (and others); and [3] 
Fed’s policy to “fall behind” inflation that is viewed as an 
extended period of accommodation, but without additional 
QE/yield curve control, financial conditions could well 
tighten through a steeper yield curve. 

Also, hard economic data has become more mixed 
recently with still elevated initial unemployment claims, 
slippage in consumer confidence, weakness in small 
business formations and rising bankruptcies. A satisfactory 
resolution of all these issues is probably necessary to not 
derail the progress to date. Even if such is the case, under 
most reasonable outcomes the federal deficit, already 
trending over $2T for the last 12 months, is likely to worsen 
($3.3 trillion for CY 2020 per Congressional Budget Office). 
If so, the Fed’s $1T in annual Treasury purchases appears 
inadequate. On the other hand, a generous policy framework 
(for example, a repeat of the CARES act) raises inflationary 

A modest pullback in valuations 
across the quadrants appears 

reasonable before values can begin 
to climb; the shape of the yield curve 

is likely to be instructive.

risks—a negative feedback loop of concern from at least a  
policy perspective.

Scenarios of Interest:  A steeper yield curve will support 
a constructive outcome while further flattening will suggest 
otherwise—i.e. the shape of the yield curve is likely to 
be instructive. Under a constructive outcome, upside 
potential for the 10-year Treasury yield could be in the 
1.5%+ range over 12+ months, representing levels at which 
it broke down as the COVID-19 recession unfolded. Under 
our Base Case scenario which expects a 3+ year recovery 
phase, growth in net operating income/FFO is unlikely to 
offset such a move in yields. On the other hand, a bear 
flattening of the yield curve would suggest weaker growth/
inflation and further put pressure on equity risk premia. 
So, valuations are likely to be under pressure regardless of 
the outcome—i.e. path to higher prices longer term is likely 
to follow lower prices over the near to intermediate term.

Strategy considerations:  The coming months 
should offer some clarity regarding the economy as 
the divergence between real estate and the broader 
markets is resolved. The bias to extend duration remains 
in place since tightening of financial conditions through 
a steeper yield curve demanding a policy response, 
or a weaker economy resulting in a flatter curve, is  
an opportunistic set-up. Given the dislocation in various  
sectors of the economy, such as lodging, airlines, and 
retail, is likely to persist, tighter lending standards and 
a slow recovery in household and corporate earnings 
may be a central tendency over the intermediate 
term. Under these conditions, a significant portion 
of households and corporations are likely to be  
“price sensitive”. 

If so, from an equity perspective, focus on “value” may 
be an attractive theme. Value retailers (those operating 
at low breakeven points/lower cost to consumers), non-
major markets offering lower rental cost, power centers 
anchored by value merchants and expanded housing 
opportunities are interesting from this perspective. Recent 
trends in the REIT segment also suggest an ongoing bias 
towards niche strategies may be in order. Data centers and 
self-storage have been among the top performers, and 
some shifts in grocers buying former gas station locations 
to focus on smaller footprints suggest closer scrutiny 
of convenience retail. In contrast, sub-sectors of core 
property segments that have come under pressure, such 
as malls, lodging, luxury multifamily, and major/population 
dense markets, may be attractive targets for longer-term  
core strategies as well as higher yielding intermediate term 
strategies as traditional sources of capital become scarcer.   
The attractiveness ranking is likely to evolve along these 
lines going forward.
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ADDITIONAL COMMENTARY ON THE 4 QUADRANTS

PRINCIPAL
4 quadrant report (cont.)

Private debt

Public debt  
(CMBS)

Public equity  
(U.S. REITs)

Private equity The corrective phase remains in place and, given REIT share prices are at 10%+ 
discount to NAV, downside risks may be 5%+ from current levels near term. CPPI 
declined 0.2% for July, driven by weakness in retail, which was expected, and office, 
which is more noteworthy as it may be an indication of weakness beyond retail and 
hospitality segments. Transaction volumes were sharply lower, down 70% overall. 
Industrial transaction volumes were down 53%, which could be a pre-cursor of 
widening bid/ask in this top performing segment. Major markets underperformed, 
suggesting a shift may be underway with potential negative catalysts over the 
intermediate term including COVID-related closures of business/entertainment 
businesses, civil unrest leading to safety concerns and poor city finances.   

The credit curve flattened further in response to stronger economic data and 
tightening in corporate bonds down in credit (BBB+ and lower) that appears primarily 
yield driven as higher credit quality spreads for CMBS, and corporates expressed a 
neutral to wider bias. Credit spreads in junior tranches remain wide with BBB bonds 
trading at spreads of 500 to 550 bps, in line with B+ rated corporate bond spreads 
but appearing reasonable given the Base Case projected deterioration in collateral 
values. Excess spreads over comparable corporate bonds remains attractive across 
the curve. However, spreads are sensitive to upbeat pricing in corporate bonds 
(policy influenced) that are trading 100 to 150 bps tighter on a historical, cycle-
adjusted (early phases of a recovery) basis.

REIT shares have continued to mostly move sideways as distribution of earnings 
tighten in the 15%+ decline range for CY 2020 and the balance of price adjustment 
is attributable to a modest decline in multiples. Borrowing costs are at historic lows 
offering the potential to lower interest rates by 100 bps for legacy debt. At current 
levels (MSCI at 1,070), the index is trading at sub-5% cap rates on a trailing basis for 
core property sectors and 10%+ discount to NAV. The sector appears priced for 
modest upturn in yields (10-year yields capped under 2%) over the next 3+ years 
during which time earnings in aggregate could recover to pre-COVID levels.

Spreads expressed a tighter bias; relative value was stable and nominal yields 
stable amid an ongoing price discovery process. Excess spreads over comparable 
corporate bonds ranged from 100+ bps (AA rated credits) to 130+ bps (BBB) range, 
for 10-year tenor and ~125 bps for 5-year, A-rated credit quality. Excess spreads 
are attractive but remain sensitive to policy influenced tight spreads in corporate 
bonds as investment grade bond yields made new all-time lows. CMBS/mortgage 
differentials remain supportive of high-quality transactions. 
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Given our views on the factors influencing the commercial property markets, the following is a summary of 
the current conditions and investment themes for the four U.S. commercial real estate quadrants.

PRINCIPAL
4 quadrant report (cont.)

Private debt

Public debt  
(CMBS)

Public equity  
(U.S. REITs)

Private equity

• Shares remain mostly range bound 
and appear to be awaiting the next 
catalyst

• Lackluster response despite stronger 
economic news and declining cost of  
debt capital

• Better supported if broader equities 
hold, but vulnerable otherwise

• “Central tendency” of return profile is 
constructive, but weakness in office 
suggests downside risks

• New low in share prices is likely to offer 
an attractive, tradeable entry point

• CPPI declined, driven by retail 
and office sectors; major markets 
underperformed

• Transaction volumes dropped nearly  
70% in July

• Near-term downside risks to asset 
values estimated at 5% to 7%

• Value/price sensitive households/
corporations is an emerging theme  
longer term

• Sectors with secular drivers are better 
positioned longer term—data centers, 
logistics, and workforce housing

• Suburban office has tactical appeal 
given the prospects for a “distributed 
work force”

• Nominal yields were stable as spreads 
offset Treasury yields 

• Post-COVID pricing filtering though the 
underwriting process, but more to go

• Spreads remain attractive across 
the credit curve with liquidity spread 
premium likely priced in

 

• Subordinate debt: limited transactions 
near term, but opportunity set is likely  
to expand

• Senior mortgages are very appealing 
for ALM investors

• High quality, long duration investments 
attractive near term as Treasury market 
volatility may drive demand for quality  
and duration

• Delinquencies still have an up-bias; 
on watch for stress in the office sector

• Spreads tightened but increasingly 
more sensitive to very tight spreads in  
corporate bonds

• BBBs are trading like B+ rated 
corporates given subordination levels 
relative to downside risks for collateral

• A/AA tranches are of interest, offering 
attractive YTM/TR potential with ability 
to absorb collateral deterioration

• Reasonably attractive on a risk-
adjusted total return basis

• Wider spreads represent an opportunity 
to upgrade credit quality at attractive 
prices

• Select BBB bonds have the potential 
to be accretive, especially under more 
constructive outcomes

Current conditions Investment themes
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REAL ESTATE ATTRACTIVENESS RANKING/RISKS

Segment Opportunity* Comments

New issuance  
AAA CMBS 
(cash equivalent)

CMBS 2.0 AAA bonds at T+95 to 100 bps (10-
year term). Potential for near term volatility may 
be an opportunity to accumulate. Total return 
(TR) potential of 2% to 3%.

Highly collateralized investments and modest carry 
awaiting further clarity before being invested in more 
attractive risk/reward positions.

Subordinate debt 
(tie with REITs)

Early stages of price discovery. TR potential 
likely to move up to 7% to 10% as credit curve 
steepens. Expecting an expanded opportunity 
set as capital gaps develop, but limited 
transaction activity near term.

Weakness near term as drawdown in collateral values 
gets priced in but prepared to add positions at attractive 
spreads, well supported by collateral valuation using 
post-COVID underwriting. Core equity risk with core-plus 
equity return potential.

Select CMBS (A/AA) 
composite  
(tie with REITs)

4% to 7%+ TR potential. Given potential for 
collateral volatility, accumulate if spreads widen 
further with a up in quality bias. Select BBB rated 
bonds could add to risk-adjusted return potential.

Target accumulation of current A/AA rated tranches with 
potential to absorb weakness in collateral values under 
modest downside scenarios with some cushion. Core 
equity risk with core to core plus equity return potential.

U.S. REITs TR potential suggests a wide range of potential 
outcomes at 4% to 10%+ over a 3-year time 
frame but a constructive “central tendency” in 
the mid to high single digits at current price level 
with the MSCI at around 1,070.

Remain in a broad trading range and sensitive to a 
steeper yield curve. Core plus equity risk with core to 
opportunistic equity return potential.

Longer duration 
mortgages & sale- 
leaseback bonds 
(tie with REITs)

High quality mortgages and sale-leaseback 
bonds secured by credit leases offer 100+ bps 
excess spread potential over comparable bonds. 
Attractive for ALM investors and as a short-term 
trade as the steeper yield curve may be an 
attractive tactical buying opportunity.

Buy into duration as steeper yield curve likely to demand 
a policy response. TR potential of 4% to 6%. Sub-core 
equity risk, core equity return potential and more volatile 
spreads near term.

Emerging 
opportunistic 
Investments  
in debt & equity  
(tie with levered core)

Expecting an incomplete capital stack at the end 
of this cycle given lack of policy support for high 
yield segments and efficacy concerns, especially 
if social distancing is extended and inflationary 
pressures become evident.

Debt and equity opportunities are likely to emerge 
in retail and lodging sectors. Office is under watch. 
Seek core to value-add equity risk with value-add to 
opportunistic equity return potential.

Private equity  
(levered core)

Downtrend over the next few quarters, targeting 
negative total returns. Near term downside is 
5% to 7%.

In a cyclical bear market. Assets with long leases and 
high-quality credit may outperform near term.  

Private equity— 
niche development/ 
re-development  
(tie with levered core)

High risk of delivering product  
in a weak environment.

Construction as well as marketing risks are elevated. 
Value add to opportunistic risk with core to sub-core 
return potential.

* The examples shown above are presented for discussion/demonstration purposes only and are not a projection of results for any investor. The actual 
results may differ materially from that depicted above based on numerous factors, including market changes. Attractiveness rankings use Base Case 
economic forecast and total return estimates over a two to three- year time horizon with some near-term tactical considerations.

Contact us for more information on upcoming Principal events and resources for insurers.

mailto:wilson.amanda%40principal.com?subject=
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Risks 
1.   Series of “stop and go” lockdowns increasing the possibility of a “double-dip” recession
2.   Lack of meaningful fiscal support lays stress on consumers and households with negative consequences on demand
3.   Job losses in service sector become permanent, leading to broader weakness in office/FIRE sectors
4.   A contentious election amid civil unrest leads to elevated capital market uncertainty 
5.   Fed inflation averaging policy leads to sharp steepening of the yield curve that weighs on risk assets
6.   Simmering geo-political tensions (China, HK, NOK, Iran) could add stress to an already weakened economic framework
7.   Disinflation or deflation near term, but potential for rising inflation (de-globalization, currency driven) longer term
8.   Reflation of housing/housing costs, may be indirectly limiting aggregate consumption, investment and growth
9.   Accelerating deficits weighs on long-term yields, limiting policy flexibility and efficacy
10. In an upside scenario, a promising, widely available therapy for COVID-19 could be a catalyst

Investing involves risk including possible loss of principal.  Past performance is no guarantee of future results.  Potential investors should be aware of the many 
risks inherent to owning and investing in real estate, including: adverse general and local economic conditions that can depress the value of the real estate, 
capital market pricing volatility, declining rental and occupancy rates, value fluctuations, lack of liquidity or illiquidity, leverage, development and lease-up risk, 
tenant credit issues, circumstances that can interfere with cash flows from particular commercial properties such as extended vacancies, increases in property 
taxes and operating expenses and casualty or condemnation losses to the real estate, and changes in zoning laws and other governmental rules, physical and 
environmental conditions, local, state or national regulatory requirements, and increasing property expenses, all of which can lead to a decline in the value of 
the real estate, a decline in the income produced by the real estate, and declines in the value or total loss in value of securities derived from investments in real 
estate.  Direct investments in real estate are highly illiquid and subject to industry or economic cycles resulting in downturns in demand. Accordingly, there can 
be no assurance that investments in real estate will be able to be sold in a timely manner and/or on favorable terms.

Important Information

This material covers general information only and does not take account of any investor’s investment objectives or financial situation and should not be 
construed as specific investment advice, a recommendation, or be relied on in any way as a guarantee, promise, forecast or prediction of future events regarding 
an investment or the markets in general. The opinions and predictions expressed are subject to change without prior notice. The information presented has 
been derived from sources believed to be accurate; however, we do not independently verify or guarantee its accuracy or validity. Any reference to a specific 
investment or security does not constitute a recommendation to buy, sell, or hold such investment or security, nor an indication that the investment manager 
or its affiliates has recommended a specific security for any client account. Subject to any contrary provisions of applicable law, the investment manager and its 
affiliates, and their officers, directors, employees, agents, disclaim any express or implied warranty of reliability or accuracy and any responsibility arising in any 
way (including by reason of negligence) for errors or omissions in the information or data provided.  

This material may contain ‘forward-looking’ information that is not purely historical in nature and may include, among other things, projections and forecasts. 
There is no guarantee that any forecasts made will come to pass. Reliance upon information in this material is at the sole discretion of the reader.

The forecasted return ranges are not intended to predict future events or guarantee the return of any fund or strategy managed by Principal Real Estate 
Investors. These ranges do not reflect any deductions for investment management fees or expenses that would reduce the actual returns realized by investors 
and there is no guarantee that the forecasted return ranges will be realized or achieved or that any investment strategy will be successful. The forecasted 
returns are shown for Illustrative, informational purposes only and subject to change without notice.  The information concerning the real estate market outlook 
is based on current market conditions, which will fluctuate and may be superseded by subsequent market events or for other reasons.

The information provided here is neither tax nor legal advice. Investors should speak to their tax professional for specific information regarding their tax 
situation.This material is not intended for distribution to or use by any person or entity in any jurisdiction or country where such distribution or use would be 
contrary to local law or regulation.

5PRINCIPAL
4 quadrant report (cont.)

Indraneel Karlekar, Ph.D. 
Senior Managing Director, Global Research & Strategy

Indy is a senior managing director, and global head of research & strategy at Principal Real Estate Investors, the dedicated real estate unit of Principal Global 
Investors. He is an important team member when discussing allocation of capital allocation of capital via the creation of real estate portfolio strategies across 
the four quadrants of commercial real estate. He also disseminates our economic and real estate views to external clients and is a member of Principal 
Global Investors Economic Committee. Indy joined the industry in 1999 and Principal Real Estate Investors in 2013. Prior to his current role he has served as 
an executive vice president and chief investment strategist at Cole Real Estate Investments and head of global research and strategy at ING Clarion. At ING 
Clarion, he worked on creating global top-down asset allocation strategies by analyzing macroeconomic and real estate variables and was also responsible for 
investment research, white papers, and new product development. Prior to ING, Indy was a member of the global research team at AIG Global Real Estate. Indy 
started his career as an Economic Analyst at The Economist Intelligence Unit. He received a Ph.D. in economics from University of Cambridge and is a member 
of PREA, NCREIF and AFIRE.
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The Global Credit Outlook:  
Finding Opportunities in Public and Private  
Credit Amid an Uncertain Recovery

While valuations have risen from their March lows, dislocation has 
created compelling opportunities in both the public and private 
credit markets.

6

The COVID-19 pandemic has rattled global financial 
markets and disrupted traditional sources of credit market 
liquidity. And while credit valuations have risen from their 
lows in the initial weeks of the global health crisis, there are 
still opportunities to be found in the current market and 
those that will likely present themselves over the coming 
quarters. In the following Q&A, Mark Kiesel, CIO global 
credit, and Jamie Weinstein, head of corporate special 
situations, examine the global credit outlook. 

Q: A lot has changed in just a few months, but it appears 
we’re on the road to recovery. Let’s start with a high-level 
overview. How would you assess the current state of the 
credit markets? 

KIESEL: These are unprecedented times to be sure. We’re 
in the midst of one of the sharpest economic contractions 
since World War II. Second quarter GDP could be down 
35% to 40% in the U.S., although the unemployment rate 
recently ticked down to near 13%.

That's the bad news.

The good news is that we've seen an unprecedented policy 
response. The Federal Reserve has expanded its balance 
sheet significantly with lending and liquidity measures of 
around $2 trillion, including bond purchasing facilities. And 
since the pandemic began, Congress has passed spending 
bills totaling nearly $3 trillion dollars – more than twice the 
amount passed after the 2008 financial crisis.

Growth in the number of COVID-19 cases is also slowing 
and we’re starting to see local economies reopen. We 
expect to see a U-shaped recovery, rather than a V-shaped 
one, with both businesses and consumers continuing to 
exercise caution. That said, we must also acknowledge that 
there’s always the risk of a second wave of cases.

Q: What about credit valuations? How much have they 
recovered from historically low levels hit in March?

KIESEL: Back in late March, credit spreads were very wide 
and the credit market was very attractive. We thought that 
spreads were way too wide given underlying default risks. 
Credit valuations are still appealing, though not as enticing 
as they were at that rare moment in time.

We've mainly been focused on what we call the “haves” 
versus the “have nots.” The haves are the companies 
generating free cash flow, even in a crisis. We’re finding 
opportunities in areas like technology, defense, healthcare, 
pharmaceuticals, cable, telecom, cell towers, and utilities. 
Conversely, we’re a little more cautious about sectors that 
really faced headwinds going into the pandemic, such as 
energy, autos, retailers, and chemical companies.

Q: Could you address opportunities you’re seeing in some 
of the lower-tier corners of the credit markets?

WEINSTEIN: A lot of the lower-quality credit sectors have 
exhibited detrimental issuance patterns, which took root in 
the years following the global financial crisis.

Within the investment grade universe, we had seen a 
significant increase in the issuance of triple-B bonds. In 
the non-investment-grade space, we saw a lot of growth 
in the leveraged loan universe. In fact, pre-pandemic, 
collateralized loan obligations represented slightly more 
than half of the incremental demand for most leveraged 
loan new issues over the past few years. The private credit 
markets have also grown from roughly $80 billion at the 
time of the global financial crisis to around $1 trillion today.

And that’s where the dislocation comes into play: Companies 
that have been able to access the capital markets came into 
this environment with significant balance sheet flexibility. 
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But those that had already taken on significant leverage 
before the pandemic now have limited flexibility and are 
severely constrained, and we've seen little to no new 
issuance of leveraged loans and high yield bonds of late.

That could lead to opportunities for deploying new capital 
with companies either in negotiated transactions that are 
anchored and then placed through the public markets – or 
in private markets where there's relatively less competition 
than there has been before. With patience, we think we’ll 
see capital deployed into companies that haven’t been 
able to access traditional sources of liquidity. That could 
be an attractive source of returns down the road, although 
the pivot to these types of private deals won’t likely happen 
until later in the year or in early 2021. For the time being, 
we’re defensive on high yield in general.

Q: Do you anticipate a wave of high yield defaults as a 
result of the health crisis?

KIESEL: As Jamie mentioned, there’s certainly going to be a 
lot of dislocation. I think our best sense is high single-digit, 
potentially even low double-digit default rates within high 
yield. Ultimately, it could boil down to the labor markets. If 
we can get people back to work relatively soon, those high 
yield default rates may stay in the single digits. But there’s 
always the risk that they could go higher if a vaccine takes 
longer to come online and social distancing policies have to 
stay in place longer.

Q: As you look at the current market, how do things differ 
from the global financial crisis more than a decade ago?

KIESEL: When I look back to the global financial crisis, 
what’s striking is just how much the decline in housing 
prices infiltrated the banking system and caused massive 
tightening of lending standards.

To put this in perspective, we’ve seen around $1 trillion in 
new issuance within U.S. investment grade credit over the 
past five months. In the second half of 2008, there was less 
than $100 billion of new issues priced over six months.

The other significant difference is that the Fed in the last 
two months ballooned its balance sheet with more than 
$2 trillion in asset purchases, while Congress has passed 
nearly $3 trillion in fiscal stimulus bills. The magnitude and 
swiftness of the policy response today vastly overshadow 
the response in 2008. I think that's why we’re seeing 
markets rebound more quickly.

But here I think we have to make a distinction between the 
primary and secondary markets. The primary market has 
improved significantly, and that has largely been a function 
of the Federal Reserve and quantitative easing.

At the same time, we’ve seen a lack of secondary market 
liquidity. As recently as two months ago, market liquidity 
was the worst I’d seen in 12 years. It has improved, but 
bid-offer spreads are still wide. No one trading investment 
grade corporate bonds would call it a normal market like 
we had back in the fall or summer of last year.

Q: Given all the market uncertainty, do you have any 
preferences in terms of credit quality and geography?

KIESEL: Big picture, we generally favor developed markets 
over emerging markets and investment grade exposure 
versus high yield and bank loans. The U.S. market looks 
particularly attractive. Over the past six or seven weeks 
we have seen consistent inflows and the money has been 
coming in from all over the world – mainly to investment 
grade U.S. credits.

We are being selective in terms of favoring utilities, defense, 
telecom, cable, cell towers, healthcare, pharmaceuticals, 
and technology companies. We want to buy companies 
where the underlying credit fundamentals are stable to 
improving and firms can handle a second wave of cases. 
We’re a little more defensive on cyclicals and energy.

Q: Where do you feel the best opportunities are right now?

WEINSTEIN:  We see some of the best relative value 
today in structured products, including both commercial 
mortgage-backed securities and high quality asset-backed 
securities. We also see private capital solutions activity 
really starting to pick up steam. Given the repricing that 
needs to happen in that space, it will be a while before 
some of those transactions actually close at levels that 
we find attractive in the new market reality we are in, but 
we can tell you that the amount of deal flow within private 
credit markets is really increasing.

Q: What will be the key to economic recovery going forward?

KIESEL: At the top of the list is the level of global monetary 
and fiscal response. I like to consider both central bank 
expansion and fiscal stimulus as a percentage of GDP. 
If you look at those metrics, the U.S. response has been 
significant relative to other developed markets and much 
stronger than emerging markets.

We’ll also be monitoring the rate of growth in COVID-19 
cases. We need to see that social distancing policies are 
working. Longer term, of course, we need to see a credible 
vaccine.

So, it really boils down to how engaged policymakers will be 
and whether fiscal and monetary support can continue to 
mitigate shutdown risk.
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WEINSTEIN:  I think we’ll also get signs from earnings 
revisions and forward earnings estimates. Those provide 
a good measure of investor and Street expectations. Most 
companies have pulled back completely from providing 
guidance for the time being. The extent to which companies 

begin offering guidance again, and the messaging they 
deliver about forward outlooks, could be an important 
economic indicator.

Article originally published June 10, 2020.

Mark Kiesel
CIO Global Credit

Jamie Weinstein 
Portfolio Manager, Head of Corporate Special Situations
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P/C Book Yields, Surplus May Slip Further  
Due to Pandemic Fallout

2020 Events May Beg Questions of Insurers’ Risk Tolerance; 
Scenario Planning May Help Identify Potential Outcomes

7

Property-casualty insurers may face challenges in 
generating investment income for several years due 
to a possible extended period of depressed interest 
rates. In addition, a potentially above-average number of 
downgrades to bonds currently rated BBB during the next 
two years may further pressure these insurers’ statutory 
surplus levels.

The market decline in March spurred by the COVID-19 
pandemic initially suggested more dire outcomes for 
insurers. The market rebounded in part because of 
significant steps taken by the U.S. Federal Reserve (the Fed), 
including its promise to buy bonds in unlimited numbers 
and backstop direct loans to companies. However, the 
pandemic has helped lead to lower investment rates 
overall and this environment is expected to continue. 

While the events of 2020 may seem unprecedented, 
Conning believes several aspects are similar to the financial 

crisis of 2008-9. In our view, stress testing portfolios using 
conditions from historical market downturns can be an 
extremely helpful tool to prepare for unanticipated events 
such as the pandemic. Given this year’s experience, we 
expect insurers will have greater interest in scenario testing.

DOUBLE NEGATIVE: DECLINING EQUITIES AND 
CORPORATE BONDS

The property-casualty sector began 2020 in excellent 
financial health. Surplus was up 14% from and premium-
to-surplus levels were at 0.7:1. Then the pandemic and 
resulting financial crisis strained insurer balance sheets, 
reducing insurer investment portfolios and consequently 
economic surplus levels.

Insurer portfolios experienced a double negative: equity 
markets declined along with corporate bond values. While 

Illustrative P&C Industry Investment Portfolio Performance in 2020

Holdings Barclay’s Index Weight Through 3/25
Price Returns
Through 5/31

Cash N/A 1% 0.0% 0.0%

Treasuries Treasury 5-7 8% 5.6% 6.6%

Munis Muni Bond Index 16% -4.4% 0.2%

A-AAA Corporates A Corporate 24% -5.4% 3.1%

BBB Corporates Baa Corporate 15% -11.2% 0.6%

High Yield U.S. Corporate High Yield 4% -19.9% -6.5%

Equities Equities 8% -23.4% -5.8%

Structured Securitized 24% 1.7% 2.6%

100% -5.5% 1.3%

Prepared by Conning, Inc. Source: Bloomberg Index Services Limited. Used with permission. Bloomberg is a trademark of Bloomberg Finance 
L.P. and its affiliates (collectively “Bloomberg”). Barclays is a trademark of Barclays Bank Plc (collectively with its affiliates, “Barclays”), used under 
license. Neither Bloomberg nor Barclays approves this material, guarantees the accuracy of any information herein, or makes any warranty as to 
the results to be obtained therefrom, and neither shall have any liability for injury or damages arising in connection therewith.

Figure 1
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the bulk of the sector’s invested assets are in high-quality 
bonds, nearly 20% are in BBB and high-yield bonds.

Two weeks into the shutdown in mid-March, Conning 
estimated a 5% decline in value to property-casualty 
insurers’ investment portfolios, with the largest contributors 
being BBB bonds, high yield, and equities. We estimated 
economic surplus to be down as much as 9% compared to 
year-end 2019. 

By the end of March financial markets had somewhat 
recovered, but the damage was clear. Some examples:

• Chubb suffered a $2 billion decline in the value of its 
bond holdings at the end of the first quarter, primarily 
from widening credit spreads in the investment-grade 
and high-yield bond portfolio.

• State Farm reported a $10 billion decline in surplus at 
the end of the first quarter on a $13 billion decline in 
value of the investment portfolio, driven by losses in its 
equity holdings.

• Markel reported a 16% decline in surplus at the end of 
the first quarter, driven by a 27% decline in the value of 
the insurer’s common stock holdings.

Projected 10-Year Treasury Yield In basis points

Figure 2

Prepared by Conning, Inc. Source: Bloomberg Index Services Ltd. Used with permission. Bloomberg is a trademark of Bloomberg Finance L.P. and its 
affiliates (collectively “Bloomberg”). Barclays is a trademark of Barclays Bank Plc (collectively with its affiliates, “Barclays”), used under license.

Figure 1 shows the price changes for eight important asset 
classes for insurer portfolios, as well as their weighting in 
an illustrative industry average investment portfolio.

While Treasuries have fared relatively well, downgrade risk 
remains elevated for investment-grade corporate bonds as 
highlighted in the price performance differences between 
bonds in the A-AAA range versus BBBs. Spreads remain 
wide of historical averages for high-yield corporate bonds 
as valuations are driven by expected defaults and potential 
recoveries. Valuations of tax-exempt municipal securities 
rebounded since their dislocation in March. The partial 
rebound in equities reflects belief that monetary and fiscal 
stimuli will have a positive effect as well as a reduction in 
concern about a worst-case outcome to the COVID-19 
crisis. However, uncertainty regarding company earnings is 
contributing to volatility.

YIELDS: LOWER FOR LONGER (AGAIN)

Yields, especially for Treasuries, are likely to be low for 
some time. The Fed is indicating it will focus on yield-curve 
control, which will feature buying and selling Treasuries to 
keep the front end of the yield curve in its target range.
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Based on historical patterns, Conning’s GEMS® Economic 
Scenario Generator projects that it may be 18 months or 
longer for yields to return to their year-end 2019 levels. 
Figure 2 represents GEMS®-modeled output for the  
10-year Treasury, illustrating a range of possible paths and 
associated probabilities.

With the 10-year Treasury having slid to a sub-1% yield, 
insurers will be challenged to rely on investment income 
increases to support profitability. Our projections suggest 
an extended period of depressed reinvestment rates, 
further driving down property-casualty book yields.

With respect to BBB corporate debt (15% of the illustrative 
insurer portfolio), 10-year yields are close to where they 
were at year-end 2019: 2.7% at 5/31/2020 versus 3.1% at 
12/31/2019. Given the drop in Treasury yields, however, 
that reflects about a 100-basis-point increase in spread, 
an indication of credit concerns going forward. And the 
GEMS® model projects that downgrades for these bonds 
could be as much as 20% higher than the long-term 
average for the next two years.

This will put further pressure on statutory surplus if 
downgrades force companies to start carrying these bonds 
at the lower of book or market value.
 
For the most part, property-casualty insurers’ capital 
positions held up well under this pandemic stress event. 
This resilience reflects both important risk management 
lessons learned from the financial crisis as well as the 
strong capital position of the industry pre-pandemic. Thus 
far, the capital markets have been receptive to capital-
raising by insurers, as it has for most industries. Insurers 

have been able to raise both debt and equity capital to 
enhance liquidity, refinance debt at attractive terms, and 
replenish surplus where needed. Capital-raising also has 
not been purely defensive. Several insurers and reinsurers 
have issued equity capital to take advantage of hardening 
market conditions in many re/insurance sectors.

SCENARIO PLANNING:  
USING HISTORY TO PREPARE

Insurers continue to face tremendous volatility from the 
liability side of the balance sheet as well in investment 
portfolios. Scenario modeling may be an effective tool to 
help manage volatility.

Conning believes that the “unprecedented” events of 2020 
may have some precedent after all. Many of the conditions 
of the current financial crisis are also hallmarks of the 
2008 financial crisis (drop in Treasury yields, widening in 
corporate spreads, drop in equity prices, decline in GDP).

There are other potential links with the past. If the stimulus 
packages are not able to bring the economy back, equity 
returns and real GDP would likely fall, but the massive 
Treasury borrowing could easily lead to a spike in both 
Treasury yields and inflation. In that case, it would make 
our near future look a lot like the stagflation of 1973-1974.

The similarities between today’s economic climate and the 
events of the past are of more than mere academic interest; 
this information can also be applied to practical purposes. 
We can use historical data as a real-world case study in 
how the markets have behaved under similar conditions; 
the use of historical scenarios for stress testing can give us 
a window into how an investment portfolio might perform 
during a time of crisis and recovery.

Such information is critical to a robust and effective risk 
management program, providing a glimpse into the impact 
a crisis may have on solvency and financial stability.

Alan Dobbins
Director, Insurance Research

Daniel Finn, FCAS, ASA
Managing Director, Risk Solutions

About Conning
Conning (www.conning.com) is a leading investment management firm with a long history of serving the insurance industry. Conning supports 
institutional investors, including pension plans, with investment solutions and asset management offerings, risk modeling software, and industry research.  
Founded in 1912, Conning has investment centers in Asia, Europe and North America.
 

Insurers continue to face tremendous 
volatility but scenario modeling may 

be able to help them manage it.
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