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STEWART: Welcome to another 
edition of the Insurance AUM Journal 
Podcast. My name is Stewart Foley 
and I'll be your host, standing with you 
at the corner of insurance and asset 
management with a very unique guest 
today, Dr. Char Hu. Welcome, Dr. Hu.

CHAR: Thanks for having me.

STEWART: We're glad you're on. A lot 
of times, on my guests, I already know 
them, right, and that helps. Then I'll 
often know, we'll actually have some 
commonality about investment and 
whatever, and that helps. You and I 
don't know each other. I got this email 
from your publicist and the headline 
read "The Helper Bees grow 200% in 
2020, helps 12,500 families with home 
care," and I'm like, "That's insuretech. 
That sounds cool. Can I do a podcast 
with him?" and you were kind enough 
to say yes. Can you tell me what's a 
helper bee and what do you guys do?

CHAR: Sure. Yeah, it's interesting 
because we are an insuretech 
company. We deal with some of the 
world's largest insurance carriers. 
Our brand doesn't scream that, right, 
so I think that was what perhaps 
what grabbed you is The Helper 
Bees doesn't scream, "B2B data 
analytics software company," but it's 
an important part of who we are. 
We're what we call "claimant-focused" 
right now, which is we deal with older 

Interview

Guest Q&A

adults who are on claim, meaning 
they need long-term care services. 
The branding going all the way back 
to our roots tends to resonate really 
well with them and through the target 
demographic of our services. Yeah, 
we are an insuretech company. That 
just means we use technology to help 
insurance companies through quite 
a bit of their processes. As I alluded 
to, right now, it's on the claim side, so 
we don't do any of the underwriting, 
put an asterisk, yet. But what we try to 
do is keep older adults independent 
at home and it turns out that some 
really large insurance products really 
find that mission to be in line with 
some other significant needs.

STEWART: You're very early on, right? 
You're going through initial rounds of 
funding. You just raised six million in a 
Series A funding. A lot of our audience 
are private equity folks and they 
know this space well. You're growing 
like mad. You referenced where you 
started. Can you get us from where 
you started to where you are right 
now? Then from there, let's go to 
where you're going.

CHAR: Sure. Yeah, we grew rapidly. 
We still are early stage, as you 
mentioned. We closed an A round. We 
waited to do an A. We were essentially 
self-funded or friends and family/
angel money for as long as we could. 
I love raising angel capital. Great 

supporters of us as individuals. For 
our founding story, me as well as my 
other two co-founders, Eric Horn and 
Danny Lynch, we've had a long history 
in forming companies that deliver 
support services to older adults. 
That's through dementia facilities, 
Medicare home health, Medicare 
hospice, and so essentially, through 
my late 20s, it was figuring out actually 
how to deliver services, because I had 
no clue, to older adults.

Then we paired up with Danny and 
started to build technology to help 
some of the services we have hit scale 
and what we realized at a very early 
stage in our company was that the 
data-capture capabilities for pulling 
data out of the home and using that 
data in order to improve care were 
significant and we wanted to play 
the leading role in that. Nobody was 
thinking about that. Everyone thought 
about non-medical home care as a 
fun thing or a thing that you might 
need. It was never like healthcare. 
That's really the origin story of where 
we wanted to take it.

STEWART: Okay, so I don't know beans 
about this. Here's what I do know: My 
grandmother contracted dementia 
and Alzheimer's, had a terrible, terrible, 
extended battle with it, and ultimately, 
took her life many years ago. It is 
incredibly important what you do. But 
when you talk about it is a data-driven 

Meet The Helper Bees:  
Long-term Care Insuretech Disruptor

Dr. Char Hu
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INTERVIEW: Dr. Char Hu 
Meet The Helper Bees: Long-term Care Insuretech Disruptor (cont.)

business and you talk about data 
coming out of the home, can you give 
us an example of what you're talking 
about at kind of a high level?

CHAR: Sure. I'll speak it through 
the insurance lens. Long-term care 
insurers, when we entered the 
industry, almost universally collect, 
every time you have a home care 
visit, collect about 12 data points. 
What that is is a caregiver comes 
into the home: What do they do? 
Do they provide you care in the 
restroom, showering, helping you get 
out of your chair, instead of help run 
errands? Can you imagine from a data 
perspective, you have thousands of 
individuals receiving care, and every 
single day, they're getting 12 data 
points? Not only that, but what you 
call "utilization." How many hours of 
care are being delivered? If you pull 
out that on a longitudinal axis by 
claimants, lo and behold, you've got 
a picture of your entire claims block 
and their health. For us, that was a 
huge opportunity because it was all 
on paper, which you might hear quite 
a bit: In the insurance industry, quite 
a bit of insuretech is just digitizing the 
entire process.

STEWART: Absolutely.

CHAR: We came in and wanted to 
digitize the invoicing process. That 
was our first product, but secretly, 
not so secretly, we realized, "Well, 
you've got all this other data. Let us 
digitize that and give you insights." 
For instance, I mentioned something 
called "balance," so balance or falls, 
as most people know, are one of 
the significant contributing factors 
to premature institutionalization. 
Well, we track balance, and so you 
have a balance score, can you just 
imagine, at one particular level. The 
minute that starts to spike, that's 
when intervention should come in, 
that's when a care manager or care 
concierge needs to come in and 
interact, and so what the data, it's not 
just data for data's sake, we use the 

data for real-life interventions in real-
time, which really did not exist before 
we started digitizing this data.

STEWART: I'll just try and translate 
a little bit... I'm from Missouri, so you 
got to bear with me. Sorry, Missouri. 
It's basically tracking when people 
begin to fall, right? My grandmother 
fell and people say, "Well, she fell and 
broke her hip." What they told me was 
a lot of times, the hip breaks and then 
they fall.

CHAR: That's right.

STEWART: So, one way or the other, 
that lack of mobility, to your point 
or the way you phrase it, I think is 
"prematurely." I don't know, what's 
the right term?

CHAR: Yeah, yeah.

STEWART: It gets more expensive, 
let's put it that way.

CHAR: For sure, it does. It gets more 
expensive. The whole premature 
aspect is important. If we take the 
finances out of it just temporarily, but 
let's take it out, it's like, can you, from a 
caregiving perspective, if you happen 
to know the answer beforehand, 
could you put something in place? 
The goal is, of course, this is aging, 
we're all going to lose at this. In my 
facilities, we talked about that when 
we train still to this day, that we're 
fighting a losing battle. The key is: Can 
you increase quality of life full-stop? 
With the data, it's the falls, so some 
of the interventions could be physical 
therapy that Medicare will cover. It can 
be an occupational therapist coming 
in, realizing you have a million rugs and 
probably got to remove those, but we 
also track things like food insecurity 
or medication management.

We can also ask custom questions, 
so early on, giving away secrets, we 
realized that when you have this 
powerful tool of data being able to 
be siphoned out, you want to ask 

a million questions, but we landed 
on one, which is, "Do they need the 
same, less, or more care?" and it'd 
encapsulate quite a bit, right, because 
now from an analytics engine, you're 
just tracking a baseline and any time 
it goes up or down, that's when you 
start to intervene, and so not always 
focusing on the negative. When 
people actually improve, you want 
to lean into that, right? You want to 
say, "How did you do that? Let me 
encourage you to continue." Because 
quite a few individuals, whether it be 
Medicare advantage or a long-term 
care insurance claims, they're on 
what's called "recoverable conditions." 
They could get better. When you're 
advanced dementia, that's not the 
case, and what we're really trying to 
do is avoid acute conditions, falls, 
elopement issues that result in that 
premature institutionalization, and we 
use data to figure out who to target.

STEWART: That's really interesting. 
I mean, the insurance industry loves 
data and the ability to try and get 
proactive, right, I mean the best loss 
is the one that you prevented. It's 
not only financial, it's better for the 
person receiving the care, too, right? 
Of course.

CHAR: Sure. That's right.

STEWART: Nobody wants the person 
being injured, no one wants that. In 
terms of your business, you added a 
lot of new team members last year. 
That is clearly an outlier in 2020. 
You had a massive increase in your 
business in 2020. Again, that's a total 
outlier. How'd you do it?

CHAR: A little bit of luck, I think, well, 
a lot of bit of luck, and just an insane 
amount of hard work. One of our 
businesses, our product lines, it was 
nursing assessments. These are a 
really powerful tool for a lot of different 
insurance lines. This is where typically 
a registered nurse or a licensed 
healthcare practitioner goes out to a 
home and assesses an individual. We 
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assess their care support network, 
their living conditions, everything, 
how they move around, which is really 
important, cognitive status. Well, can 
you imagine, February of last year, the 
insurance carrier sending somebody 
to an older adult's home started to 
prove to be a very risky thing, so we 
launched this, so we launched virtual 
assessments, so the ability to do an 
assessment, follow around, still view 
their restrooms, still view their kitchen.

The important thing about it was less 
the technology, and this is something 
we had learned in our first two years 
of working with large insurance 
carriers, it was that we could tell 
large carriers, "You don't have to 
change any of your claims process 
full-stop," right? "All you got to do is 
we'll still do your assessments. We will 
have our technology, our technology 
feeding it back to you will conform 
to your current claims processes." 
I think that's what really appealed 
to individuals. It wasn't, "Hey, you 
have to conform this really cool new 
technology. We're going to change 
a bunch of different things so that it 
works," it's, "Don't worry about it. All 
you're doing is changing the conduit 
for information," so that led to quite 
a bit of growth. A lot of very large 
carriers were worried about security 
business continuity and we prevented 
that from being a concern.

You alluded the staff growth. Quite 
a bit of that was clinical staff. We 
added 90-plus nurses in 42 states, I 
think is the current count, so even if 
we're virtual, we comply with nursing 
licensure. Yeah, 42 states that is 
insanely difficult to do in a very short 
amount of time. I think it was less than 
three months' time that we scaled up 
that quickly.

STEWART: Are you operating in all 50 
states now? Or what's your footprint?

CHAR: Yep, all 50 states, DC, and 
Puerto Rico, so one of our products is 
all over the US..

STEWART: Good for you. To this 
point, you said "friends and family." 
Are you from a funding perspective, 
do you have PE partners? How's that 
shaping up? Because I mean, most 
of our clients, most of our audiences 
are investment types and they're 
probably going to be interested in 
hearing how that's going.

CHAR: Yeah, angel rounds at first 
until our Series A and we did an A 
round recently with a great group out 
of Austin that we're ecstatic for their 
participation. Post-A, that's when PE 
is starting to become interesting, or 
interested in us, rather, considering 
our growth rate continues. It will 
continue through 2021, so I've been 
taking more and more meetings 
with PE firms who are starting to 
move down into the BC markets. 
We're a little bit unique since we're 
technology-enabled services as well 
as software, in that we keep a very 
close eye on gross margins, which I 
think is important for PE. We're not the 
typical startup who is going to have 
a business model that has maybe 
projected profitability out several 
years. Our goal is to be, all our unit 
economics are solid. We're building 
a lot of software, which is expensive, 
but as long as your gross margins 
are reasonable, we've got a pretty 
good plan, and that plan will come to 
fruition this year. I think that I've had 
more and more conversations with 
PE firms. I guess put it that way.

STEWART: Your demographics couldn't 
be better. I mean, you're riding a huge 
wave of older Americans, which are 
effectively the baby boomers, and I'm 
at the very tail end of that at 56, and so 
you've got a lot of greenfield market. 
You went up 200% last year, but it 
sounds to me like you could easily hit 
the afterburners from here.

CHAR: Yeah. We'll continue to grow. I 
mean, we'll probably triple again this 
year. Zooming out a little bit and going 
back to why we play in the insurance 
space, as you had mentioned, baby 

boomers, I mean, there's a lot of 
superlatives being thrown around 
around the aging of America, but also 
the aging of the world, the largest 
transfer of wealth, the most significant 
demographic shift humanity has ever 
seen. The issue, though, is that most 
Americans can not afford long-term 
care, the care that they will need.

STEWART: Absolutely.

CHAR: When I say "long-term care," to 
drive that line, it's not healthcare. It's 
all, okay, when I say "long-term care," 
and especially on the nonmedical 
side, it's a caregiver coming home 
and assisting you with what we call 
"activities of daily living." This is getting 
a little wonky, but this is like whatever 
you did in your home, like I got dressed, 
brushed my teeth, got breakfast, all 
of these nonmedical issues. But also, 
Medicare doesn't cover home care, it 
doesn't cover an assisted living facility, 
it doesn't cover an independent living 
facility, and so when you think about 
what you're talking about, the total 
addressable market, so using investor 
speak, it's massive. The problem is 
those individuals who can actually 
afford it are fairly small. Going straight 
to a consumer route was something 
we've always wanted to do, but it's 
challenging from an economics 
perspective from an early company.

What do we do? We followed, what 
does that census curve in the US really 
impact? It's those with the liabilities, 
and so those are the payer sources, 
so that's why we ended up focusing 
on long-term care insurance, and very 
soon, we'll announce something in 
health plans, in Medicare Advantage, 
a pretty significant deal there. What 
we're building on with these large 
enterprise clients is building out what 
I'll call the "corpus of data when it 
comes to aging." We have, I already 
mentioned home care data, but we 
also have that nursing data, and we 
have what's called "care concierge 
data," which is this massively important 
study, which is a longitudinal study of 

INTERVIEW: Dr. Char Hu 
Meet The Helper Bees: Long-term Care Insuretech Disruptor (cont.)
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how to keep people out of facilities 
and we're doing this with one of the 
largest carriers, CNA Insurance, and 
it's a really ambitious study.

But when you look at what we have is 
we have, before you go on claim, so 
using insurance-speak, while you're 
on claim, and actually, how to prevent 
you from increasing your claims 
costs all on the same data model, so 
what we will do is understand aging 
in America from a data perspective 
better than almost anybody from a 
non-medical perspective. Then you 
take that straight to you, to the end 
consumer who doesn't have long-
term care insurance, which is the vast 
majority of older adults, because then 
you can say, "I've got the plan of care 
based on data," to say, "How do you 
keep your grandmother healthy? How 
do you stay healthy?" This is constantly 
adjusting. The way I see it is very 
similar to underwriting where we're 
doing automated underwriting. With 
us, we have risk tiers on caregiving, 
and so you apply a plan of care for 
a particular risk tier and you lower 
the probability of an acute condition. 
That's where we think we're heading 
with it is, based on the payer sources 
and solving a really significant need 
there, you then are able to now take 
this straight to consumers.

STEWART: I mean, that's a huge win-
win, right? It's a win for the industry 
for the insurance industry and it's 
a win ultimately for the person who 
needs the care, right? It seems like 
a very, very good model and where 
things are heading. I mean, at the end 
of the day, you are saving insurers 
money on their claims, and not a little 
bit, right?

CHAR: That's right. No, that's exactly 
right. I think what you'll start to see 
and what you had mentioned, health 
plans, and those who are a little bit 
more medically-focused, as your 
listenership, what we're seeing is, I 
think, this natural evolution when 
social determinants of health became 

really important. Now, we're realizing 
non-medical home care is important. 
With COVID and the pandemic, people 
are realizing, "Pushing all services at 
home is actually a really good thing." 
But did we have the infrastructure 
for this? Probably not. It's very 
fragmented, and so that's where I 
think you'll start to see more and 
more health plans being interested 
in it because so much happens in the 
home that's nonmedical.

What I mean by that is you don't need a 
physician to write you a note because 
you can't tie your shoes, right? You 
need assistance, you need devices. If 
you can't open a pill bottle, you need 
a med-dispensing device, and so what 
we're doing with that common data 
platform is actually creating the ability 
for huge large-scale health plans to 
extract data at scale because if you're 
dealing with every single carrier in 
the US, it's obviously too fragmented. 
Nothing talks to each other. It's 
almost like going back in time with 
our information now and saying, "All 
right, we need an EHR solution. We 
need an electronic medical record 
solution, and everyone needs to use 
the same one, or else there's going 
to be a colossal mess," so essentially, 
we're at that bleeding customer, 
we're saying, "Don't do that anymore. 
How about we do this? Let's just sort 
of systematize it so that you can start 
to extract that data," because there's 
no way that they don't need this here 
in the very near-term future.

STEWART: That's really cool. I appre-
ciate all the business side of things. 
I'd like to know a little bit more about 
you. Can you just tell me, give me 
your background, how'd you get 
here, and then I'm going to ask you 
to give our younger listeners some 
advice, because I always ask this 
same question, people, always. I'm 
sneaky with this one. What's your 
background? How'd you get here?

CHAR: Pretty big nerd, apparently, as 
I've been told by someone in my team. 

As a electrical engineer, I didn't think I 
was a nerd, but apparently I am. I was 
an electrical engineer and then went 
to grad school, so my doctorate is in 
molecular biophysics, so I was using 
supercomputers to study why proteins 
fold. Much like you, my grandmother 
was diagnosed with dementia. As I'd 
mentioned, my late 20s, my family, we 
wanted to found dementia facilities in 
her legacy, and so we started that. I 
came on. Because I was a nerd, I had 
no real-world experience. My mom 
said, "You got to do something other 
than being in school," I went to college 
at 16, and so I started in the facilities 
and quickly realized I had no idea 
how to do anything when it came to 
dementia care.

Late 20s, I tell my staff, I spent a lot 
of time mopping floors, cooking, 
because I had no clue how to hire. 
Learned very quickly on the job, built 
another dementia community. It's all 
evidence-based. They're wonderful 
and it's just north of Austin. I would 
say we're on 15 acres. We've got 
sheeps, goats, donkeys, longhorns. 
Actually, in our job description, for our 
leadership, it's almost like you have to 
be able to put livestock back in their 
pens because they routinely get out, 
which is rare.

It turns out longhorns are risky to 
have. From there, though, I started, 
always had a bit of the small business 
bug. My parents are immigrants and 
have founded multiple companies, 
and so I had a founding role in 
Medicare home health and Medicare 
hospice and then The Helper Bees 
came about because we felt like we 
were part of the problem and we 
knew technology would help it, and so 
with our founding team, we all have 
software backgrounds. They joke mine 
is an archaic programming language 
called "Fortran" that physicists like to 
use. I was a physicist, so they make 
fun of me, but I can program, and 
so the idea was how do you marry 
technology and long-term care, which 
really, over the last five years is gaining 

INTERVIEW: Dr. Char Hu 
Meet The Helper Bees: Long-term Care Insuretech Disruptor (cont.)
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a little bit of steam, but when we first 
were founded nobody thought it was 
something you should do because, 
how are you going to extract this data? 
Somebody, caregivers just going into 
the home, all I care about, the hours 
that they go in and the billable time.

Long story short, all of that experience, 
it's almost like we created the perfect 
company for me, for our team, which 
is just, how do we help older adults, 
which is something we've been 
passionate about for 12, 13 years, but 
use technology in a way that's kind of 
sneaky. It's behind the scenes, right? 
It's not in your face, we're behind the 
scenes. We're collecting that data and 
we're distributing the insights in a way 
that's really easily digestible.

STEWART: That is really cool. You're 
one of those guys that showed up at 
college at 16. As a college professor, 
I've seen guys like that. Those guys 
are scary smart. Did you get through 
college in, was it four years or less 
than four?

CHAR: I ended up doing a little bit 
less than four.

STEWART: Okay. The reason I'm 
asking, I'm going to do the math. Here 
we go. You're 19-and-a-half, you're 

walking across the stage of getting 
your diploma. Got your cap on, got 
your gown on. Looking good. Now, the 
president of the college or university 
you went to hand you the diploma, 
shakes your hand, and you walk off 
that stage. At the bottom of the stairs, 
you run into yourself today. Now, 
given this COVID business and all the 
environment that we're in, politically 
and everything else, what advice do 
you give your 19-year-old self?

CHAR: That's an interesting question. 
I think the first thing that hits my brain 
is: "All the weird stuff you're into, 
keep going." For whatever reason, my 
19-year-old self, I'd always wondered, 
I always was interested in a lot of 
different things, and I'm like, "Well, 
does this actually matter?" and so it 
turns out it does. I think if you have 
hobbies or interests or weird things 
that you nerd out on, you learn quite 
a bit from those. It's not just your 
didactic learning. It's not just your 
coursework. What it is is it creates you 
a very well-rounded approach to how 
you'd see the world, and I think as an 
entrepreneur, that's really important, 
so I think specialization is great, but 
when you're young, or even now, just 
learn everything about everything 
because it impacts your worldview. 
You don't know what's going to 

happen to your company, and so 
what you need is that well-rounded 
experience base and to know when 
to joke or to know to go deep into a 
really nerdy area..

STEWART: That is great advice. It's 
so fun. I've really enjoyed talking with 
you and really appreciate you taking 
the time to come on and educate me. 
I always say I'm the guy that gets the 
best deal out of this because I get 
to learn from the most interesting 
people, and so I just really wanted to 
say thank you for coming on.

CHAR: Well, thank you. It's been fun.

STEWART: Good stuff. Dr. Char Hu 
of The Helper Bees, insuretech, killing 
it in the long-term care space. We 
really appreciate you being on. For 
our listeners, thanks for following us. If 
you hear something you like, tell your 
friends. If you have ideas, please email 
us at podcast@insuranceaum.com. My 
name is Stewart Foley and this is the 
Insurance AUM Journal Podcast.

INTERVIEW: Dr. Char Hu 
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STEWART: Welcome to another 
edition of The Insurance AUM Journal 
podcast. My name is Stewart Foley. 
I’ll be your host standing with you at 
the corner of insurance and asset 
management. Today, we’re joined by 
Mitch He, Chief Investment Officer of 
Chesapeake Employers’ Insurance. 
Welcome, Mitch.

MITCH: Good afternoon. Very nice 
to have me, and very good to join 
you today. A disclaimer before we 
get started, everything we discussed 
today will be my personal opinions, 
and they do not represent my 
company’s official view.

STEWART: All right. Good stuff. Thank 
you. Well, duly noted, and we won’t 
hold you to any of this.

MITCH: Thanks.

STEWART: Okay. Let’s get started. 
Weirdly, you and I have some 
commonality in that I worked at a 
place called Missouri Employers 
Mutual, which was at that time, a 
mono-line mono state workers’ comp 
carrier. And that’s the segment that 
you guys fulfill in Maryland, right?

MITCH: Exactly. Yeah. So you know 
us well.

STEWART: It’s interesting. It would 
be hard to find a more specialized 
insurance company than somebody 
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who’s running one line of business 
in one state, but I know that nobody 
does it better than you guys do. 
Obviously, tough investment markets. 
In my career, I’ve never ever had 
anybody say anything different. It’s 
always tough, but there’s value out 
there. So, where do you see value in 
markets today, generally?

MITCH: Yes, definitely. As you 
mentioned, it’s a tough market, 
generally, I am cautiously optimistic 
about both the equity and fixed 
income markets in this year, but I do 
favor equities over fixed income a 
little bit more. With the current Biden 
Administration’s coordinated efforts in 
virus protection, vaccine distribution 
and further stimulus or relief package, 
the US economy is expected to 
gradually come out of the COVID-19 
pandemic. Most sectors will enjoy 
gradual, but continued recovery and 
improvement. Although, the economic 
recovery process is expected to 
be slow and last a few years, which 
actually provides continued earnings 
growth and support a higher equity 
marketvaluation. On the fixed income 
front, most bond sectors have 
recovered and reached their pre-
crisis levels, spread levels.

I do believe the treasury yield level 
will be slightly higher later in the year 
for the right reason though, as the 
economy recovers further on, but the 
yields increase won’t be significant in 

my opinion. I’m looking for 1.5% on 
the US treasury 10-year bond at the 
end of the year. I expect the bond 
market to generate positive returns 
based on mostly the carry in 2021. 
Within the fixed income, I do see value 
in convertible bonds, CLOs, high yield 
securities to provide better returns. 
CLOs are a sector that has been the 
center of almost every insurance 
company that’s continued to enjoy 
some nice risk adjusted yield levels. 
And high yields should benefit from 
continued recovery similar to equities 
with spreads continue to tighten. 
Convertible bonds, which I want to 
emphasize, is an asset class that is not 
widely adopted by insurers, probably 
for a number of reasons such as 
limited total market size and possibly 
negative book yield accounting.

However, insurers,  for those that do 
not care too much about their  book 
yield levels or the ones that  want to 
focus on total returns, at least for 
their reserve portfolio [misspoke, this 
should be surplus portfolio] should 
definitely give the asset class a serious 
consideration given the  treatment 
as bonds, downside protections and 
equity like potential returns.

STEWART: That’s interesting stuff. 
I mean, you have just recently put a 
LinkedIn post out called Market Crash 
Bitcoin and EVs. What I gathered 
from that is that as an institutional 
asset allocator, you’re focused on 
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mega trends. Can you talk a little bit 
about that?

MITCH: Yes, definitely. I mentioned 
the market crash, but I don’t think 
a market crash is imminent. I do 
think that, as I mentioned earlier, I’m 
optimistic about both the bond and 
equity market, at least in this year. 
So, it makes sense for institutional 
investors to focus on longer or mega 
trends for fixed income investments. 
Insurers generally are buy-and-hold 
investors, so it’s critical to have the 
long-term big picture in mind and 
avoid declining sectors or industries 
that are on the wrong side of the 
trend. This is against insurer’s target 
duration of the portfolio. For example, 
I mentioned in my LinkedIn post that 
the fossil fuel industry or traditional 
internal combustion engine or the ICE 
car makers are in that group and on 
the decline for the longer term.

On the equity side, to efficiently deploy 
capital within a limited exposure 
in these risk assets and with a RBC 
aware investment approach, it makes 
sense for insurers to focus their risk 
exposure on strategies that can 
either generate income with growth 
potential or generate significant 
higher expected total returns, looking 
at more than 15% annualized. I favor 
all kinds of technologies, which have 
been the driver of the global economic 
development and the equity market 
growth for the last decade. And I 
expect it to continue to be the driver 
for decades to come. I actually believe 
investors nowadays should have a 
technology framework in place to 
guide their sector weighting or even 
treat technology as an asset class in a 
diversified portfolio.

STEWART: It’s interesting that at its 
most basic form, insurance companies 
get paid to take risk on both sides of 
the balance sheet. You’re trying to 
figure out where that makes sense, 
where are you getting paid to take 
risk. So with that as a backdrop, what’s 
the biggest risk facing insurers today?

MITCH: Yeah. In an increasingly 
competitive and efficient insurance 
market, investment income and 
returns definitely play an important 
complimentary role in most insurers 
financial health. As investment 
professionals,  I would say, the 
biggest risk  facing insurers from an 
investment perspective is prolonged 
low yields, very narrow credit spreads 
right now in most bond sectors, 
combined with an existing regulatory 
framework or the RBC that essentially 
require insurance companies to 
invest predominantly in investment 
grade fixed income securities, which 
we know generate little investment 
income these days. So if rates decline 
further or stay at the current low levels 
for longer time, insurers who have 
relied upon higher book yields from 
older holdings, will see continued, 
but a much rapid deterioration on 
their fixed income book yield and 
shrinking investment income, or 
they have to offset that investment 
income decline by investing even 
more capital into lower yielding fixed 
income securities or taking on more 
duration or credit risks.

If rates rise quickly and unexpectedly, 
insurers, especially public insurance 
companies will see their fixed 
income portfolio market value suffer. 
Additionally, credit loss may develop in 
their non-core portfolios, such as high 
yield bonds, and equities would also 
see market value losses in that case.

STEWART: Given that as a backdrop, 
how do you see regulation impacting 
your ability to manage those risks 
and still achieve your investment 
objective? I don’t have any easy 
questions today, Mitch. The easy ones 
come later. These are the hard ones, 
and then I swear, the next one will not 
be this awful. Sorry. Go ahead.

MITCH: This is a very good question, I 
enjoy the dialogue and conversation. 
We all know regulations and 
limitations exist for a reason. The 
heavily regulated insurance industry, 

we’re financially very sound in the 
latest COVID-19 pandemic and also 
the last great financial crisis of 2008. 
With the exception of AIG, which 
stepped out of its core insurance into 
derivative underwriting back then. We 
also see banks as troublemakers in 
the 2008 GFC, weathered the current 
COVID-19 crisis very well, and at least 
the banks as a sector did not become 
a systematic risk for the market. I 
attribute that positive performance 
in the crisis by banks to the improved 
regulations such as the Dodd-Frank 
after the 2008 crisis. However, 
insurance companies, especially 
those with longer tale liability, such 
as life annuity insurance or workers’ 
comp insurance companies in the 
P&C camp could face a very difficult 
investment environment in the 
next few years, given the continued 
erosion of book yield, and historically 
low yield level.

At the end of last year, about one 
third of the global investment grade 
market was in negative yield territory. 
Although the fed lowered it’s federal 
funds rate all the way down to zero at 
the onset of the crisis, we understand 
the fed does not want to get into the 
negative rate territory. However, 
we know that  never say never, as 
investors, we have to prepare for 
such a scenario. So I do encourage 
and welcome regulators and rating 
agencies to actively plan for and 
join this kind of discussions when 
the US interest rates Japanize and 
dip into negative zones one day, 
like its counterparts in Japan and 
Europe. I don’t know what impact it 
will actually have on the global capital 
market. Most of risk assets under the 
modern capital asset pricing model, 
the CAPM, are priced with positive US 
risk-free rates.

I believe the insurance asset 
management regulatory framework 
will need to reform and adapt to the 
changed investment landscape that 
we are in today, and we will be facing, 
especially in the next couple of years. 

INTERVIEW: Mitch He 
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As an industry, insurance investment 
professionals, including asset owners, 
asset allocators and investment 
managers should start to engage more 
active and constructive dialogues and 
brainstorming with regulators on how 
the current RBC framework can be 
tweaked to reflect the true risks in 
both fixed income market and equity 
market, and whether limitations, for 
example, on foreign exposure should 
evolve in an increasingly globalized 
investment market.

STEWART: Right now, we’ve talked a 
little bit about low rates. We know that’s 
been the case for a long time, and it’s 
likely to continue as you mentioned. 
So, we see fund flows into private 
markets versus public markets to pick 
up the spread related to liquidity risk. I 
guess the question is, what do you see 
for the future of public versus private 
markets over the near and I guess the 
intermediate term?

MITCH: Yeah, definitely, there’s a lot of 
institutional investors out there, have a 
capacity to take on additional liquidity 
risks, such as insurance companies, 
especially the longer tail liability 
insurers. So I do think that the private 
market can continue to offer different 
kinds of investment opportunities, I 
see a continued move towards more 
allocations by institutional investors 
like insurance companies to private 
market, including alternatives and 
other private credit investments, 
things like that. I do think the private 
market can continue to grow.

STEWART: You’re right, only worker’s 
comp insurance. When you and I 
prepped for this call, we became 
workers’ compensation insurance 
geeks together. And I said, “Workers’ 
comp is a long tail line of business. It 
has a substantial exposure to medical 
inflation.” And I said, “Can you hedge 
it. How do you hedge it?” What was 
your answer to that question? Are you 
able to hedge medical cost inflation?

MITCH: Definitely. The insurance 
company can be proactive and think 
a little bit out of the box in term 
of hedging risks embedded in the 
liability side of their balance sheet. 
Work’s comp insurance such as 
ours, Chesapeake Employers, can 
hedge the medical cost inflation 
economically, not one-to-one, but 
economically by investing in equities, 
focus on healthcare technologies and 
healthcare solutions. About a dozen 
years ago, our current CEO, Tom 
Phelan championed such a strategy 
actually, which have turned out to 
be a very nice longterm successful 
story for us. It generated over 15% 
annualized returns since inception 
and returned a 50%, believe it or not, 
last year, in 2020. This definitely, in 
my view, is a long-term cornerstone 
strategy for investors like us that has 
medical inflation exposure.

STEWART: If Tom Phelan is listening 
to this podcast, I’d like to give him my 
best. I’ve known him for many, many 
moons ago back when I was less gray 
and the earth was still cooling.

MITCH: Great. Yeah, definitely. I will 
let him know.

STEWART: So just a quick turn, kind 
of the back end of this thing, right? 
You did not have a traditional career 
path to becoming an insurance asset 
management professional. What was 
your career path? How did you get 
here? Here’s the reason I ask, I teach 
a lot of younger people listening to 
these podcasts. I think they benefit 
from hearing from people who have 
been there and done that, and their 
original plan might not have been 
exactly how it worked out. So what 
was your career path?

MITCH: Great. Great. Yeah. Definitely 
good to know that you’re teaching on 
the side as well. So actually last year, 
I also went back to my alma mater 
University of Illinois and shared some 

of my experience with the students 
there. So actually, I believe you can 
tell, I have a Chinese accent. I was 
made in China and refurbished in 
the United States. Actually, I was 
born and lived in Wuhan, China until 
I was 23 years old. So in the past, I 
always joked with my friend before 
the pandemic, people know about 
Beijing, Shanghai. They don’t know 
where’s Wuhan, what is Wuhan. Now, 
I don’t need to explain much.

STEWART: It’s a good point. Well, don’t 
worry, I’m from Missouri, so we don’t 
ever bring up accents on this show.

MITCH: Actually, I had my undergrad 
study in electronics engineering from 
a local university in Wuhan. I always 
think my career path somehow 
somewhat reflect the economic 
development in China. Back then you 
know, 20, 30 years ago, there was  
really not a financial market like the 
public capital market that exists in 
China, that started to develop while I 
was in college. So actually, I’ve taken 
my family advice to study electronics 
engineering, but I found out that that’s 
not really my interest. I worked there 
about three years in different cities 
in China, in marketing and sales role 
within the IT and telecommunication 
sector. While I was working, I developed 
interest in business and investments, 
so I decided to come to the US and 
pursue my masters study in business. 
I pursued two master degrees focused 
on both investment and accounting 
at the University of Illinois, Urbana–
Champaign as a graduate of the MBA 
program in ’03, and another master of 
accounting in ’04.

So my first job on Wall Street was in 
investment banking, private equity, 
capital formation, reverse mergers 
actually, which is the way for blank 
check companies or SPACs to merge 
with an operating company, and SPACs 
have come back in favor these days. 
That was a boutique merchant bank 
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investment firm for about six years, it 
was a great experience for me. It was 
later on acquired by another BDC, and 
right now, the firm no longer exist. 
But I kept a very good relationship 
with the founder and the partners 
at the firms, so we do chat from time 
to time over the phone. I stepped 
into insurance asset  management 
when the reverse merger business 
went out of favor back then after the 
great financial crisis. It was a great 
transition, which taught me a lot 
about managing investment assets 
for both life annuity companies and 
the P&C insurance companies.

I worked there for five years as 
the director of investments for the 
company Horace Mann insurance 
Companies, which is a public traded 
multiline insurance group based in 
Springfield, Illinois. My wife and I had 
two kids in Springfield, and when they 
started to grow a little, we wanted to 
move to an area that offered more 
weekend activities. So I fortunately got 
a nice opportunity to join my current 
employer in Baltimore, Maryland six 
years ago. Actually, it’s literally six 
years because I joined in January, 
2015, I believe, as its chief investment 
officer. I’m really loving it.

STEWART: That’s cool. It’s good to 
see you’re enjoying it. I know it’s a 
good group there. Last question, you 
mentioned you got your two masters 
at University of Illinois, I’m not going 
to ask how old you were, but I’m just 
going to phrase it like this, there you 
are, you’re walking across the stage 
on graduation. You’ve got your cap 
and gown, your mortarboard on, you 
got your tassel on and you’re looking 
good. And you go across the stage and 
the president of the college sticks his 
or her hand out and they shake your 
hand, there’s a little quick picture, and 
off you go and you’re all excited, and 
you come down the stairs back off 
the stage and you run in to Mitch He 
today. What do you tell your newly 
minted MBA self?

MITCH: Yeah, I would say that be 
passionate, be curious and proactive, 
enjoy both work and life, going to 
need to have some fun in doing 
things. Read some books and talk to 
experienced people and learn from 
them. Maintain your integrity all the 
time, be a team player and try to help 
others out actually. There’s a good 
quote from What It Takes, which is a 
book written by Steve Schwarzman, 
the chairman and co-founder of 

Blackstone, he said that everyone 
has dreams, do what you can to help 
others to achieve theirs. So, I think 
that’s a great quote I want to share 
with the younger me.

STEWART: That’s good advice, man. 
Listen, thank you for being on. It’s 
been a real pleasure. It’s really been 
great to have you.

MITCH: Great. Nice talking to you.

STEWART: You too. Mitch, thanks for 
joining us. Mitch He, Chief Investment 
Officer at Chesapeake Employers 
Insurance. Thank you for listening. 
We’d love to hear your ideas for 
future podcasts. Please email us at 
podcast@insuranceaum.com. My 
name is Stewart Foley, and this is the 
Insurance AUM Journal podcast.
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STEWART: Welcome to another 
edition of the Insurance AUM Journal 
podcast. My name is Stewart Foley, 
and I'll be your host standing with you 
with the corner of insurance and asset 
management. Today, we're here to talk 
about complementary approaches to 
managing emerging market debt for 
insurance companies. Today we're 
joined by Damien Buchet, CIO at 
Finisterre Capital. Welcome Damien.

DAMIEN: Thank you very much.

STEWART: And Nick Varcoe, portfolio 
manager of EM Strategies at Principal 
Global Investors. Welcome Nick.

NICK: Thanks for having me.

STEWART: Thanks for being on guys. 
It's great to have you. So, important 
topic, right? Insurance companies are 
starving for yield. We all know that. 
EMD is interesting because it offers a 
lot of yield and a lot of diversification 
characteristics. So that's fine, but the 
markets have come a long way. So 
what's your outlook on EMD today 
and how the EMD market... Kind of 
two questions, how the EMD market 
has changed in recent years?

NICK: We remain constructive on 
emerging markets. The market 
has evolved over the years and we 
really like the supportive technicals 
that emerging markets continue to 
offer, continued attractive relative 
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value versus its developed market 
comparables. We really think that the 
EM fundamental recovery that we 
saw begin to occur in 2020 has some 
upside into 2021 led by strong growth 
out of Asia and in particular China. 
This growth is very supportive for 
commodities, particular base metals, 
copper and iron ore, and continue 
to think emerging markets looks 
attractive in this environment.

STEWART: So Nick, how you come 
to this market is as an insurance 
investor, US dollar based higher 
quality. As I understand it, right? That 
working inside the world of insurance 
constraints is your daily job?

NICK: That's correct. The constraints 
in particular really come down to 
ratings and looking for the best 
return on a risk adjusted basis. The 
majority of what we will be doing will 
be investment grade rated. And in 
particular it's probably something 
more like a 90% weighting towards 
investment grade bonds. So that's 
really what drives our relative value. 
And in that regard, that's where we 
tend to look at it more versus what 
opportunities exist in developed 
markets, and what can we deliver on 
an investment grade basis from an 
EM standpoint.

STEWART: And on the other end of 
that, Damien, you operate in a total 
return unconstrained environment, 

can you talk a little bit, what's your 
market commentary outlook and the 
recent changes in the last few years?

DAMIEN: Right. I would echo Nick 
to highlight that EMD remains often 
overlooked as a new opportunity set 
for global investors when it comes 
to their search for yield, a need 
for diversification, which are very 
real investment needs these days. 
So it's a fact that our universe has 
broadened in scope, has improved in 
terms of depth, liquidity, availability of 
instruments, both cash instruments 
and derivatives. And so that makes 
for a very complete, you could say 
complex marketplace, but from 
which so many opportunities can 
be extracted. So, compared to what 
Nick does, I would actually represent 
a complement to Nick's approach, 
which tends to be more balance 
sheet focused.

Finisterre Capital would position 
themselves as a provider of solutions 
to insurance companies trying to 
come as close to the needs of the 
insurance company is in terms of 
generating the right risk return 
profile with low volatility, emphasis 
on income, limitation of capital losses, 
but using a much wider opportunity 
set, which these days offers a lot of 
potential. Yes, we remain positively 
minded towards EM debt out of the 
US election, and out of this pandemic. 
But we're fully mindful that if you 
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look back 15 years, your best friend 
has remained income throughout. 
There is no discussion about that. 
But your beta element, your capital 
gain component, hasn't proven to be 
sustainable. And that's what we need 
to work on in our approach.

This means that your manager 
probably needs some extra flexibility 
in the way they manage those 
mandates. So yes, we're coming out 
of the pandemic, but it doesn't mean 
it's a risk-free environment for all 
of us and for risky assets globally. 
Hence we need to pay attention to 
the parameters of this recovery. 
What it means for future US policy 
moves, we have to adjust our growth 
inflation expectations versus the 
attitude of the Fed. And these days 
the degree to which rising US yields 
are driven by real or breakeven 
yields is a major issue. All of those 
are challenges we need to address.

STEWART: Yeah, it's huge. I think 
you're exactly right. So the one thing, 
I think a lot of times, whether you 
want to admit it or not, I think a lot 
of investors, insurance investors 
perceive a higher degree of volatility 
and risk in EMD. And I would say that 
is largely a misperception, but it's 
there. So what risks do you see in 
the market? I'll go to Nick first. What 
risks do you see? And what's the most 
effective way to mitigate it? And then 
we'll talk to Damien just a second, 
about the same question.

NICK: Great question. And I'll start 
with just the changes in the makeup 
of emerging markets and in particular 
with an investment grade focus over 
the last five to 10 years. This is a 
market where you've seen significant 
changes, where you've seen countries 
like Brazil, Russia, Turkey, and South 
Africa fall from investment grade to 
below investment grade or high yield. 
We've seen Russia come back and 
regain investment grade ratings, but 
those are four meaningful issuers 
that were great sources of spread 

and yield for insurance companies in 
that investment grade realm. We've 
now seen that change a little bit in 
that they're not as frequent issuers, 
they're obviously still out there, but 
not as frequent issuers. And we've 
seen significant issuance in the last 
couple of years from different sources, 
namely China and the middle East.

And with those issuers now in the 
market, they bring different risks, 
but there are also different ratings 
as well. You see significantly higher 
ratings from both of those regions, 
but the Middle East – very highly rated 
countries that offer decent spreads 
and decent yields in particular over 
their developed market counterparts. 
So, different regions of the world, 
different spreads, but completely 
different makeups from what we've 
seen historically there.

STEWART: So Damien, same question 
with a little bit of a twist. So, a lot of 
people would say, I've heard the 
argument, "Hey, China's not an 
emerging economy." Is China EM? 
Should it qualify as EM? So, what's you 
view of the market risk at this, and to 
next point, China specifically?

DAMIEN: My argument would always 
be that, being a total return, very 
active investor in EMD and focused on 
delivering a desired risk return profile, 
I would answer that you can't paint all 
EMD with the same brush. If you think 
about the two main traditional asset 
classes in this space, hard currency 
debt, whether sovereign or corporate, 
that's a credit asset class. I would 
argue that it's a fairly low volatility 
asset class on an ongoing basis, but it 
suffers from regular gap risks, sudden 
liquidity crisis. And the question 
becomes, how do you manage those 
sudden drawdowns in this asset class? 
That's been the typical feature of how 
crisis occur in the hard currency credit 
space in EMD.

But not so much about volatility. On 
the contrary, when it comes to local 

currencies, you're dealing with a fairly 
liquid, a fairly deep asset class, which 
has expanded a lot or in terms of 
investability over the past few years, 
but which exhibits perennial volatility 
and arguably from a risk/return 
standpoint, or even in terms of capital 
charges, it's not the most optimal 
place to be strategically so you have 
to use these various asset classes in 
the right way in a portfolio, if you want 
to remain efficient from a risk return 
standpoint, but also from a capital 
charge standpoint. And the answer I 
would make is local currency has to 
be used for what it is.

It's a great tactical booster, a great 
provider of capital gains, a very 
rewarding asset class for your macro 
views, much more so than external 
debt. But at the same time, it can't be 
a strategic allocation in your portfolio. 
So, you have to juggle with these 
imperatives, but at the end of the day 
what matters is very much, what risk 
return do you want to extract and 
how do you manage to build the right 
portfolio to deliver just that?

STEWART: That's a great answer. I 
don't know if my next question is going 
to be, you may have already answered 
part of it. But one of the complexities 
of EMD is navigating hard currency 
versus local, corporate debt, versus 
sovereign. What are your views to 
both of you, but what are your views 
of the segments inside of EMD?

DAMIEN: Maybe I'll take that first, 
but we have a strong view that these 
distinctions are fairly artificial.

STEWART: That's interesting. 

DAMIEN: It's a segue to your 
previous question on risk. We haven't 
discussed default risk. Which of 
course should be very important from 
an insurance standpoint. But there's 
an interesting feature about defaults 
in emerging market. The fact that 
even though emerging markets don't 
necessarily exhibit higher default risks 
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over the long run on average than the 
US credits and high yield or European 
high yield markets, we do tend to see 
peaks in default around global crises. 
But interestingly, a lot of the systemic 
default risk in EMs tends to aggregate 
around specific sovereign situations.

So when you have a large portfolio of 
corporates, you're still very sensitive, 
highly sensitive to mostly sovereign 
risk. And to your last question, then 
the distinction between sovereign 
debt and corporate debt is just 
about the way you analyze the issuer. 
But in terms of behavior, we think 
there is a continuum in terms of the 
degree of sovereign-ness you have 
in a given name's behavior from the 
pure sovereign to the quasi sovereign 
name, to a large corporate, which has a 
systemic importance for that country. 
At the other end of the spectrum, 
you have the purely private high 
yield company, which has the lowest 
degree of sovereign synchronicity, 
if I may say this way. And the same 
holds for local currency where not all 
markets are highly volatile, contrary 
to what the textbook would say.

STEWART: So, everybody talks about 
ESG these days. We've got articles on 
ESG, we've done some podcasts. How 
do you think about ESG standards or 
is it a factor in EM countries? There's 
no standard. I think we're all struggling 
for a standard period, but how do 
you think about ESG standards in any 
EM countries?

NICK: Sure. I can start there. That 
ESG considerations is something that 
we have utilized and incorporated 
into our analysis for the last few years 
now. It is becoming more prevalent 
in the emerging markets. We are 
beginning to see it more frequently. 
It is in pockets of the world, may be 
more prevalent in Europe to start, but 
we're definitely seeing it more from 
a US standpoint, from an insurance 
company standpoint here. Maybe 
they've been a little later to the game 
per se, than some of the developed 

markets, but we are beginning to see 
that analysis come in and we do lose 
maybe on our side, a more definitive 
set of criteria.

In particular, from a sovereign 
standpoint, we've been asking the 
questions we've been seeing this 
posed our way more often. We just 
don't have necessarily an accurate 
and equal comparison yet, we do 
have it a little bit on the corporate 
side because we've got the structure 
or the framework from some of our 
DM counterparts.

As Damien mentioned a little bit 
earlier, we do see a little bit different 
on the corporate side that you do 
see more conglomerate or family 
ownership structures in EM than you 
would in DM. And that's going to affect 
the G score in the ESG component. 
And it really becomes even a little 
more unique in that we tend to have 
a little bit more on the exporter front. 
We see more commodity names here, 
and we also see more corporates out 
of China, which presents a very unique 
opportunity or unique situation 
because a lot of their names, a lot of 
the corporations we'll see there will be 
higher on the investment grade rating 
scale on different ESG considerations 
on a governance standpoint and on a 
carbon and emissions footprint as well.

STEWART: Well, I think you make a 
good point. You talk about not having 
a standard in EM, I think it's very 
arguable that there's not a standard 
period. We all want a number... 
I  want what's my ESG score? Well, it 
isn't that easy as you know. You're 
talking about a host of criteria. You've 
got, what's the G when you've got a 
Chinese corporate, what is it? How do 
you figure it out? So, I think that it's 
interesting that it's definitely on your 
radar screen and it's something that 
you think about. Damien, how do you 
address ESG? Is that a factor for your 
strategies? Can you talk just a little bit 
about that?

DAMIEN: It is factor. We've long been 
convinced that a government that's 
heavily corrupted, that mistreat their 
citizen has a fairly shorter shelf life 
and, as fixed income investors, we are 
going to buy bonds, which pay us back 
in 10 years time, we want to be paid in 
10 years. We want the country to be 
solvent then. And the same goes for 
corporates. Corporates who engage 
in risky environmental projects with 
massive litigation risk. We've had 
examples in Brazil in the recent past 
when it starts to become a problem, 
then you're sued by both Brazilian 
and US authorities. So, clearly these 
are things which, as an investor, have 
to be fully aligned with our interests. 
Now the question becomes, how do 
you quantify that? And what kind of 
attitude do you want to have to that, 
especially if you want to start making 
an impact, because we're convinced 
that we are in a unique seat to be able 
to impact on behaviors through our 
interaction with governments, with 
corporates all year long.

Yes, we are in a unique position 
to bring a message home to these 
people. So the question becomes 
quantifying first at the issuer level, 
at the portfolio level... It's an evolving 
landscape. We've made some choices 
at Finisterre and PGI to onboard 
certain scoring systems. So we are 
able to provide that, but it's more 
about the qualitative assessment that 
the analyst makes as well. 

STEWART: Yeah, absolutely.

DAMIEN: Eventually it's what you 
choose as an attitude. We think, for 
example, that in EMs rather than an 
absolute score, it would be best to 
reward the would-be improvers and 
punish the ones which are relatively 
well-scored, but are doing nothing 
to prevent their fall from grace. So, it 
could be the case that no one is going 
to be like Sweden in EMs.

STEWART: Yeah, that's right.
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DAMIEN: So you probably want to 
reward a very badly-scored country 
or an issuer who's doing real efforts 
to improve on ESG. And so that's what 
we're looking at in our scoring system 
as well. A more dynamic approach 
to reward improvement and punish 
deterioration.

STEWART: Yeah. And I think there's 
two things there. It just makes sense 
that paying attention to ESG from the 
issuer makes a good investment. It's 
arguable that, that is good for investing 
regardless of what the ESG score is. 
It's a good investment characteristic 
of when you're looking out for that. 
Insurance companies are uniquely 
positioned because long run paying 
attention to ESG impacts the liability 
side of their balance sheet. Extreme 
weather of events, it's certainly is 
detrimental to the insurance industry, 
as just straight up cause and effect. 
So it seems like insurance companies, 
and I think you're seeing a growing 
number of insurance GA become PRI 
signatories, for example, and really 
take that seriously.

So I want to kind of, just a little bit of 
a different, and I think given the fact 
that you guys are in two different 
ends of the spectrum with regard 
to insurance constraints, maybe 
ask each of you the same thing. So 
with various currency exposures, 
Nick, how do you deal with hedging, 
derivative management and currency 
translation risk? And then we'll have 
Damien touch on the same thing.

NICK: From an EM standpoint, when 
it comes to US insurance investing, 
we're very mindful of currency risk. 
And obviously when we're involved 
in the corporates, quasi sovereigns 
and sovereigns, it's a significant 
consideration. At our portfolio level 
right now, the hedging and derivative 
management and managing of 
currency isn't a part of our active 
management in our insurance 
strategies right now, the majority 
focus of our insurance company has 

tended to be US Dollar denominated 
assets. And it hasn't necessarily delved 
into local currency at this juncture or 
potentially even looked at hedging.

It has primarily been more of a buy 
and maintain strategy. And if we had 
seen corporate quasi or sovereign 
situations evolve to the point where 
they had gone below investment 
grade or move to high yield, our 
strategy based on our current 
constraints had been more to view 
an exit opportunity as opposed to 
a hedging strategy. So, as currently 
constructed with our current 
constraints, we don't typically get too 
heavily involved in currency hedging, 
derivative management, or hedging.

STEWART: Thank you. Damien, how 
about you? Can you talk a little bit about 
hedging, derivative management and 
so forth?

DAMIEN: Yeah. So as you mentioned, 
we're at the other end of the spectrum 
versus Nick on this one, because we're 
actively involved with currencies. 
Not that currencies are a huge part, 
as I said, we want currencies for 
what they are, which are a tactical 
opportunity, even if within currency, 
not everything is volatile. We have 
perfectly sustainable opportunities 
in the local currency space, whether 
local bonds in Peru or Egyptian 
treasury bills, which wouldn't really 
react much to market movements, 
which are great income opportunities, 
et cetera. But no, when we take, when 
we decide to take active currency 
risk, we take it, we don't hedge it, 
but it's true that the portfolio will be 
quite active, as such we'll be using a 
lot of derivatives, not complex ones, 
but simple ones, interest rate swaps, 
credit default swaps, FX forwards to 
materialize currency risks on the long 
or the short side.

Now, I would say the bulk of our use 
of derivatives is going to be with a 
purpose to decrease risk. As I said, 
our value proposition is to deliver 

the bulk of the market upside, 90% 
or more, for half the volatility and half 
of the downside, potentially. So a very 
asymmetric risk return profile, which 
relies a lot on income as a primary 
source of performance. So the 
starting point is always income for us. 
The use of derivatives around that is 
essentially in order to help us deliver 
this risk/return profile. A portfolio like 
ours in an insurance context would 
potentially be subject to potentially 
look through, but it would also change 
a lot, but hopefully we would come as 
close as possible to the expectation 
of an insurer, which is to mitigate the 
risk and mitigate draw-downs. And 
part of that is about derivative usage 
as well. Yes.

STEWART: So if we can just real quick 
from each of you, and then I have a 
surprise question, so don't worry. 
What would you encourage as an 
insurance general account investor 
when they're looking at EMD in 2021, 
what should they be looking for?

DAMIEN: My take is, they shouldn't 
be afraid. The trends over the past 
few years after every crisis has been 
for strategic investors, especially asset 
liability managers at the global level, to 
step up their average EMD allocation. 
Why? The recognition for EMD being a 
great source of yield and diversification 
is now near universal. Now, the 
pressure is proportionate to the level 
of yields you can get in your home 
market. And I must say, when I look 
at the allocation between European 
insurers and US insurers, European 
insurers are maybe more advanced, 
probably for the wrong reasons, which 
is that they've been looking for yields 
for longer in a European context. So 
the US insurance community may 
come to that point and EMD is a great 
answer to that.

STEWART: That's great.

DAMIEN: So I think, in terms of risk, 
rewards, and outlook, we are still 
very positively minded, we think this 



 Q1 2021 Insurance AUM Journal 18 insuranceaum.com

INTERVIEW: Damien Buchet & Nick Varcoe 
EMD: An overlooked potential source of yield for insurance investors (cont.)

is a universe that can provide a lot 
of upside for insurance companies 
in a risk controlled manner. And 
that's essentially what Nick and I are 
focused on providing even though 
we operate at different ends of the 
spectrum and different positions in 
the balance sheet.

STEWART: Very cool. So, here's the 
surprise question. You ready? I asked 
this question at the end of every 
podcast and those of you, I'm sure 
you guys have listened to all of them. 
So, you know it's coming. Here it is. So 
we'll start with Damien. Here we are. 
Now, it's your graduation from your 
undergraduate university. So you're 
about 21 and you're looking smooth. 
You get your mortar board on, you 
get your robe on, you're looking good. 
So, you get up on stage and you 
walk across and the president of the 
college or university hands you the 
diploma, gives you a firm handshake 
and wishes you well, and you come 
down this stage on the other side, 
you come down the steps and you 
meet you today. What do you tell your 
21 year old self?

DAMIEN: Right. I would tell them to 
follow your instinct and stick to what 
you believe in all along. That's what 
I did. I married myself to emerging 
markets 30 years ago. I stuck through 
all crises and all you need is conviction 
and passion...

STEWART: God! That's great advice.

DAMIEN: In these markets. So 
it's conviction and passion about 
what emerging markets really are. 
It's less about loving finance to be 
an emerging market player. It's 
more about loving these countries, 
understanding them for what they 
are. Political context, economic 
context, and the human context. So 
that's a great universe to go through, 
to live on and off. You're always 
surprised. Every morning is a new 
day. So that's what I would tell them.

STEWART: God. That's great. I teach 
students and I love it because they 
need to hear that. So, okay, Nick, so 
it's your turn in the hot seat. Its you, 
here you are. You're at the university 
of Northern Iowa. I'm a Mizzou guy. 
So we're from the same neck of the 
woods. The farther you are, you're 
away from home, the bigger home 
is. So I'm counting you as home. So 
there you are. You're 21, and if you're 
as clueless as I was, you needed some 
advice and you run in to Nick today. 
What do you tell your 21 year old self?

NICK: I think this is a great question 
on the heels of the pandemic that 
we're coming out of, frankly. And I've 
been at Principal almost 20 years 
now, straight out of university. And 
prior to March 1st of 2020, had never 
worked a day from home in my entire 
life. And haven't worked a day in the 
office since, and it really leads me to 
believe that no two days that we are 
going to spend in the markets are 

going to be the same, but you have 
to draw on your past experiences 
in the market to pick where things 
are going to go next. You have to 
use that analysis from where you've 
been to anticipate where we're going 
while also realizing that this crisis is 
completely different than what we 
saw during the great financial crisis. 
And it's different than what we saw 
during the telecom crisis right when I 
started my career 20 years ago.

So it really comes down to the idea 
that you've got to be mindful of where 
you've come, but very excited about 
where the future is going to take you 
and really be mindful of the risk and 
the return that presents itself.

STEWART: That's good stuff. Thank 
you very, very much both of you guys. 
Thanks for being on the line.

NICK: Thank you.

DAMIEN: Thank you.

STEWART: Yeah. So that is 
opportunities across the EMD 
spectrum with Nick Varcoe and 
Damien Buchet. My name is Stewart 
Foley. If you like what we're doing, 
please like us on all the major 
podcast platforms. If you have ideas 
for future podcasts, please email 
us at podcast@insuranceaum.com. 
I'm Stewart Foley, and this is the 
Insurance AUM Journal Podcast.

Risk considerations
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Conning & PRI’s Commitment  
to ESG Investing for Insurers

1

1  “California Insurance Commissioner Dave Jones calls for insurance industry divestment from coal,” press release, California Department of Insurance,  
January 25, 2016, http://www.insurance.ca.gov/0400-news/0100-press-releases/archives/statement010-16.cfm

In recent years, U.S. insurance industry investment 
executives have become increasingly interested in 
environmental, social and governance (ESG) investment 
strategies. As an asset manager, Conning has heard 
several reasons behind the rising appeal, including 
specific concerns related to climate-change risk, as well 
as increasing shareholder demands, regulatory concerns, 
and, not least of all, to enhance long-term business viability.

The Principles for Responsible Investment (PRI) is now 
ramping up efforts to better engage U.S. insurers 
regarding ESG practices (see “U.S. Insurers a Key Part of PRI 
Effort,” page 2). During the past decade, Conning has also 
been integrating ESG principles and capabilities into our 
investment management process to help insurers address 
their long-term investment needs.

Conning expects continued growth in interest in ESG 
investing among U.S. insurers for multiple reasons, including 
more regulatory requirements addressing business and 
investment issues related to climate-change risks. As a 
result, asset managers and investment consultants must 
prepare for the evolving needs in managing insurance 
investment portfolios.

INTEREST IN ESG – AND A DISCIPLINED PROCESS

Recent industry surveys and news articles illustrate the 
growing interest among U.S. insurance company executives 
of ESG investment solutions as they begin to catch up to 
their European and Asia Pacific counterparts.

Most of Conning's clients in Europe now receive both 
ESG and climate-related reporting, and most European 
insurers soon will be required to demonstrate they 
have the systems and processes to understand and 

quantify the financial impact of climate change on the 
business, including investments. While U.S. consumers 
and regulators are asking more about ESG-related issues, 
insurance executives also appear to appreciate how ESG 
can add another criterium to assess long-term business 
and portfolio risks.

However, there is still a significant learning curve related 
to ESG issues across the U.S. insurance industry. Conning 
also notes that some insurers want a disciplined process 
to guide how ESG-related criteria are evaluated in their 
business and investment processes. Given that ESG can 
encompass such a significant portion of the insurance 
business, it’s not surprising that management teams want 
to understand both the opportunity and process better 
before instituting major changes in strategy and policy.

ESG REGULATORY FOCUS LIKELY TO GROW

The growing regulatory concern regarding ESG has been 
more targeted to disclosure and risk management and 
less specifically to asset management. However, a growing 
focus on the asset side is an expected next step. U.S. 
insurance companies are taking notice of ESG regulatory 
actions already underway elsewhere. For example, in 2020 
the European Commission issued regulations for asset 
managers, investment funds and other financial services 
firms. Under these regulations, asset managers must 
satisfy both regulatory and investor demands to change 
the way they invest and report, and the products they 
offer. While current U.S. ESG regulations lag the EU, that is 
not to say that federal and state regulators aren’t already 
active in the area.

The National Association of Insurance Commissioners 
(NAIC), along with the states of California and New York – 
both viewed as first-movers in state regulatory requirements 
– now require that insurers provide company-level climate-
risk impact assessments.

California focused early on insurance investments with its 
January 2016 Climate Risk Carbon Initiative, which asked 
insurers to voluntarily divest from thermal coal and for 
insurers with more than $100 million in annual premium 
to publicly disclose their fossil fuel investments.1 However, 
pressure continues from other local voices: in September, 

Conning views ESG integration as a 
firm-wide effort, core to our global 

capabilities and one in which we leverage 
skills across the enterprise. We also 

believe it’s the right thing to do, both for 
our clients and for us as a firm.

http://www.insurance.ca.gov/0400-news/0100-press-releases/archives/statement010-16.cfm
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PRI and the U.C. Berkeley School of 
Law’s Center for Law, Energy & the 
Environment jointly recommended 
that all California institutional investors 
integrate material ESG factors into 
their investment processes.2

Also in September, the New York 
State Department of Financial 
Services announced that it expects all 
New York insurers to start integrating 
financial  risks from climate change 
into their governance frameworks, 
risk management processes, and 
business strategies, and encouraged 
them to analyze and describe 
how climate change affects their 
investments, liquidity, operations, 
reputation, and business strategy.3

At a federal level, the SEC has 
established ESG reporting standards 
for all public companies. In August, the 
SEC updated its financial disclosure 
requirements to include ESG areas of 
human capital management practices 
and supply chain arrangements when 
those areas are a significant part 
of the company's working capital 
practices.4 During the process of 
developing these new requirements, 
the SEC received comments asking 
it to include climate change in the 
expanded list. While the agency 
declined to do so, it remains open to 
adding more ESG disclosures.5

2  “Fiduciary Responsibility in the 21st Century 
- California Roadmap,” September 29, 2020, 
Principles for Responsible Investment, https://
www.unpri.org/download?ac=11646

3 “During New York Climate Week, DFS 
Superintendent Linda A. Lacewell Announces 
Actions Bolstering DFS’S Commitment to 
Addressing Climate-Related Financial Risks,” 
press release, New York State Department of 
Financial Services, September 22, 2020, https://
www.dfs.ny.gov/reports_and_publications/press_
releases/pr202009221

4 “Final Rule: Modernization of Regulation 
S-K Items 101, 103, and 105,” Securities and 
Exchange Commission, https://www.sec.gov/
rules/final/2020/33-10825.pdf

5 Ibid.

U.S. INSURERS A KEY PART OF PRI EFFORT 

PRI's U.S. Relationship Management Team

While insurance companies in other regions, most notably in Europe, 
have been publicly embracing and reporting on the incorporation of 
ESG in their investment portfolios, their U.S. counterparts have been 
far less forthcoming. Presently there are more than 110 insurance 
company signatories to the PRI but just a few of those organizations 
are based in the U.S.

We have begun to increase our efforts in engaging U.S.-based insurers. 
Our goals are to encourage those with substantial ESG practices to 
demonstrate leadership in the field by publicly disclosing their efforts 
and to provide specific resources and guidance to insurers without a 
current responsible investment strategy. Insurance companies may 
have particular interest in these PRI flagship projects:

• The majority of insurance portfolio assets are invested in 
bonds. The PRI’s work on ESG in credit ratings, which sheds 
light on how ESG factors are gaining prominence in credit rating 
agencies’ commentaries, are especially relevant to the investment 
management of insurance portfolios.

• Climate risk is becoming more of a focus for insurers because of 
business risks posed by the increasing frequency and intensity of 
extreme weather events. However, another dimension of climate 
to consider is transition risk. Within an investment portfolio  
– particularly in liability-driven investing – understanding the extent 
to which markets have priced in the transition to a low carbon 
economy is  an essential part of evaluating portfolio risk. PRI’s 
flagship project, the Inevitable Policy Response (IPR), begins with the 
assumption that financial markets are underprepared for climate-
related policy risks and uses a policy-based forecast scenario to 
describe how capital markets may respond to the future policies 
implemented to meet global climate target commitments.

• It is widely considered a best practice to incorporate responsi- 
ble investment criteria to mitigate portfolio investment risk and 
maximize portfolio resiliency. Many smaller insurers outsource 
the investment management of their insurance portfolios. Our 
newly released asset owner guides on selection, appointment and 
monitoring offer specific guidance to these asset owners on how 
to address these issues with investment managers.

Principles for Responsible Investment (PRI) is a global membership organization for 
investors. Our mission is to develop and promote frameworks for the incorporation of ESG 
information into investment processes and practices with the ultimate goal of supporting 
sustainable global investment markets. For additional information, please contact  
usgno@unpri.org.

https://www.unpri.org/download?ac=11646
https://www.unpri.org/download?ac=11646
https://www.dfs.ny.gov/reports_and_publications/press_releases/pr202009221
https://www.dfs.ny.gov/reports_and_publications/press_releases/pr202009221
https://www.dfs.ny.gov/reports_and_publications/press_releases/pr202009221
https://www.sec.gov/rules/final/2020/33-10825.pdf
https://www.sec.gov/rules/final/2020/33-10825.pdf
https://nam02.safelinks.protection.outlook.com/?url=https%3A%2F%2Fwww.unpri.org%2Finvestor-tools%2Ffixed-income%2Fcredit-ratings&data=04%7C01%7Cdavid.motill%40conning.com%7C93876132145d4a13a9af08d87d02b29e%7Cadb6f4f040cd4c1696875893dcdf4f2a%7C1%7C0%7C637396797828613696%7CUnknown%7CTWFpbGZsb3d8eyJWIjoiMC4wLjAwMDAiLCJQIjoiV2luMzIiLCJBTiI6Ik1haWwiLCJXVCI6Mn0%3D%7C1000&sdata=Keos4tgiwsJrwuRYylLaPTbJH561gXSar%2F5noFIcWB0%3D&reserved=0
https://nam02.safelinks.protection.outlook.com/?url=https%3A%2F%2Fwww.unpri.org%2Fwhat-is-the-inevitable-policy-response%2F4787.article&data=04%7C01%7Cdavid.motill%40conning.com%7C93876132145d4a13a9af08d87d02b29e%7Cadb6f4f040cd4c1696875893dcdf4f2a%7C1%7C0%7C637396797828623693%7CUnknown%7CTWFpbGZsb3d8eyJWIjoiMC4wLjAwMDAiLCJQIjoiV2luMzIiLCJBTiI6Ik1haWwiLCJXVCI6Mn0%3D%7C1000&sdata=XP0tCA4acUCL2OHFYB2r6yXhGOoOX3spfH4e5i4UYsA%3D&reserved=0
https://nam02.safelinks.protection.outlook.com/?url=https%3A%2F%2Fwww.unpri.org%2Finvestment-tools%2Fasset-owner-resources%2Fmanager-selection&data=04%7C01%7Cdavid.motill%40conning.com%7C93876132145d4a13a9af08d87d02b29e%7Cadb6f4f040cd4c1696875893dcdf4f2a%7C1%7C0%7C637396797828623693%7CUnknown%7CTWFpbGZsb3d8eyJWIjoiMC4wLjAwMDAiLCJQIjoiV2luMzIiLCJBTiI6Ik1haWwiLCJXVCI6Mn0%3D%7C1000&sdata=6yrCmvwD96OnIvLqKK0BEkSI5%2BBdvuvAMdthsHsVMHY%3D&reserved=0
https://nam02.safelinks.protection.outlook.com/?url=https%3A%2F%2Fwww.unpri.org%2Finvestment-tools%2Fasset-owner-resources%2Fmanager-appointment&data=04%7C01%7Cdavid.motill%40conning.com%7C93876132145d4a13a9af08d87d02b29e%7Cadb6f4f040cd4c1696875893dcdf4f2a%7C1%7C0%7C637396797828633683%7CUnknown%7CTWFpbGZsb3d8eyJWIjoiMC4wLjAwMDAiLCJQIjoiV2luMzIiLCJBTiI6Ik1haWwiLCJXVCI6Mn0%3D%7C1000&sdata=yxUVivM3cQb4bLoeMSiRue8oSrZsmAtXdU0M6cuJu%2FE%3D&reserved=0
https://nam02.safelinks.protection.outlook.com/?url=https%3A%2F%2Fwww.unpri.org%2Finvestment-tools%2Fasset-owner-resources%2Fmanager-monitoring&data=04%7C01%7Cdavid.motill%40conning.com%7C93876132145d4a13a9af08d87d02b29e%7Cadb6f4f040cd4c1696875893dcdf4f2a%7C1%7C0%7C637396797828633683%7CUnknown%7CTWFpbGZsb3d8eyJWIjoiMC4wLjAwMDAiLCJQIjoiV2luMzIiLCJBTiI6Ik1haWwiLCJXVCI6Mn0%3D%7C1000&sdata=7ka1TTttyjryV8Jx0CgobbYyTjMcPj5llkqf0TTCWVY%3D&reserved=0
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ESG AT CONNING: A FIRM COMMITMENT AND 
CLEAR PROCESS

Conning’s view is that integrating ESG risk factors into 
insurance portfolios enhances the research process and
better allows us to adhere to the fiduciary duty we owe 
each client. 

We view ESG integration as a firm-wide effort, core to 
our global capabilities and one in which we leverage skills 
across the enterprise. We also believe it’s the right thing to 
do, both for our clients and for us as a firm.

We are proud to report that the firm, along with our 
subsidiary Global Evolution, received an A+ score for our 
overarching approach to ESG Strategy and Governance 
in the 2020 Assessment Report from PRI. Conning has 
been a signatory to the UN Principles since 2012 and 
underscored our commitment to incorporating ESG 
factors into credit ratings and analysis in a systematic and 
transparent way by signing the PRI’s ESG in credit risk and 
ratings statement in 2019.*

When it comes to integrating ESG criteria into our investment 
process, Conning’s analysts assign a proprietary ESG risk 
factor score of “Strong,” “Average” or “Weak” to issuers 
in our coverage universe and provide a brief synopsis of 
their rationale. We incorporate this information into our 
database of fundamental analysis, which is accessible 
to all Conning investment professionals and used in the 
underwriting assessment we require for each security we 
consider for client portfolios.

Conning’s ESG factor-weighting matrix provides a consistent 
evaluation framework across industries. The impact of ESG 
factors can vary by industry, e.g., environmental issues have 
a greater impact on utilities and energy issuers than  on 
financials issuers. This proprietary matrix helps us better 
understand the impact of ESG factors for each issuer 
based on its industry. We incorporate data from MSCI ESG 
Research Inc. into our review, monitoring and screening of 
corporate holdings. In addition, we contract with various 
nationally recognized statistical rating organizations 
(NRSROs) as well as an independent research firm for ESG-
related research.

However, our analysts determine Conning's ultimate ESG 
ratings. Our analysts are highly experienced, many having 
spent decades in the industry, and they have a great grasp 
of issuer fundamentals, a critical perspective helping them 
focus on the most relevant ESG factors.

*  See Related Content herein for additional information regarding the award.

Figure 1. Conning Client Portfolio ESG Dashboard

Portfolio Distribution by ESG Rating

Summary of Weak Holdings

Issue Description ESG Commentary

ABC Comp.

While there is yet no evidence of 
material damage to the ABC’s market-
leading financial services brand from 
the recent report of operational 
concerns, its reputation for strong 
corporate governance as a leading 
global company (with historically very 
strong risk controls) is vulnerable until 
the situation is resolved. At this time, we 
believe that a "Weak" ESG assessment 
is appropriate.

DEF Inc.

We assign a "Weak" ESG risk factor to 
DEF due to quality control issues at its 
acquired XYZ busi- ness and recent 
aggressive attempts at raising prices 
which were outside industry norms.

GHI Group

We assign a "Weak" ESG score to 
GHI. The company scores low on our 
Corporate Governance assessment 
given areas of concern including 
an entrenched and low-diversity 
board and combined role of CEO/
Chairman. There are multiple related-
party transactions which could point 
to abuse. The firm also lags in our 
Environmental and Social assessments 
with a very low percentage of buildings 
being "green certified" and very high 
employee turnover.

Prepared by Conning, Inc. Hypothetical example provided for illustrative 
purposes only.
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As Conning manages each client portfolio according to 
its unique guidelines and constraints, portfolio managers 
review and discuss the ESG risks of individual issuers with 
research analysts and decide whether to include or exclude 
issuers based upon each client’s unique risk tolerance 
and portfolio objectives. We provide a proprietary ESG 
assessment of each client portfolio and report on each 
issuer we classify as “Weak” (see Figure 1).

Finally, our commitment to ESG exists at the highest levels 
of the firm. Conning’s Chief Risk Officer (CRO) is responsible 
for oversight and compliance of client guidelines related to 
ESG issues, supported by a global ESG Steering Committee. 
Conning’s Board of Directors supervises management’s 
efforts to adhere to the firm’s standards for investment 
operations, including ESG considerations (see Figure 2).

Our ESG Steering Committee, created in 2017, provides 
strategic guidance for the firm’s ESG initiatives to strengthen 
our responsible investment practices. The ESG Steering 
Committee includes senior leadership from investment 
operations in the U.S., Europe and Asia and meets quarterly.

While adoption of ESG investment practices currently may 
not be as high a priority for U.S. insurers as it is for insurers 

Figure 2. Conning’s ESG Governance Framework

Prepared by Conning, Inc. 

Matthew Daly, CFA,  
Managing Director and Head of Corporate and Municipal Teams

Matthew Daly, CFA is a Managing Director and Head of  Corporate and  Municipal Teams and a member of Conning’s Investment Policy Committee. 
Prior to joining Conning in 2003, he held credit analyst roles with Webster Bank, Brown Brothers Harriman & Co. and Fleet- Boston. Mr. Daly earned a 
degree in economics and business administration from Gordon College.

RELATED CONTENT

More information is available about Conning’s ESG initiatives:

New Climate Risk Reporting and Scenario Service – The new capability equips institutional investors with the tools and analytics needed to assess portfolio risk 
under a range of climate change stresses.

“Conning Achieves Top Score for ESG Strategy & Governance From PRI”- Conning received an ‘A+’ score for its overarching approach to ESG Strategy and 
Governance in its 2020 Assessment Report from the UN Principles for Re- sponsible Investment.

“ESG: AI Makes Us Smarter” – A video from Conning affiliate Global Evolution, a leading emerging markets debt man- ager, on how artificial intelligence – AI – may 
help asset managers integrate ESG factors into their investment process.

“Diversity, Equity and Inclusion at Conning” – A discussion of Conning’s journey to address diversity, equity and inclusion with Board member Meryl Hartzband 
and CEO and Chair of the Board Woody Bradford.

in some other countries, it seems highly likely that interest 
will continue to grow. Investment consultants may want to 
get in front of this potential shift sooner rather than later 
and learn as much as they can about asset managers and 
their respective ESG capabilities.

ABOUT CONNING

Conning (www.conning.com) is a leading investment management firm with a long history of serving the insurance industry. Conning sup- ports 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.

https://www.conning.com/about-us/news/conning-launches-stochastic-climate-risk-reporting-service-for-insurers-and-pensions
https://www.conning.com/about-us/news/conning-achieves-top-score-for-esg-strategy-and-governance-from-pri
https://www.conning.com/about-us/insights/iamac-ge-esg
https://www.conning.com/-/media/marketingsite/documents/viewpoints/2020/diversity-equity-and-inclusion-at-conning.pdf
http://www.conning.com
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©2020 Conning, Inc. All rights reserved. The information herein is proprietary to Conning, and represents the opinion of Conning. No part of the information 
above may be distributed, reproduced, transcribed, transmitted, stored in an electronic retrieval system or translated into any language in any form by any 
means without the prior written permission of Conning. This publication is intended only to inform readers about general developments of interest and does 
not constitute investment advice. The information contained herein is not guaranteed to be complete or accurate and Conning cannot be held liable for any 
errors in or any reliance upon this information. Any opinions contained herein are subject to change without notice. Conning, Inc., Goodwin Capital Advisers, 
Inc., Conning Investment Products, Inc., a FINRA-registered broker-dealer, Conning Asset Management Limited, Conning Asia Pacific Limited, Octagon Credit 
Advisors, LLC and Global Evolution Holding ApS and its group of companies are all direct or indirect subsidiaries of Conning Holdings Limited (collectively 
“Conning”) which is one of the families of companies owned by Cathay Financial Holding Co., Ltd. a Taiwan-based company.

C# 11572043
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Climate change presents insurers with unique risks, 
from paying weather-related claims to finding lower-
carbon investments. A new white paper by Robeco 
examines the whole issue and offers some solutions.

Global warming has become undeniable and no industry 
has greater exposure to its risks than the insurance sector. 
It’s not only the rising costs from claims for damage to 
property caused by increasingly severe weather. Insurers 
invest the premiums they receive in financial markets to 
gain enough returns to fund their liabilities. 

These investee companies are themselves exposed to 
climate risk, particularly through the need to decarbonize in 
the transition to a low-carbon economy. This creates a double 
whammy for insurers and it urgently needs addressing.

MULTIPLE ANGLES

A new white paper from the insurance team at Robeco 
entitled ‘Climate change: a problem that insurance 
companies can’t afford to ignore’ examines the issue 
from multiple angles. First, there are the costs: the ever-
increasing bill for claims from storm damage or flooding 
raises the question about what will be insurable in the 
future. Businesses near the coast or on flood plains may 
find themselves being rejected for cover.

The far bigger problem, though, comes from where 
insurance money is invested. Insurers tend to invest across 
a wide spectrum of stocks and bonds to spread their risks 

and raise as much return as possible within their risk 
budgets. This includes companies that are more exposed 
to climate change risks than others, plus those that face 
risks from the need to transition to a lower-carbon business 
model, such as fossil fuel providers and utilities.

• Global warming brings unique risk to 
both assets and liabilities

• Robeco can help to analyze and mitigate 
carbon risks in portfolios

• Solutions available to reduce the carbon 
footprints of investments

ASSET EXPOSURE TO CLIMATE RISK

EIOPA, the insurance regulator in Europe, says more 
than 10% of European insurers’ investment assets are in 
sectors exposed to the effects of transitioning in response 
to climate change. But there could be many other 
losers across sectors as a result of the unknowable and 
unquantifiable effects of this fundamental shift. And that is 
where the real risk may lie.

Regulators are now beginning to stress test insurers for 
their ability to pay future claims. “Where undertakings have 
long-term assets to match long-term liabilities, they should 
consider whether climate change would impact either their 
ability to hold these assets over that timeframe or their 
expected cash flows,” EIOPA says. 

ASSESSING RISK IN PORTFOLIOS

At the portfolio level, Robeco has developed ‘climate 
transition risk’ sensitivity and stress scenario dashboards 
to provide an overview of the climate susceptibility of fixed 
income and equity portfolios. These dashboards show a 
portfolio’s exposure to climate risk, through the distributions 
of its climate scores, both in absolute terms and relative to 
its benchmark, and the potential impacts on the portfolio’s 
value and its performance relative to the benchmark.

Download full publication

https://ad.doubleclick.net/ddm/clk/486804018;293368868;b
https://ad.doubleclick.net/ddm/clk/486804030;293368880;p
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It is also important to distinguish between equity and fixed 
income portfolios, since more defensive bond strategies 
carry less climate investment risk, less return potential 
and less influence on the company (through voting, which 
can only be done with equities) than a more aggressive 
portfolio. Insurers tend to prefer defensive portfolios that 
can be up to 90% focused on fixed income, so this can be 
an important consideration.

SOLUTIONS TO REDUCE CARBON FOOTPRINTS

Some portfolios target a lower carbon footprint than the 
benchmark from the outset, such as those that invest in 
companies making a net positive contribution to the UN’s 
Sustainable Development Goals (SDGs). Several of the 17 
goals are related to combatting global warming, while SDG 
13 (climate action) targets it directly.

For insurance fixed income portfolios, Robeco has built 
customized tooling that enables insurance constraints to 
be managed, while building in carbon reductions that do 
not significantly impact expected yields and/or returns.

Even passive portfolios can have their carbon intensity 
reduced through enhanced indexing, which removes the 

more carbon-intensive stocks from the benchmark being 
followed, but without creating a significant tracking error. 

Finally, active ownership through voting and engagement 
can be a powerful tool. Robeco has routinely engaged with 
oil and gas companies to speed up their transition away 
from fossil fuels into renewable forms of energy. 

THE CHALLENGE OF OUR TIMES

In all, the challenges resulting from climate change for 
insurers are evident, but at the same time they are in a 
privileged position to be part of the solution. If insurance 
companies choose to reduce their exposure to companies 
that are contributing to climate change or actively encourage 
them to make profound changes to their business models, 
they could act as a powerful force for good. 

Find out more on this topic in our “The unique climate 
change risks facing insurers” paper.

Download full publication

Important Information 

Robeco Institutional Asset Management B.V. (Robeco B.V.) has a license as manager of Undertakings for Collective Investment in Transferable Securities 
(UCITS) and Alternative Investment Funds (AIFs) (“Fund(s)”) from The Netherlands Authority for the Financial Markets in Amsterdam. This document is solely 
intended for professional investors, defined as investors qualifying as professional clients, who have requested to be treated as professional clients or who 
are authorized to receive such information under any applicable laws. Robeco B.V and/or its related, affiliated and subsidiary companies, (“Robeco”), will not be 
liable for any damages arising out of the use of this document.

The contents of this document are based upon sources of information believed to be reliable and comes without warranties of any kind. Any opinions, 
estimates or forecasts may be changed at any time without prior notice and readers are expected to take that into consideration when deciding what weight 
to apply to the document’s contents. This document is intended to be provided to professional investors only for the purpose of imparting market information 
as interpreted by Robeco. It has not been prepared by Robeco as investment advice or investment research nor should it be interpreted as such and it does 
not constitute an investment recommendation to buy or sell certain securities or investment products and/or to adopt any investment strategy and/or legal, 
accounting or tax advice.

All rights relating to the information in this document are and will remain the property of Robeco. This material may not be copied or used with the public. No 
part of this document may be reproduced, or published in any form or by any means without Robeco’s prior written permission. Investment involves risks. 
Before investing, please note the initial capital is not guaranteed. This document is not directed to, nor intended for distribution to or use by any person or 
entity who is a citizen or resident of or located in any locality, state, country or other jurisdiction where such distribution, document, availability or use would be 
contrary to law or regulation or which would subject Robeco B.V. or its affiliates to any registration or licensing requirement within such jurisdiction.

This document may be distributed in the US by Robeco Institutional Asset Management US, Inc. (“Robeco US”), an investment adviser registered with the US 
Securities and Exchange Commission (SEC). Such registration should not be interpreted as an endorsement or approval of Robeco US by the SEC. Robeco 
B.V. is considered “participating affiliated” and some of their employees are “associated persons” of Robeco US as per relevant SEC no-action guidance. SEC 
regulations are applicable only to clients, prospects and investors of Robeco US. Robeco US is located at 230 Park Avenue, 33rd floor, New York, NY 10169.

© Q1/2021 Robeco

https://ad.doubleclick.net/ddm/clk/486804033;293368883;v
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Strengthening economic recovery in 2021 would carry 
risks for bond investors, warns Mark Vaselkiv, chief 
investment officer, Fixed Income. He says investors will 
need to be creative in seeking out fixed income sectors—
such as floating rate bank loans and emerging market 
corporates—that potentially can do well in a rising interest 
rate environment.

Massive infusions of central bank liquidity successfully 
stabilized global credit markets in 2020, even as a 
pandemic-driven flight to quality pushed already-low 
sovereign yields even lower. These dual trends produced 
strongly positive returns across most fixed income sectors.

Moving into 2021, however, investors face a more 
challenging environment, Vaselkiv says. With short-term 
yields at ultralow or negative levels and the U.S. yield curve 
steepening as economic growth and inflation expectations 
revive (Figure 1), interest rate risk could become a critical 
issue, he cautions.

Credit markets also no longer appear as attractive as they 
did after central banks launched their rescue operations 
in 2020, Vaselkiv says. With investment-grade (IG) and high 
yield credit spreads back closer to their historical norms—
despite the lingering effects of the pandemic—active sector 
and security selection are likely to play more critical roles in 
seeking yield and managing risk in 2021.

Creativity in a Low-Yield Era 
Bond investors could face more challenging markets in 2021.

Key Insights

• Fixed income investors will need to be creative in 2021, as low yields and tighter credit spreads 
could make attractive returns harder to find.

• A strengthening economic recovery in 2021 could favor fixed income sectors that potentially can 
do well in a rising interest rate environment.

• Yields in the credit sectors still appear relatively attractive. However, ample financing could allow 
weak firms to survive, lowering credit quality.

“We think it will take significant creativity to find attractive 
opportunities in such a low interest rate environment,” 
Vaselkiv says.

Creativity, Vaselkiv notes, could mean moving further out 
the credit risk spectrum, potentially increasing allocations 
to floating rate loans and other low-duration assets, and 
seeking opportunities in ex-U.S. debt markets. Skilled 
credit analysis could be crucial to success.

AN EXPANDED CREDIT UNIVERSE

For credit investors, the flood of new U.S. dollar-denominated 
corporate issuance seen in 2020—an estimated USD 2 
trillion in investment-grade debt and more than USD 500 
billion in high yield debt—offers both potential opportunities 
and additional risks, Vaselkiv says.1

On one hand, yields in the credit universe still appear 
attractive on a relative basis, in Vaselkiv’s view. While many 
companies have increased their debt loads, he says, in 
many cases liquidity ratios actually have improved. This 
should help businesses in cyclical sectors such as energy, 
airlines, and lodging fend off insolvency until economic 
conditions normalize.

1 See: John Lonski, “Record-High Bond Issuance Aids Nascent Upturn,” Weekly Market Outlook, Moody’s Analytics, October 1, 2020. On the web at:
https://www.moodysanalytics.com/-/media/article/2020/weekly-market-outlook-record-high-bond-issuance-aids%20nascent-upturn.pdf

https://www.moodysanalytics.com/-/media/article/2020/weekly-market-outlook-record-high-bond-issuance-aids%20nascent-upturn.pdf
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However, ample financing also could allow structurally 
weak firms to survive even though their longer-term 
prospects for profitability appear dim. “We may end up 
with a universe of companies that limp along for the next 
five to seven years just because the credit markets keep 
them afloat,” Vaselkiv says.

In an environment where short-term rates are at or close to 
zero, but prospects for a post-pandemic recovery appear 
to be brightening, duration—a key measure of interest 
rate risk—could become a top issue for many fixed income 
investors in 2021, Vaselkiv says.

Extended durations for high-quality sovereigns and 
investment-grade corporates (Figure 2) mean that even 
modest upticks in interest rates and inflation could produce 
significant capital losses on those assets, he warns.

POTENTIAL OPPORTUNITIES IN FLOATING RATE 
AND EMERGING MARKET DEBT

Floating rate bank loans—syndicated loans to companies 
that are then sold to mutual funds and other institutional 
investors—offer potentially attractive advantages in this 
environment, according to David Giroux, CIO, Equity and 
Multi-Asset. Bank loans sit higher in the borrower’s capital 

structure than high yield bonds, he notes. Historically, 
he says, this has resulted in higher recoveries in default 
situations.

The floating rate feature of bank loans also gives them 
an extremely low duration profile—comparable to U.S. 
Treasury bills and other short-term instruments—but 
with substantially higher yields, Giroux says. “Historically, 
floating rate loans have been the one fixed income sector 
that has tended to appreciate when interest rates are 
rising,” he argues.

Fixed income assets outside the U.S.—especially emerging 
markets corporate debt denominated in local currencies—
also could hold opportunities for global bond investors in 
2021, Vaselkiv says. A weaker U.S. dollar, he adds, could 
enhance that appeal by potentially boosting returns on 
nondollar assets for dollar-based investors and potentially 
improving the creditworthiness of U.S. dollar bond issuers.

Key factors such as relative interest rates, relative growth 
rates, and relative monetary liquidity suggest that the trend 
toward U.S. dollar depreciation could continue in 2021, 
Vaselkiv argues. “Historically, U.S. dollar currency cycles 
have tended to last for significant amounts of time,” he says. 
“This potentially bodes well for international allocations—
not just in fixed income, but also for equity names that 
generate a large portion of their earnings outside the U.S.”

We think it will take significant 
creativity to find attractive 

opportunities in such a  
low interest rate environment.

Historically, floating rate loans  
have been the one fixed income sector

that has tended to appreciate  
when interest rates are rising.

YIELD CURVES ARE LOWER BUT STEEPER THAN AT THE BEGINNING OF 2020

(Fig. 1) Sovereign yield curves (left) and yield curve slopes (right)

As of November 30, 2020. Past performance is not a reliable indicator of future performance.
Source: T. Rowe Price analysis using data from FactSet Research Systems Inc. All rights reserved.
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CONCLUSIONS

For fixed income investors, 2021 could be challenging, as the falling yields and tightening credit spreads that boosted broad 
market returns in 2020 aren’t likely to play that role again. Rather, extended durations and the potential for a modest revival 
in inflation could make managing interest rate risk a portfolio priority, boosting the appeal of floating rate assets.

Mark Vaselkiv
Chief Investment Officer,
Fixed Income

David Giroux
Chief Investment Officer,
Equity and Multi-Asset

Additional Disclosures
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Climate risk & portfolio decarbonization  
have become center stage

4

Insurance companies are directly exposed to climate 
risk, and face increasingly tighter scrutiny from 
regulators regarding its impact on their balance 
sheets. In this context, the gradual decarbonization 
of investment portfolios has become a top priority 
for many of them. But that is easier said than done, 
says Ed Collinge, Global Head of Insurance Strategy 
at Robeco.

Rising climate risk has been on insurance companies’ 
agendas for many years already. However, a sense 
of urgency to act appears to have taken hold of the 
industry in recent months. Why is that?

“That’s right. Climate risk, in particular portfolio de-
carbonization, have become center stage. Sustainable 
investing has long been an area of interest for insurers. 
Ultimately, they provide downside protection to people 
in dire circumstances, so sustainability and socially 
responsible investing is something that fits their investment 
philosophy. But until recently, it was not necessarily at top 
of their agenda.”

“In Europe, for example, regulatory changes remained a key 
focus of attention. The continued low yield environment 
and the search for better-yielding asset classes, was also 
a major concern. This fundamentally changed around two 
years ago, when the European Commission told insurers 
and other institutional investors that they needed to have 
a sustainability framework in place.”

“We went from a situation where only insurers from a small 
number of countries, such as the Netherlands, the Nordics 
and Switzerland, had embraced sustainability, to a situation 
where it is at the top of every insurance company’s agenda. 

• Climate risk and decarbonization have 
become key priorities for insurers

• Assessing climate risk and decarbonizing 
portfolios are anything but trivial

• Active asset managers can help insurers 
address these issues

This is, at least, how we started 2020. Then, obviously, 
Covid-19 hit.”

One oft-heard concern, early in 2020, was that 
Covid-19 might move sustainability down on insurers’ 
priority list. Has that been the case?

“The economic consequences of Covid-19 and their 
impact on financial markets have had a significant impact 
on the balance sheets of insurance companies, but it has 
not changed their commitment to sustainability. On the 
contrary, the crisis appears to have boosted the industry’s 
focus on sustainability. For them, sustainability is about 
improving the stability of returns, the diversification of 
portfolios and increased downside protection.”

“Meanwhile, policy makers have not eased the pressure. 
On the specific aspect of climate risk, for example, we’ve 
seen a number of important announcements, such as the 
European commission and Japan’s pledges for greenhouse 
gas emissions neutrality by 2050. And one powerful way 
to help achieve these goals, is to encourage institutional 
investors, including insurers, to become carbon neutral.”

“On the regulatory side, we’ve seen EIOPA, the EU’s 
independent advisory body for insurance and pensions 
matters, issue consultation papers on climate risk and 
its impact on investment portfolios. EIOPA has asked 
insurance companies to start considering climate risk as 
something they may have to hold capital against.”

“So, we see insurers increasingly committed to sustainability 
and climate action and regulators also pushing in that 
direction. It is all coming together at once. Also, this means 
that even those not interested in decarbonization will 
have to start caring, because when trillions of assets start 
moving towards a lower carbon footprint over the coming 
years, this will necessarily move markets.”

Even those not interested in 
decarbonization will have to start 

caring, because when trillions of assets 
start moving towards a lower carbon 
footprint over the coming years, this 

will necessarily move markets.

https://ad.doubleclick.net/ddm/clk/486804018;293368868;b
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Still, the transition won’t happen overnight, right?

“True. Investors are currently making commitments and 
working on the roadmaps to this transition. This is all a 
staged journey. Most insurers we speak to are thinking in 
five-year steps. So, they are now defining a goal for 2025 
and how to get there. This could be, for example, reducing 
the carbon footprint of their portfolios by 20% to 25% over 
the next five years.”

“Remember that insurers invest approximately 90% of 
their holdings in fixed income. Buying and selling credits 
aggressively would create unrealized gains and losses 
with potential knock on effects on what they pay to policy 
holders, for example. So, the adjustment will necessarily 
be gradual: investing the proceeds of a maturing bond in a 
bond featuring a lower footprint.”

“Also, achieving carbon neutrality requires the investable 
universe to change. Put differently, the companies we can 
invest in also need to change themselves. And this is why I 
think active ownership and initiatives such as the Net Zero 
Asset Owner Alliance, an international group representing 
33 large institutional investors with over USD 5 trillion in 
assets, are so important.”

Apart from designing low carbon investment 
strategies, are there any other ways asset managers 
can help?

“One way asset managers can help is to provide insurers a 
glide path to decarbonization. From that perspective, our 
recently launched EU-Paris-aligned global fixed income 
offering – the first of its kind in the fixed income space – 
is interesting, not because this might be the end goal of 
a EU-Paris-aligned strategy, but because it is an example 
of how you can take things to the extremes and build 
your investment process to actively identify firms that are 
expected to outperform their peers in reducing carbon.”

“For now, insurance companies may wish to stick to 
some sort of halfway house. In other words, they may 
stick to strategies that are not fully compliant with the EU 
benchmark regulation for Paris Aligned Investments, but 
that give them an idea of how to get to the ultimate goal of 
decarbonizing their portfolios by 2050.”

Are there any other ways asset managers can help 
insurers?

“What differentiates insurers from other types of investors 
is that they operate in a very tightly regulated industry. 
This determines their investments to a large extent. For 

instance, insurers have a strong preference for fixed 
income, because capital charges are lower, and it matches 
their long-term liabilities.”

“Yet decarbonizing portfolios is anything but trivial: the 
more you constrain a portfolio the harder it is to add further 
constraints without significantly affecting investment 
returns. Our analysis shows that it is possible to reduce 
a fixed income portfolio’s carbon footprint by up to 30% 
to 40% without significantly impacting expected and risk 
adjusted returns.”

“Meanwhile, insurers also need to understand where 
carbon data comes from, what it actually means, and how 
they can consistently report on it, especially if they invest 
across many asset classes, including private assets, through 
various asset managers. In short: they need to understand 
operational nuts and bolts of decarbonizing portfolios.”

“And this is something asset managers can help with. 
They can help insurers build their portfolio construction 
processes and analytics, in order to optimize the tradeoff 
between investment returns and footprint reduction. 
Decarbonization involves more than basic exclusions. It 
is a multi-layered problem, that requires deep analytical 
capabilities.”

This means much more than providing asset 
management services, right?

“Yes. This is about becoming a sustainability partner. This 
may include providing support on active ownership, helping 
with reporting activities or product design, or even helping 
insurers determine their sustainability agenda. Asset 
managers like Robeco can assist insurers in their journey 
towards decarbonization, or – in fact – any particular 
sustainable investment goal they may pursue.”

“Historically, investors have sought to make this type of 
impact through instruments like green bonds or socially 
responsible venture capital (SRVC). But now, impact 
investing is spreading into mainstream capital markets. 
And this is a good thing, because green bonds or SRVC 
will likely remain a small part of insurers portfolios, as their 
investable universe is relatively small.”

Impact investing is spreading  
into mainstream capital markets.  

And this is a good thing.
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Apart from climate, what are the other areas 
investors are asking for?

“Topics like gender diversity, inequality, resource scarcity or 
healthy living are increasingly on insurers agenda. And this 
can be associated with increasing demand for trends and 
thematic strategies. Why would an insurer not be investing 
in something that supports the trend of healthy living or 
sustainable water? This is a relatively new phenomenon, 
but it is also gathering momentum.”

For insurers to make the most of a strategy, 
customization is essential. Contact us directly or 
visit our website: www.robeco.com/us/insurers
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While a new year may be underway, at least one thing 
remains the same: low bond yields. We believe that the 
challenges and risks this environment presents may not 
be fully understood by investors. For that reason, we 
have identified three questions that we believe investors 
should consider: focusing on the diversification power 
of bonds, their performance potential, and their liquidity 
profile for 2021. 

DIVERSIFICATION—DO BONDS STILL DELIVER 
DIVERSIFICATION BENEFITS?

Traditionally, fixed income has been a diversifying asset 
class that typically performs well when risk markets such as 
equities sell off. This means that bonds have often been used 
by investors as risk mitigation to keep portfolios balanced. 
However, many are questioning whether this approach is 

Three Critical Questions Facing  
Fixed Income Investors in 2021 
Why a flexible approach is necessary in this  
challenging environment.

Key Insights

• The current bond market landscape raises serious questions for investors about fixed income 
diversification power, return potential, and liquidity profile.

• Potential for greater volatility in government bond prices, particularly at the long end of curves, 
is likely to require a more flexible approach.

• The Dynamic Global Bond Strategy successfully navigated the volatility and large price swings 
witnessed in 2020 to deliver, in our view, its objectives of regular returns, downside control, and 
diversification.

still as effective with bond yields so low—and with good 
reason. In the first quarter of 2020, the main German stock 
index fell 25%,1 but German bunds2 only rose 2%, indicating 
that the diversification power of bonds may be much less 
potent in the current low interest rate environment. If this is 
the case, it follows that government bonds should no longer 
be the sole risk mitigation tool for investors and that finding 
new sources of diversification should be a priority in 2021. 
We believe that this will require a portfolio construction that 
is more agile and uses relative value positioning, volatility 
trading-based instruments, and in-depth research to benefit 
from potential decorrelated opportunities. 

1 Source: Xetra DAX Index. Past performance is not a reliable indicator of future performance.
2 Source: Bloomberg Barclays Euro-Aggregate Treasury Germany Index (See Additional Disclosure).

Finding new sources  
of diversification should be  

a priority in 2021.
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YIELDS—WHERE NEXT FOR ROCK-BOTTOM  
BOND YIELDS?

The aggressive monetary policy actions of central banks 
have pushed bond yields down to historic low levels. Given 
ongoing uncertainties surrounding the pandemic, further 
moves lower in yields should not be ruled out. However, 
the biggest shifts are likely to be behind us now. The yield 
on the two-year U.S. Treasury bond, for example, ended 
2020 at 0.12%—which is already within the fed fund’s 
target rate range of between zero and 0.25%. It was a 
similar story in other core markets, such as Japan and 
Germany, at the end of 2020. 

While central banks are unlikely to raise interest rates in 
the near future, the prospect of some sort of tapering 
should not be completely disregarded, especially if a 
rebound in economic conditions leads to inflation picking 
up. The pressure on yields could be exacerbated further 
should governments start to signal plans to loosen fiscal 
policy further after unprecedented spending during the 
pandemic. Against this backdrop, there is the potential for 
greater volatility in government bond prices, particularly at 
the long end of curves. We believe that active yield curve 
management will, therefore, be important in 2021, as will 
the ability to make dramatic shifts in duration posture. 
Inflation-linked bonds may also prove beneficial this year.

LIQUIDITY—WHAT IS LIQUID IN YOUR PORTFOLIO?

In March 2020, we witnessed the first real collapse in 
liquidity conditions since the global financial crisis. It 
started with credit markets, and eventually, every segment 
of the bond market was affected, with price dislocation 
even occurring in some parts of the U.S. Treasury market 
at the height of the crunch. This episode provided a stark 
reminder that liquidity is rarely present when it is needed 
and that it is always important to undertake a forensic 
analysis of the liquidity profile of fixed income under 
different market environments. 

Furthermore, the March experience raises the question 
of which securities and sectors will be considered liquid 
in the future. In our view, liquidity currently needs to be 
found elsewhere—for example, from currency markets 
and derivative instruments such as synthetic credit 
indices, which both provided liquidity while other assets 
struggled during 2020. Accordingly, we have increased our 
exposure to both. Increasing the use of option positions 
could also offer an opportunity to exploit sudden moves 
in volatility in 2021.

As of December 31, 2020. Figures are calculated in U.S. dollars. Past performance is not a reliable indicator of future performance.
The Value Added row is shown as Dynamic Global Bond (USD Hedged) Composite performance (Gross of Fees) minus the benchmark in the previous row.
Gross performance returns are presented before management and all other fees, where applicable, but after trading expenses. Net-of-fees performance 
reflects the deduction of the highest applicable management fee that would be charged based on the fee schedule contained within this material, without 
the benefit of breakpoints. Gross and net performance returns reflect the reinvestment of dividends and are net of all non-reclaimable withholding taxes on 
dividends, interest income, and capital gains.
Source: T. Rowe Price.

PERFORMANCE TABLE

(Fig. 1) Performance of the Dynamic Global Bond (USD Hedged) Composite versus Three-month LIBOR in USD

The March experience raises  
the question of which securities 
and sectors will be considered 

liquid in the future.



 Q1 2021 Insurance AUM Journal 37 insuranceaum.com

5
QUARTERLY PERFORMANCE BREAKDOWN

(Fig. 2) Quarterly Performance of the Dynamic Global Bond 
(USD Hedged) Composite Gross of Fees Versus Three-Month 
LIBOR in USD

T. ROWE PRICE
Three Critical Questions Facing Fixed Income Investors in 2021 (cont.)

HOW OUR ABSOLUTE RETURN APPROACH MAY 
HELP IN THIS ENVIRONMENT  

To navigate some of the challenges highlighted by the three 
questions listed above, we believe that a flexible approach 
could help. In the Dynamic Global Bond Strategy, we have 
three clear objectives that we seek to achieve:

1. Regular Return
Aims to generate consistent and sustainable performance 
from coupon income and capital gains. Diversification 
across geography and markets is important—we benefit 
from a large global research platform that is the engine 
powering our investment ideas. Covering more than 
80 countries, 40 currencies, and 15 sectors, our deep 
research capabilities enable us to uncover inefficiencies 
and potentially exploit opportunities across the full fixed 
income investable base. But we do so in a disciplined 
way—managing risk is very important to us. We devote 
significant efforts to the analysis and monitoring of risk of 
each individual investment position, as well as the overall 
level of risk borne by the portfolio.

2. Capital Preservation and Downside Risk 
Management
Aims to minimize losses and preserve capital through 
managing downside risks, such as a potential rise in 
interest rates. We have wide latitude to manage overall 
duration, which gives us the flexibility to adapt rapidly to 
different market environments and cycles, especially since 
our approach displays a high-quality profile. When interest 
rates are rising, for example, we can cut duration to as low 
as minus one year in seeking to minimize potential losses, 
using instruments such as fixed income futures and 

As of December 31, 2020. Figures are calculated in U.S. dollars. 
Past performance is not a reliable indicator of future performance.
Gross performance returns are presented before management and all other 
fees, where applicable, but after trading expenses. Gross performance returns 
reflect the reinvestment of dividends and are net of all non-reclaimable 
withholding taxes on dividends, interest income, and capital gains.
Source: T. Rowe Price.

interest rate swaps. By contrast, when rates are falling, we 
can increase duration to as high as six years to maximize 
potential gains. A good example of our tactical duration 
management was 2020. After kicking off the year with the 
portfolio’s overall duration in negative territory, we quickly 
pivoted in February and significantly increased duration as 
the coronavirus situation escalated. The changes made, 
particularly moving from a short duration to a long position 
in U.S. duration, helped the strategy’s composite deliver a 
positive performance in the first quarter at a time when 
many other bond investors struggled. 

3. Diversification Away From Risky Markets 
Aims to be a performance anchor during times of equity 
and risk market corrections. To help do this, we implement 
a number of defensive hedging positions, such as short 
positions on emerging market currencies, allocation to 
markets displaying defensive characteristics, or going 
long volatility through options, so that during periods of 
market turbulence, we could benefit from price falls of 
risky assets. We also have a high-quality bias—investing 
a large portion of our portfolio in high-quality and less 
volatile government bond markets where liquidity is 
typically better. This helps us to be dynamic and adapt 
quickly to changes in market conditions. It also gives us 
latitude to take advantage of possible pricing anomalies 
and dislocations that might occur, as in March 2020, when 
a huge sell-off in credit opened up a good opportunity to 
add select exposure at cheap prices. When it comes to 
credit, it’s important to understand that we don’t just buy 
and hold—exposures are managed actively. The best ideas 
are selected from our global research platform; then to try 
to help remove some of the credit beta, we typically utilize 
derivative instruments. This allows us to invest specifically 
in the position’s alpha potential.

2020—AN IMPORTANT TEST OF OUR APPROACH

Through all the volatility and different market environments 
of 2020, the Dynamic Global Bond (USD Hedged) 
Composite delivered a strong positive return compared to 
the Three-Month LIBOR (USD) during every single quarter. 
The year was an important test of our approach, and 
we believe we delivered for our clients what we set out 
to do—provide regular returns, capital preservation, and 
diversification away from risk markets.  

Looking ahead to this year, there are four themes that 
currently underpin the bullish tone in financial markets: 
ultra-accommodative monetary policy, expansionary 
fiscal policy, significant pent-up demand for services, and 
expectations that vaccines introduce a return to a more 
normal life. 
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As long as these themes continue, the positive tone 
underpinning markets is likely to remain in place. On our 
side, we will continue to follow our rigorous investment 
process and strive to maintain a portfolio that strikes 
a balance between country, duration, and yield curve 
positioning to take advantage of relative value opportunities 
globally while also managing downside risks. We believe 
that flexibility will be key in 2021, which is conducive to 

The year was an important test of our 
approach and we believe we delivered 
for our clients what we set out to do.

our strategy as we have the ability to be nimble and adapt 
quickly to changes in market conditions.

2020 AT A GLANCE

Future positioning and responses may differ, perhaps significantly.

Additional Disclosure 
Bloomberg Index Services Limited. BLOOMBERG® is a trademark and service mark of Bloomberg Finance L.P. and its affiliates (collectively “Bloomberg”). 
BARCLAYS® is a trademark and service mark of Barclays Bank Plc (collectively with its affiliates, “Barclays”), used under license. Bloomberg or Bloomberg’s 
licensors, including Barclays, own all proprietary rights in the Bloomberg Barclays Indices. Neither Bloomberg nor Barclays approves or endorses this 
material, or guarantees the accuracy or completeness of any information herein, or makes any warranty, express or implied, as to the results to be obtained 
therefrom and, to the maximum extent allowed by law, neither shall have any liability or responsibility for injury or damages arising in connection therewith.

Arif Husain
Head of International Fixed Income,
Lead Portfolio Manager of the Dynamic Global Bond Strategy
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GIPS® COMPOSITE REPORT 
Dynamic Global Bond (USD Hedged) Composite 
Period Ended December 31, 2019 
Figures Are Shown in U.S. dollar

1 Reflects deduction of highest applicable fee schedule without benefit of breakpoints. Investment return and principal value will vary. Past performance is not 
a reliable indicator of future performance. Monthly composite performance is available upon request. See below for further information related to net 
of fee calculations. 
2 January 31, 2015 through December 31, 2015. 
3 Preliminary—subject to adjustment.
T. Rowe Price (TRP) has prepared and presented this report in compliance with the Global Investment Performance Standards (GIPS®). TRP has been 
independently verified for the 23-year period ended June 30, 2019 by KPMG LLP. The verification report is available upon request. Verification assesses whether 
(1) the firm has complied with all the composite construction requirements of the GIPS standards on a firm-wide basis and (2) the firm’s policies and procedures 
are designed to calculate and present performance in compliance with the GIPS standards. Verification does not ensure the accuracy of any specific composite 
presentation. 
TRP is a U.S. investment management firm with various investment advisers registered with the U.S. Securities and Exchange Commission, the U.K. Financial 
Conduct Authority, and other regulatory bodies in various countries and holds itself out as such to potential clients for GIPS purposes. TRP further defines 
itself under GIPS as a discretionary investment manager providing services primarily to institutional clients with regard to various mandates, which include 
U.S., international, and global strategies but excluding the services of the Private Asset Management group. The minimum asset level for equity portfolios to 
be included in composites is $5 million and prior to January 2002 the minimum was $1 million. The minimum asset level for fixed income and asset allocation 
portfolios to be included in composites is $10 million; prior to October 2004 the minimum was $5 million; and prior to January 2002 the minimum was 
$1 million. Valuations are computed in U.S. dollars. 
Gross performance returns are presented before management and all other fees, where applicable, but after trading expenses. Net of fees performance 
reflects the deduction of the highest applicable management fee that would be charged based on the fee schedule contained within this material, without 
the benefit of breakpoints. Gross and net performance returns the reinvestment of dividends and are net of nonreclaimable withholding taxes on dividends, 
interest income, and capital gains. Effective June 30, 2013, portfolio valuation and assets under management are calculated based on the closing price of the 
security in its respective market. Previously portfolios holding international securities may have been adjusted for after-market events. Policies for valuing 
portfolios, calculating performance, and preparing compliant presentations are available upon request. Dispersion is measured by the standard deviation 
across asset-weighted portfolio returns represented within a composite for the full year. Dispersion is not calculated for the composites in which there are five 
or fewer portfolios. 
The strategy utilizes on a regular basis a variety of derivative instruments such as (but not limited to) currency forwards, fixed income futures, interest rate 
swaps, credit default swaps, synthetic indices, and options on all mentioned instruments, primarily to hedge certain market risks associated with the strategy’s 
objective, to express directional opportunities on specific markets and to facilitate liquiditymanagement. Benchmarks are taken from published sources and 
may have different calculation methodologies, pricing times, and foreign exchange sources from thecomposite. Composite policy requires the temporary 
removal of any portfolio incurring a client initiated significant cash inflow or outflow greater than or equal to 15% of portfolio assets. The temporary removal of 
such anaccount occurs at the beginning of the measurement period in which the significant cash flow occurs and the account re-enters the composite on the 
last day of the current month after the cash flow. Additional information regarding the treatment of significant cash flows is available upon request. 
The firm’s list of composite descriptions and/or a presentation that adheres to the GIPS® standards are available upon request.

Dynamic Global Bond (USD Hedged) Composite. The Dynamic Global 
Bond (USD Hedged) Composite seeks to deliver consistent fixed income 
returns through a flexible, dynamic and diversified allocation to debt 
instruments from around the world. The strategy adopts a holistic and 
rigorous approach to risk management to protect clients on the downside, 
and particularly seeks to provide adequate diversification at times of equity 
markets’ correction. (Created January 2015)

1 A transitional credit is applied to the fee schedule as assets approach or fall below the breakpoint.

Fee Schedule
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Risks—the following risks are materially relevant to the portfolio:

ABS/MBS risk—These securities may be subject to greater liquidity, credit, default and interest rate risk compared to other bonds. They are often exposed 
to extension and prepayment risk.

China Interbank Bond Market risk—market volatility and potential lack of liquidity due to low trading volume of certain debt securities in the China 
Interbank Bond Market may result in prices of certain debt securities traded on such market fluctuating significantly.

Contingent convertible bond risk—contingent convertible bonds have similar characteristics to convertible bonds with the main exception that their 
conversion is subject to predetermined conditions referred to as trigger events usually set to capital ratio and which vary from one issue to the other.

Country risk (China)—all investments in China are subject to risks similar to those for other emerging markets investments. In addition, investments that are 
purchased or held in connection with a QFII licence or the Stock Connect program may be subject to additional risks.

Country risk (Russia and Ukraine)—in these countries, risks associated with custody, counterparties and market volatility are higher than in developed 
countries.

Credit risk—a bond or money market security could lose value if the issuer’s financial health deteriorates.

Currency risk—changes in currency exchange rates could reduce investment gains or increase investment losses.

Default risk—the issuers of certain bonds could become unable to make payments on their bonds.

Derivatives risk—derivatives may result in losses that are significantly greater than the cost of the derivative.

Emerging markets risk—emerging markets are less established than developed markets and therefore involve higher risks.

High yield bond risk—a bond or debt security rated below BBB- by Standard & Poor’s or an equivalent rating, also termed “below investment grade, is 
generally subject to higher yields but to greater risks too.

Interest rate risk—when interest rates rise, bond values generally fall. This risk is generally greater the longer the maturity of a bond investment and the 
higher its credit quality.

Issuer concentration risk—to the extent that a portfolio invests a large portion of its assets in securities from a relatively small number of issuers, its 
performance will be more strongly affected by events affecting those issuers.

Liquidity risk—any security could become hard to value or to sell at a desired time and price.

Prepayment and extension risk—with mortgage and asset-backed securities, or any other securities whose market prices typically reflect the assumption 
that the securities will be paid off before maturity, any unexpected behavior in interest rates could impact portfolio performance.

Sector concentration risk—the performance of a portfolio that invests a large portion of its assets in a particular economic sector (or, for bond portfolio, a 
particular market segment), will be more strongly affected by events affecting that sector or segment of the fixed income market.

General Portfolio Risks

Capital risk—the value of your investment will vary and is not guaranteed. It will be affected by changes in the exchange rate between the base currency of 
the portfolio and the currency in which you subscribed, if different.

Counterparty risk—an entity with which the portfolio transacts may not meet its obligations to the portfolio. Geographic concentration risk—to the extent 
that a portfolio invests a large portion of its assets in a particular geographic area, its performance will be more strongly affected by events within that area.

Hedging risk—a portfolio’s attempts to reduce or eliminate certain risks through hedging may not work as intended.

Investment portfolio risk—investing in portfolios involves certain risks an investor would not face if investing in markets directly.

Management risk—the investment manager or its designees may at times find their obligations to a portfolio to be in conflict with their obligations to other 
investment portfolios they manage (although in such cases, all portfolios will be dealt with equitably).

Operational risk—operational failures could lead to disruptions of portfolio operations or financial losses.

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.



 Q1 2021 Insurance AUM Journal 41 insuranceaum.com

5T. ROWE PRICE
Three Critical Questions Facing Fixed Income Investors in 2021 (cont.)

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.

Australia—Issued in Australia by T. Rowe Price Australia Limited (ABN: 13 620 668 895 and AFSL: 503741), Level 50, Governor Phillip Tower, 1 Farrer Place, 
Suite 50B, Sydney, NSW 2000, Australia. For Wholesale Clients only.

DIFC—Issued in the Dubai International Financial Centre by T. Rowe Price International Ltd. This material is communicated on behalf of T. Rowe Price 
International Ltd. by its representative office which is regulated by the Dubai Financial Services Authority. For Professional Clients only.

EEA ex-UK—Unless indicated otherwise this material is issued and approved by T. Rowe Price (Luxembourg) Management S.à r.l. 35 Boulevard du Prince Henri 
L-1724 Luxembourg which is authorised and regulated by the Luxembourg Commission de Surveillance du Secteur Financier. For Professional Clients only.

Hong Kong—Issued by T. Rowe Price Hong Kong Limited, 6/F, Chater House, 8 Connaught Road Central, Hong Kong. T. Rowe Price Hong Kong Limited is 
licensed and regulated by the Securities & Futures Commission. For Professional Investors only.

New Zealand—Issued in New Zealand by T. Rowe Price Australia Limited (ABN: 13 620 668 895 and AFSL: 503741), Level 50, Governor Phillip Tower, 1 Farrer
Place, Suite 50B, Sydney, NSW 2000, Australia. No Interests are offered to the public. Accordingly, the Interests may not, directly or indirectly, be offered, sold or
delivered in New Zealand, nor may any offering document or advertisement in relation to any offer of the Interests be distributed in New Zealand, other than in
circumstances where there is no contravention of the Financial Markets Conduct Act 2013.

Singapore—Issued in Singapore by T. Rowe Price Singapore Private Ltd., No. 501 Orchard Rd, #10-02 Wheelock Place, Singapore 238880. T. Rowe Price 
Singapore Private Ltd. is licensed and regulated by the Monetary Authority of Singapore. For Institutional and Accredited Investors only.

Switzerland—Issued in Switzerland by T. Rowe Price (Switzerland) GmbH, Talstrasse 65, 6th Floor, 8001 Zurich, Switzerland. For Qualified Investors only.

UK—This material is issued and approved by T. Rowe Price International Ltd, 60 Queen Victoria Street, London, EC4N 4TZ which is authorised and regulated by 
the UK Financial Conduct Authority. For Professional Clients only.

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.

© 2021 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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Even in its short existence, the introduction of blockchain 
technology into the various facets of economic life has 
served to change the way society interacts with the market 
and government. Supply chain tracking, insurance claims 
processing, real estate trading, computational power 
allocation, and secured identification are some of the 
many ways this burgeoning technology is having a very 
real impact on our everyday lives. That said, blockchain 
was originally created with the facilitation of commerce 
in mind. By fusing the payment system into the monetary 
unit itself, money can be improved both through lowering 
costs and enhancing trust. Bitcoin, the first use case of 
blockchain technology, opened the proverbial doors 
to a new method of financial interaction. Central banks 
have taken note of the recent rise of cryptocurrency as a 
potential final settlement layer for economic activity and 
are seeking to build upon this technology in order to better 
align monetary policy with their mandates as well as to 
provide for a more inclusive banking infrastructure. In this 
paper, we explore the origins of blockchain technology, the 

evolution of cryptocurrency as a type of money alternative, 
and how central banks are planning to harness its power to 
modernize their institutions.

BLOCKCHAIN, A PRIMER

The Building Blocks 
Before any conversation can begin regarding how and why 
blockchain technology is used, it must first be properly 
defined. A blockchain is a series of records, or “blocks,” 
linked together in a “chain” designed to securely store 
information across time without the need for a trusted 
third-party. Each block records recent transactions, retains 
an account of previous transactions via an embedded 
cryptographic hash, and assigns to every block a timestamp 
of when the transactions occurred. In this way, individuals 
can keep a secure record of what happened and what is 
transpiring, all while allowing for a method that links the 
past to the future without the need for a central authority. 
No block in the chain can be altered without affecting all 

KEY TAKEAWAYS

• Blockchain, a revolutionary way of transmitting information trustlessly through time, has captured the 
imaginations of software developers, economists, and now, central bank policymakers worldwide. Blockchain 
is a version of distributed ledger technology, a system whose fundamental structure dates back hundreds of 
years to the Micronesian island of Yap.1

• Stablecoins have emerged as a new way to transact value in the cryptocurrency space. Instead of being claims 
on network equity, such as Bitcoin, existing stablecoins seek to mimic the price of real-world assets, such as 
the United States Dollar (USD). A central bank digital currency (CBDC) would effectively be a class of stablecoin.

• Motivations for creating CBDCs include an interest in furthering financial inclusion globally, impeding criminal 
use of cash, improving electronic payments infrastructure, enhancing policy tools, and, in the case of the 
United States, strengthening the reserve status of the U.S. Dollar. Other CBDCs are likely attempts to offer a 
different reserve currency option.

• A true CBDC launch among Western countries seems unlikely to occur anytime soon. The head of the 
European Central Bank, Christine Lagarde, suggested that it could take anywhere from two to four years.2

• China is expected to be the first major sovereign power to implement a large scale CBDC initiative, further 
expanding the footprint of its digital economy and potentially laying the foundation for at least partial 
yuanization of countries along the Belt and Road.

1 Further information on Yapese stone money is provided on page 3.
2 Keoun, B. (2020, Nov. 12). Story from Policy & Regulation ECB’s Lagarde Has ‘Hunch’ Digital Euro Will Launch in 2-4 Years. Coindesk.  
https://www.coindesk.com/ecbs-lagarde-has-hunch-digital-euro-will-launch-in-2-4-years
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Diagram 1 | Basic Blockchain Structure

Source: WikiMedia.org, MetLife Investment Management (MIM)

other blocks subsequently generated. Indeed, the act of altering transactions in any single block directly changes that 
block’s cryptographic hash and, therefore, the hashes of all blocks that came afterward.
Diagram 1  |  Basic Blockchain Structure

Block 1 – Header

Hash of Previous 
Block Header

Merkle Root

Block 3 – Header

Hash of Previous 
Block Header

Merkle Root

Block 2 – Header

Hash of Previous 
Block Header

Merkle Root

Block 1 – Transactions Block 2 – Transactions Block 3 – Transactions
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It is in this way that blockchain solves the “double-spending” 
problem where someone could use the same digital 
currency unit in two different transactions without the 
parties involved knowing. Instead, the block’s embedded 
cryptographic hash, by inherently being a record of all 
previous transactions, acts as a check on the problem of 
double-spending by rejecting any transaction where the 
unit of account’s ownership had already been marked as 
changed. In order to doublespend, a malicious actor must 
alter the block in which the targeted transaction occurred, 
but in doing so must then change each subsequent block’s 
transaction hash. This quickly becomes a very expensive 
and time-consuming endeavor, especially for large 
networks, that is likely to render the value of accomplishing 
such a task useless.

A Brief History of Distributed Ledgers
The fundamental concept behind blockchain money 
harkens back hundreds of years to a tribe in Micronesia 
known as the Yap. The Yapese are probably best known 
for their use of a verbal public distributed ledger to record 
the transfer of money between families. For this culture, 
money consisted of large, heavy wheels of limestone 
known as rai stones, which lay about the island. The value 
of each rai stone depended on its history, beauty, and heft. 
Heavier and more nicely carved stones, as well as those 
with important stories tied to them, commanded a higher 
value. Because rai stones could not be moved without 
significant effort, the Yapese would convene a quorum 
of tribesmen whenever a transaction was set to occur. 
Each family would then alter their ledger based on what 
was announced at the gathering. As such, if an individual 
claimed that a transaction occurred that was not recorded 
in this manner, it would be considered illegitimate.  

Notice that Yapese stone money did not need to physically 
change hands. As stated previously, stones were rarely 
touched. Due to the effort involved in moving a stone, doing 
so was often a sign of power, wealth, or the importance of 
the transaction. Indeed, the true money was arguably the 
payment system itself. In fact, there is a story of an individual 
who tried to move their stone by boat, only to have it sink 
to the bottom of the ocean. Despite the wheel being lost 
forever, the Yapese still considered it to be a legitimate unit 
and continued to assign ownership to it for use in later 
transactions. As shown, the Yapese used no technology yet 
boasted a monetary system inherently dependent on i) a 
single source of truth (i.e., the transaction quorum) and ii) 
the distributed nature of the public ledger (i.e., each family’s 
record). 

In modern times, blockchain technology has its origins in the 
1980s and 1990s when a series of cryptographers proposed 
ways of linking information across time in a trustless 
manner. Satoshi Nakamoto, which could very well be the 
pseudonym for a group of anonymous cryptographers, 
built on earlier initiatives to produce the world’s first 
functioning blockchain protocol, named Bitcoin, by using 
a cryptographic hash function of previous transactions to 
solve the distributed systems conundrum known as the 
Byzantine Generals’ Problem (BGP). This dilemma’s name 
comes from a thought experiment where two or more 
generals are besieging a city and must coordinate in order 
to launch an effective attack, but in doing so are using a 
messenger that passes through unfriendly territory. This 
substantially increases the odds of information tampering. 
Nakamoto solved this problem in a unique way, outlining 
the methodology in a 2008 whitepaper that laid the 
foundation for a new kind of currency.
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Bitcoin, Bit by Bit
In his Bitcoin whitepaper, Nakamoto describes the 
structure of the proposed protocol and why his method 
of using a CHF as the effective timestamp that tethers 
blocks of transactions together has the practical effect of 
solving the BGP. With the protocol, blocks are produced 
via a computational exercise known as “proof-of-work” in 
order to maintain agreement among ledger holders. In 
proof-of-work, actors known as “miners” compete to solve 
a mathematical puzzle that links current transactions to 
the previous block’s hash. Once the link, called a “nonce,” 
is found the solution is then easily verifiable as being true 
by anyone using the network. Miners are rewarded for the 
time and energy expended in solving the puzzle through an 
allocation of new Bitcoins, essentially the protocol’s version 
of monetary inflation. This “block reward” decreases over 
time at known “block heights,” or a set number of blocks 
since the genesis, or beginning, block and have come to be 
known as “the halving(s).”

Table 1 | Bitcoin Halvings

Sources: Blockchain.com, MIM
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Date Block 
Height

Market 
Price

Block 
Reward 

(BTC)

11/28/12 210,000 $12 25

7/9/16 420,000 $663 12.5

5/11/20 630,000 $8,740 6.25

~ 6/2024 840,000 N/A 3.125

~ 6/2028 1,050,000 N/A 1.563

~ 6/2032 1,260,000 N/A 0.781

~ 6/2036 1,470,000 N/A 0.391

~ 6/2040 1,680,000 N/A 0.195

~ 6/2044 1,890,000 N/A 0.098

The difficulty of solving said mathematical computation 
changes such that the average time between solutions 
corresponds to a preselected gap, set at ten minutes average 
for Bitcoin. Increasing numbers of miners competing for 
block rewards forces the hash algorithm (known as SHA256 
in the case of BTC) to make the computation harder to 
solve in effort to regulate this average gap. The amount of 
computational power behind Bitcoin’s blockchain security 
is approximated in Figure 1 and is measured in terahashes, 
or trillions of hashing operations performed, per second. 
This system of CHFs, coupled with miner incentives, creates 

the practical foundation for a purely digital form of money 
that effectively controls for the BGP. Thus, Bitcoin’s protocol 
allows all users to trust that each new block accurately 
represents the true state of the network.  

Going back to the example of the Byzantine generals, 
a malicious actor would find it hard to prove that their 
message was legitimate because they would almost 
invariably produce a false solution to the mathematical 
puzzle or, if the puzzle happened to have been solved 
correctly, it would have occurred within a nonstandard 
time period. In other words, individuals looking to attack 
the generals’ line of communication would take too long 
to produce a solution or would simply find the wrong one. 
The sheer volume of power behind the Byzantine army’s 
hashing and unhashing of messages would render the 
besieged city’s efforts at tainting the communication line 
utterly useless. 

After Nakamoto’s invention, computer scientists and 
cryptographers began to build further upon on the 
protocol, introducing new ways for their networks to reach 
“consensus,” or agreement, among distributed holders 
of the public ledger. Innovations such as “proof-of-stake,” 
where new blocks are minted in some relation to network 
equity at-risk, and Directed Acyclic Graphs (DAGs), where 
individual transactions are linked together in a lattice-like 
structure without the need for blocks, came into existence 
as bleeding-edge methods to reach systemic agreement 
among users. An entire generation of cryptocurrencies 
that came after Bitcoin have chosen to use consensus 
mechanisms that differ, sometimes substantially, from 
Nakamoto’s original design. Most famous of these is 
Ethereum (ETH), which has slowly moved from a proof-
of-work consensus mechanism to a proof-of-stake model, 
which went live on December 1st, 2020. Despite these 
innovations, proof-ofwork remains the most battle-
hardened consensus model in the cryptocurrency space.

Figure 1 | Bitcoin Hash Rate (Log Scale), 7-Day AverageFigure 1  |  Bitcoin Hash Rate (Log Scale), 7-Day Average

Sources: Blockchain.com, MIM
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Digital Danger
Despite Nakamoto’s revolutionary methodology, there 
remain a variety of ways to attack blockchains in order to 
cause real financial loss. This is especially true with smaller 
networks that do not have large amounts of computing 
power securing them. In general, there are three main 
ways to attack a blockchain network: Distributed Denial-of-
Service (DDOS), Sybil, and 51% attacks.3 In order to counter 
these potential assaults, public blockchains have adopted 
their own methods to mitigate the chances of the network 
being compromised.

In the case of a DDOS attack, the assailant floods the 
network with low-cost transactions. This effectively slows 
down the system by forcing legitimate transactions to 
take longer than they realistically should. As stated, many 
blockchains have found a way around this type of malicious 
behavior, but some communities are cautious regarding 
solutions. One of the main selling points of a public 
blockchain is its open access and censorship resistance. If 
a blockchain begins to pick and choose which transactions 
the community thinks are legitimate and which aren’t, it may 
lead to migration away from that project as users express 
fear that such power could be misused or even abused. 

In a Sybil attack, sometimes called an Eclipse attack, one 
node masquerades as many and effectively surrounds 
honest nodes in an attempt to block critical information 
from coming or going. The main way of mitigating this issue 
is by making the cost of creating a node high enough to 
deter such behavior. In the case of Bitcoin, each miner is a 
node and the cost of mining tends to be rather high, both 
with regard to electricity usage and hardware expense. With 
proof-of-stake consensus, a node is created using locked 
coins, or network equity at-risk. The higher the amount 
of coins that must be locked up, the greater the cost of 
producing a node and the higher value atrisk an assailant 
would need to provide in order to attack the network. There 
is certainly a delicate balance in public blockchains between 
the cost of setting-up a node and network decentralization. 
As indicated previously, each cryptocurrency project has 
their own way of dealing with this issue.

Lastly, a 51% attack occurs when the majority of the nodes 
securing a network are controlled by a single malicious 
actor, who then attempts to effectively rewrite history. This 
allows the assailant to double-spend any transaction(s) 
they choose by spending on the original “honest” chain, 
mining a “private” side chain, and then broadcasting their 
private chain after the good or service has been rendered. 
On the private chain, the spending never occurred and 
the malicious actor now has both the good they received 
for their original coins on the honest chain as well as the 
coins existing on the new private chain. Because of proof-
of-work’s inherent “the longest chain is the true chain” 
characteristic, once the assailant has their desired good, 
they broadcast the private chain to the world, which will 
now become the public chain. 51% attacks mostly occur 
with smaller networks whose hash rate, or the overall 
amount of computing power directed at securing the 
network, is small enough so that someone can effectively 
engulf the network’s hash rate with relative ease. Projects 
have learned to mitigate this issue in a variety of ways, 
but no single solution has been adopted by all. With 
Bitcoin, accomplishing this kind of attack is rather difficult 
because the amount of hashing power needed tends to be 
prohibitively expensive. 

New Kids on the Block 
The rise of Bitcoin in the early 2010s resulted in heightened 
interest among individuals who found the new technology 
fascinating, and liberating, namely computer scientists, 
software developers, economists, and cryptographers 
around the world. These groups saw the work that 
Satoshi Nakamoto had done and looked to improve on 
the original Bitcoin whitepaper, correcting the protocol 
where they believed flaws existed. Programmers worked 
to build upon the underlying technology behind Bitcoin to 
provide heightened value in the areas of smart contracts, 
transaction speed, security, and privacy. A number of 
cryptocurrencies were developed to satisfy needs that 
were in demand and which represented the frontiers of 
cryptographic thought. Table 2 provides a brief overview of 
some of the landmark coins launched by developers in the 
cryptocurrency space. A select few are discussed in greater 
detail to better outline cryptocurrency’s growth narrative.

3 Horizen Academy. (2019). Attacks on Blockchain. https://academy.horizen.io/technology/advanced/attacks-on-blockchain
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Coin Inception 
Year*

Current
Market Cap**

Market Cap
Rank** Description

Litecoin (LTC) 2011 $5.9B 5
 
Seen as a real-world, value at-risk testnet4 for Bitcoin upgrades. 

Monero (XMR) 2014 $2.7B 15
A privacy-centric coin that obfuscates information about the 
sender, receiver, and the amount transacted. Commonly used in 
online illicit activity.

Ethereum (ETH) 2015 $71.2B 2
The leading smart contract coin used in decentralized 
applications for blockchain-based finance, AI, storage, oracles, 
identification, and supply chain tracking.

Cardano (ADA) 2015 $5.2B 8
Created by one of Ethereum’s founders, Charles Hoskinson, 
Cardano is similar in nature except with an egalitarian focus on 
pushing “power to the edges” of society.5

Decred (DCR) 2016 $363M 52

DCR combined advances in both proof-of-work and proof-of-
stake consensus models to produce a currency that boasts its 
own decentralized governance system, allowing it to maintain 
a decentralized treasury, voting system, privacy, and exchange. 
Decred has been likened to a decentralized corporation.6

Polkadot (DOT) 2016 $4.7B 9

Founded by Dr. Gavin Wood, the author of Ethereum’s yellow 
paper,7 DOT seeks to work in concert with Ethereum and 
other smart contract blockchains to create a more functional, 
interoperable ecosystem.

Dai (DAI) 2017 $1.1B 25

The main product of the cryptocurrency project MakerDAO, 
DAI tokens are collateralized by volatile cryptocurrencies in a 
complex smart contract mechanism that ties the value of each 
DAI token to roughly $1 without the need for reserves held by a 
trusted third-party.

Chainlink (LINK) 2017 $4.7B 7
The brainchild of Sergey Nazarov, LINK works as the underlying 
token collateralizing a decentralized system of oracles that deliver 
information from the real-world directly into public blockchains.

Sources: CoinMarketCap.com (CMC), MIM
*May refer to either an early Initial Coin Offering or mainnet launch year.
**As of 12/16/2020

4 A cryptocurrency testnet is an alternative blockchain to the economic value chain, known as mainnet. Testnets allow developers to experiment with various 
upgrades in order to see the effect(s) it may have on the system. One of the core issues with a testnet is that by its nature the coins have no economic value 
and exploits that require value at-risk may not show immediately, or ever.
5 Charles Hoskinson suggests that there are multiple avenues to arrive at this goal. However, Cardano has focused on engaging real-world adoption of ADA in 
more impoverished nations with less stable monetary policy to strengthen their financial condition.
6 Similar to how stockholders in a public corporation are able to vote their shares to dictate and profit from the direction of the company, Decred enables its 
token holders to vote on initiatives ranging from the use of treasury funds for marketing purposes to authorizing upgrades to the protocol. 
7 Ethereum’s GitHub (https://github.com/ethereum/yellowpaper) defines its yellow paper as “a formal definition of the Ethereum protocol, originally by Gavin 
Wood, currently maintained by Nick Savers and with contributions from many people around the world.” It differs from a cryptocurrency whitepaper in that a 
yellow paper outlines the technical specifications of the protocol.

Table 2 | The “Altcoin” Revolution
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Another notable cryptocurrency is Monero (XMR), a privacy-
centric project that appeared in early 2014. Although it 
wasn’t the first-ever privacy chain, it eventually became 
one of the most popular projects and remains so to this 
day. Monero is a “fork,” or copy, of another cryptocurrency 
known as Bytecoin (BCN), and looked to build upon the 

Sources: CMC, MIM
As of 12/16/2020

Figure 3 | Monero (XMR) Market Capitalization
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By way of history, the very first alternative cryptocurrency, 
or “altcoin,” was created by Charlie Lee, a former engineer at 
Google and Coinbase, in late 2011 and was given the name 
Litecoin (LTC). Litecoin changed Bitcoin’s protocol in three 
distinct ways: the maximum number of coins, the hashing 
algorithm, and the average time between transactions. 
Litecoin increased its maximum supply (relative to Bitcoin) 
from 21mm to 84mm, used a hashing algorithm known 
as Scrypt instead of SHA256, and cut Bitcoin’s 10-minute 
average block schedule down to just 2.5 minutes. In this 
way, Charlie Lee hoped that LTC would become something 
of a testing ground for upgrades to the Bitcoin protocol 
by using a network with real value attached as a result of 
the tradeability of LTC tokens. In other words, it would be 
expected that upgrades would have an impact on the price 
of the token and would reflect the quality of the technology 
used. This is also the case with exploits that are not 
discovered in testnet experimentation because of a lack of 
financial incentive. By upgrading its mainnet, hackers would 
be able to use the LTC chain as something of honeypot, or 
financial reward, where bugs could be harnessed to extract 
value from the chain, such as stealing funds from a given 
address and selling those coins on the darknet. In 2017, 
Charlie Lee saw his wish realized when Litecoin became 
the first major chain to adopt the Segregated Witness, or 
SegWit, upgrade meant to lower BTC’s on-chain bloat.8 
After it was evident that SegWit had no detrimental impacts 
on LTC’s functionality or value, Bitcoin then adopted the 
upgrade later that year. 

8 On-chain bloat is less of a problem nowadays for Bitcoin due to a variety of cryptographic advances that took place over the last three years. That said, 
blockchain bloat occurs when there is an increase in the number of parties looking to have their transactions confirmed in a block or due to the size of 
transaction data broadcasted. At times, the mempool, or number of transactions awaiting confirmation, can grow exponentially. Because the Bitcoin fee 
mechanism somewhat mimics an auction, it creates a situation where users are continuously bidding the price of block inclusion higher as more transactions 
request confirmation.

original protocol’s design in several ways. One of them 
was by eventually upgrading the hashing algorithm while 
another was seeing to it that the new protocol would have 
a more evenly distributed supply. Privacy coins are created 
from the ground up in such a way as to obfuscate where 
coins come from, where they are going, and the value 
transacted. Indeed, the only actors who know how much 
was sent and to where are the receiver and the sender. 
Monero is probably most well-known for being one of 
the leading cryptocurrencies used in illicit activities and, 
as such, has come under significant regulatory scrutiny 
around the world. The government of South Korea recently 
banned the trading of privacy coins, which includes XMR, 
with many other nations expected to follow suit. There are 
numerous privacy coins in existence today, such as Zcash 
(ZEC) and Horizen (ZEN), with Monero being one of the 
largest in terms of market capitalization.

Lastly, Ethereum is one of the most important coins in 
cryptocurrency and second only to Bitcoin in terms of 
market capitalization. In many respects, the project has been 
a ground-breaking success and has pushed the boundaries 
of what is possible in the space. Unlike Bitcoin, Litecoin, or 
Monero, Ethereum isn’t only used for simple transactions. 
ETH also has the capability of harboring what are known as 
“smart contracts,” or code that allows the user to execute 
an automated command in order to achieve a certain end. 
Some of these smart contracts are used for fun, such as 
games of chance and gambling. Others allow for a whole 
host of different use cases. Smart contracts have been 
deployed in order to enable decentralized data storage, 
finance (i.e., lending and derivatives), artificial intelligence, 
betting markets (i.e., event probability discovery), and much 
more. Ethereum, whose Initial Coin Offering (ICO) occurred 
in 2014, ushered in a new fleet of cryptocurrencies where 
users could benefit not only from transactional activities 
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to say, when the price of a DAI token falls too far below one 
USD, users will purchase DAI, unlock the collateral used 
to create the coins, and then sell that collateral into the 
market. In this way, DAI’s market value floats around one 
USD, but is rarely exactly one USD. There is always a price 
band within which arbitrage profit, after taking transaction 
costs into account, just isn’t worthwhile. DAI’s dollar peg 
has arguably become more stable over time as upgrades 
to the protocol have dampened the token’s deviations. 

Figure 5  |  Multi-Collateral Dai (DAI) Price

Sources: CMC, MIM
As of 12/16/2020
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Figure 5 | Multi-Collateral Dai (DAI) Price

but also from a technology comparable to that of a 
decentralized world computer. Smart contracts are still 
today in their infancy, but developers have made significant 
strides, pressing against their limits with each passing year.

Rise of the Stablecoins 
As we approach the subject of CBDCs, a discussion 
regarding what exactly stablecoins are and how they relate 
to what has been presented so far, as well as what has yet 
to be considered, is in order. Fundamentally, stablecoins 
are altcoins, or alternative cryptocurrencies to Bitcoin. That 
said, the code base for many stablecoins comes from the 
same technological roots as Bitcoin or Ethereum. More 
specifically, nearly all stablecoins exist as ERC-20 tokens, 
which is the standard smart contract code that allows for 
the issuance of distinct coins on the Ethereum blockchain. 
However, unlike Litecoin or its altcoin peers, the value of 
most stablecoins isn’t as volatile as other cryptocurrencies 
because nearly all are built to match the value of the 
USD. In fact, the vast majority of stablecoins are pegged 
to the USD, in one way or another. Other less common 
stablecoins mimic exposure to precious metals, equities, 
or foreign currencies.

Many stablecoins, such as USD Tether (USDT) or USD 
Coin (USDC), are backed by reserves held at issuing 
organizations. Other stablecoins use a complex system 
of smart contracts to maintain their pegs. The most well-
known of these is Multi-Collateral Dai (DAI), an upgrade to 
the Single-Collateral Dai (SAI) produced by a cryptocurrency 
project known as MakerDAO (MKR). The process by which 
this occurs is rather complex and a full discussion is beyond 
the scope of this paper, but some higher-level explanation 
is certainly warranted. Effectively, MKR creates a series 
of Collateralized Debt Positions (CDPs) backed by volatile 
cryptocurrencies, such as Ethereum, that have been locked 
away by users in order to produce DAI tokens. When the 
market price of DAI extends too far above one USD, users 
can purchase more collateral, lock it up to produce DAI, and 
then sell the newly minted tokens into the market in order 
to reap an arbitrage profit. The reverse is also true. That is 

Sources: CMC, MIM
As of 12/16/2020
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Stablecoins have generated increasing interest from 
both cryptocurrency users and the finance industry. 
Recently, the U.S. Office of the Comptroller of the Currency 
approved federal banks to issue their own stablecoins, 
holding fiat currency in reserve as backing. This was a 
step forward for the integration of traditional banking with 
the cryptocurrency space. Banks can now issue their own 
cryptocurrencies and participate in the broader ecosystem, 
at least to the extent allowed by law. However, this ruling by 
the Office of the Comptroller of the Currency only applied 
to stablecoins issued with a one-to-one backing against 
a select fiat currency and did not allow for the issuing 
of stablecoins supported by baskets of fiat currencies. 
The latter was the hallmark characteristic of Facebook’s 
proposed Libra stablecoin. 

CBDCS: THE FUTURE OF BASE MONEY?

“Banking the Unbanked” 
Although Bitcoin was created by an individual(s) who 
sought a decentralized digital monetary alternative to fiat 
currencies and precious metals, practical use of Bitcoin in 
economic transactions began to show a certain egalitarian 
side of the technology. Although Westerners had viewed 
Bitcoin with something of a child-like curiosity, peoples of 
various emerging market countries began to look at the 
technology in a much more serious light.9 While people living 
in developed markets find it relatively easy to interact with 
the financial system, this isn’t uniformly the case around the 
world. Indeed, there are vast populations who have no or 

9 Mellow, C. (2017, Oct. 28). Why Bitcoin Is Right at Home in Emerging Markets. Barron’s.  
https://www.barrons.com/articles/why-bitcoin-is-right-at-home-in-emerging-markets-1509156331.
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10 Engert, W. and Fung B. (2017, Nov.). Central Bank Digital Currency: Motivations and Implications. Bank of Canada. https://www.bankofcanada.ca/wp-
content/uploads/2017/11/sdp2017-16.pdf
11 Maniff, J. (2020, July 1). Motives Matter: Examining Potential Tension in Central Bank Digital Currency Designs. Kansas City Fed. https://www.kansascityfed.
org/en/publications/research/rwp/psrb/articles/2020/motives-matter-examining-potential-tension
12 Lane, T. et al. (2020, Oct. 9). Central Bank Digital Currencies: Foundational Principles and Core Features. Bank for International Settlements. https://www.bis.
org/publ/othp33.pdf

limited access to financial services for a variety of reasons. 
Some lack the proper documentation while others face 
high costs of being onboarded into the banking system, 
or both. There are also legitimate trust issues surrounding 
financial services institutions in some countries that those 
in healthier economies are not accustomed to.

Bitcoin was able to cater directly to this underprivileged 
group early on due to the simplicity of “opening an 
account,” which simply means having your own Bitcoin 
wallet, as well as the ease of transacting in the currency. 
In order to securely hold Bitcoin and use it, all that 
was necessary was a smart phone and an internet 
connection. These are two technologies that have seen 
immense global penetration over the last two decades 
and have provided meaningful informational access to 
individuals outside of the banking system, known as the 
“unbanked.” Entire charitable campaigns, spearheaded 
by various international nongovernmental organizations, 
sought to use Bitcoin as a way of enhancing the financial 
interconnectedness of those in emerging markets who 
were effectively barred from the security of traditional 
banking services common in developed markets. A 2017 
whitepaper from the Bank of Canada lists this as one of the 
principal reasons cited for central bank interest in CBDCs, 
especially among non-advanced nations.10 The Kansas 
City Federal Reserve has itself noted that “though there is 
rarely one primary motivation given for a CBDC, both the 
private sector and central banks cite financial inclusion as 
a motivation for issuing a digital currency.”11 Terms such as 
“banking the unbanked” and “enhancing financial inclusion” 
are common references to this global need for open access 
to basic financial services.

Look for the Motives 
Central banks also have motivations beyond the egalitarian 
ideal of “banking the unbanked.” This is especially true of 
advanced nations who generally boast a citizenry that 
has a relatively simple time engaging with traditional 
financial institutions. This isn’t the case absolutely, but it 
is inarguable that the problem of the unbanked is skewed 
toward developing nations. As such, monetary authorities 
in more developed nations require additional reasons for 
CBDC issuance. The Bank for International Settlements 
(BIS) has noted that “there are a large and diverse number 
of motivations driving central banks’ interest in CBDCs. 
Differences between emerging market economies and 

advanced economies are especially pronounced but 
individual jurisdictions can also vary significantly depending 
on their circumstances.”12

The Bank of Canada whitepaper referenced earlier gives 
us some additional clues as to what these motivations may 
be. Researchers on the topic point to the growing digital 
economy and the need to improve payment systems in 
such a way as to facilitate commerce in a world where 
physical cash use is in decline. To this end, Bitcoin and 
other cryptocurrencies have also looked to fill this gap, 
making the need for a CBDC that competes with the more 
decentralized options necessary. In this way, central banks 
and the financial system can hold off any threats to control 
over the financial system cryptocurrencies may engineer. 
In other words, the advent of cryptocurrency itself may be 
as good a motivation as any for monetary authorities to 
develop a CBDC.

CBDCs are also seen as potentially enhancing financial 
stability in advanced countries by allowing for more 
direct control of the money supply by the central bank. 
This is especially true about money that is circulated 
among individuals engaged in everyday economic activity. 
Efficiencies related to improving existing payment systems, 
which will be discussed later, and further inhibiting criminal 
activity are also considered meaningful enough motivations 
for central banks to explore the topic of CBDCs in earnest. 
In addition, an already established and strong CBDC global 
network can work to enhance the sanction powers of the 
U.S. government as well as allow for increased use in official 
foreign dealings. Lastly, from the perspective specifically of 
the Federal Reserve and the United States, providing an 
answer to China’s digital yuan efforts, which will also be 
discussed shortly, should strengthen the reserve status of 
the U.S. Dollar and may help stave off potential efforts at 
yuanization, especially among countries along China’s Belt 
and Road.

The ABCs of CBDCs 
In order to discuss CBDCs in any significant capacity, 
we felt it critical to touch on blockchain technology, 
the development of cryptocurrencies with a special 
emphasis on both their monetary and extra-monetary 
characteristics, and introduce stablecoins as a type of 
alternative cryptocurrency. It is this progression of events 
that has led to the significant increase in CBDC interest. 
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13 Adrian, T. (2019, May 14). Stablecoins, Central Bank Digital Currencies, and Cross-Border Payments: A New Look at the International Monetary System. 
International Monetary Fund. https://www.imf.org/en/News/Articles/2019/05/13/sp051419-stablecoins-central-bank-digital-currencies-and-cross-border-
payments
14 Richards, T. (2020, Oct 14). Retail Central Bank Digital Currency: Design Considerations and Rationales. Reserve Bank of Australia. https://www.rba.gov.au/
speeches/2020/pdf/sp-so-2020-10-14.pdf
15 White, L. (2018, Apr. 2). The World’s First Central Bank Electronic Money Has Come – And Gone: Ecuador, 2014–2018. Cato Institute. https://www.cato.org/
blog/worlds-first-central-bank-electronic-money-has-come-gone-ecuador-2014-2018
16 Murray, R. (2020, Sept. 22). Understanding China’s Digital Yuan. Foreign Policy Research Institute. https://www.fpri.org/article/2020/09/understanding-
chinas-digital-yuan

Indeed, in many ways CBDCs are themselves stablecoins, 
at least with respect to the token-based model. Currently, 
there are two main forms CBDCs are expected take: a 
token-based and an account-based model. Under a token-
based system, CBDCs are effectively tradeable tokens on 
a(ny) given blockchain(s) and represent a one-for-one claim 
against currency held at the central bank. In an account-
based scheme, all users hold accounts directly at the 
central bank with money exchanged between them being 
executed nearly instantaneously.

A version of the account-based model, labeled “synthetic 
CBDC” by Tobias Adrian,13 the Director of the Monetary 
and Capital Markets Department at the International 
Monetary Fund (IMF), has also been proposed under which 
approved third-parties will provide the consumer-facing 
infrastructure, such as digital wallets and commercial 
plug-ins, while the central bank takes care of the backend 
accounting. We label this an indirect account-based model, 
in contrast to the direct version previously mentioned. Tony 
Richards, Head of Payments Policy at the Reserve Bank 
of Australia, refers to these contrasting account-based 
systems as one- and two-tiered systems and expects most 
market economies, such as Australia’s, to adopt the latter.14

In reality, both a token-based and account-based model 
can co-exist. Individuals may be able to withdraw tradeable 
tokens from their accounts while simultaneously having 
accounts at the central bank, either directly or indirectly, 
that would benefit from near instant transfers. It could be 
that the withdrawal of a token from a CBDC account would 
require something of a fee or tax in order to provide for 
the cost of the service, raise government revenue from 
increasing money velocity, or in order to disincentivize 
non-account-based financial behavior. A growing number 
of specialists, such as David Birch of Consult Hyperion, 
suggest that a token-based model needs to be a part of any 
large-scale CBDC initiative in order to promote adoption 
and allow for a true replacement of physical cash. As noted 
earlier, much of the world, and even large populations within 
modernized countries, have difficulties interacting with the 
financial system and depend largely on cash for day-to-day 
transactions. Moving solely to an account-based model 
could disenfranchise this group and push them further into 
financial isolation and desolation. There remain signficiant 
direct and indirect costs to joining the current financial 

system and an account-based model may retain some of 
these frictions, even if they are substantially mitigated.

From the standpoint of blockchain technology and 
its relation to CBDCs, a token-based system is most 
comparable to stablecoins and mimic many of the same 
favorable utility characteristics that cryptocurrencies have 
become well-known for. If central banks want to improve 
their competitiveness against cryptocurrencies, a CBDC 
system that implements a token-based model is arguably 
quite necessary. Without a CBDC token, central banks may 
actually drive individuals into cryptocurrencies, which is 
unlikely a desired outcome. In addition, at a higher level, the 
account-based system seems to mirror monopolization, 
at least on the backend, of the retail banking sector. 
Effectively, it is identical to everyone choosing the same 
bank to hold their money. It provides little in the way 
of true innovation and seems to only allow for more 
simplicity of the banking system than everyday financially 
on-boarded, or “banked,” consumers would likely care 
for. Relying solely on an account-based model could, at 
the current pace of innovation within the cryptocurrency 
space, lead to near immediate obsolescence of the CBDC 
infrastructure. Moving solely to an account-based system 
may also cause concern among civil rights activists over 
possible government overreach of the economy and 
society. We see an account-based system as moving closer 
to absolute authoritative control of payment channels and 
the monetary unit itself while a token-based system would, 
ceteris paribus, provide consumers with transactional 
freedom in a similar vein as physical cash.

Analog Central Banks Show Digital Interest 
Historically, the conversation and official efforts around 
CBDCs is relatively new. Ecuador is notable for having 
created the first-ever digital currency back in 2014, only to 
have it shuttered in 2018 due to a lack of public trust in 
the central government’s ability to keep its digital currency 
from losing value.15 The Ecuadorian government had 
already experienced defaults on its obligations, something 
that limited interest in their CBDC from the outset. 
Sweden, although not having created a digital currency 
per se, has mostly phased-out the use of cash. Among the 
larger sovereigns, The People’s Republic of China (PRC) has 
been developing its own CBDC since at least 201416 while 
the Bank of England became the first Western monetary 
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authority to explore the topic in earnest back in 2015.17 

That said, significant interest in digital currencies among 
policymakers did not come about until after the bursting of 
the 2017 cryptocurrency bubble and the immense public 
intrigue generated by Facebook’s Libra multi-currency 
stablecoin.

Since then, both the European Union and the Russian 
Federation have begun taking significant steps toward 
creating their own version of CBDC. In addition, it is rumored 
that China’s digital yuan, which is best compared to a two-
tiered account-based system,18 may hit within extremely 
short order. The Middle Kingdom’s interest in electronic 
currency is quite logical. China has made significant strides 
in the area of digital payment systems through AliPay 
and WeChat. CBDC provides an avenue for the central 
government to become more involved in the payments 
infrastructure, further the digitization of their economy, 
monitor economic activity more closely, and possibly 
allow for a more direct channel for monetary and fiscal 
policy. There may also be interest in targeted yuanization 
via a digital yuan that is intimately tied to the PRC’s Belt 
and Road Initiative (BRI). Many countries along the Belt 
and Road have unstable currencies and an expansion 
of the digital yuan within their borders could be seen as 
mutually beneficial. Regarding United States efforts, a large 
volume of Federal Reserve speeches and publications 
have been presented last year on the matter, likely due 
to the increased focus on digital payment systems caused 
by the COVID-19 pandemic. However, Federal Reserve 
officials addressing digital currencies prior to 2020, at least 
in public, was relatively sparse. The United States is quite 
arguably behind the curve if it is serious in its desire to 
deploy a CBDC, but time remains to act.

Despite the sudden surge of interest, central bank digital 
currencies have, in some ways, been around for quite 
some time. Commercial banks, along with other depository 
institutions, store digital dollars in accounts held at the 
Federal Reserve. These entities do not force the Federal 
Reserve to hold their account values in physical dollars 
but are instead digital entries on the asset side of their 
electronic ledgers. Exploration of the CBDC topic by 
central banks may be less about creating a CBDC and 
more about widening the net that the current depository 
system covers. The idea is to expand the network of the 
Federal Reserve’s digital dollars to include organizations, 
companies, and households not presently covered. One of 
the main candidates for expanded access to the Federal 
Reserve’s digital dollar custodianship are social media 

companies, an industry that has seen significant popularity 
worldwide and one that has led the pack when it comes to 
electronic payment innovation.

Enabling these companies to register with the central 
bank and allowing them to participate more closely with 
the institution may very well be a major outcome of future 
CBDC implementation and regulation. Considering the 
global popularity of Facebook’s WhatsApp and the success 
of existing electronic payment systems in other regions of 
the world, such as WeChat, Alipay, and M-Pesa, domestic 
social media companies are likely in a position to work more 
closely with the existing financial infrastructure. In large 
part, this drive for inclusion of social media companies into 
both the domestic and global financial framework is being 
fueled by rising distrust of banking systems worldwide 
and increased use of social media platforms as facilitators 
of exchange. Indeed, several journal articles have been 
published on this topic alone.

Additional CBDC Considerations 
From a technical perspective, the main difference between 
a theoretical “Fedcoin” token-based model and a stablecoin 
such as USDT is simply the issuing authority, assuming 
laws aren’t passed to subvert use of the latter. There is 
also a matter of the technical parameters expected of a 
government-backed token and the number of merchants 
willing to accept it at launch. Naturally, before entertaining 
how this technology could be used as a tool in monetary 
and/or fiscal affairs, policymakers must fully-develop their 
CBDC technical specifications. Theoretical questions as to 
the underlying blockchain (i.e., one created by government 
authorities and/or a public chain, such as Ethereum), the 
degree of privacy allowed, smart contract compatibility, 
illegal use control, consumer protections, and any 
expected user-facing public-private partnerships must all 
be addressed.

Other aspects of the currency that aren’t necessarily 
technical in nature will also need to be fleshed-out, such 
as if the currency will be interest-bearing, if the central 
banking authority will have the legal right to inject funds 
directly into CBDC-holding accounts as a way to stimulate 
economies during downturns, and how authorities plan to 
manage cross-border digital currency payments. Differing 
thoughts exist surrounding the need for interest-bearing 
CBDCs with some economists believing that base money 
should remain a zero interest-zero maturity instrument. 
Others see the potential for using interest-bearing CBDCs 
as a tool in monetary policy through which the central 

17 Bank of England. (2015, Feb.). One Bank Research Agenda. https://www.bankofengland.co.uk/-/media/boe/files/research/one-bank-research-agenda---
summary.pdf?la=en&hash=B2C820FBF6A960C4A625C2DAB5B5B6CE4FEDF120
18 John, A. (2020, Oct. 19). Explainer: How Does China’s Digital Yuan Work?. Reuters. https://www.reuters.com/article/us-china-currency-digital-explainer/
explainer-how-does-chinas-digital-yuan-work-idUSKBN27411T
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bank can more directly and uniformly influence saving and 
consumption. Additionally, the prospect of the population’s 
accounts being held, either directly or indirectly, at the 
central bank opens the doors to a more efficient execution 
of what was just seen in the United States with Congress’ 
Economic Impact Payments (EIPs). If accounts are all held 
at the Federal Reserve and have the proper identifying 
information to determine eligibility, funds could be provided 
quickly to households in the event of another downturn. 
This is also true of any kind of direct lending program to 
households central banks may consider in the future, if 
and when the need arises. Select CBDC issuances could 
also be given an expiration date, either through a smart 
contract in a token-based model or a back-end accounting 
mechanism in an account-based model, providing another 
powerful tool for monetary policy.

Lastly, cross-border payments remain something of a 
dilemma for CBDCs since, as noted earlier, an important 
selling point for digital currency revolves around the 
inclusivity that such a system can provide for the “unbanked” 
around the world. The need to send value globally is 
significant and central banks will need to find a way to 
manage those flows in accordance with prevailing market 
exchange rates. Tobias Adrian believes that this may be a 
sticking point for CBDCs and could lead to further global 
dollarization, possibly even rendering certain emerging 
market currencies worthless. Deepening dollarization is 
viewed as having its own set of problems and it is possible 
that sovereign nations may not be interested in cross-
border digital currencies if they risk undermining the sanctity 
of their monetary systems. Beyond issues of sovereignty, 
there are real economic ramifications that surround 
dollarization, such as the possibility of restrained long-
run economic growth, as Adrian has pointed out. Others, 
however, are more sanguine, suggesting that existing swap 
lines between central banks could be used to circumvent 
problems related to cross-border CBDC payments.

Lookout for the Outlook 
The future for CBDCs differs somewhat from 
cryptocurrencies, although their paths may be intertwined 
at times. Bitcoin and its ilk are constantly battling to 
maintain a balance between three key concerns known 
as the “Blockchain Trilemma.” The trilemma, often 
visualized as a triangle, consists of three issues related 
to sustainable public blockchain development: scalability, 
decentralization, and security. It is assumed in the trilemma 
that by strengthening any one of the triangle’s vertices, 
at least one of the others must weaken. For instance, 
although Bitcoin is widely believed to be secure, there 
have been concerns raised regarding the centralization of 
mining as well as the inability of the protocol to scale during 
episodes of significant on-chain traffic. It was Bitcoin’s 
scalability problem that ultimately led to a large portion 

of the community “forking,” or breaking the protocol off, 
into Bitcoin Cash (BCH) in mid-2017 amid controversy 
surrounding the previously mentioned SegWit upgrade. 
Ethereum has had similar issues in this regard with the 
community hoping that the recent upgrade to Ethereum 
2.0 will be able to more properly satisfy the trilemma than 
ETH’s first iteration.

CBDCs are unlikely to suffer from the trilemma as it is 
already assumed that decentralization is not on the menu 
of potential features, at least not at the critical infrastructure 
level. An important distinction between cryptocurrencies 
and CBDCs is that the latter operates under the control of 
a central authority, either directly or indirectly. For CBDCs, 
scalability is likely going to be dependent on the strength 
of user-facing platforms and the ability of the central bank, 
including its public and private partners, to expand the 
network to its desired level. Security, since decentralization 
is not a concern, is simply dependent on the ability of the 
central bank’s computer science professionals to keep 
hackers at bay and reduce the number of bugs that might 
plague the system. In the event of either a critical attack 
or bug, it is presumed that the central banks will have the 
authority both to make users whole and to provide for a 
timely upgrade to the system. The former, and sometimes 
the latter, are not normally hallmarks of public blockchain 
security incidents.

Before CBDCs can enter the electronic payments fray, 
a variety of questions, some of which have already been 
raised in this paper, need to be answered in detail. 
Lawmakers will have to pass regulations that seek to keep 
their CBDC program both secure and lawful but also give 
it the tools necessary to thrive. Appropriate timelines must 
be established to allow consumers, private user-facing 
platforms, and merchants to anticipate its launch. The 
launch itself will also need to be smooth in order to allow 
for a heightened state of trust. A botched CBDC roll-out 
may lead to a lack of adoption and possible discontinuation. 
There is also the matter of what central authorities may 
be able to directly gain through CBDCs. Incentives must be 
structured appropriately such that both digital currency 
issuers and users have a reason to see the system flourish. 

Realistically, given the issues raised, many of which have 
yet to be answered, a true CBDC launch among Western 
countries seems unlikely to occur anytime soon. Indeed, 
when the new head of the European Central Bank, 
Christine Lagarde, was asked about a possible timeline 
for a digital euro launch, she suggested that it could take 
anywhere from two to four years before the system would 
be ready for the masses. We feel the most likely scenario 
is that a given country’s CBDC program will be finalized on 
a technical level first, followed by limited roll-outs in order 
to apply real world tests to the system, and then a mass 
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release. Arguably the country furthest along the CBDC 
road, China took these exact steps in its own digital yuan 
development.19 Western central banks may look to the East 
for clues as to how to structure their programs, in addition 
to consulting with several non-governmental organizations 
and boutique firms that specialize in electronic payments 
and blockchain technology.

SUMMARY

The advent of blockchain technology has allowed for a virtual 
cornucopia of possibilities for individuals, business, and 
governments around the world. Bitcoin, the first use-case 
of blockchain technology, showed that the cryptographic 
advances made up until Satoshi Nakamoto’s 2008 
whitepaper were enough to build a fully-decentralized digital 
currency. Twelve years later, Bitcoin continues to thrive and 
has been joined by a fleet of cryptocurrencies that were, 
at best, only a thought just a handful of years ago. It is this 
expansion of electronic payment systems via blockchain 
technology that has captured the interest of central banks 

19 Zhang, Z. (2020, Dec. 7). China’s Digital Yuan: Development Status and Possible Impact for Businesses. China Briefing. https://www.china-briefing.com/
news/chinas-digital-yuan-status-roll-out-impact-businesses

who believe they are uniquely capable of providing not 
only a better alternative but also able to lay the foundation 
for an officially-sanctioned global electronic payments 
regime. However, just as the dreams of cryptocurrency 
developers tend to be rather lofty, so are those of various 
CBDC initiatives. Indeed, when researching CBDCs, more 
questions emerge than answers and many of the important 
technical specifications are simply nonexistent.

It has yet to be seen how CBDCs will work alongside the 
current banking infrastructure and how each individual 
country will integrate possibly differing models to create 
a functioning global payments system. That said, the initial 
spark has been set off and a flame could emerge relatively 
quickly as interest in CBDC seems to grow larger with 
each passing quarter, drawing increasing attention from 
investors and central bank watchers worldwide. As the 
world becomes ever more interconnected and digitized, it 
appears unlikely that CBDCs will be a passing fad and will 
instead receive mounting attention from authorities and 
consumers worldwide.

Alexander Villacampa
Associate, Market Strategy and Research

Jun Jiang
Associate Director, Market Strategy and Research
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Paul Norris, Head of Structured Products, discusses why opportunities in securitized assets may improve as the 
year progresses, the outlook for CMBS, the growing interest in ESG principles and the potential impact of the Biden 
administration on the securitized market.  
 

Read the full Q&A

https://www.conning.com/about-us/insights/structured-products-qa
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Despite a global health catastrophe, 2020 brought 
record highs to many equity markets, while credit 
spreads narrowed close to pre- pandemic levels. 
With a U.S. Presidential election result that should 
maintain business-friendly policies and vaccine 
breakthroughs, the end of 2020 marked the beginning 
of the pandemic’s aftermath.

As we move into 2021, global risk assets are on much 
more solid footing than they were at the beginning of the 
COVID-19 market crisis. However, the storm hasn’t fully 
passed yet. Another wave of infections is still unfolding 
across the U.S., Europe, and certain emerging markets 
(EM). This will almost certainly continue to dampen 
economic activity, postponing a full recovery until mass 
vaccination is achieved. Still, expectations of an upcoming 
end to the pandemic have helped raise investor spirits. 
Plus, massive policy stimulus continues to lessen the worst 
of what could have been a major collapse of the world 
economic order, while also contributing to a developed-
market (DM) recovery.

MARKET INSIGHTS 
STRONG MARKET PERFORMANCE CONTINUED 
THROUGH THE 4TH QUARTER

Contributor: Seema Shah, Chief Strategist,  
Principal Global Investors

The United States was a clear outperformer for much of 
the year, as the mega-cap technology sector benefitted 

1 As of December 31, 2020.
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• An established global investment manager with $544.9 billion in AUM for more than 800 institutional  
clients worldwide1

meaningfully from both the “stay-at-home” trade and record 
low bond yields. A partial role reversal in the winners and 
losers of 2020 in the fourth quarter was driven by positive 
vaccine news, alleviating fears that society would have to 
learn to live with the virus on a more permanent basis and 
offering the hope of a much quicker return to normal than 
had been anticipated.

2021: Navigating uncertainty on the path to recovery

• Vaccine: There are still many questions surrounding 
vaccine distribution logistics, from storage to the ability 
to mass manufacture, to regulatory approval. Thus, the 
unavoidable link between mobility and virus will linger 
well into this year, and sectors with high human- to-
human contact such as restaurants, hospitality and 
travel, will continue facing capacity constraints, weighing 
on the performance of these battered sectors through 
the first half of 2021.

• Global growth: While global economic data shows 
continuing recovery from the COVID-19 shock, and 
PMIs signalling continued strength, high-frequency 
indicators suggest that the recovery will likely stall 
modestly in Q1 2021.

• Labor market: Around 60% of jobs lost during 
the pandemic- driven shutdown in March and April 
have now been recovered. However, the pace of job 
growth has slowed significantly, perhaps reflecting the 
additional negative pressure already inflictedon the U.S. 
economy by the winter virus wave.
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• On a clear positive note, however, bankruptcies and 

loan delinquency rates have remained supressed. While 
they will likely rise slightly in Q1, bankruptcies will remain 
considerably lower than in previous economic downturns 
when they have followed unemployment rates higher.

• Central bank policy and fiscal stimulus: So far 
in this crisis, central banks have responded very 
aggressively, cutting interest rates, introducing forward 
guidance, balance sheet expansion, and direct funding 
of corporate assets. While the direct impact of such 
actions to invigorate economic reflation has been 
somewhat questionable, central banks have cleared 
the path for governments to introduce massive fiscal 
support packages. Quantitative easing has absorbed 
expansion of government issuance and supressed 
bond yields, thereby permitting the government to 
aggressively increase crisis spending without worrying 
about spiralling debt costs. In both developed and 
emerging markets, government debt has now doubled 
since 2008. For developed markets, government debt 
has hit its highest level since WWII, and in EM it is the 
highest it has ever been. These extraordinarily easy 
financial conditions created by central banks have also 
facilitated and encouraged a build-up of corporate debt.

• Inflation and continued policy support: In 2021, 
while inflation will likely recover, it will not prompt a 
U-turn from central banks. We expect central banks to 
remain committed to limiting spill overs, and we do not 
see a move away from accommodative monetary policy. 
As a result, the Federal Reserve (Fed), European Central 
Bank (ECB), the Bank of Japan, and other central banks 
will continue absorbing significant amounts of sovereign 
and private debt to mitigate future market stress. While 
this may not match the atmospheric pace of balance 
sheet expansion of 2020, continued stimulus will 
supress borrowing rates and cushion high debt levels.

• Borrowing rates: While the build-up of debt leaves 
the corporate sector more vulnerable to shocks, the 
continuation of abundant liquidity and low borrowing 
rates mean that companies that issued substantial 
amounts of debt in 2020 will remain well-funded 
through 2021, suggesting diminished risk of a corporate 
credit-driven meltdown.

 

INDUSTRY INSIGHT 
2021…THE BARBELL CONTINUES

Contributor: Jack Bishop, Portfolio Manager, General Account, 
Principal Financial Group

The General Account 2020 can be summarized as a 
360° year. What do I mean by that? We started the year 
worried about late-stage credit concerns and the potential 
for elevated idiosyncratic risk. Anticipated drift and 
losses were slightly elevated. Those expectations quickly 
shifted to a more systemic analysis in February/March, 
with expectations of 2002-2004 or 2007-2009 scenario 
comparisons given the potential pandemic impact.

Government program intervention allowed for more 
aggressive investment aspirations and value hunting in 
April/May, but large-scale opportunities were primarily 
found in investment grade (IG) credit. In June/July the 
portfolio recognized that the opportunity set experienced 
in the first half of the year (primarily IG corporates) was 
likely too skewed to overcome in the second half to achieve 
full year allocation targets. This more than likely is impacting 
insurers 2021 playbook.

So, what does 2021 look like for us? We think the barbell 
continues. High quality asset-backed securities and 
municipal bonds will continue to play a significant role 
in the strategy and tax-exempts could finally be back on 
the radar as a possible option, coupled with continued 
execution of BBB thru B private IG and private high yield 
(HY). We believe the barbell still makes sense from an 
economic perspective while, on the margin, finding ways to 
get equity upside-exposure into the portfolio.
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Asset Allocation Frontier 1.8% RBC Efficient Portfolio

As shown in the chart below, the portfolio construction team continues to update their models with updated correlation, 
drift and loss data that is applied to the risk-based capital (RBC) construct enabling the portfolio managers to make more 
informed decisions about risk and return.

Source: Principal Financial Group. The data that is being shown utilizes long-run assumptions for returns based upon internal experience and capital is a 
regulatory specified level.

RBC Ratio @ 100

The barbell strategy is maximized in the middle of the frontier in the 1.6% – 1.9% RBC baseline factor. This baseline factor 
has little meaning by itself without incorporating the other diversifiable risks in an insurance company portfolio (C0 thru 
C4). Once those other risks are included, the portfolio is optimized based upon the various underlying assumptions.

SPOTLIGHT ON PORTFOLIO  
ALLOCATION STRATEGIES 
2020 EM FIXED INCOME REVIEW

Contributor: Damien Buchet, CIO-Total Return Strategy, 
Finisterre Capital

Emerging market (EM) countries engineered their own 
steady recovery from the COVID-19 March shock, initially 
attempting to emulate the drastic lockdowns and sanitary 
measures of developed markets (DM), but with more limited 
means and policy constraints. To be sure, EM countries 
experienced their share of hardships, being less equipped 
than their DM counterparts in terms of monetary tools and 
more constrained in terms of fiscal flexibility.

• Some countries suffered from inadequate pandemic 
management (Brazil) or felt the pain of harsh or 
misplaced lockdowns (India, Indonesia); others 
experienced both (Peru, Argentina).

• Turkey and South Africa were more exposed to the 
virus’s economic impact, largely due to pre-existing 
policy credibility/flexibility issues.

• Frontier countries saw the most salient event risks: 
Lebanon, Zambia, and Suriname have already officially 
defaulted, while many others retain precarious debt 
dynamics.

• A notable exception was China, due to its more solid 
finances and quick response efforts.

However, most significant EM country-level risks are well 
identified, and investors are not overly exposed, precluding 
the risk of systemic crisis.



 Q1 2021 Insurance AUM Journal 59 insuranceaum.com

PRINCIPAL
Insurance Quarterly: Perspectives, challenges, and opportunities (cont.) 8
What we’re keeping an eye on in 2021

• Chinese growth and currency – Although China’s 
superior growth may plateau in 2021 (putting the brakes 
on the renminbi), we expect Chinese government bonds 
will remain an attractive structural opportunity.

• Normalization trades – The timing of monetary and 
fiscal “exit” policies will be prominent focal points in 
2021, as limited policy headroom pressures some EM 
economies to straighten their fiscal balances earlier 
than their DM counterparts.

• Peak oil – Although we aren’t expecting any major oil- 
price collapses, there’s limited upside to current levels. 
We envision a range of US$45–55 per barrel, given 
pent-up supply and renewed potential for U.S. shale 
production.

• The new U.S. administration – A containment 
approach to China should remain a strategic objective, 
and a Biden presidency will very likely appeal to 
European allies for a more concerted approach. Overall, 
we expect a more predictable approach to geopolitical 
challenges should mean lower potential event risks for 
global markets.

• A chance to prioritize ESG – 2020 has already seen 
something of a revolution in ESG thinking across the 
emerging market debt (EMD) investment community. EM 
portfolio managers are realizing their collective power in 
driving more sustainable policy choices from both EM 
governments and issuers with large carbon footprints.

Looking ahead

These valuations are supported by the balanced policy 
outcome of the U.S. elections, lingering effects of the 
massive DM policy stimulus, and concrete expectations of 
a decisive cure for COVID-19 in 2021.

Positive short-term EM-DM growth differential:
As EM policymakers have allowed most economies to 
reopen despite a lingering virus risk, growth has recovered 
more steadily across the EM universe than in Europe or 
the U.S.

EM currencies:
While the U.S. economy would likely lead any sustained DM 
growth rally later in 2021, the more consistent rebound of 
EM economies should help EM currencies perform on their 
own growth and valuations merits over the next three to 
six months.

EM local-bond exposure:
Despite record-low average yield, opportunities do exist in 
the steeper curves of Brazil and South Africa, as well as in 
higher- yielding countries with policy flexibility.

EMD technicals:
With 2021 U.S. credit expected to hit 12-year lows, 
technicals should remain biased towards emerging market 
debt (EMD) inflows, as global “crossover” investors and 
balanced “60/40” funds struggle to find DM sources of yield 
with some degree of liquidity.

EM hard currency:
Credit spreads in the high 300 basis point range with a BB+ 
rating continue to trade near the wide end of their 12-year 
trading range, remaining attractive compared to their DM 
high-yield and investment-grade peers.

EM corporates:
EM corporate credits remain a relative laggard in terms 
of inflows but retain solid fundamentals across various 
sectors— particularly telecom, Latin mining and metals, 
and Chinese property.

ASSET CLASS PERSPECTIVES  
REAL ESTATE EQUITY 
TO "D" OR NOT TO "D"

Contributor: John N. Urban, Managing Director,  
Portfolio Manager, Principal Real Estate Investors

With multiple COVID-19 vaccine solutions being administered 
in the U.S. and the expectation of stronger economic growth 
in 2021, now is the time to plant some total return seeds to 
help your bottom line in this low-yield environment.

Mention was made last quarter that a core property 
investment program will likely not be attractive to life 
insurance company investors after considering risk based 
capital (RBC) requirements and the GAAP depreciation 
drag on income. If you view equity real estate as a total 
return strategy that should provide yields comparable 
to alternative asset investments, then Value-Add and 
Development—the “D” word—investing are the most 
compelling strategy options to consider in this sector.

Value-Add and Development investing 
are the most compelling strategy 
options to consider in this sector.
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It is largely because many investors and consultants are 
unable to get over the “D word” that returns are attractive 
in this space, with expected yields in the high single- 
to double- digits, depending upon the holding period. 
Principal has been investing in the development space for 
50 years and seeks to mitigate as much of the typical risk 
as possible so that the main risk investor clients are taking 
is getting a shiny new, high quality property leased up as 
construction gets completed. We focus on limiting pre-
development and construction cost risk as best we can for 
every new investment in this space and would welcome the 
opportunity to talk through this with you in more detail. 

Around this general approach, an investor can choose a 
build-to-core strategy of holding completed and leased 
assets at a favorable basis for as long as they like. This 
strategy generally leads to GAAP income returns that 
exceed investment grade bonds, the benefit of economic 
appreciation over time, and a historical cost accounting 
profile that limits downside income statement volatility. 
Alternatively, investors can elect a merchant build strategy 
to sell once a property has been developed and leased in 
order to capture the highest holding period returns. Or, 
even better, a mix of these two development strategies to 
realize the benefits of both.

Since 2001, Principal has completed more than $9 billion 
in development investments on behalf of clients. We think 
that you would like the results and invite you to learn more 
about this track record in greater detail.

REAL ESTATE PRIVATE DEBT 
COMMERCIAL MORTGAGES PROVIDE UPSIDE  
IN A SQUEEZED YIELD MARKET

Contributor: Christopher Duey, Senior Managing Director, 
Portfolio Manager, Principal Real Estate Investors

Although Q4 2020 volume numbers have not yet been 
published, the American Council of Life Insurers (ACLI) did 
report a material increase in commercial mortgage volumes 
in Q3 relative to Q2 when the industry hit the pause button 
on account of COVID-19. Given our own activity, I would 
expect Q4 to show another increase in activity on behalf 
of life insurance companies. With positive progress on 
the vaccine front and a stronger economic environment 
looking forward, I would expect life insurance companies 
to steadily increase their commercial mortgage volumes 
as we move through 2021. In addition, it is expected that 
commercial real estate investment sales activity should 
pick up in 2021 as well, thus providing additional financing 
opportunities for life companies and investors across the 
risk spectrum.

Many life companies are using core commercial mortgages 
to support their asset and liability matching needs. These 
mortgages are primarily fixed rate, call-protected loans, 
with terms between 3-30 years (with 10 years being 
the most popular) and secured primarily by the four 
main commercial property types (multifamily rentals, 
industrial, office, and retail). Although overall yields remain 
compressed post-COVID, from a relative value perspective 
commercial mortgages continue to potentially provide 
80-100+ bps over comparably rated corporate bonds, 
depending on credit quality and tenor.

Since COVID, we have witnessed a material bias by 
both investors and lenders to favor the industrial and 
multifamily property types given positive sector-specific 
market fundamentals and a general view that these asset 
classes are more defensive. Lenders are being much more 
cautious in the office and retail sectors given the structural 
headwinds both currently face. We have also seen lenders 
branch out to top secondary markets as employers and 
employees move to less dense, lower cost-of-living markets 
that offer a high quality of life.

We continue to view construction lending and investment-
grade subordinate debt as strategies that offer attractive
risk-adjusted returns and yield premiums relative to core 
commercial mortgages and comparably rated corporate 
bonds. These higher risk, higher return strategies offer 
lenders a means to incorporate a barbell approach for 
commercial real estate private debt to achieve higher 
overall returns.

REAL ESTATE 
CMBS: OUTLOOK IMPROVES AND SPREADS TIGHTEN 
DESPITE HIGHER NAIC CAPITAL REQUIREMENTS

Contributor: Marc Peterson, CFA,  
Chief Investment Officer-CMBS, Principal Global Fixed Income

Demand for CMBS credit grows

Stability and spread tightening continued for CMBS in 
the fourth quarter as demand for yield overwhelmed 
supply, supported by an improved fundamental 
outlook for commercial real estate after positive vaccine 
announcements in November and the encouraging trend 
in delinquencies.

The spread performance is especially notable considering 
weekly trading volumes that more than doubled in 
December from insurance company selling in response 
to preliminary changes in risk-based capital requirements 
issued by the NAIC in November. There was an estimated 
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$2 billion of insurance company sales in the secondary 
market. The fact that spreads tightened through that supply 
demonstrates how broad the demand for CMBS credit was 
during the quarter outside of insurance company investors.

Delinquency transition—total conduit

CMBS vs. corporate bond yields

Zero loss share

After spiking with the onset of the pandemic, delinquency rates, 
especially those less than 30 days, trended lower in the second 
half of 2020.

Source: JPMorgan, Trepp. For the time period 3/1/2020-12/31/2020.

Source: JPMorgan. As of 12/31/2020.

Source: Citigroup. As of 12/31/2020.

Outlook improves as spreads tighten and delinquency 
rates trend lower

During the quarter, spreads on AAA- rated bonds 
tightened 16 bps, AA- rated bonds 13 bps, A- rated bonds 
40 bps and BBB-rated bonds 187 bps. Even at these 
tighter levels, CMBS spreads continue to offer an attractive 
spread premium to similarly rated corporate bonds which 
continues to help drive demand for CMBS as investors look 
for attractive yield opportunities.

CMBS spreads continue to offer an 
attractive spread premium to similarly 

rated corporate bonds.

This yield advantage also comes during a period where the 
outlook for the fundamental recovery of commercial real 
estate improved, and delinquency rates trended lower as 
investors looked past the second wave of Covid-19 into a 
post-vaccine environment in late 2021 and 2022.

Changes likely in 2021 for NAIC risk-based capital 
requirements

The changes in risk-based capital requirements from the 
NAIC at the end of the year reflected a COVID-19 driven 
increase in stress across the scenarios that were selected 
to run in Blackrock’s CMBS model. This was especially the 
case in the most conservative scenario which appeared to 
assume a materially higher level of stress that resulted in 
losses being projected much higher in the CMBS structure 
than what the market expected. The consequence of bonds 
being projected to take a loss in any of the scenarios versus 
being considered a “no-loss” bond and automatically a 
NAIC 1 is the intrinsic price calculated by the NAIC and has 
to be compared to the book price to determine the NAIC 
rating. This process especially put bonds being carried at a 
premium book price at risk of material downgrades which 
resulted in bonds that were NAIC 1 at the end of 2019 
being moved to NAIC 3 or 4 at the end of 2020 and capital 
charges moving 11 and 25 times higher respectively.

The number of bonds impacted, and the magnitude of 
the downgrades is what took investors by surprise and 
prompted discussions on changes that could be made in 
2021 to make capital charges more reasonable.
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PREFERRED SECURITIES 
PREFERRED SECURITIES – A SWEET SPOT FOR 
INSURANCE COMPANY PORTFOLIOS

Contributors: Matthew R. Byer, Executive Director,  
Chief Operating Officer and Steven Solmonson,  
Senior Vice President, Marketing, Spectrum Asset Management

Insurance companies and other institutions typically 
maintain a substantial allocation to sovereign and high-
grade senior debt; which performed exceptionally well in 
2020. “A” rated fixed income not only averted the sharp 
credit spread hike in March, but also benefited the most 
from the dive in rates.

In late 2020, high-grade fixed income investors turned their 
attention to reallocation—looking to take some of their 
“unexpected windfall” unrealized gains in high-grade off-
the- table and redeploy to other higher yielding segments 
of the fixed-income market; including capital securities (i.e. 
preferreds, junior subordinated and AT1 CoCos) which are 

As of 12/31/2020. Past performance is no guarantee of future results. Note: The I0CS inception date is 4-1-2012. It is a roll; thereby including both $25 par and 
$1000 par securities. Source: ICE BofA Index Platform www.theice.com.

ICE B0fA Indices US Corp US All Capital 
Securities US High Yield

Segment of Corp 
FI

Sr. Debt /  
High Grade

Preferred & 
Capital Securities

Sr. Debt /  
Below IG

Index Ticker C0A0 I0CS H0A0

Cumulative Total Returns

Apr 2012 - Dec 2020 56.91% 86.73% 73.02%

Annual Returns

2020 9.81% 7.63% 6.17%

2019 14.23% 18.39% 14.41%

2018 -2.25% -4.45% -2.26%

2017 6.48% 10.55% 7.48%

2016 5.96% 3.81% 17.49%

2015 -0.63% 5.43% -4.64%

2014 7.51% 11.95% 2.50%

2013 -1.46% 2.67% 7.42%

April-Dec 2012 7.74% 10.27% 9.92%

HG – CS - HY

33.3% BLENDED

Cumulative

72.22%

Annual

7.87%

15.68%

-2.99%

8.17%

9.09%

0.05%

7.32%

2.88%

9.31%

primarily issued by regulated banks, insurance companies 
and utilities. In part, the rationale takes account of the fact 
that there is little upside left in high grade and current yield 
is inadequate. Capital securities presently provide attractive 
relative value, and even if the yield curve moderately 
steepens (as Spectrum expects) and rates eventually nudge 
upward, the impact on banks and insurance company 
earnings should be positive; allowing credit spreads to 
further tighten; especially in the bank sector.

In that regard—the table on this page provides a general 
performance overview comparing High Grade (C0C0) and 
Capital Securities (I0CS) as well as High Yield (H0A0). The 
table also includes a simple example showing the results 
when blending all three based on an equal allocation of 
33.3% each.
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Source: ICE BofA Index Platform www.indices.theice.com. As of 12/31/2020.

ICE B0fA Indices US Corp US All Capital 
Securities US High Yield

Segment of Corp 
FI

Sr. Debt / High 
Grade

Preferred & 
Capital Securities

Sr. Debt / Below 
IG

Index Ticker C0A0 I0CS H0A0

Credit Quality Weighting %

AAA 1.4 0 0.0

AA 7.6 0 0.0

A 40.3 7.1 0.0

BBB 50.7 64.3 0.0

BB 0 27.1 55.4

B 0 1.5 32.5

CCC 0 0 11.3

CC 0 0 0.7

Total 100 100 100

Avg Credit A- BBB- B+

Industry Weighting %

Banks 16.3 38.6 1.3

Utilities 8.9 6.1 3.2

Insurance 4.3 21.4 1.1

Other Financials 7.2 12.2 4.2

Industrials 38.7 2.2 51.8

REITs 3.2 4.5 4.3

Retail 3.6 0.8 4.8

Energy 9.7 6.7 13.4

Media 3.9 0.4 9.2

TelCom 4.2 3.7 6.8

HG – CS - HY

33.3% BLENDED

Credit

0.5

2.5

15.8

38.3

27.5

11.3

3.8

0.2

100

BBB-

Industry

18.74

6.05

8.96

7.84

30.91

3.99

3.08

9.92

4.48

4.86

Aside from performance, the rationale for considering an allocation to Capital Securities becomes even more evident 
when comparing Credit Quality and Industry Weighting as shown below:

The Spectrum team has had a long history providing 
sub- advisory portfolio management to the insurance 
industry. Most notably, when customizing guidelines for an 
insurance company’s managed portfolio, it is important to 
factor-in two additional considerations: 1) NAIC Regulatory 
Capital Treatment and 2) DRD Tax Treatment.

The decision to allocate to capital securities may be 
prompted by the goal to achieve higher returns. That said, 
it is important to consider the allocation as complementary 
addition; mindful that the allocation can be blended 
at various levels based upon target returns as well as 
evaluating credit quality and industry weighting objectives.
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It is important to know that Spectrum can design a portfolio where all or most holdings are rated at or above BBB- in order 
to minimize NAIC capital charges.

Similarly, it is possible to set guidelines to where all or most holdings quality for DRD (Dividend Received Deduction) tax 
treatment in order to maximize after-tax returns.

MUNICIPAL DEBT 
A BANNER YEAR BEHIND US  
AND OPPORTUNITIES AHEAD

Contributors: Nick Pierce, CIPM, Managing Director-Product Specialist; Andrew Dion, Managing Director and  
Chief Operating Officer; Garrett Schmid, Product Specialist, Principal Global Fixed Income

Performance: The asset class 
performed extremely well and 
issuance was met with excess 
demand as the institutional investor 
base continued to expand due to 
increased foreign ownership. The 
AGG-eligible component of the asset 
class was up over 12% and the index as 
whole was up 10.5%. Transportation, 
health care and higher education 
sectors, in particular, experienced 
outsized performance. These are 
noteworthy figures for 2020 returns 
in fixed income.

Record issuance: Municipal bond 
issuance in 2018 was $37 billion; 
volume more than doubled in 2019 
to $85 billion; and more than doubled 
again in 2020 to $180 billion. 2020 
issuance surpassed 2010, which had 
been the highest year on record, 
which was principally due to the Build 
America Bond (BAB) program. While 
issuance in the space has had its 
ebbs and flows in previous years, we 
believe what we are witnessing is not 
cyclical – this is a structural change. 
The record issuance was consistently 
oversubscribed through domestic 
and international demand, as the 
weakness of the dollar continues to 
attract foreign investors.

Source: Bloomberg. As of 12/31/20.

U.S. Fixed Income Performance
2020 calendar year returns

Increasing demand: In addition to 
spread advantages, diversification 
benefits, and lower default rates over 
similarly rated corporate credits—the 
asset class also has the enviable trait 
of being largely ESG / SRI compliant. 
Adherence to ESG and SRI guidelines 
is increasingly common in mandate 
language, and taxable municipal 
bonds are a natural fit.

Looking ahead

The new administration, likely 
emboldened by the Georgia Senate 
runoff election results, is poised 
to increase supply and demand 
as infrastructure spending likely 
becomes a priority. What is more, 
the Democratic control of Congress 
heightens the likelihood of increased 

regulation and higher corporate 
taxes, which would be a headwind for 
corporate credit, but would act as a 
tailwind for municipal bonds.

2020 was a wakeup call for the 
industry - taxable municipal bonds 
are the fastest growing fixed 
income sector and, as stated, we 
believe this is a structural shift that 
warrants attention. Increased capital 
commitment from dealers, coupled 
with overall market growth, has aided 
in creating deep and narrow bid-
ask spreads and allowed for greater 
maneuverability in the asset class. 
Momentum in the sector continues 
to build and as it gains the attraction 
it rightly deserves, we believe we will 
continue to see opportunity in 2021 
and beyond.

The asset class also  
has the enviable trait  

of being largely  
ESG / SRI compliant.
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HIGH YIELD DEBT 
RECORD-LOW COUPONS STOKE  
DEBT FINANCING APPETITE

Contributors: Jeffrey Stroll, Chief Investment Officer,  
Post Advisory Group Board member; Hugh Costello, 
Managing Director, Marketing, Post Advisory Group

2020 ended on a strong note for the high yield market in 
spite of numerous macro headline challenges, including 
a surge in COVID-19 cases, a disputed election result, 
and halting progress on extending stimulus benefits. 
The Bloomberg Barclays US Corporate High Yield Index 
generated gains of 6.45% during the quarter, bringing the 
total return for the year to 7.11%.

Record new issue volume

The strong momentum in primary issuance volumes 
during the third quarter cooled only slightly in 4Q 2020. 
For the quarter, volume was $99.6 billion, driven largely by 
refinancings, as net volume was only $31.6 billion. Full-year 
new issue volume of $450 billion topped the prior record 
set in 2013 by $51 billion. Central bank activity in response 
to the pandemic drove rates lower and, when combined 
with spread compression back to pre-pandemic levels, 
resulted in record-low coupons in the new issue market 
that stoked the appetite for debt financing. Adding to that, 
the primary market continues to be supported by strong 
technicals as high yield bond funds continued to see 
inflows, totalling $8.4 billion in 4Q20 and $44.3 billion for 
the full year.

Spreads tighten

Spread compression was once again a primary factor in high 
yield returns during 4Q20. While treasury yields actually 
rose during the quarter—the yield on the 10-year rose 23 
bps to 0.91%--spreads tightened by 157 bps to 360 bps. In 
the latter half of the year, high yield spreads tightened by 
almost 270 bps in total. In 4Q 2020, BB spreads tightened 
118 bps to 264 bps, B spreads tightened 161 bps to 379 
bps, and CCC spreads tightened 293 bps to 658 bps.

Sector leaders

After lagging the index for most of the year, the energy 
sector posted notably strong returns in 4Q 2020 as oil 
prices staged a steady rally over the last two months of 
the quarter. Transportation and aerospace were also 
outperformers, due to an improved outlook for airlines 
and a significant rally in the bonds of a large, stressed 
aerospace issuer. Higher quality sectors such as technology 
and communications were laggards.

Uncertain outlook

The ongoing challenge of dealing with COVID-19 creates 
certain headwinds for the market, though one could 
also point to many supporting factors in the market—
ongoing development and distribution of vaccines, an 
accommodative Fed joined now by new leadership 
in the Treasury Department, the likelihood of further 
stimulus (tempered somewhat by concerns about fiscal 
responsibility), and the general health of the American 
consumer, thanks to improvements in personal incomes 
and the savings rate over the last year. Prudent credit 
selection remains paramount, as always, but opportunities 
remain for spread tightening in well positioned, healthy 
companies, as well as in floating rate bank debt that benefits 
both from the lower credit risk afforded by senior secured 
status and the ability to capture with rising rates.

Opportunities remain for spread 
tightening in well positioned, 

healthy companies, as well as in 
floating rate bank debt that benefits 

both from the lower credit risk 
afforded by senior secured status.

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 $544.9 billion in assets under management, and more than 800 institutional clients globally (as of 
December 31, 2020). Forty-eight of those clients are external insurance companies. They trust Principal Global Investors to manage more than $14.3 billion in 
assets, ranging from private real estate debt and equity, to specialized debt and equity strategies.

Contact your Principal representative for more information on these and other product solutions.

Risk considerations
Investing involves risk, including possible loss of principal. Past performance is no guarantee of future results. Equity markets are subject to many factors, 
including economic conditions, government regulations, market sentiment, local and international political events, and environmental and technological issues 
that may impact return and volatility. International and global investing involves greater risks such as currency fluctuations, political/social instability and 
differing accounting standards. Risk is magnified in emerging markets, which may lack established legal, political, business, or social structures to support 
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securities markets. Emerging market debt may be subject to heightened default and liquidity risk. Fixed- income investment options are subject to interest rate 
risk, and their value will decline as interest rates rise. Risks of preferred securities differ from risks inherent in other investments. In a bankruptcy preferred 
security are senior to common stock but subordinate to other corporate debt. Potential investors should be aware of the risks inherent to owning and investing 
in real estate, including value fluctuations, capital market pricing volatility, liquidity risks, leverage, credit risk, occupancy risk and legal risk.

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. 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 information in this report should not be considered investment, legal, accounting, or tax advice. Appropriate counsel or other advisors should be consulted 
for advice on matters pertaining to investment, legal, accounting, or tax obligations and requirements.

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.

This document is intent for use in: •The United States by Principal Global Investors, LLC, which is regulated by the U.S. Securities and Exchange Commission. 
•Europe by Principal Global Investors (EU) Limited, Sobo Works, Windmill Lane, Dublin D02 K156, Ireland. Principal Global Investors (EU) Limited is regulated 
by the Central Bank of Ireland. United Kingdom by Principal Global Investors (Europe) Limited, Level 1, 1 Wood Street, London, EC2V 7 JB, registered in England, 
No. 03819986, which is authorised and regulated by the Financial Conduct Authority (“FCA”). In Europe, this document is directed exclusively at Professional 
Clients and Eligible Counterparties and should not be relied upon by Retail Clients (all as defined by the MiFID). The contents of the document have been 
approved by the relevant entity. Clients that do not directly contract with Principal Global Investors (Europe) Limited (“PGIE”) or Principal Global Investors (EU) 
Limited (“PGI EU”) will not benefit from the protections offered by the rules and regulations of the Financial Conduct Authority or the Central Bank of Ireland, 
including those enacted under MiFID II. Further, where clients do contract with PGIE or PGI EU, PGIE or PGI EU may delegate management authority to affiliates 
that are not authorized and regulated within Europe and in any such case, the client may not benefit from all protections offered by the rules and regulations 
of the Financial Conduct Authority, or the Central Bank of Ireland. •In Dubai by Principal Global Investors LLC, a branch registered in the Dubai International 
Financial Centre and authorized by the Dubai Financial Services Authority as a representative office and is delivered on an individual basis to the recipient and 
should not be passed on or otherwise distributed by the recipient to any other person or organization. This document is intended for sophisticated institutional 
and professional investors only. •Singapore by Principal Global Investors (Singapore)Limited (ACRAReg.No.199603735H), which is regulated by the Monetary 
Authority of Singapore and is directed exclusively at institutional investors as defined by the Securities and Futures Act (Chapter 289). This advertisement or 
publication has not been reviewed by the Monetary Authority of Singapore. •Australia by Principal Global Investors (Australia) Limited (ABN 45 102 488 068, 
AFS Licence No. 225385), which is regulated by the Australian Securities and Investments Commission. This document is intended for sophisticated institutional 
investors only. •Switzerland by Principal Global Investors (Switzerland) GmbH. •Hong Kong SAR (China) by Principal Global Investors (Hong Kong) Limited, 
which is regulated by the Securities and Futures Commission and is directed exclusively at professional investors as defined by the Securities and Futures 
Ordinance. •Other APAC Countries, this material is issued for institutional investors only(or professional/sophisticated/ qualified investors, as such term may 
apply in local jurisdictions) and is delivered on an individual basis to the recipient and should not be passed on, used by any person or entity in any jurisdiction 
or country where such distribution or use would be contrary to local law or regulation.

© 2021 Principal Financial Services, Inc. Principal, Principal and symbol design, and Principal Financial Group are trademarks and service marks of Principal 
Financial Services Inc., a member of the Principal Financial Group.
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NAV lending: a solution for liquidity  
and mid-life private equity funds? 

NAV LENDING: ANOTHER TOOL TO ADDRESS 
LIQUIDITY NEEDS IN PRIVATE EQUITY

In response to the coronavirus pandemic, lenders have 
become more risk-averse with their balance sheets. 
Additionally, many older private equity funds have used 
their remaining investable capital to defend the value of 
portfolio companies. This, coupled with market factors 
that predated the pandemic, have left many private equity 
funds and their portfolio companies with limited liquidity to 
continue funding buy-and-build strategies, which require 
more capital as investment hold periods increase. 

Enter NAV lending. This type of fund financing existed pre-
pandemic, but stands in the spotlight against the current 
market backdrop. NAV facilities can support specific 
investments in a fund, backed by the NAV of the whole fund, 
or can be lent to the fund as a whole. The benefit of applying 
NAV lending to a private equity portfolio is to fill liquidity 
gaps. This allows the funds to defend or enhance the value 
of their portfolio companies without diluting their ownership.  

Hold periods in private equity have increased, from a low of 
approximately three years before the 2008 Global Financial 
Crisis, to current levels of four and a half to six years. This 
has made the importance of addressing the “liquidity gap” 
with creative financial solutions more pronounced.

Covid-induced market volatility was a stark reminder of 
the fact that even promising, growing investments could 
collapse if they run out of money. And if these investments 
run out of money, it doesn’t matter how much potential 
upside they might have had. Newfound attention on NAV 
lending is not just a result of the pandemic. It’s also part of 
a natural progression toward seeking liquidity — a trend 
we expect to continue throughout 2021 and beyond. 

NAV lending is becoming more mainstream as GPs are 
beginning to see how it may also help finance “tack-on 
acquisitions” effectively. However, one downside to the 
buy-and-build strategy is that it requires greater amounts 
of capital throughout the entire life of the investment, 
as opposed to a single investment at inception.  In the 
past, fund managers have foregone accretive add-on 
opportunities or financed them with dilutive capital when 
investable capital is limited.  Financing an add-on with an 
NAV loan allows private equity funds to grow the value of 
their portfolio without dilution.

EXECUTIVE SUMMARY

• The coronavirus pandemic accelerated existing trends of liquidity gaps in private equity driven by longer hold 
times and greater capital needs for “buy-and-build” strategies

• NAV lending seeks to solve these issues by providing efficient growth capital and defensive liquidity at a time 
when capital is most constrained

• NAV lending is becoming more of a mainstay in the fund-financing world

Source: ASI, Pitchbook  Q2 PE Breakdown,* June 30, 2020

Chart 1: U.S. MM PE median years to exit by fund size
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A SOLUTION FOR FUNDS IN MIDDLE AGE

“Middle-aged” funds, in particular, highlight this trend toward 
seeking liquidity. Younger funds are still in their investment 
periods, so they typically have investable capital from LP 
commitments and they can get capital call lines from banks 
fairly easily. End-of-life funds (funds older than 10 years) 
have little diversity left because only a few companies remain 
in the portfolio. Often, these companies are also the most 
challenged ones. Middle-aged funds are in a crucial period 
to create value for their investors and are therefore ideal 
candidates for NAV lending. They are typically out of their 
investment periods, and lack easy financing alternatives, 
but are still diverse enough to lend against safely.

not so different from committing more equity to support a 
portfolio company. It is another way to support a company 
that managers believe in, but it can be less costly and more 
efficient than committing more equity.

INVESTMENT DIVERSIFICATION AND  
INCOME ENHANCEMENT

In an era of low interest rates and the search for yield 
within fixed income allocations, institutional and retail 
investors have begun to migrate from public to private 
markets to achieve a higher threshold for performance and 
diversification, albeit with less liquidity. The result of this 
shift has been a greater emphasis on growth in the private 
debt and equity space. As an asset class, direct lending has 
matured and now provides differentiated characteristics 
that are advantageous to a yield-oriented investor. As a 
subset of the direct-lending family, NAV loans have unique 
covenant and recourse features that result in high-quality 
loans that fit well within an investment-grade framework.  

Therefore, income-centric investors, especially insurance 
companies, may find that NAV loans satisfy many of their 
requirements. Since the predominance of the loans tend 
to be investment grade, the risk-based-capital charges are 
less onerous, the income generation tends to be higher 
than traditional middle market loans, and there has been a 
scarcity of defaults through multiple market events.  

Insurance companies, in particular, have found that this 
strategy fits well within their private-credit allocations, while 
also creating an elegant solution for the end borrowers.

CONCLUSION

Covid-19 has given NAV lending a tailwind, but ultimately, 
NAV lending can help plug the liquidity gaps in older funds, 
pandemic or not. In general, firms have paid high multiples 
for the companies in their portfolios. In order to generate 
the returns GPs and LPs expect managers may need to 
put more elbow grease into their portfolios for longer 
periods of time. 

In our view, NAV lending is morphing into a mainstay in the 
fund-financing world. The pandemic has given managers a 
reason to consider NAV loans, but, in our view, this change 
was always coming. Liquidity tends to find the places that 
aren’t liquid over time; NAV lending is part of a natural 
evolution. Middle-aged funds are going to continue to exist 
and present liquidity challenges, and growth opportunities, 
to managers. We believe that in the years ahead, NAV 
lending will become an increasingly prominent solution.  

Source: ASI,  Pitchbook, Q2 PE Breakdown, *September 30, 2020

Source: ASI, February 10, 2021. For illustrative purposes only.

Chart 2: Add-ons are a part of the strategy

Chart 3: Filling the gap for “middle-aged” funds

Before the pandemic, some private markets participants 
viewed this type of private-credit investing as esoteric. NAV 
lending may even have looked, to some managers, like a 
last-ditch option to revive fund liquidity. However, in the 
early days of the pandemic, when liquidity demand spiked, 
NAV lending began to look more attractive. Managers 
began to realize that it aligns GP and LP goals to support 
portfolios and seek to maximize returns for LPs. Now it 
may be easier to see that, philosophically, NAV lending is 
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Doug Cruikshank

Important Information

Alternative investments involve specific risks that may be greater than those associated with traditional investments; are not suitable for all clients; and intended 
for experienced and sophisticated investors who meet specific suitability requirements and are willing to bear the high economic risks of the investment. 
Investments of this type may engage in speculative investment practices; carry additional risk of loss, including possibility of partial or total loss of invested 
capital, due to the nature and volatility of the underlying investments; and are generally considered to be illiquid due to restrictive repurchase procedures. These 
investments may also involve different regulatory and reporting requirements, complex tax structures, and delays in distributing important tax information.

Fixed income securities are subject to certain risks including, but not limited to: interest rate (changes in interest rates may cause a decline in the market value 
of an investment), credit (changes in the financial condition of the issuer, borrower, counterparty, or underlying collateral), prepayment (debt issuers may 
repay or refinance their loans or obligations earlier than anticipated), call (some bonds allow the issuer to call a bond for redemption before it matures), and 
extension (principal repayments may not occur as quickly as anticipated, causing the expected maturity of a security to increase).
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The Opportunities and Risks of Investing in
Fallen Angels for Insurance Companies
Insurance companies have historically allocated toward 
higher quality yield instruments. Over the past decade, 
amid a persistent low interest rate environment, insurance 
companies have gradually increased their allocations 
outside of investment grade bonds into primarily the higher 
quality end of the high yield corporate bonds. As insurance 
companies grow in size, their allocations to high yield have 
tended to increase, resulting in insurance companies 
making up an increasing segment of the high yield 
market. One trend we have observed is more insurance 
companies opting to adjust or customize their high yield 
allocations. Given their strong empirical performance, 
Fallen Angels have become an alternative option for high 
yield investors looking to allocate primarily to the higher 
ratings cohort of the market. In this paper, we plan on 
comparing a Fallen Angels strategy to upper-tier high yield 
strategies consistent with how insurance companies are 
currently allocated within the high yield space. Since we 
see a difference between smaller and larger insurance 
companies on their high yield investments, we distinguish 
between “smaller insurers” and “larger insurers” by ratings-
based allocation mixes shown in Figure 1. For Fallen Angels, 
this paper will highlight the composition, performance, and 
characteristics of the ICE BofA Fallen Angel High Yield Index 
cohort of the ICE BofA U.S. High Yield index.

Figure 1

Figure 2. Return, volatility and sharpe ratio of U.S. credit indices

Source: SNL database based on 2019 data.

Source: Bloomberg, ICE BAML Indices, DWS Calculations as of 12/31/2020.
Past performance is no guarantee of future results. It is not possible to invest 
directly in an index.

BB B CCC

Small Insurers 70% 20% 10%

Large Insurers 60% 30% 10%

Monthly Fallen 
Angels 

Small 
Insurers

Large 
Insurers Cash

Return (geom) 10.02% 6.97% 6.83% 2.06%

Return (arith) 10.11% 7.08% 6.97% 2.04%

Vol 10.20% 8.05% 8.21% 0.59%

Sharpe 0.79 0.63 0.60 –

EMPIRICAL RISK AND RETURNS

Since 1996, the inception of the ICE BofA Fallen Angel 
High Yield Index, Fallen Angels have generated favourable 
absolute and risk-adjusted returns, especially as compared 

1 Index constituent composite ratings are updated once a month as part of the rebalancing process. Composite rating changes take effect on the last calendar 
day of the month based on information available up to and including the rebalancing lock-out date (the third business day prior to the last business day of the 
month). Rating upgrades or downgrades occurring after that day will not be considered in the current month rebalancing and will get incorporated at the following 
month’s rebalancing. For example, assuming there are no Global Holidays in between, if August 31 fell on a Friday the rebalancing lock-out date would occur 
on August 28. Therefore, a bond that was downgraded to below investment grade on August 28 would transition from the investment grade Index to the high 
yield Index at the August 31 rebalancing. Conversely, if the bond was downgraded on August 29, it would remain in the investment grade Index for the month 
of September and transition to high yield at the September 30 rebalancing. Composite ratings are the simple averages of ratings from Moody’s, S&P and Fitch.

with how small and large insurance companies invest in 
high yield. Fallen Angels were able to generate roughly 3% 
excess returns per annum over allocations consistent with 
smaller and larger insurers over this period with modestly 
higher volatility (see Figure 2), As with its other corporate 
bond indices, the ICE BofA Fallen Angel High Yield Index 
rebalances at the end of each month, adding in recently 
downgraded names based on composite rating as well as 
removing defaulted securities from its constituents1.

When looking at calendar-year returns Figure 3, shows 
that Fallen Angels outperformed small and large insurance 
companies in 16 and 17 of the 24 years (including 2020 
through the end of May), respectively, and generated a 
higher Sharpe ratio than both small and large insurers in 
15 of the 24 years. 

As illustrated in Figure 4, in calmer markets, Fallen Angels 
are historically comparable to spreads on ratings-based 
allocations of insurance companies. The average OAS 
over this period for the Fallen Angels index was 490bps 
as compared to 466bps and 485bps for small and larger 
insurers, respectively. As with insurance companies’ 
generally higher-rated bias within their high yield allocations, 
Fallen Angels is predominantly BB-rated (roughly ¾ of the 
index market value on average), having been downgraded 
from Investment Grade (see Figure 12).
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Figure 3. Calendar year return and sharpe ratio of Fallen Angels and small and large insurers

Source: Bloomberg, ICE BAML Indices, DWS as of 12/31/2020. Forecasts are not a reliable indicator of future returns. Forecasts are based on assumptions, 
estimates, views and hypothetical models or analyses, which might prove inaccurate or incorrect.

Return Sharpe

 
Returns

Fallen  
angels

Small 
insurers

Large 
insurers

Fallen  
angels

Small 
insurers

Large 
insurers

1997 15.67% 13.49% 13.45%  2.32  2.10  2.11 

1998 7.26% 4.58% 4.08%  0.54  (0.05)  (0.12)

1999 0.76% 1.94% 2.03%  (1.37)  (0.92)  (0.86)

2000 –1.43% –1.92% –2.90%  (1.11)  (1.64)  (1.72)

2001 25.86% 7.70% 6.68%  2.09  0.41  0.30 

2002 –2.40% –2.23% –1.81%  (0.17)  (0.30)  (0.26)

2003 34.67% 23.61% 24.26%  3.80  4.03  4.08 

2004 11.48% 9.88% 9.99%  2.24  2.23  2.30 

2005 2.68% 2.88% 2.93%  (0.03)  (0.00)  0.01 

2006 15.23% 11.02% 11.18%  2.86  2.47  2.60 

2007 0.20% 2.18% 2.26%  (0.77)  (0.48)  (0.46)

2008 –25.77% –23.78% –24.64%  (1.14)  (1.44)  (1.48)

2009 64.88% 50.00% 50.25%  3.41  4.04  3.92 

2010 17.95% 14.98% 14.88%  2.26  2.24  2.22 

2011 3.48% 5.17% 5.02%  0.47  0.63  0.61 

2012 21.58% 15.06% 15.13%  5.44  4.17  4.14 

2013 9.25% 6.44% 6.67%  1.83  1.36  1.42 

2014 7.08% 3.78% 3.38%  1.72  0.87  0.79 

2015 –3.24% –3.16% –3.55%  (0.55)  (0.52)  (0.58)

2016 25.97% 15.79% 16.16%  2.70  2.79  2.78 

2017 10.42% 7.36% 7.32%  3.70  3.37  3.26 

2018 –4.78% –2.43% –2.34%  (1.49)  (1.35)  (1.28)

2019 17.33% 14.83% 14.69%  2.74  2.56  2.49 

2020 15.02% 7.20% 6.70%  0.86  0.53  0.49 
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However, during periods of turmoil, Fallen Angels spreads 
have, at times, widened to levels higher than small and 
large insurers. Figure 5 and Figure 6 show the historical 
differential in OAS between the Fallen Angels index and 
small and large insurers. As noted, while Fallen Angels on 
average trades in line with small and large insurers, Fall-en 
Angels OAS has widened beyond them on a few oc-casions 
over the past 24 years, most notably in 2000 (tech bubble) 
2002 (telecoms) and 2008 (global financial crisis).

Another way of explaining these spikes in relative risk is 
to look at rolling spread volatility. Figure 7 shows higher 
levels of spread volatility for U.S., Fallen Angels in periods 
of idiosyncratic industry stress such as 2002, 2006, 2008, 
and 2016.

What exacerbates these moves is the fact that Fallen Angels 
issues, due to having been issued with investment grade 
ratings, are typically longer dated maturity and therefore 
longer duration credits than are bonds issued with High 
Yield ratings. 8 illustrates the historical modified duration of 
Fallen Angels as compared to small and large insurers and 
U.S. Investment Grade Corporates. Histori-cally, the index 
duration of the index has shortened during periods of 
strong credit fundamentals due to the lack of new “issues” 
(downgrades, in this case) and the increas-ing number 
of bonds trading to call as prices rise. During periods of 
market stress, however, the index duration has, at times, 
extended as a function of significant downgrade activity 
(see Figure 8). During these periods, heightened levels 
of spread volatility, combined with this spread duration 
extension risk, can subject the Fallen Angels universe to 
outsized downside price risk at times. 

Source: ICE BAML Indices, DWS Calculations as of 12/31/2020.

Source: ICE BAML Indices, DWS Calculations as of 12/31/2020.

Source: ICE BAML Indices, DWS Calculations as of 12/31/2020.

Source: ICE BAML Indices, DWS Calculations as of 12/31/2020.

Figure 4. Historical options-adjusted spread of U.S.  
Fallen Angels and smaller and large insurers

Figure 5. Historical options-adjusted spread of U.S.  
Fallen Angels and smaller and large insurers

Figure 7. Historical 12M rolling spread volatility of U.S. Fallen 
Angels and small and large insurers

Figure 6. Historical options-adjusted spread of U.S. Fallen 
Angels and smaller and large insurers
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HISTORICAL CHARACTERISTICS OF FALLEN ANGELS 

As shown in Figure 9, Fallen Angels have, on average, 
accounted for roughly 15–20% of the U.S. High Yield market 
over the past 25 years. Throughout the early and mid-2000s, 
Fallen Angels grew to make up nearly 30% of the aggregate 
high yield market. The number of Fallen Angels issues can be 
rather chunky (see Figure 11), although absent a significant 
pickup in defaults, the average longer maturity of these 
credits means that the market value of the index tends to be 
more stable following significant downgrade cycles.

The clustered nature of Fallen Angels downgrades results 
in more dynamic shifts in the industry composition of the 
Fallen Angels universe, as shown in Figure 10. Increases 
in issuance have typically coincided with either significant 
macroeconomic events such as the tech bubble (2000) 
and the global financial crisis (2008) or idiosyncratic 
sector-specific headwinds such as automotives (2005) and 
energy (2016). 

Source: ICE BAML Indices, DWS Calculations as of 9/30/2020.

Figure 10. Monthly index composition of the U.S. Fallen Angels 
index by market value

Investors looking to purchase the Fallen Angels index in 
its entirety should be aware of this industry concentration 
risk that has historically been exacerbated in periods of 
credit stress.

As mentioned previously, by virtue of Fallen Angels 
being downgraded legacy Investment Grade issues, the 
characteristics of the index will vary from a more static 
ratings-weighted approach in a few noticeable ways. Most 
obviously, the average credit rating for the Fallen Angels 
Index will skew heavily toward upper tier high yield as a 
function of migration from investment grade. As a result 
of investment grade issuance, the average duration of a 
Fallen Angel typically sits somewhere between U.S. High 
Yield and U.S. IG.

Source: Bloomberg, ICE BAML Indices, DWS Calculations as of 12/31/2020.

Figure 8. Historical modified duration of U.S. Credit indices

Source: ICE BAML Indices, DWS Calculations as of 9/30/2020.

Figure 9. Percentage weight of Fallen Angels as a proportion 
of U.S. High Yield
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Figure 11. Number of issues within the U.S. Fallen Angels index

Figure 13. Average issuer change in options-adjusted spread 
6 months prior to and 6 months following downgrade from 
investment grade to high yield

Figure 12. Historical ratings composition of the U.S.  
Fallen Fngels index by market value

Source: ICE BAML Indices, DWS Calculations as of 9/30/2020.

Source: ICE BAML Indices, DWS Calculations as of 7/31/2020.

Source: ICE BAML Indices, DWS Calculations as of 9/30/2020.

IS THERE AN ARBITRAGE OPPORTUNITY?

Perhaps a sign of behavioural biases or forced-selling 
by stricter investment mandates, the month preceding 
downgrade on average fare very poorly for Fallen Angels 
corporate bonds. 

Figure 13 shows the average spread activity in the 6 months 
prior to and 6 months immediately following downgrade to 
High Yield. As the figure illustrates, aver-age spread widen-
ing for an issuer in this period leading up to downgrade 
was 384bps. For investors willing to either hold or buy 
recently downgraded issues, recovery in Fallen Angel OAS 
was sharpest in the first month fol-lowing index inclusion at 

roughly 110bps. This suggests that despite spread widening 
leading up to the down-grade, ratings-agnostic, opportunistic 
buyers of credit are quick to step into the market2.

Also, the date when a fallen angel enters high yield index 
varies between providers. For example, the Markit iBoxx 
USD High Yield Index, bonds downgraded to high yield are 
held in a 3 month ratings stabilization period before entering 
the index. Some of the other indexes wait one month. This 
may be part of the reason for the big drop off in OAS after 
one month in Figure 13.

As with any asset experiencing significant price pressure and 
fundamental weakness, buying Fallen Angels does not come 
without its own risks. While the average spread recovery 
immediately following downgrade has been general positive 
for buyers, the potential for buying “falling knives” remains 
a risk for indiscriminate buyers of these credits. This can 
be demonstrated through the dispersion in spread activity 
across the universe of Fallen Angels issuers. Figure 14 shows 
the spread behaviour of the top and bottom quartiles as 
ranked based on the change in spread from 6 months prior 
to downgrade until the time of downgrade. As shown, there 
is a significant differential in spread activity for top quartile 
versus bottom quartile issuers. While the average spread 
action has generally been positive, the bottom quartile, 
which is a significant portion of the underlying issuers, 
experienced continuing weakness in spreads, culminating in 
average spread widening of about 500bps.

2 Since the rebound in spreads is generally pronounced in the first couple of months immediately following downgrade, strategies that are able to pur-chase these 
corporates quickly have the potential to benefit more significantly from the speed of recovery.
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Figure 14. Change in options-adjusted spread for top 
versus bottom quintile issuers for the 6 months following 
downgrade from investment grade to high yield 

Source: ICE BAML Indices, DWS Calculations as of 9/30/2020. Forecasts 
are not a reliable indicator of future returns. Forecasts are based on 
assumptions, estimates, views and hypothetical models or analyses, which 
might prove inaccurate or incorrect.

CONCLUSION

Insurance companies appear to already be investing in high-
yield akin to a fallen angel approach. Our observation is that 
investing in Fallen Angels, in many cases, can outweigh the 
risks of investing in a broader high-yield despite an average 
higher overall credit rating. Opportunistic buyers of the asset 
class have been, on average, rewarded by strong spread 
rallying post-downgrade. Given the nature of purchasing 
downgraded securities, which often demonstrates a strong 
negative momentum bias in fundamentals and in price 
terms, indiscriminate purchas-ing of Fallen Angels can result 
in the ownership of fun-damentally impaired credits. As such, 
avoiding exposure to deteriorating credits—either through 
fundamental in-vesting or through a more systematic 
approach—can help opportunistic investors invest in Fallen 
Angels while potentially mitigating the risk of significant 
drawdown risk and default loss potential. 

Jason Chen 
DWS Research Institute

Robert McCollum 
Head of Portfolio Management–
Fixed Income Solutions

Mark Whitford
Insurance Coverage–Americas

Risk disclosure 

Bonds are subject to interest rate risk. When interest rates rise, bond prices fall; generally the longer a bond’s maturity, the more sensitive it is to this risk. 
Bonds may also be subject to call risk, which is the risk that the issuer will redeem the debt at its option, fully or partially, before the sched-uled maturity date. 
The market value of debt instruments may fluctuate, and proceeds from sales prior to maturity may be more or less than the amount originally invested or 
the maturity value due to changes in market conditions or changes in the credit quality of the issuer. Bonds are subject to the credit risk of the issuer. This is 
the risk that the issuer might be unable to make interest and/or principal payments on a timely basis. Bonds are also subject to reinvestment risk, which is the 
risk that principal and/or interest payments from a given investment may be reinvested at a lower interest rate. Investing in high yield bonds, which tend to be 
more volatile than investment grade fixed income securities, is speculative. These bonds are affected by interest rate changes and the creditworthiness of the 
issuers, and investing in high yield bonds poses additional credit risk, as well as greater risk of default. 

Investments are subject to various risks, including market fluctuations, regulatory change, possible delays in repayment and loss of income and principal 
invested. The value of investments can fall as well as rise and may not recover the amount originally invested at any point in time. Fur-thermore, substantial 
fluctuations of the value of the investment are possible even over short periods of time. 

Disclaimer

DWS is the brand name of DWS Group GmbH & Co. KGaA and its subsidiaries under which they operate their business activities. The respective legal entities 
offering products or services under the DWS brand are specified in the respective contracts, sales materials and other product infor-mation documents. DWS, 
through DWS Group GmbH & Co. KGaA, its affiliated companies and its officers and employees (collectively “DWS”) are communicating this document in good 
faith and on the following basis.

This document has been prepared without consideration of the investment needs, objectives or financial circumstances of any investor. Before making an 
investment decision, investors need to consider, with or without the assistance of an investment adviser, whether the investments and strategies described 
or provided by DWS Group, are appropriate, in light of their particular investment needs, objectives and financial circumstanc-es. Furthermore, this document 
is for information/discussion purposes only and does not constitute an offer, recommendation or solicitation to con-clude a transaction and should not be 
treated as giving investment advice.

The document was not produced, reviewed or edited by any research department within DWS and is not investment research. Therefore, laws and regulations 
relating to investment research do not apply to it. Any opinions expressed herein may differ from the opinions expressed by other legal entities of DWS or their 
departments including research departments. 
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The information contained in this document does not constitute a financial analysis but qualifies as marketing communication. This marketing com-munication 
is neither subject to all legal provisions ensuring the impartiality of financial analysis nor to any prohibition on trading prior to the publica-tion of financial 
analyses. This document contains forward looking statements. Forward looking statements include, but are not limited to assump-tions, estimates, projections, 
opinions, models and hypothetical performance analysis. The forward looking statements expressed constitute the author‘s judgment as of the date of this 
document. Forward looking statements involve significant elements of subjective judgments and analyses and changes thereto and/ or consideration of 
different or additional factors could have a material impact on the results indicated. Therefore, actual results may vary, perhaps materially, from the results 
contained herein. No representation or warranty is made by DWS as to the reasonableness or completeness of such forward looking statements or to any 
other financial information contained in this document. Past performance is not guar-antee of future results.

We have gathered the information contained in this document from sources we believe to be reliable; but we do not guarantee the accuracy, com-pleteness 
or fairness of such information. All third party data are copyrighted by and proprietary to the provider. DWS has no obligation to update, modify or amend 
this document or to otherwise notify the recipient in the event that any matter stated herein, or any opinion, projection, forecast or estimate set forth herein, 
changes or subsequently becomes inaccurate.

Investments are subject to various risks, including market fluctuations, regulatory change, possible delays in repayment and loss of income and principal 
invested. The value of investments can fall as well as rise and you might not get back the amount originally invested at any point in time. Furthermore, 
substantial fluctuations of the value of any investment are possible even over short periods of time. The terms of any investment will be exclusively subject to 
the detailed provisions, including risk considerations, contained in the offering documents. When making an investment decision, you should rely on the final 
documentation relating to any transaction. 

No liability for any error or omission is accepted by DWS. Opinions and estimates may be changed without notice and involve a number of assump-tions which 
may not prove valid. DWS or persons associated with it may (i) maintain a long or short position in securities referred to herein, or in related futures or options, 
and (ii) purchase or sell, make a market in, or engage in any other transaction involving such securities, and earn broker-age or other compensation.

DWS does not give taxation or legal advice. Prospective investors should seek advice from their own taxation agents and lawyers regarding the tax consequences 
on the purchase, ownership, disposal, redemption or transfer of the investments and strategies suggested by DWS. The relevant tax laws or regulations of the 
tax authorities may change at any time. DWS is not responsible for and has no obligation with respect to any tax implica-tions on the investment suggested.

This document may not be reproduced or circulated without DWS written authority. The manner of circulation and distribution of this document may be 
restricted by law or regulation in certain countries, including the United States.

This document is not directed to, or intended for distribution to or use by, any person or entity who is a citizen or resident of or located in any locality, state, 
country or other jurisdiction, including the United States, where such distribution, publication, availability or use would be contrary to law or regulation or 
which would subject DWS to any registration or licensing requirement within such jurisdiction not currently met within such jurisdic-tion. Persons into whose 
possession this document may come are required to inform themselves of, and to observe, such restrictions.

© 2021 DWS International GmbH

In Hong Kong, this document is issued by DWS Investments Hong Kong Limited and the content of this document has not been reviewed by the Securities and 
Futures Commission.

© 2021 DWS Investments Hong Kong Limited

In Singapore, this document is issued by DWS Investments Singapore Limited and the content of this document has not been reviewed by the Mone-tary 
Authority of Singapore.

© 2021 DWS Investments Singapore Limited

In Australia, this document is issued by DWS Investments Australia Limited (ABN: 52 074 599 401) (AFSL 499640) and the content of this document has not 
been reviewed by the Australian Securities Investment Commission.
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For investors in Bermuda
This is not an offering of securities or interests in any product. Such securities may be offered or sold in Bermuda only in compliance with the provi-sions of the 
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Searching for Yield in a Sea of Low Rates 

In 2020, coordinated central bank efforts – including 
quantitative easing (QE) and purchase programs aimed at 
supporting credit market liquidity — played a major role 
in stabilizing and improving the trajectory of fixed income 
markets. Broad core aggregate bonds returned 7.5%1 and 
below-investment- grade corporate credit rallied 33% from 
the market’s bottom to finish up 7% on the year — pushing 
the coupon on high-yield bonds to an all-time low of 4.22% 
to end the year.2

These unorthodox policy responses, as well as the policy 
statements on the outlook for interest rate adjustments 
from the Federal Reserve3 and other global central 
banks,4 have severely distorted the fixed income markets, 
amplifying the decades-long trend of lower sequential 
returns5 to create a current income conundrum with 
generation-defining ramifications.

The butterfly effects of the pandemic on the fixed income 
market (i.e., policy regime, lower trend growth and demand 
for defense) have pushed the level of negative-yielding 
debt to over $17 trillion and sub 1%-yielding bonds to over 
$45 trillion (67% of the market)6 — both all-time highs.

As a result, income-oriented investors are treading water in 
a sea of low rates, searching for a higher income-producing 
lifeboat to support portfolios with a yield close to at least 
3%, essentially what Treasuries yielded as recently as 2018.7

In this environment, investors could consider mortgages 
to seek higher income from inside the core while balancing 
the reach for income outside the core with senior loans 
and emerging market local debt — two high-income-
producing markets that have different sources of risk 
(credit and currency).

THEME 1: USE MBS TO INCREASE INCOME IN THE 
CORE BUT WITH LESS RISK

Today’s vastly low and asymmetrical risk/return profile for 
core aggregate bonds (yield of 1.16% but duration of over 
six years)8 is an issue for an exposure that often comprises 
a large portion of an investor’s portfolio. While we expect 
today’s generationally low rates to remain low for some 
time, the US Treasury curve is likely to steepen (long-term 
rates rise faster than short-term rates) over the coming 
months. While a higher US 10-year yield may improve 
income prospects, it does not overcome the asymmetrical 
risk/return profile of Treasuries or the Treasury-heavy 
Bloomberg Barclays US Aggregate Bond Index (Agg).

Investors could consider overweighting mortgage-backed 
securities (MBS) in the core as the sector provides higher 
income than Treasuries (1.24% versus 0.51%)9 while 
offering more balance from a risk perspective (4.7 years less 
in duration, and lower historical volatility of 2.40% versus 
4.41%).10 Additionally, MBS have had a higher yield, lower 
duration, and less historical volatility (1.24%, 2.4 years, and 
2.40%, respectively)11 than the broader Agg itself (1.16%, 
6.09 years, and 3.18%, respectively). And MBS’ historical 
negative correlation to equities (-19%)12 indicates that a 
potential overweight in core portfolios will not adversely 
impact the role bonds play in seeking to diversify risk/
growth asset volatility.

All of this leads to a market segment that has a higher yield 
per unit of risk than Treasuries and the traditional Agg, as 
shown below. This structurally unique exposure may result 
in a higher yield in the core without adding risk (in fact, 
volatility is reduced), allowing income-seeking investors to 
take risk elsewhere.

1 Bloomberg Finance L.P., as of December 31, 2020, based on the return of the Bloomberg Barclays US Aggregate Bond Index.
2 Bloomberg Finance L.P., as of December 31, 2020, based on the return and yield of the Bloomberg Barclays US Corporate High Yield Index.  
Market bottom = March 23, 2020. 
3 “The Fed has indicated in prior meetings that it expects to keep its benchmark interest rate pegged at zero at least through 2023,” Forbes, December 2020. 
Fed Meeting: FOMC Ends the Year with Rates Near Zero, as of December 16, 2020.
4 “Only Argentina and Nigeria are forecasted to raise rates,” Bloomberg, Ultra-Low Interest Rates Are Here to Stay: 2021 Central Bank Guide, as of January 4, 2020.
5 The Bloomberg Barclays US Corporate Bond Index returned cumulatively 242% in the 1980s, 115% in the 1990s, 76% in the 2000s, and 45% in the 2010s.
6 Bloomberg Finance L.P., as of December 31, 2020, based on the Bloomberg Barclays Global Aggregate Bond Index.
7 The US 10-Year yield was over 3% in November 2018.
8 Bloomberg Finance L.P., as of December 31, 2020, based on the Bloomberg Barclays US Aggregate Bond Index.
9 Bloomberg Finance L.P., as of December 31, 2020. Treasuries = Bloomberg Barclays US Treasury 5-7 Year Index. MBS = Bloomberg Barclays US Securitized 
MBS Index.
10 Bloomberg Finance L.P., as of December 31, 2020. Treasuries = Bloomberg Barclays US Treasury 5-7 Year Index. MBS = Bloomberg Barclays US Securitized 
MBS Index.
11 Bloomberg Finance L.P., as of December 31, 2020, based on the Bloomberg Barclays US Aggregate Bond Index.
12 FactSet, 01/31/2000-12/31/2020. Equities = S&P 500. MBS = Bloomberg Barclays US Aggregate Securitized MBS Index.
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Beyond the potential structural benefits, there are two 
other reasons to upweight MBS in the core. First, during the 
last FOMC meeting, the Fed pledged to increase its agency 
MBS holdings by at least $40 billion per month,13 creating 
potential positive technical effects of a large buyer. Second, 
while some economic data has yet to rebound, the housing 
market is in a strong position — evidenced by the NAHB/
Wells Fargo Housing Market Index being 22% higher than 
pre-February levels alongside both new and existing home 
sales also above their pre-pandemic levels14 — further 
stabilizing this market segment.

For mortgages, consider the SPDR® Portfolio Mortgage 
Backed Bond ETF [SPMB].

13 Financial Times, “Fed to extend debt purchases to boost flagging US economy,” as of December 16, 2020.
14 New home sales are up 17% while existing home sales are up 16%, National Assoc. of Realtors, as of December 31, 2020.
15 2,322 issuers were downgraded in high yield per Bloomberg Finance L.P., as of December 31, 2020.
16 Moody’s Investor Services, US Corporate Default Monitor, as of October 2020.
17 Based on the Bloomberg US Corporate High Yield Index, as of December 31, 2020.
18 Overall gross issuance reached $430 billion, 35% higher than the previous record in 2012.
19 Based on the Bloomberg US Corporate High Yield Index, with data from January 31, 1994 to December 31, 2020.
20 Based on the ICE BofA US High Yield Index, as of December 31, 2020.
21 Bloomberg Finance L.P., as of December 31, 2020.
22 Based on the S&P/LSTA Leveraged Loan Index, as of December 31, 2020.
23 Based on the S&P/LSTA Leveraged Loan Index, as of December 31, 2020.
24 Blackstone Credit, JP Morgan Default Monitor, November 30, 2000 to November 30, 2020.

Source: Bloomberg Finance L.P., FactSet, for the trailing 36-month periods 
from 12/31/2003-12/31/2020. Past Performance is not a guarantee of 
future results. It is not possible to invest directly in an index.

Yield Per Unit of Volatility: MBS versus Treasuries versus  
the Agg

THEME 2: FOCUS ON LOANS FOR A DEFENSIVE 
CREDIT OPTION

Credit investors endured a rollercoaster ride in 2020 as 
the year saw the most issuer downgrades ever,15 a ten-year 
high for defaults,16 and actions by the Fed to ease distress 
that sent high-yield spreads and yields to 20-year lows of 
362 basis points and 418 basis points, respectively.17

The low-rate funding environment has sparked record 
issuance,18 creating a bipolar 2020 where a significant 
number of issuers defaulted/downgraded while other 
issuers rushed to raise capital. The current credit 
environment also presents an asymmetrical risk/return 
pattern, where the majority of returns are likely to come 
from the coupon and not from further price appreciation. 
There have been only a few instances in which spreads 
reached current levels (sub 400 basis points), and in 
those periods the subsequent monthly returns over the 
next quarter were an average 1.5%19 — indicating some 
mean reversion can occur at these levels. Additionally, the 
convexity of the high-yield market is at its second-most 
negatively convex level ever.20 Lastly, when applying equity 
momentum techniques to the asset class, its Relative 
Strength Index (RSI) has been in overbought territory for 
seven consecutive weeks, ending 2020 above 80.21

Despite this profile, fixed-rate high yield represents 
one of the few options with a yield over 4% in this yield-
starved market. However, another option in the subjective 
credit market with a similar yield profile (4%),22 but not 
an asymmetrical risk/return profile, is floating-rate senior 
loans. As shown below, while the average price of fixed-
rate high yield bonds has risen amid this rally, the average 
price of senior loans remains below its pre-pandemic levels 
and well below par — even though the market rallied 26% 
from its bottom in 2020.23 With the average price below par, 
there is more potential for upside price appreciation than 
there is in high yield, in addition to the income potential of 
an asset carrying a yield over 4%.

Even during a hopeful recovery, idiosyncratic risks remain 
high in 2021, as a new administration enters the White 
House and an inconsistent vaccine rollout means achieving 
herd immunity may not occur as soon as once thought. 
If risks do arise and the default cycle reaccelerates as a 
result of stalled re-openings, loans — which are typically 
more senior in their capital structure and generally have 
higher recovery rates than high yield bonds (66% vs. 40%, 
respectively24) — may not be as adversely impacted.

https://www.ssga.com/funds/spdr-portfolio-mortgage-backed-bond-etf-spmb
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25 FactSet, Bloomberg Finance L.P., as of December 31, 2020. Volatility is measured by standard deviation over the 36M trailing period.  
High Yield = Bloomberg Barclays High Yield Corporate Bond Index. Senior Loans = S&P/LSTA Leveraged Loan 100 Index. YTW is used.
26 FactSet, January 31, 2002 to December 31, 2020. Senior Loans = S&P/LSTA US Leveraged Loan 100 Index. Equities = S&P 500.  
HY = Bloomberg Barclays US High Yield Corporate Index.
27 World Bank, Global Economic Growth Projections, January 2021.
28 World Bank, Global Economic Growth Projections, January 2021.
29 World Bank, Global Economic Growth Projections, January 2021.
30 Bloomberg Finance L.P., as of December 31, 2020, based on the Bloomberg Barclays EM Local Currency Government Diversified Index and the MSCI EM 
Currency Index returns from March 31, 2009 to December 31, 2020.
31 Bloomberg Finance L.P., as of December 31, 2020, based on the yield differences for the Bloomberg Barclays US Treasury Index and the Bloomberg 
Barclays Global Agg Ex-US Treasuries Index.
32 Bloomberg Finance L.P., as of December 31, 2020, based on the Bloomberg Dollar Spot Index.
33 Bloomberg Finance L.P., as of December 31, 2020, based on the Bloomberg Barclays EM Local Currency Government Diversified Index and the Bloomberg 
Barclays US Aggregate Bond Index, from February 27, 2015 to April 30, 2018.
34 Bloomberg Finance L.P., as of December 31, 2020, based on the Bloomberg Barclays EM Local Currency Government Diversified Index.
35 ssga.com.
36 Bloomberg Finance L.P., as of December 31, 2020, based on the Bloomberg Barclays EM Local Currency Government Diversified Index, the Bloomberg 
Barclays US Aggregate Bond Index, and the MSCI ACWI Index, based on data from December 31, 2010 to December 31, 2020, with monthly granularity.

Source: Bloomberg Finance L.P., as of December 31, 2020. Senior Loans = 
S&P/LSTA Leveraged Loan 100 Index. High Yield = Bloomberg US Corporate 
High Yield Index. Past Performance is not a guarantee of future results. 
It is not possible to invest directly in an index. 

Average Price: Loans versus High Yield

This relative defensive aspect of loans versus high yield is 
evidenced by a higher yield-per-unit of average volatility 
than fixed-rate high-yield bonds (0.63% vs. 0.45%)25 As a 
result, senior loans may offer smoother income potential, 
and with a beta of only 0.29 to equities (versus 0.45 for high 
yield),26 they may also provide elevated levels of income 
without adding as much implicit equity risk.

For a senior loan exposure, consider the SPDR® Blackstone/
GSO Senior Loan ETF [SRLN]. 

THEME 3: SEEK OUT CURRENCY-DRIVEN INCOME 
OPPORTUNITIES WITH EM DEBT

Most economists are anticipating a sharp improvement in 
the economy in 2021. According to the recent World Bank 
Global Economic Prospects, global GDP growth is estimated 
at 4.0% in 2021.27 That follows an expected -4.3% decline 
in 2020.28 While the growth is expected to be widespread, 
there will be leaders. Emerging and developing economies 
are projected to lead global economies with an estimated 
growth of 5.0% of GDP in 2021, with China projected to 
expand 7.9%.29

The potential for more robust growth should support assets 
in these regions. These segments may be further aided by 
a Biden administration that will likely be more friendly to 
global trade, potentially reducing headline volatility through 
more predictable and less combative trade negotiations. 
While emerging market (EM) equities are often discussed 
as a likely beneficiary of these macro trends, emerging 
market local debt (EMD) may also stand to benefit as a 
result of the likely impact on currency movements, as well 
as the potential stabilization in geopolitical and economic 
foundations (i.e., lower policy risk).

Currency trends play a significant role in the risk and return 
of EMD, evidenced by a historical 93% correlation between 
EM local debt and EM local currency returns.30 And given 
the US’s waning yield advantages over other currencies 
(90 basis point yield advantage in 2019 versus equal 
today)31 and a ballooning public deficit, the US dollar (USD) 
may have more room to fall (down 18% since March)32 — 
ushering in a secular bear market in 2021. As a result, a 
weakening USD may be a total-return tailwind to the asset 
class’ income potential. As shown below, during the last 
period of protracted USD weakness (2015-2018), EMD 
outperformed broad US core bonds by 7.79%.33

EMD, however, is not just a total return play. EMD offers a 
noticeable yield advantage (3.43%)34 over traditional core 
US Agg bonds. Yet with 85% of the issues rated above 
BBB,35 EMD is still considered investment grade but with 
only a 26% correlation to the rate-sensitive Agg.36 Given 
this balanced profile to traditional markets, and that the 
primary source of return deviations is from currency, EMD 
may be able to diversify income generation (i.e., currency-
related income) within a portfolio that is taking on credit 
risk elsewhere to target higher levels of income.

https://www.ssga.com/funds/spdr-blackstone-gso-senior-loan-etf-srln
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Source: Bloomberg Finance L.P., as of December 31, 2020.  
Past Performance is not a guarantee of future results.  
It is not possible to invest directly in an index. 

Currency Impacts on EM Local Debt versus the Agg

For an emerging market local debt exposure, consider the 
SPDR® Bloomberg Barclays Emerging Market Local Bond 
ETF [EBND].

Disclosures

Important Risk Discussion

The views expressed in this material are the views of Matthew Bartolini through the period ended December 31, 2020 and are subject to change based 
on market and other conditions. This document contains certain statements that may be deemed forward-looking statements. Please note that any such 
statements are not guarantees of any future performance and actual results or developments may differ materially from those projected.

Investing involves risk, including the risk of loss of principal.

Diversification does not ensure a profit or guarantee against loss.

The value of the debt securities may increase or decrease as a result of the following: market fluctuations, increases in interest rates, inability of issuers to repay 
principal and interest or illiquidity in the debt securities markets; the risk of low rates of return due to reinvestment of securities during periods of falling interest 
rates or repayment by issuers with higher coupon or interest rates; and/or the risk of low income due to falling interest rates. To the extent that interest rates 
rise, certain underlying obligations may be paid off substantially slower than originally anticipated and the value of those securities may fall sharply. This may 
result in a reduction in income from debt securities income.

The trademarks and service marks referenced herein are the property of their respective owners. Third party data providers make no warranties or 
representations of any kind relating to the accuracy, completeness or timeliness of the data and have no liability for damages of any kind relating to the use of 
such data.

The whole or any part of this work may not be reproduced, copied or transmitted or any of its contents disclosed to third parties without SSGA's express written 
consent.
All information has been obtained from sources believed to be reliable, but its accuracy is not guaranteed. There is no representation or warranty as to the 
current accuracy, reliability or completeness of, nor liability for, decisions based on such information and it should not be relied on as such.

Bonds generally present less short-term risk and volatility than stocks, but contain interest rate risk (as interest rates raise, bond prices usually fall); issuer 
default risk; issuer credit risk; liquidity risk; and inflation risk. These effects are usually pronounced for longer-term securities. Any fixed income security sold or 
redeemed prior to maturity may be subject to a substantial gain or loss.

Investing in high yield fixed income securities, otherwise known as "junk bonds", is considered speculative and involves greater risk of loss of principal and 
interest than investing in investment grade fixed income securities. These lower-quality debt securities involve greater risk of default or price changes due to 
potential changes in the credit quality of the issuer.

Actively managed funds do not seek to replicate the performance of a specified index. An actively managed fund may underperform its benchmarks. An 
investment in the fund is not appropriate for all investors and is not intended to be a complete investment program. Investing in the fund involves risks, 
including the risk that investors may receive little or no return on the investment or that investors may lose part or even all of the investment.

Investments in Senior Loans are subject to credit risk and general investment risk. Credit risk refers to the possibility that the borrower of a Senior Loan will be 
unable and/or unwilling to make timely interest payments and/or repay the principal on its obligation. Default in the payment of interest or principal on a Senior 

https://www.ssga.com/funds/spdr-bloomberg-barclays-emerging-markets-local-bond-etf-ebnd
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Loan will result in a reduction in the value of the Senior Loan and consequently a reduction in the value of the Portfolio’s investments and a potential decrease 
in the net asset value (“NAV”) of the Portfolio. Securities with floating or variable interest rates may decline in value if their coupon rates do not keep pace with 
comparable market interest rates. Narrowly focused investments typically exhibit higher volatility and are subject to greater geographic or asset class risk. The 
fund is subject to credit risk, which refers to the possibility that the debt issuers will not be able to make principal.

State Street Global Advisors Funds Distributors, LLC is the distributor for some registered products on behalf of the advisor. SSGA Funds Management has 
retained GSO/Blackstone Debt Funds Management LLC as the sub-advisor. State Street Global Advisors Funds Distributors, LLC is not affiliated with GSO/
Blackstone Debt Funds Management LLC.

Because of their narrow focus, financial sector funds tend to be more volatile. Preferred Securities are subordinated to bonds and other debt instruments, 
and will be subject to greater credit risk. The municipal market can be affected by adverse tax, legislative or political changes and the financial condition of the 
issuers of municipal securities. The fund may contain interest rate risk (as interest rates rise bond prices usually fall); the risk of issuer default; inflation risk; and 
issuer call risk. The Fund may invest in U.S. dollar-denominated securities of foreign issuers traded in the United States.

Investments in emerging or developing markets may be more volatile and less liquid than investing in developed markets and may involve exposure to 
economic structures that are generally less diverse and mature and to political systems which have less stability than those of more developed countries.
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2021 arrived prebaked with several challenges. Most notably, succeeding in a post-COVID regime will require that insurers 
formulate a potent, multi-pronged strategy to achieve portfolio goals. 

In this video and companion paper, Multi-Asset Insurance Strategist Tim Antonelli lays out several proposed areas of focus 
to help insurers successfully navigate 2021. 

In the white paper, Tim shares innovative thinking behind why we believe this is the year to challenge convention. In a 
nutshell, succeeding in a post-COVID regime will require:  

• Thinking “outside the box” – Questioning historical norms and conventional ways of investment thinking, both from an 
asset allocation and a capital risk perspective

• Being open to creative solutions – Leaving no stone unturned in your attempt to find investment opportunities, generate 
returns, and meet business objectives

• Staying alert to risks – Being careful to not take on undue economic, accounting, or regulatory risk in pursuit of your goals

Read further to get his innovative take on why you should: revisit the role of equities, explore a multi-asset framework, 
and consider convertible bonds – and don’t miss his four-step recommendation for strategically integrating ESG into 
your portfolio. 

View the video  
and white paper

https://www.wellington.com/en/
https://www.wellington.com/en/insights/insurers-plan-attack-2021-us/
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St. Patrick's Day

"I'm playing St. Patrick in the school play.  
I need a miter and ten thousand snakes  

by Friday."

2009

3.29

2010

3.44

2012

4.55

2015

4.63

2018

5.92

2011

4.14

2014

4.77

2017

5.27

2013

4.72

2016

4.44

2019

5.61

Average  
planned spending  
per person in 2019

The most Irish American cities in the U.S.  
(share reporting Irish ancestry)

Historical planned St. Patrick's Day spending in the U.S. (in billion U.S. dollars)

Boston,  
MA

Peabody,  
MA

Albany, 
NY

Syracuse, 
NY

Worcester, 
MA

Middlesex  
County,  

MA

Source: Statista. St. Patrick's Day By The Numbers. https://www.statista.com/chart/17333/key-numbers-and-trends-behind-st-patricks-day/

20.4 % 15.8 %

15.6 % 15.0 % 14.8 %

$40.18

16.9 %

https://www.statista.com/chart/17333/key-numbers-and-trends-behind-st-patricks-day/
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