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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, with none other than 
the queen of risk, Karyn Williams. 
Welcome Karyn.

KARYN: Stewart, thanks for having 
me today. We have a lot to talk about.

STEWART: We do. And here's the 
thing, Karyn did not give herself the 
name the queen of risk, I did. And I 
just think what you're going to find 
out today is that Karyn's firm and 
Karyn's approach to risk and risk 
management is unlike anything that 
is really been done prior. Right? So 
let me just set the stage a little bit. 
We both know, and I think anybody 
listening to this podcast knows 
that traditional mean-variance 
optimization for risk management 
doesn't work, right? It doesn't work 
when it's supposed to help you, 
which is market dislocation. We've all 
learned about, "Oh, diversification, 
it's supposed to help you," blah, blah, 
blah. And all of that portfolio theory 
that was built decades ago, the people 
who built it knew it didn't work, if the 
assumptions changed any. Now you 
have a PhD in finance. Let's talk about 
why you think that is all wrong.

The Interview

Meet Karyn Williams:   
The Queen of Risk

Guest Q&A

KARYN: Thank you, Stewart. Well, 
that's a great lead in. There's, as 
I said, a lot to unpack here in this 
conversation. And so maybe the thing 
to do is to start with what I observed 
in practice for a very long time. And 
when I started, I made the jump from 
the academic world into Wilshire 
Associates, which we practiced 
implementing some of the concepts 
that we're now talking about. And 
what I had seen, time and time 
again, was regret disappointment, 
confusion, and generally an inability 
for a lot of people to talk about risk, 
period. And so over time, and it took 
a lot of different perspectives in the 
industry for me to really understand 
and absorb this, was a view from 
governance, a view from the people 
involved and then a view from the 
systems that were used.

If I reflect, there were challenges in 
all of those. It's generally true, from a 
governance perspective, that people 
are pretty clear about what they want 
their investments to accomplish. They 
wanted it to pay out, they want to 
support various goals, they want to 
pay fees, they want to cover inflation. 
Those are actually relatively easy. In 
fact, I remember spending years and 
years getting in the last basis point of 
return, very clearly defined. But with 
respect to how do we get there, the 

engine, if you will, to get there, the 
risk, that was very, very unclear for 
most people. And so we're starting 
with why is that? The tools long have 
been, as you said, being variants. And 
also, as you said, Harry and others 
who had brought similar kinds of 
concepts in Sharpe, think about 
the arbitrage pricing theory, these 
really are academic grounding for 
our understanding of risk, just as an 
intuition, there is a systematic risk in 
the marketplace.
 
It's not a prescription for how to 
actually build a system that would help 
you to make a decision, huge insight 
about how the world works. And so 
I think that having that translated 
exactly into a tool was compelling. 
So if we just take a step a little, why 
would people do that? It's actually 
really simple. It's simple stuff, in a 
way. So it's analytically, very tractable. 
It allows for risk to be described by 
various attributes, think portfolio, 
think marginal risk or contribution 
to risk. There are some metrics you 
can derive that are actually really 
straightforward.
 
You also can explain, if you will, the 
results of your portfolio in risk terms. 
So you can generate information 
ratios and Sharpe ratios. And so 
it actually simplifies the analytical 
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world, but it's not really very good 
for decision-making because people 
don't use, okay, so who are people? 
Who is at the investor table, if you will, 
with this choice, risk choice, portfolio 
choice? For institutions, as you might 
know, and you think insurance 
institutions, you've got an investment 
committee, which may include very 
bright people who are investment 
professionals and sophisticated, and 
they understand. Beyond that, you 
could have a board where you have 
non-investment professionals, very 
bright business people, but who don't 
speak the language of investments, 
who don't speak the language of 
standard deviation and risk. And so it's 
not a very familiar kind of discussion 
or choice to make.

STEWART: Yeah. And I think from 
which you speak right? You were the 
Chief Investment Officer of Farmers 
Insurance, you've sat on boards. The 
governance angle is a good one. And 
I know that you've been in the room 
when this has happened and I've been 
in the room when this has happened. 
So you get through your presentation 
and you've gone through and blah, 
blah, blah questions, and then 
there's no questions for a minute. 
And then some brave soul raises 
their hand and asks a question that 
is incredibly obvious that you were 
talking dramatically above their head 
the entire time.

KARYN: Yes.

STEWART: Right? To which somebody 
on the other end of the room goes, 
I'm glad you asked that because I 
was going to ask that too, or I didn't 
understand that either.

KARYN: That's right.

STEWART: And it really speaks to 
your point, which is we all know 
intuitively what risk is in some 
manner. But how do you get it? How 
do you quantify that? How do you 
put risk management into an entity, 

like an insurance company, that's 
complicated, there's a lot of asset 
classes and oh, by the way, there's 
these things called liabilities that is 
the core of their business? And so 
those things fit together, but you've 
moved out of, and I don't want to take 
you off that line of thought where you 
were, and I like how you throw out the 
name Harry, is Harry Markowitz, the 
granddaddy of them, right?

KARYN: Yeah. 

STEWART: So how do you come at 
it as opposed to the mean-variance 
framework that is the most common 
approach?

KARYN: Well, there are a number 
of ways early days that I started to 
come at this, I guess I would say 
kind of bottom up. And I realized in 
coming at this from the bottom up 
was insufficient. So what is bottom 
up? Bottom up is first teaching the 
committee or committees, because I, 
like other insurance CIOs reported to 
not just one investment committee, 
but potentially several committees 
and boards. And so one of the 
first journeys we took with them 
was to understand that risk was 
shared among asset classes, that 
fundamental drivers of performance 
are shared. That's powerful they 
had never heard that before. Their 
facility with asset class is actually 
pretty good, somewhat limited. And 
if you get into maybe some newer 
descriptions of an asset class today. 
But generally speaking understood 
that these should be working together 
to diversify. But once you started to 
talk about the fact that a growth risk 
factor lives in multiple asset classes, 
that oh, all of a sudden, we have a lot 
more at risk than we believed.
 
And so I know that you've had other 
conversations about this, for example, 
the Northern Trust conversation 
about risk factors. And so that was 
the way I started to come at this. And 
that was when I was at Farmers, and it 

was fantastic. We helped to transform 
the investment program from one 
that was really roughly conservative 
because they couldn't see the kinds 
of risks that we were talking about, 
like let's put a lot in cash, let's put a 
lot in reserve, but then getting clear 
on how much we could take and then 
putting it to work in factor space was 
really powerful for the organization. 
And we got everyone behind. It took 
some time.

STEWART: Well, I think it took some 
time, but at the end of the day, you 
were really early, too.

KARYN: We were. 

STEWART: You were super early in 
that factor, in that risk factor approach. 
I have yet to meet an insurance CEO 
that didn't say we have a conservative 
investment philosophy.

KARYN: Yeah.

STEWART: What the hell that means, 
heaven only knows. But at the end of 
the day, what's always been viewed 
as, and I'm doing the air quotes, the 
conservative approach, is different 
today with rates with the 10 year 
note at 90 basis points or whatever 
it is today. And those big allocations 
to high grade bonds is a very risky 
strategy in this kind of environment. 
So it's interesting that while you had a 
big learning curve at Farmers, you guys 
were early on, I mean early, early days.

KARYN: Yes. And I have to get the 
attribution, right. So Farmers is an 
affiliation with Zurich Insurance and 
a lot of the original groundbreaking 
work was within the investment 
management function and team really 
at Zurich. And we were in a really 
nice position to have the freedom 
to do the right thing, which was not 
being conservative, but also not being 
crazy with risks that we would want 
to take to improve the investment 
program. But actually, first of all, let's 
understand, how much can we take? 
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And that's a very different approach to 
investments than say, well, we want to 
produce X percent income, Y percent 
growth, and we want to have alpha.

And so yes, you can certainly set 
those out as objectives, but getting 
clear on what is available to put to 
work is the real innovation here. 
That's completely distinct from, and 
only by chance related to standard 
deviation. It would just be the rarest 
of circumstances that the amount that 
you could put to work actually met that 
standard deviation number that you 
would produce in a mean-variance 
optimization. So anyway, the bottom 
up work was essential, but that wasn't 
enough. There's a lot more work to 
do. And let me just tell you a little bit 
about the journey for Hightree.

STEWART: Hightree Advisors is the 
name of your firm, right? I just want 
to make sure that when you say 
Hightree, everybody knows what 
you're talking about.

KARYN: Yes.

STEWART: This is the firm that 
you founded. You're the founder, 
predominant partner. There are 
others, but it's Hightree Advisors, 
and that's you. So how did that come 
about?

KARYN: Yes. How did that come 
about? I'm still wondering.

STEWART: I hear you.

KARYN: You've always been an 
entrepreneur, but now I'm officially 
an entrepreneur. But so I knew that I 
wanted to bring that bottom up kind 
of intelligence as an independent 
portfolio, if you will designer, for 
organizations. Very much in the spirit 
of what I had the opportunity to build 
with colleagues at Farmers. And yet, 
I knew that I was still going to be 
dealing with, even if you use a factor-
based approach, you could still very 
much end up in the mean-variance 

world. And I didn't want to end up 
there because all of my experience 
had taught me that it was in the 
deepest drawdowns, which happen 
all the time, where the potential lies 
in the innovation, thinking about the 
tail, thinking about the sequence. So 
it's not just that these events happen 
more often than a normal distribution 
would suggest. It's also that there are 
sequences of drawdown.

So it's the pain and it's the duration. 
And I thought, well, gosh, we can do 
a lot more. So what did I do? I said, 
all right, I'm going to approach one of 
the smartest people that I know. And 
I literally went out to Caltech and he 
said, "Yeah, I'd be happy to help you 
think through this." I was just looking 
for a thinking partner, in Jaksa Cvitanic 
who's out there. And I actually wrote 
down all of the things that I wanted 
a new approach to have or not have. 
And I wanted to be able to capture 
this idea that there could be multiple 
objectives and multiple limitations so 
that there would be potentially soft 
limits on a drawdown and hard limits 
on drawdown, that you might have the 
ability to specify a number of different 
targets, for example, on the plus side. 
So multiple, if you will, objectives with 
respect to the value of a portfolio at 
some future date. So that was kind of 
number one, is that why just do?

STEWART: I think that when it's 
something that sounds very simple. 
But when you start expanding the 
variables in that way, the math gets 
orders of magnitude heavier, right?

KARYN: Potentially.

STEWART: Potentially or no? No?

KARYN: No, ours did not. The way 
that we actually simplified things quite 
a bit. The other thing that I wanted 
to avoid was assuming that I knew 
Stewart Foley's utility function, like to 
specify your utility function, there are, 
as you probably know, tens if not more 
types of utility functions that exist on 

the basis of which we would derive a 
function to optimize. So the problem 
I had with that is that specifying utility 
function means also to get from you 
somehow a risk aversion measure 
or parameter. Well, I don't know 
what that is. And there are surveys, 
especially in wealth management, 
where like, okay, we're going to do 
a survey today. We're going to ask 
you all these different questions and 
we're going to say, "Oh, well, you fall 
into this very conservative class of 
investors or very risky." At that point 
in time, I don't know that that's any, 
and then you've got to translate that.

STEWART: Absolutely. And oh, by 
the way, when you tell the board of 
directors the equity market can be 
down 30% and they all nod and say, 
"Yes," and then you're down 28%, 
that's a whole different conversation, 
right?

KARYN: That's right.

STEWART: Depending upon the 
situation at hand and the way that 
markets are and the mood in the 
market and whatever, that's not a 
constant, right?

KARYN: That's right.

STEWART: I'm putting words in your 
mouth, I don't mean to, I'm asking. 
That's not a constant, is it?

KARYN: No, these are not constant. 
But at the same time, it's not like we 
can, I'm not necessarily interested in 
forecasting and I don't want to put 
people in a box.

STEWART: Right. Exactly, yeah.

KARYN: So the question is, well, where 
do you go from there? So let me add a 
few more things. I also wanted to make 
sure that we didn't have to fall into 
this trap of thinking that the market 
was normal, normally distributed, that 
returns were normally distributed 
because we know they're not.
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STEWART: Yeah, clearly not. Yeah.

KARYN: And so, I said whatever we 
create here as a tool, as a decision 
support tool, has to be flexible enough 
to, if we made it real, that we could 
have whatever distribution we want. 
We could say that it corresponds to 
this return generating process, or we 
could say that we're using history, but 
it would have to be realistic. And there 
were a few other things along the 
way. But basically, what we ended up 
working out was this measure we call 
portfolio Pi, thinking about the whole, 
the whole portfolio and what we want 
that portfolio to accomplish. And so 
portfolio Pi is actually kind of simple. 
Maybe the other thing to mention, 
sorry to go back one step again, is it was 
critical for me, critical, that whoever 
was to learn the measure, that they 
could understand it, even if they were 
a non-investment professional.

STEWART: And I think that's critical.

KARYN: Yes.

STEWART: When board members 
are being asked to provide a 
governance function and vote and 
approve decisions that they may not 
understand fully, I think that this is a 
particularly important point.

KARYN: Yes. And Stewart, you 
probably saw this too. If they don't 
have something like this measure 
that they understand and can track, 
what did they do? They focus on their 
peers, which the peer set may have a 
completely different set of objectives 
and ability to take risks. They focus on, 
and I thought this is maybe what you 
were going for before, oh, that's all 
great, but what happened to Apple?

STEWART: Yeah. That was always my 
joke is like you manage a billion dollars 
of fixed income and 7 million worth 
of equity, and the equity portfolio 
dominates the discussion. It used to 
drive me wild.

KARYN: Yeah. Well that happens 
everywhere.

STEWART: But it's true. Yeah, it's 
really true. And I do think that one of 
the things that the insurance industry 
does a lot of and probably should do 
less of is this looking at peers, right?

KARYN: Yes.

STEWART: Because what's good for 
your peer and what's good for you. 
You know what I think it is at the end 
of the day? People don't want to stick 
out, right?

KARYN: Absolutely.

STEWART: They don't want to stick out.

KARYN: That's right.

STEWART: But your situation may be 
completely different than the peer 
group. That's why I like what you're 
doing in the Pi system, I like this 
holistic approach that has things in 
simple terms.

KARYN: Yes.

STEWART: And oh, by the way, you 
don't have an axe to grind, right? 
You're 100% independent. You don't 
have an axe to grind by asset class or 
by anything else.

KARYN: That's right.

STEWART: It's just, here's an 
approach, I can define variables that 
are understandable and put them in 
a holistic context.

KARYN: Yes. And this is informed 
a little bit by working with boards 
my whole career, I'm also an 
independent director for a publicly 
traded company. And so the focus 
that I particularly have in Hightree on 
independence and my colleagues, 
we are 100% behind this idea that 
whatever information we produce, 

whether it's our advice or it's financial 
technology, has to be clean.

STEWART: Yeah.

KARYN: It has to be fiduciary ready. 
And it has to be aware of the role 
and job that a governing board has. 
So we actually, we've designed for 
that concept. And so if you go down 
the path of saying, "All right, well, 
what are our objectives, and can we 
measure our ability to get there?" And 
I'll come back to the definition in a 
minute, then you have a completely 
different kind of conversation at the 
board, are we on track or are we not 
on track, et cetera. And in a way you 
can start to see the cost of being the 
same, the cost of simplicity, the cost 
of making a choice that everyone 
feels comfortable with, but is actually 
working against them, oddly enough.

KARYN: So let me go back to the 
definition. So Pi, very simple over an 
investment horizon, let's just say it's a 
three year or five-year period, is once 
the objectives have been laid out is 
the average chance you'll hit them. 
So take objective one. What's the 
probability we'll hit that? Okay, well 
that's 90%. Objective number two, 
that's 70%. Objective, number three, 
et cetera. And so the average of those 
probabilities as Pi. So if you go to any 
investor, even a retail investor, and 
you say, "Well, you have a 50% chance 
of hitting your objectives." And they 
may say, "Whoa, I didn't know that."

STEWART: Absolutely.

KARYN: And they would probably say, 
"I didn't know that. Well, can I increase 
that?" Yeah, you probably can.

STEWART: Yeah.

KARYN: And how do you do that? 
Well, how do I do that? Well, you have 
to understand what your objectives 
are and maybe you can get what you 
want. Maybe fixed income isn't going 
to give you the luxury that we've had 
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over the last 20 years. And so, you have 
to think about either making better 
trade-offs and you want to have a tool 
that is designed for you to make that 
trade-off, you as an organization, you 
as an insurance investor, you have 
specific capabilities. And so, let me go 
a little bit further, so capabilities. So 
Pi, one of the measures you can set of 
course, is a loss limit. And the way that 
our team has built the technology, it's 
not just considering loss at a point in 
time, but actually through time.

But let me simplify and talk about 
at a point in time. So that limit that 
you set is for the investment assets, 
which as you rightly said, sometimes 
an insurance covers ten. We had 50 
balance sheets, almost 50 balance 
sheets at Farmers. And so there's a lot 
of different moving parts and getting 
a very clear handle on what the 
investment size is in relationship to 
the equity or the surplus is critical. And 
knowing how much of that surplus do 
you get to spend? Do you get half? Do 
you get a third? Do you get a quarter? 
That's probably more art frankly now 
than science. In the future, when I'm 
old, that's going to be science. Right 
now, it's probably more art.

STEWART: But it does help to define 
your opportunity set.

KARYN: Yes, absolutely. Yeah. If 
you can put to work, for example, a 
billion dollars of risk on a $20 billion 
portfolio, that tells you a lot about 
how much equity risk you can take 
and why it's super important not just 
to think about the trade-offs, hitting 
your return, your income target and 
your growth target, but also thinking 
about, "Oh gosh, are we going to blow 
through it at the same time that the 
insurance business has a problem?" 
You're sharing a balance sheet.

STEWART: And you know what? That 
is so true and so missed, I think. You 
are sharing a balance sheet. You are 
running money inside the belly of the 
beast, right?

KARYN: Yes.

STEWART: The wind blows and the 
equity market falls and you've got 
double trouble, right? They're not 
independent.

KARYN: That's right. And so 
understanding how those evolve 
through time, as time moves 
forward, what's happening with our 
commitments, what's happening with 
the assets, what's happening with 
other parts, key parts of the business 
that actually people in the company 
know. They have a good handle on 
this business. They know what their 
line of business is likely to look like 
and how it's likely to evolve.

STEWART: Absolutely.

KARYN: Even under different 
conditions. And so, it's not the 
intelligence doesn't exist. It does, 
but there hasn't really been a good 
framework for it. And one that, as 
I said, a board, a group of people in 
charge, could actually understand. So 
when we first worked on portfolio Pi 
together, I kind of harassed Jaksa a 
little bit. I said, "Well, it's not enough." 
He said, "What do you mean it's 
not enough?" I said, "Yes, people 
understand probabilities vastly better 
than they do standard deviation." 
There's actually work that shows 
this, empirical work that shows this 
through betting. But how important 
is 60% chance versus a 65% chance? 
What is that? How is that important? 
Oh, so what, it's 5%. Big deal. But 
maybe that's really important. Maybe 
that's a lot of money. And so we came 
up with an approach where basically 
we could translate the improvement 
in Pi into dollars.

STEWART: Which is something that 
everybody understands, including 
boards of directors and everybody 
else.

KARYN: Yeah. And the CFO, especially.

STEWART: Absolutely.

KARYN: So if you're really clear on 
what the objectives are and you know 
how much risk you have to put to work, 
and you say, well, if we could improve 
that, chance of hitting the objectives, 
then if we shift the portfolio around, 
maybe we conserve on risk, maybe 
we avoid some of the tail risks that we 
have in the portfolio that we're finally 
now seeing, what does that look like 
in terms of dollars? And so we came 
up with a second term, which is Eta. 
It's a Greek letter H. And this is where 
we get to geek out a little bit.

STEWART: This is my favorite part.

KARYN: The question is, what Greek 
letter hasn't been used in the field of 
finance? Eta would be among the set.

STEWART: Eta's there.

KARYN: Eta's there. It's also with H, 
Hightree. But, further than that, I 
wanted to find some meaning in it. 
And so Eta is a term that is used in 
thermodynamics, and it's a measure 
of efficiency.

STEWART: Oh, there you go.

KARYN: That's great. So Eta is this 
other term and it works kind of like 
a certainty equivalent. How much 
money would you have to add to 
your current portfolio, that has a 50% 
chance of hitting your objectives, 
each year, such that you have the 
60% chance? And so it's a measure of 
worth or value of moving the portfolio 
from where you are to a place that is 
better serving your outcomes. And 
then once you have that language, 
the world opens up. It really does 
open up. And this is what I find super 
exciting, and I don't know if we get to 
talk about it today, but super exciting 
for asset managers.

STEWART: Yeah. Well, we're at the 
30 minute mark and I feel like we just 
started talking. I'm beyond interested 
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THE INTERVIEW 
Meet Karyn Williams: The Queen of Risk (cont.)

in what you do and I love it. Deep 
in my heart, I'm a finance geek. And 
at the end of the day, the idea that 
you can take complicated topics and 
put them into terms that everyone 
understands, you are a professor, I'm 
a professor, the best teachers in the 
world, that's what they do.

KARYN: That's right.

STEWART: They're able to take 
complicated things and make it such 
that you can understand it, or that 
anyone can understand it. And that's 
the power I think of the Pi system 
and the way that you've gone about 
it, is you've created a language of risk 
that's not technical really. It's straight 
forward. You almost think, "Gee, that 
can't be that simple, can it?" Teaching 
a different vernacular is part of the 
learning curve.

KARYN: It is part of the learning, and 
it is, I'm going to push it further. I'm 
going to say it's the responsibility of 
an academic to bring these kinds of 
concepts to a world that every single 

person on this planet can benefit 
from, financial knowledge. And to a 
certain extent today, it's inaccessible. 
And when I take a big step back, 
and we're not just talking about 
insurance investment, we're talking 
about investors more generally, and 
maybe even some of the clients and 
customers of insurance companies 
that have investment products, this 
opens the door for them to better 
understand better relationships. 
There's just much more that you can 
do. And so I felt very much, and I said 
this when we first started working on 
the concepts, I said, it's really critical. 
We have a job to do here. And it's not 
perfect. There are a lot of practical 
things that we will be learning in this 
journey. But I feel like it's an important 
step forward, that giving people the 
ability to talk about things that are the 
most important drivers of outcomes, 
that's where you got to start.

STEWART: Absolutely. We are having 
you back on and we are actually 
going to create a series with Karyn 
on risk and risk management and 

governance and a whole host of other 
things, I think. So you can count on 
seeing more of Karyn. But thanks for 
being on today.

KARYN: Stewart, it's super exciting 
for me to be able to talk about this 
and geek out with you on investment 
decisions.

STEWART: I love it. We're both such 
geeks. It's so great. Okay. That's good. 
So if you like what we're doing, follow 
us, tell your friends. You can find us 
on all the major platforms. If you 
have ideas for podcasts, please email 
us at podcast@insuranceaum.com. 
We've also just announced a major 
joint venture with CAMRADATA that's 
going to bring managers search tools 
and evaluation tools to insurers, free 
of charge. So for more on that, check 
out our website. Thanks for listening. 
I'm 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 at the corner of insurance and 
asset management with David Roth. 
Welcome, David.

DAVID: Thanks, Stewart. Nice to see you.

STEWART: David is a partner and the 
head of U.S. real estate, private equity 
at Ares Real Estate Group. David, I 
don't know of another asset class that 
has been talked more about in terms 
of COVID impact than real estate, 
right? It's been a tumultuous year. It's 
likely to have a lasting impact on this 
market, but I think there's probably 
more hysteria than truth out there. 
What's your view on this market?

DAVID: Well, look, I think when you 
think about real estate, we're impacted 
by the economy and of course the 
economy is being impacted by COVID, 
but perhaps more than a lot of 
other sectors we create, we own, we 
develop space that people use for the 
most part. And so in a world where 
we are worried about being closer 
than six feet to each other, clearly 
there are going to be impacts across 
the real estate sector. So, the thing to 
remember is that there are a lot of 
different types of real estate.
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And this downturn, if you will, this 
inflection point, this moment in time 
that we're in, it's not characterized 
by negative impacts across the real 
estate sector. There are certain 
sectors that are being helped in 
certain sectors that are clearly being 
challenged. It's worth noting that 
we're, we're talking today when Pfizer 
has announced that they think that 
there's a 90% efficacy rate on their 
vaccine, obviously to the extent that 
this COVID crisis extends longer, 
as opposed to being shortened by 
something like the introduction of a 
vaccine that will have more impact 
on the psychology of consumers and 
businesses. So today's announcement 
is actually a critical piece in the 
puzzle and something we've all been 
wondering when it might occur.

STEWART: It is amazing of all of the 
non-economic or the exogenous 
things that are going on in the market. 
And it's your job, and thankfully not 
mine, to discern all of that into a view 
on by sector. And you talked about 
sector just a minute ago. Can you go 
into some of those sectors and how 
you think they're going to be impacted? 
Because I think I'm reading into this, 
but clearly not all equally, right?

DAVID: Yeah. Look so start by giving 
a little bit of my background. I've been 
investing in real estate for about 30 
years now. I started out when I was in 

college. The reason I mentioned this 
is that a lot of our businesses about 
pattern recognition. And so this is now 
my fourth inflection point, if you will, 
going back to the late eighties, and 
you're always trying to think, "How is 
this the same? How's it different? How 
did the different sectors respond to 
different impacts from the economy 
or from other exogenous shocks", and 
the last downturn, frankly, during the 
GFC, there was sort of a widespread 
decrease in value as all parts of the 
real estate sector really were being 
hit at the same time. What's been 
different this time is that there are 
certain sectors here that have actually 
been helped.

And so you can go through the 
different, what we would call main 
food groups, and then some of the, 
what I would call more niche sectors. 
And you could think about how they've 
each been impacted. Some have been 
winners, some have been losers, and 
some are sort of in between, and 
time will tell. So if you think about 
the winners, I mean, obviously one 
thing that's happened with COVID 
is historical trends towards the use 
of e-commerce has accelerated. 
So, that has made a big, big winner 
out of industrial assets. The need 
for industrial assets has gone up as 
e-commerce has really accelerated 
into this. And now there's a view here 
that the pace of acceleration is going 
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to continue, even if we have a vaccine. 
I think people who were perhaps not 
inclined to use e-commerce through 
this COVID crisis have really learned 
of what it's like.

I know that my wife has, although she 
knew going into it. So the industrial 
sector is something that we've spent 
a ton of time in over the years, we've 
owned 111 million square feet or so 
of industrial assets over the years. 
And we've only accelerated our pace 
of both buying and developing into 
this strength. Another area that we 
think will continue to show resilience 
and has done remarkably well, are 
residential real estate in particular 
markets and particular types. So 
we think longterm the residential 
sector, which is an area that we've 
spent lots of time in, in the past, we'll 
continue to do well. There are some 
geographic differences. The cities like 
New York, San Francisco are being 
hurt right now, as people think about 
dedensification and have moved in 
many cases home with their parents. 
Obviously, if we have a vaccine that 
will reverse somewhat the longer 
this takes, the more likely that people 
will continue to migrate out of those 
kinds of places.

But in terms of multifamily, we 
continue to develop assets into 
that sector. We spend a lot of time 
historically in the Sunbelt which 
are markets that benefit from 
dedensification. The losers, if you will, 
are obviously the hotel sector which 
went from, and this was never really 
happened in history went from being 
well occupied to being 0% occupied. 
And the hotel assets actually cost 
money when they're under occupied. 
So, that sector is being hurt in ways 
that we've not seen before. And really 
almost every asset today is distressed. 
Now, long-term we think there's going 
to be opportunity because we think 
the hotel sector is going to recover 
over time, certainly for certain assets 
and certain markets, but that is a 
sector that's certainly being hit right 

hard right now, the other obvious 
answer is retail.

And the difference between retail and 
hospitality is that we were somewhat 
oversupplied in retail, in this country 
going into this crisis. And as a result 
we've had acceleration to e-commerce 
that has continued to hurt retail, 
but even when we recover, we don't 
necessarily think it will be as fast or 
as stronger recovery as hospitality, 
let's say. This is all generalizations. 
Every asset is a specific asset. Every 
situation has idiosyncrasies and 
you have to analyze the market and 
the assets specifically, but these are 
generalizations. And then in between 
those winners and losers, you have 
the office sector, which is harder to 
figure out because the use of office 
space, time will tell how quickly we all 
go back to the office. I would say at 
Ares, and my personal belief is that 
the office sector is not going away.

We've found great success through 
Zoom, and we can talk about that 
aspect of how we all do business 
if we want, but long-term, it's hard 
to maintain a culture onboard new 
people have a collaborative culture 
and be productive, I think if you're 
working from home. So, we think 
that long-term, there's clearly going 
to be a need for office, but in the 
short intermediate, and even in the 
longterm there's dedensification, 
which potentially helps in terms of 
the number of square feet that you 
need to manage the same number of 
people, but opposing that is remote 
working. And so there's a push and 
pull here and we'll see over time, how 
that plays out.

STEWART: It's interesting. You 
mentioned, you just kind of touched 
on your background. You've been at 
this awhile, right. You've been at Ares 
not as long. So can you just kind of give 
a little sense of your background? And 
I mean, I know that you're steeped in 
the real estate, but maybe everybody 
else doesn't know.

DAVID: Yeah. Happy to give you a 
little bit of background and you try 
not to take our entire time because 
I certainly can just talking about 
myself. I've been in real estate now for 
upwards of 30 years, I started buying 
apartments in college back when you 
could do things, sort of no money 
down if you recall those days.

STEWART: I do.

DAVID: And I ended up in a 
partnership that when the first 
downturn in the market occurred, 
which was the late eighties, early 
nineties, resulted in me selling my 
interest to one of my partners and 
going to be an attorney. And I went 
to NYU Law School and ultimately I 
became a corporate M&A attorney at 
Wachtell, Lipton, Rosen, & Katz, never 
wanting to be an attorney. I'd never 
really planned on being an attorney. 
And I did it for about a year and a half 
and promptly left. I did a move that 
very few people I think have done 
before, or since. I left Wachtell to go 
move to Santa Fe New Mexico and 
joined a real estate startup and went 
back into the real estate industry in 
1993, I was with a company called 
security capital group where, which 
was basically, it was a private equity 
firm focused on real estate operating 
companies. I was with them for a 
number of years in Santa Fe, opened 
up an office in Chicago, ultimately 
moved to London and became CIO of 
Europe for them.

Soon, at some point I came back and 
I joined a group called Walton Street 
Capital. This is condensing a much 
longer story. I was with Walton Street 
Capital in Chicago. It's an opportunity 
fund that's run by Neil Bluhm who's 
the B of J&B. I was there for about 
four years. And then I got a call from 
a head hunter and ended up joining 
Blackstone in late 2005. And I went 
to Blackstone and was a partner 
there ultimately was there for about 
a dozen years. Ultimately, I ran Latin 
America and at some point had a 
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desire to come back to the US and an 
opportunity came up to, to join Ares, 
to head the US business. And I took 
that opportunity and I haven't looked 
back since.

STEWART: Yeah, that's where I was 
headed, right? Is like those sound like 
very interesting roles aside from the 
attorney part. I'm with you. I'm not 
sure I would've made it a year and a 
half. I'll be honest with you. But why 
Ares? Why did you make the move? 
That's not their largest block of assets. 
It takes some courage to make that 
move.

DAVID: No, obviously I haven't 
had problems in the past changing 
roles and always had a pretty 
entrepreneurial background. And 
when I wanted to come back from 
Latin America the opportunity to 
help this. And I think there are things 
about Ares that are unique and 
attractive for me. And when I try to 
hire people, I explain this to them. 
And frankly, when we talk to investors, 
I try to explain it as well. Ares is a 
tremendous corporate platform, 
right? And the benefits of that from 
information flow to relationships, to 
deal flow, to ability to raise capital. 
These are all things that I knew about 
from my experience at Blackstone. 
The difference, though, is that we 
were investing in, we are investing 
much smaller pools of capital a billion 
to $2 billion pools of capital. And so I 
was excited about going back to that 
part of the marketplace.

DAVID: I also thought that that 
would be an interesting place to be 
during what I thought would be a 
coming inflection point, which we've 
now experienced. Nobody had any 
idea COVID was coming, but we 
were long in the tooth on a long 
dated economic cycle. And so I liked 
the idea of being in a smaller, more 
nimble place and having the ability to 
bring the experience that I've had to 
bear, create the culture that I wanted 
to create to help grow this business. 

So super excited about it. And I think 
our, really, approach, which we have 
three different offices around the 
country. So we're always very close to 
on the ground. We have to know our 
markets and our assets very well and 
be nimble investors is something that 
really appealed to me.

STEWART: Yeah. It's interesting you 
say that because it just seems like in 
that smaller market, you can create 
more value from applying more of 
your experience maybe than you can 
in the megas. And it makes sense to 
me. What areas, this sounds so weird, 
it's an odd question, but do you see 
growth anywhere out there in the real 
estate space? Where's the growth side?

DAVID: Yeah, for sure. Look, there are 
real winners coming out of this post 
COVID environment, obviously what's 
happened from a personal standpoint. 
I was very sick in March, by the way. So 
I've actually experienced it.

STEWART: Oh, I'm so sorry.

DAVID: And so I feel for everybody 
who's involved, but I mean, there are 
certain sectors that are being helped. 
As I mentioned in the industrial 
sector, some of the sectors like the 
single family to rent market that has 
benefited from dedensification and 
people wanting to have their own space 
and have a place to work as they're 
having to work from home. Obviously 
life science is something that has 
benefited from and their geographies 
that are benefiting, right? So, some of 
the less dense markets around the 
country are going to benefit whether 
it's Atlanta or Nashville or Charlotte, 
or Austin or Phoenix or Denver, they 
seem to be benefiting from a migration 
from the denser larger cities to the less 
dense environments. So there clearly 
are areas that are doing well, that are, 
you would call that our growth areas 
for sure.

STEWART: And we talked a little 
bit about the real estate equity, 
real estate debt. Do the two teams 
collaborate, how are they on the 
capital stack? Can you talk a little bit 
about that?

DAVID: Yeah. First of all, give you a 
sense of Ares, which we really didn't 
talk about, and probably we should. 
We are part of $165 billion in assets, 
alternative asset manager, publicly 
traded company. The company 
started as a middle market lenders. 
So it has a very large credit business, 
probably the largest direct lender 
to businesses. That's where a lot of 
the information flow comes from 
other parts of the firm, in terms of 
understanding markets and industries 
and tenants. It's very helpful for us, 
but there's over 110 billion of assets 
under management and credit. 
There's about 25 to 30 billion in assets, 
under management in a private equity 
business that has been very successful 
for a long time and real estate's about 
14 and a half billion. And in our real 
estate business about a third of that is 
in mortgage debt.

DAVID: So we have an origination 
platform. We have a publicly traded 
mortgage rate that we manage, and 
then we have a number of SMAs that 
we manage. And then the balance 
of the equity is split pretty evenly 
between the US and Europe with 
in each region, currently we have 
two strategies closed end funds 
that manage in the case of one 
opportunistic capital, where we're 
looking to generate a high teen type 
returns and then a mid-teen type 
capital source for what we call value 
add. So we in the US have about 53 
or 54 investment professionals now 
between the equity and the debt 
business. We have offices where 
we all sit where we have individuals 
from both sides of the house, both 
debt and equity in New York, LA and 
Atlanta. And then within the debt 
business, we have additional offices 
in San Francisco and Chicago.

THE INTERVIEW: David Roth, CFA 
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And so we have people pretty well 
situated in most of the major markets 
that we operate. We operate I don't 
know what the right phrase is, but 
hand in hand with our partners, we're 
sitting on investment committee, I'm 
on the debt investment committee. 
The partner who runs our debt 
business, Brian Donahoe sits on 
my equity committee and we are 
within the same offices sitting next to 
each other. And so we're very much 
LinkedIn, and this has tremendous 
benefits from us, from everything 
from information floated, direct deal 
flow. So I'll give you an example. We 
have a deal that we just put under 
contract to buy a student housing 
deal, and I'm in a kind of a large 
student housing market. And that 
student housing market is one where 
we, on the debt side, have made loans 
to several other properties in the 
neighborhood, right in the same area, 
same school.

That's an example of one way that 
we, on the equity side benefit from 
our debt business. On the debt side, 
giving an example of a deal where we 
were selling the asset that we owned, 
the property that we developed in 
Chicago, and that resulted in an 
opportunity for our debt business to 
provide a loan to the buyer. And since 
we obviously knew the property well, 
and we knew the situation, we didn't 
control who the lender was going to 
be, but they had the opportunity to 
pitch and win the business. So there's 
a lot of synergies between the two 
sides, I would say.

STEWART: So, David, if we turn just 
for a minute to our specific audience, 
why do you think real estate should 
be a part of an insurance company 
portfolio? What type of an insurer 
talk about the liquidity aspects, 
whatever you want to talk about, but 
the insurance industry is screaming, 
crying, for yield. And how does this 
asset class, and based on your 
experience work in this industry?

DAVID: Well, look, obviously, real 
estate has been an important asset 
class for insurers for a long time, 
particularly life insurers. The idea of 
match funding with their liabilities 
requires cashflow streams that are 
long dated, that are secure. And in 
the best case scenario that grow at 
some inflationary or better growth 
rates, so lots of different types of 
real estate. And of course the real 
estate industry is not one size fits all. 
There are certain industries that are 
a 20 year lease to an Amazon is one 
thing, and then there's assets that 
are like hotels, right? And so the type 
of collateral matters quite a bit. And 
I think one of the things that I think 
the insurance industry is grappling 
with today is that perhaps in the 
past, there was a focus on CMBS for 
CMBS sake, but not as much focused 
on the underlying collateral and in a 
world where the collateral types are 
sort of dramatically performing in a 
differential way, I think this is going to 
be increasingly important to them.

But again, going back to the main 
points insurers have invested 
in longer duration, fixed rate, 
commercial mortgages and core type 
real estate for a long time. As insurers 
are thinking about how to match 
their liabilities, match their funding 
needs in the future in a close to 0% 
interest rate environment, I think 
they're increasingly focused on that 
five or 7% bucket of alternatives of 
which real estate is part of. And I think 
we can provide incremental yield in 
a really what I think of as a good risk 
adjusted way compared to some of 
the other alternatives for insurers.

On the debt side, obviously there's 
been a historical focus on longer term, 
either CMBS or RMBS shorter term 
floating rate loans to like transitional 
properties that can offer like sector 
diversification, additional yield for life 
insurers, but really requires, I think, 
high quality managers. And that's one 
of the things we're trying to provide 

for insurers. And then our other 
strategies, which are on the equity 
side value add and opportunistic 
real estate. This also allows insurers 
in insurance investors to seek you 
additional return through property 
improvement. And again, the choice 
of who you pick as managers really 
matters on that.

STEWART: And I know that you 
being Ares, partner with insurance 
companies, can you get into any 
specifics on any of those mandates?

DAVID: Well, I've been told that I'm 
not supposed to talk specifically 
about each of our funds and either 
how they've performed. And there's 
like lots of requirements around 
that, but I would say this, insurance 
clients have invested across the 
Ares real estate platform, debt and 
equity in both the us and Europe. 
And given this need to enhance 
income, given the low interest rate 
environment on investment grade, 
fixed income portfolios we've noticed 
a heightened interest in strategies 
that both distributed income, but 
also have some growth attached to 
them. Certainly for debt investors, 
including life insurance companies we 
have been a provider of sourcing of 
shorter duration, transitional lending, 
which obviously can create different 
exposures and provide incremental 
yield over time. We've worked with 
separately managed account clients 
to make sure that our loans are like 
pleasurable to FHLB, which I know 
is important to insurers. And if they 
participate in the lending program, 
which I assume many do.

STEWART: That's a no brain deal. 
Absolutely. I think that's a really big 
deal for them.

DAVID: Yeah. And most, I think, do. 
And we offer transparency on our 
co-mingled vehicles to facilitate the 
best possible capital treatment. So by 
partnering with somebody like Ares, 
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we think insure investors can gain 
exposure to high quality, well managed 
portfolios of shorter term floating rate 
loans, loans on transitional assets, 
and basically incrementally help with 
yield. And then for the insurers that 
are comfortable with value ed real 
estate returns are opportunistic as 
a small component of what they do. 
We think we provide strategies that 
have a proven long-term track record 
and can really help meet the return 
requirements that they're looking for.

STEWART: The question I have is you 
are walking across the stage of your 
college graduation at the ripe old 
age of 21, and you take your mortar 
board off, you give it a fling and you 
meet yourself today. What would 
you tell that 21 year old David Roth, 
given the current environment for 
opportunities and internships and 
full-time job?

DAVID: Yeah. I mean, look, I think 
that, that's a great question. I get 
asked these kinds of questions all the 
time. And what's interesting, I mean, 
of course this environment I'm sure is 
more difficult than some and cyclically 
we have these moments where it's 

more difficult to find the right job 
and to find any job. And those are 
always tough times. The answers I 
tend to give are more generalized in 
this specific moment, which is find 
something you do that you like. That's 
the most important thing. If you like, 
what you do, you will do it better and 
you will enjoy it over time. So I give 
people that advice for when they 
actually find a job, my advice is be a 
learner, be a learner, be the person 
who says I will do that.

I will try that. I will expand myself and 
take risks. Find ways to make yourself 
indispensable to the person you work 
for. That's how you will get ahead. 
Take on more responsibility than you 
think you, and even you think you can 
handle. Put yourself at risk. That's what 
I think is the best thing that young 
people can be doing when they're in 
the work environment. As for other 
advice that I would give somebody in 
this particular time period I think you 
just have to make a job, if you're out 
of work, of getting a job. You just have 
to talk to as many people as possible. 
Because in my experience, oftentimes 
people don't even know they need you 
as an employee until you've spoken to 

About David Roth 

Mr. Roth is a Partner and Head of U.S. Real Estate Private Equity in the Ares Real Estate Group and a member of the Management Committee of Ares 
Management. He is also the President of Ares Commercial Real Estate Corporation. Additionally, Mr. Roth serves on the Ares Real Estate Group's Global and 
Debt Investment Committees. Prior to joining Ares in 2019, Mr. Roth was a Senior Managing Director of the Real Estate Group at Blackstone. Previously, he was 
a Principal in the Acquisitions Group at Walton Street Capital, where he was involved in numerous real estate transactions. In addition, he worked at Security 
Capital Group as Senior V.P. and CIO Europe and at Wachtell Lipton Rosen & Katz as an Associate. He serves as head of the Executive Committee for the Board 
of Directors of Project Lyme and as a Board Member of Jas Aspen. He is also on the national council of the Aspen Art Museum. He has served on the Boards 
of Directors of numerous real estate entities including Invitation Homes Inc. Mr. Roth holds a B.A., magna cum laude, from Dartmouth College and a J.D. from 
New York University School of Law. Mr. Roth is a CFA® charterholder.

them. So find a way to talk to as many 
people as you can. Not in a way that 
makes it look like you're begging for 
a job, but just in informational ways. 
And I'll put myself at risk saying this, 
but somebody reaches out to me 
and says, they want to talk to me, I 
generally say, I'll talk.

STEWART: Yeah, I think it's sort of one 
of these deals where we need to pay 
it forward. And it's an interesting time. 

Thank you for being on. You've been a 
great guest. We've really enjoyed you 
being on.

DAVID: It's a pleasure. It's really the 
most important thing for us at Ares 
is our clients. And a lot of them are 
insurance providers. And so it's great 
to have this opportunity to talk to 
them directly.

STEWART: Thanks to our audience 
for joining us. If you like us, please 
follow us on all the major platforms. 
We'd love to hear your suggestions 
for future podcasts. You can reach us 
at podcast@insuranceaum.com. My 
name is Stewart Foley, and this is the 
Insurance AUM Journal Podcast.
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Disclaimer

These materials are neither an offer to sell, nor the solicitation of an offer to purchase, any security, the offer and/or sale of which can only be made by definitive 
offering documentation. Any offer or solicitation with respect to any securities that may be issued by any investment vehicle (each, an “Ares Fund”) managed or 
sponsored by Ares Management LLC or any of its subsidiary or other affiliated entities (collectively, “Ares Management”) will be made only by means of definitive 
offering memoranda, which will be provided to prospective investors and will contain material information that is not set forth herein, including risk factors 
relating to any such investment.  Any such offering memoranda will supersede these materials and any other marketing materials (in whatever form) provided 
by Ares Management to prospective investors. In addition, these materials are not an offer to sell, or the solicitation of an offer to purchase securities of Ares 
Management Corporation (“Ares Corp”), the parent of Ares Management. An investment in Ares Corp is discrete from an investment in any fund directly or 
indirectly managed by Ares Corp. Collectively, Ares Corp, its affiliated entities, all underlying subsidiary entities shall be referred to as “Ares” unless specifically 
noted otherwise. Certain Ares Fund securities may be offered through our affiliate, Ares Investor Services LLC (“AIS”), a broker-dealer registered with the SEC,  
and a member of FINRA and SIPC.
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In making a decision to invest in any securities of an Ares Fund, prospective investors should rely only on the offering memorandum for such securities and not 
on these materials, which contain preliminary information that is subject to change and that is not intended to be complete or to constitute all the information 
necessary to adequately evaluate the consequences of investing in such securities. Ares makes no representation or warranty (express or implied) with 
respect to the information contained herein (including, without limitation, information obtained from third parties) and expressly disclaims any and all liability 
based on or relating to the information contained in, or errors or omissions from, these materials; or based on or relating to the recipient’s use (or the use 
by any of its affiliates or representatives) of these materials; or any other written or oral communications transmitted to the recipient or any of its affiliates or 
representatives in the course of its evaluation of Ares or any of its business activities. Ares undertakes no duty or obligation to update or revise the information 
contained in these materials.

The recipient should conduct its own investigations and analyses of Ares and the relevant Ares Fund and the information set forth in these materials. Nothing in 
these materials should be construed as a recommendation to invest in any securities that may be issued by Ares Corp or an Ares Fund or as legal, accounting 
or tax advice. Before making a decision to invest in any Ares Fund, a prospective investor should carefully review information respecting Ares and such Ares 
Fund and consult with its own legal, accounting, tax and other advisors in order to independently assess the merits of such an investment.

These materials are 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 law or regulation. 

These materials contain confidential and proprietary information, and their distribution or the divulgence of any of their contents to any person, other than the 
person to whom they were originally delivered and such person's advisors, without the prior consent of Ares is prohibited. The recipient is advised that United 
States securities laws restrict any person who has material, nonpublic information about a company from purchasing or selling securities of such company (and 
options, warrants and rights relating thereto) and from communicating such information to any other person under circumstances in which it is reasonably 
foreseeable that such person is likely to purchase or sell such securities. The recipient agrees not to purchase or sell such securities in violation of any such 
laws, including of Ares Corp or a publicly traded Ares Fund.

These materials may contain “forward-looking” information that is not purely historical in nature, and such information may include, among other things, 
projections, forecasts or estimates of cash flows, yields or returns, scenario analyses and proposed or expected portfolio composition. The forward-looking 
information contained herein is based upon certain assumptions about future events or conditions and is intended only to illustrate hypothetical results under 
those assumptions (not all of which will be specified herein). Not all relevant events or conditions may have been considered in developing such assumptions. 
The success or achievement of various results and objectives is dependent upon a multitude of factors, many of which are beyond the control of Ares. No 
representations are made as to the accuracy of such estimates or projections or that such projections will be realized. Actual events or conditions are unlikely 
to be consistent with, and may differ materially from, those assumed. Prospective investors should not view the past performance of Ares as indicative of future 
results. Ares does not undertake any obligation to publicly update or review any forward-looking information, whether as a result of new information, future 
developments or otherwise.

Some funds managed by Ares or its affiliates may be unregistered private investment partnerships, funds or pools that may invest and trade in many different 
markets, strategies and instruments and are not subject to the same regulatory requirements as mutual funds, including mutual fund requirements to provide 
certain periodic and standardized pricing and valuation information to investors.  Fees vary and may potentially be high.

These materials also contain information about Ares and certain of its personnel and affiliates whose portfolios are managed by Ares or its affiliates. This 
information has been supplied by Ares to provide prospective investors with information as to its general portfolio management experience. Information of 
a particular fund or investment strategy is not and should not be interpreted as a guaranty of future performance. Moreover, no assurance can be given that 
unrealized, targeted or projected valuations or returns will be achieved. Future results are subject to any number of risks and factors, many of which are beyond 
the control of Ares. In addition, an investment in one Ares Fund will be discrete from an investment in any other Ares Fund and will not be an investment in Ares 
Corp. As such, neither the realized returns nor the unrealized values attributable to one Ares Fund are directly applicable to an investment in any other Ares 
Fund. An investment in an Ares Fund (other than in publicly traded securities) is illiquid and its value is volatile and can suffer from adverse or unexpected market 
moves or other adverse events. Funds may engage in speculative investment practices such as leverage, short-selling, arbitrage, hedging, derivatives, and other 
strategies that may increase investment loss.  Investors may suffer the loss of their entire investment. In addition, in light of the various investment strategies 
of such other investment partnerships, funds and/or pools, it is noted that such other investment programs may have portfolio investments inconsistent with 
those of the strategy or investment vehicle proposed herein. 

This may contain information obtained from third parties, including ratings from credit ratings agencies such as Standard & Poor’s.  Reproduction and 
distribution of third party content in any form is prohibited except with the prior written permission of the related third party.  Third party content providers do 
not guarantee the accuracy, completeness, timeliness or availability of any information, including ratings, and are not responsible for any errors or omissions 
(negligent or otherwise), regardless of the cause, or for the results obtained from the use of such content.  THIRD PARTY CONTENT PROVIDERS GIVE NO 
EXPRESS OR IMPLIED WARRANTIES, INCLUDING, BUT NOT LIMITED TO, ANY WARRANTIES OF MERCHANTABILITY OR FITNESS FOR A PARTICULAR PURPOSE OR 
USE. THIRD PARTY CONTENT PROVIDERS SHALL NOT BE LIABLE FOR ANY DIRECT, INDIRECT, INCIDENTAL, EXEMPLARY, COMPENSATORY, PUNITIVE, SPECIAL 
OR CONSEQUENTIAL DAMAGES, COSTS, EXPENSES, LEGAL FEES, OR LOSSES (INCLUDING LOST INCOME OR PROFITS AND OPPORTUNITY COSTS OR LOSSES 
CAUSED BY NEGLIGENCE) IN CONNECTION WITH ANY USE OF THEIR CONTENT, INCLUDING RATINGS. Credit ratings are statements of opinions and are not 
statements of fact or recommendations to purchase, hold or sell securities. They do not address the suitability of securities or the suitability of securities for 
investment purposes, and should not be relied on as investment advice.

Coronavirus and Public Health Emergency Risks

As of March 17, 2020, there is an outbreak of a novel and highly contagious form of coronavirus (“COVID-19”), which the World Health Organization has declared 
to constitute a pandemic.  The outbreak of COVID-19 has resulted in numerous deaths, adversely impacted global commercial activity, and contributed to 
significant volatility in certain equity and debt markets.  The global impact of the outbreak is rapidly evolving, and many countries have reacted by instituting 
quarantines, prohibitions on travel and the closure of offices, businesses, schools, retail stores, and other public venues.  Businesses are also implementing 
similar precautionary measures.  Such measures, as well as the general uncertainty surrounding the dangers and impact of COVID-19, are creating significant 
disruption in supply chains and economic activity and are having a particularly adverse impact on transportation, hospitality, tourism, entertainment and other 
industries. The impact of COVID-19 has led to significant volatility and declines in the global public equity markets and it is uncertain how long this volatility will 
continue.  As COVID-19 continues to spread, the potential impacts, including a global, regional or other economic recession, are increasingly uncertain and 
difficult to assess.
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Any public health emergency, including any outbreak of COVID-19 or other existing or new epidemic diseases, or the threat thereof, and the resulting financial 
and economic market uncertainty could have a significant adverse impact on the Fund, the pricing and fair value of its investments and real estate assets and 
its subsidiaries, and could adversely affect the Fund’s ability to fulfill its investment objectives.

The extent of the impact of any public health emergency on the Fund’s and its subsidiaries’ operational and financial performance will depend on many factors, 
including the duration and scope of such public health emergency, the extent of any related travel advisories and restrictions implemented, the impact of such 
public health emergency on overall supply and demand, goods and services, investor liquidity, consumer confidence and levels of economic activity and the 
extent of its disruption to important global, regional and local supply chains and economic markets, all of which are highly uncertain and cannot be predicted.  
The effects of a public health emergency may materially and adversely impact (i) the value and performance of the Fund and its investments, (ii) the ability of 
the Fund and/or its subsidiaries to continue to meet loan covenants or repay loans on a timely basis or at all, (iii) the ability of the Fund and/or its subsidiaries 
to repay their debt obligations, on a timely basis or at all or (iv) the Fund’s ability to source, manage and divest investments and the Fund’s ability to achieve its 
investment objectives, all of which could result in significant losses to the Fund.  

All unrealized performance information, investment strategy, and targeted returns presented throughout this presentation were prepared as of the dates 
indicated.  Such information was prepared at such times in good faith based on a number of fundamental assumptions as of such dates, including assumptions 
relating to the broader economy, macro and applicable micro economic conditions, the geopolitical landscape, interest rates, availability and pricing of credit, 
liquidity and depth of transactional markets, health, population, and the environment, etc.  With the unprecedented (and to date uncurable) advancement of 
COVID-19, most of those assumptions at the current time appear to be materially off or in a state of suspension.  Consequently, all unrealized performance 
information, the portions of the investment strategy which related to targeted returns, and valuations of current investments held within or warehoused for 
the Fund are at the time of this writing indeterminate, but presumed to be materially lower than those last presented.  While in the medium to longer term 
the Manager believes the Fund should see attractive opportunities consistent with its larger investment themes and strategy, it will likely take some time for 
the markets to recover.

In addition, the operations of the Fund, its subsidiaries and investments, the General Partner and the Manager may be significantly impacted, or even 
temporarily or permanently halted, as a result of government quarantine measures, voluntary and precautionary restrictions on travel or meetings and other 
factors related to a public health emergency, including its potential adverse impact on the health of any such entity’s personnel.

REF: RE-01551
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The Tax Cut and Jobs Act of 2017 (the “Act”) had numerous impacts on the municipal bond market. From the standpoint of 
the institutional investor, tax-exempt bonds became less attractive for commercial banks, property and casualty insurers and 
many other corporate entities. After corporate tax rates were lowered from 35% to 21%, banks reduced their municipal bond 
holdings by 16% in 2019, and property and casualty insurers reduced holdings by 17%, according to Federal Reserve data.1

The Act also placed limitations on issuers with regards to refinancing their outstanding debt. Prior to the Act, municipalities 
could refinance their debt at any time by simply issuing a new series of tax-exempt bonds to purchase Treasury securities 
which would then be placed in escrow to retire the outstanding debt at the first call date. Under the Act, municipal issuers now 
can only advance refund (i.e., refinance outstanding debt more than 90 days from the first call date or maturity) tax-exempt 
debt by issuing taxable debt. Since the Act, taxable municipal issuance has increased from 8% in 2017 to 31% year to date 
through October 2020. There has been a substantial increase in the amount of taxable municipals issued since August 2019 
with the drop in interest rates, and strong issuance has continued as municipalities refinance debt to realize debt service 
savings to help offset budget shortfalls due to COVID-19.

Chart 2: Bond Ratings

Source: Moody's Investors Service
Note: Competitive Enterprises includes issuers in municipal sectors including higher education, hospitals, housing, private education, etc.
1  Source:  Democratic Sweep in November Would Be Bullish For Munis, Bloomberg, Martin Z. Braun, 8/21/20

Chart 1: Municipal Bond Issuance ($Billions)

Source: SIFMA Data

In the months leading up to the election, there were 
expectations of a blue wave, with Joe Biden being elected 
president and the Democrats taking control of the Senate. 
If the blue wave materialized, the consensus expected that 
tax rates would likely go up and tax-exempt bonds would 
become more attractive relative to corporate bonds. 

Assuming Congress remains divided, we expect there to be 
limited tax reform to change the relative value of tax-exempt 
to corporate bonds. However, with strong taxable municipal 
issuance, we view this as an opportunity to better diversify away 
from corporate bonds in the taxable portfolios. Adding taxable 
municipal bonds to a portfolio provides diversification into 
a higher rated asset class.

DIVERSIFICATION, HIGH AVERAGE CREDIT RATINGS WITH LOWER DEFAULT RISK

There are many compelling reasons to diversify out of a portion of corporate bond allocations and into the municipal asset class. 
First and foremost, as sighted in Chart 2 and 3, municipals are a higher rated, lower default risk asset class than corporates:
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With the ongoing downward rating migration in corporate 
bonds, almost half of the investment grade corporate 
market now resides in the BBB rating category whereas 
almost two thirds of the investible municipal universe falls 
within the Aa3/AA- or higher rating categories. Additionally, 
the cumulative default rate is lower across all rating 
categories in municipals than in corporates.

Chart 3: Historical Default Rates

Sources: U.S. municipal bond defaults and recoveries, 1970–2019”, Moody’s, 
7/15/20, 2019 Annual U.S. Public Finance Default And Rating Transition 
Study”, S&P, 6/11/20, 2019 Annual U.S. Corporate Default And Rating 
Transition Study”, S&P, 6/17/20.

Note:  All default rates are for 10 year cumulative periods. Moody’s includes 
defaults occurring between 1970–2019 for municipal bonds and 1970–2019 
for global corporate bonds. S&P includes defaults occurring between 1986–
2019 for municipal bonds and 1981-2019 for U. S. corporate bonds. The rating 
agency statistics on this slide are based on the defaults of the issuers they rate.

In the unlikely event of default, recovery values for municipals 
have historically been a great deal higher due to strong 
legal protections for bond holders. Moody’s calculates an 
average recovery of 68% for municipal bonds that defaulted 
between 1970 and 2019, compared to the average recovery 
of 47.7% for senior unsecured North American corporate 
issuers defaulting between 1987 and 2019.

TAXABLE MUNICIPAL RELATIVE VALUE  
AND RECOMMENDATION

Beyond the “up in quality nature” of an allocation to taxable 
municipals, taxable municipals represent a good relative 
value play versus corporates in the current environment. 

Source: Bloomberg Barclays U.S. Agg Corporate Avg OAS

Chart 4: Taxable Muni versus U.S. Corp Agg OAS 

TAXABLE MUNICIPAL BONDS: CONSIDERATIONS

While municipal bonds are higher rated, have lower default 
rates and higher recovery rates than corporate bonds, 
there are important considerations when rotating out of 
corporates and into taxable municipals. 

• Small Benchmark Allocations:  Taxable municipals 
comprise a very small portion of most of the published 
taxable benchmarks. Even a five percent allocation to 
taxable municipals would represent a significant “out 
of benchmark bet,” which could lead to tracking errors 
against the benchmark over time. 

• Liquidity:  Taxable municipals are thinly traded relative 
to corporate counterparts which can lead to reduced 
liquidity and wider bid/ask spreads in the secondary 
market during periods of market stress.

• Par Calls and Duration:  Since taxable municipals 
are typically issued with current coupons, durations 
on bonds with a 10-year par call can show duration 
volatility with regard to rate movements as they fluctuate 
between the duration to worst (i.e., the call date) and 
the duration to the stated final maturity. Investors need 
to be mindful of the possibility of duration extensions in 
periods of rate volatility. 

• Par Calls and Hedging:  Due to the 10-year par call 
option, complications arise for investors who need 
to hedge their positions, either for currency hedging 
purposes (foreign buyers) or those hedging their 
interest rate risk. As a result, issuers who demand the 
10-year call option typically pay 10-20 bps penalty when 
bonds are priced in the primary market. 
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OUTLOOK FOR MUNICIPALS

While taxable municipal bond yields are attractive relative 
to corporate bond yields and have similar default and 
quality benefits as their tax-exempt counterparts, investors 
should take care when adding incremental municipals to 
their portfolios at this time.  

First, given the unprecedented nature of the coronavirus 
pandemic, issuers in the municipal market have 
experienced sharp drops in revenue and increased 
expenditures in efforts to contain the spread of the virus. 
Since the Coronavirus Aid, Relief and Economic Security 
(CARES) Act was passed in March, additional Federal aid 
bills have been discussed in Congress but remain stalled. 
Economists estimate that state and local governments need 
at least $500 billion in federal aid to prevent austerity cuts. 

If additional federal aid is not approved for state and local 
municipalities, we expect municipalities to make dramatic 
headcount and budget cuts to balance budget shortfalls.  

There is also a possibility that the recent increase in taxable 
municipal issuance could be a “one off” situation if Congress 
allowed the return of tax-exempt advance refundings, 
currently prohibited under the Act. 

Overall, we recommend investors consider adding 
incremental taxable municipal exposure to their portfolios 
given the recent strong taxable municipal issuance, high 
credit quality of the asset class and attractive yields relative 
to corporate yields.

Disclosures

This paper is intended for institutional investors only. The information in this paper is not intended to provide specific financial, tax, investment, insurance, legal 
or accounting advice and should not be relied upon and does not constitute a specific offer to buy and/or sell securities, insurance or investment services. 
Investors should consult with their professional advisors before acting upon any information contained in this paper.

SLC Management is the brand name for the institutional asset management business of Sun Life Financial Inc. (“Sun Life”) under which Sun Life Capital 
Management (U.S.) LLC in the United States, and Sun Life Capital Management (Canada) Inc. in Canada operate. Sun Life Capital Management (Canada) Inc. 
is a Canadian registered portfolio manager, investment fund manager, exempt market dealer and in Ontario, a commodity trading manager. Sun Life Capital 
Management (U.S.) LLC is registered with the U.S. Securities and Exchange Commission as an investment adviser and is also a Commodity Trading Advisor and 
Commodity Pool Operator registered with the Commodity Futures Trading Commission under the Commodity Exchange Act and Members of the National 
Futures Association. Registration as an investment adviser does not imply any level of skill or training.

Unless otherwise stated, all figures and estimates provided have been sourced internally and are as of March 31, 2020. Unless otherwise noted, all references 
to “$” are in U.S. dollars.

Nothing in this paper should (i) be construed to cause any of the operations under SLC Management to be an investment advice fiduciary under the U.S. 
Employee Retirement Income Security Act of 1974, as amended, the U.S. Internal Revenue Code of 1986, as amended, or similar law, (ii) be considered 
individualized investment advice to plan assets based on the particular needs of a plan or (iii) serve as a primary basis for investment decisions with respect 
to plan assets.

This document may present materials or statements which reflect expectations or forecasts of future events. Such forward-looking statements are speculative 
in nature and may be subject to risks, uncertainties and assumptions and actual results which could differ significantly from the statements. As such, do not 
place undue reliance upon such forward-looking statements. All opinions and commentary are subject to change without notice and are provided in good faith 
without legal responsibility.

Unless otherwise stated, all figures and estimates provided have been sourced internally and are current as at the date of the paper unless separately stated. 
All data is subject to change.

No part of this material may, without SLC Management’s prior written consent, be (i) copied, photocopied or duplicated in any form, by any means, or (ii) 
distributed to any person that is not an employee, officer, director, or authorized agent of the recipient.

Past results are not necessarily indicative of future results.

© 2020, SLC Management
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The Covid-19 pandemic has changed the world, 
making it harder and more complex for investors 
to navigate the likely conditions for the major asset 
classes. This has made the tenth edition of our 
award-winning five-year outlook even more eagerly 
anticipated than usual: these are not usual times.

Expected Returns 2021–2025: ‘Brave real world’ contains 
our investment outlook for developed world and emerging 
market equities, government and corporate bonds, listed 
real estate and commodities, along with cash. It also contains 
our economic predictions for the likely post-Covid-19 
recovery, and five special topics on the biggest issues of our 
times, two of which directly relate to this pandemic.

We are particularly proud to present our predictions 
this year to assist investors in their asset allocation 
decisions, because let no one doubt, the world is facing 
its biggest crisis since the Second World War. When the 
global economy was first confronted with Covid-19, we 
experienced the most significant US GDP contraction since 
the third quarter of 1932, and the deepest global recession 
since the 1930s. 

To overcome the crisis, we believe investors need more 
than ever to understand that ultra-low interest rates 
are a key feature of the current investment landscape. 
We foresee a protracted period of negative real interest 
rates, meaning their impact on the relationship between 
economic fundamentals and asset price performance, and 
the consequences for multi-asset allocation, will be critical. 
We are living in a time of radical transition, and volatility in 
markets will remain elevated.

Yet, there are signals to be found amid the static. Financial 
markets have been confronted by pandemics and 
prolonged episodes of negative real interest rates before. 
We believe risk taking will be rewarded in the next five years, 
especially as some traditional safe havens will eventually be 
deemed risky as well.

BRAVE REAL WORLD

During the Great Depression, Aldous Huxley published 
his famous 1932 novel Brave New World. It is a depressing 
dystopian vision, but it does have some relevance 
when describing an unequal, technologically advanced, 
consumerist society, in which governments interfere in 
the private sector – even infringing on individual freedoms.  

For instance, would it have been possible a year ago to 
imagine being forced into ‘lockdown’ or ’quarantine‘? And 
therefore to be consuming more digital media than ever 
before?

And yet, it’s not a brave new world as it is unlikely that the 
post Covid-19 era will mark the beginnings of a completely 
new world. There is much talk about a ‘new normal’. This 
is no wonder, considering the great divide emerging in 
the global economy, which can be seen most clearly in 
the discrepancy in performance between the technology 
sector and the non-tech sector since the 23 March trough. 

What this suggests is that the global economy’s sudden 
standstill in 2020 has created a structural break. In fact, this 
is an acceleration of a tectonic shift that was already in the 
making. It’s not a new normal, but the old normal amplified. 
What was bubbling under the surface in the old normal 
has gradually become more real and more urgent. The 
larger trends are still present: high non-financial corporate 
leverage, declining trend growth, ever widening wealth and 
inequality gaps and shrinking monetary and fiscal policy 
space. So, it’s not a brave new world that will emerge in the 
next five years; it is a brave real world. 

It’s a brave real world because medical workers and 
researchers are engulfed in a frantic race to provide an 
effective vaccine for Covid-19 and reboot society. It’s a brave 
real world looking at the real possibilities for a sustainable, 
greener future, after the lockdowns made the world 
accidentally sustainable. It’s a brave real world because 
the digitization trend that has become the principal way 
of working and living, but the time will come to get real 
instead of virtual. It’s a brave real world for policymakers 
who have provided stimulus that massively outweighs that 
of the global financial crisis. And it’s a brave real world for 
asset allocators, as they need to reconsider the concept of 
safe haven assets. 

THREE ECONOMIC SCENARIOS

In our economic scenarios for the next five years, our four 
building blocks are: solving the health crisis, crisis relief, 
aggregate demand management, and addressing the 
policy failures along the way. How effectively these four 
building blocks are implemented in actual monetary and 
fiscal policy will also largely determine the type of economic 
recovery path for countries and regions, as well as the 
behavior of financial markets.

https://ad.doubleclick.net/ddm/clk/481738617;288078576;f
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In our base case, ‘Credible fiscal financiers’, the post-
pandemic recovery starts off lopsided as the existing divide 
opens further between tech-savvy sectors and those at 
the front end of lockdowns. Companies in the leisure and 
hospitality sectors recover incompletely, while in-service 
sectors catch up significantly after 2022 as Covid-19 
vaccines deliver herd immunity. Growth increases to trend 
towards the end of our projection period, while inflation in 
developed markets increases to 3% in the US by 2025.

In our bull case, ‘A reboot for growth with echoes of the 
1970s’, economic growth retains momentum after an initial 
rebound in 2021. The first phase, solving the health crisis, 
is more successful. A larger number of effective Covid-19 
vaccines are brought into circulation in 2021, and a fiscal 
cliff is avoided with no significant delay between the expiry 
of liquidity provisions by governments, and the emergence 
of a self-sustaining recovery. 

Our bear case, ‘The great Covid-19 stagnation’, sees the 
cracks in the global economy get wider. The pandemic 
can barely be brought under control, with setbacks in 
vaccine research owing to unexpected mutations of the 
virus. Distribution of an effective vaccine is thus delayed 
until 2022. Economic actors remain in crisis mode as the 
seesaw between lockdowns and reopenings tips towards 
lockdowns. The crisis-relief toolkit is exhausted and a fiscal 
cliff develops before a self-sustaining recovery can set in.

WHAT DOES THIS MEAN FOR INVESTORS?

The defining feature of this investment environment is 
ultra-low nominal interest rates and significantly negative 
real interest rates for longer, as inflation in both our base 
case and bull case picks up. This echoes 1971–1977 when 
developed countries had a negative real cash return of 
on average -2.4%. But the echo will be faint: we have not 
penciled in an outright stagflation scenario.

In such an environment, investors must boldly reorient 
themselves regarding stores of wealth and hedging 
capabilities of traditional safe haven assets. The mild 
inflation overshoot caused by policy makers in our base 
case transforms the risk-free returns of cash and bonds
increasingly into return-free risks. We expect a negative 
return on cash for Eurozone investors and negative returns 
for developed sovereign bonds.

So, the brave real world is a paradoxical one: there will be 
risky safe havens. We expect risk taking to be rewarded in 
the next five years, even as volatility levels remain elevated. 
The preoccupancy of financial markets will shift from central 
banks to governments. This will bring about higher levels 
of asset and foreign exchange volatility as politicians offer 

guidance and policy implementation that is less smooth 
compared to those from their central banking counterparts. 

PREDICTIONS FOR THE MAJOR ASSET CLASSES

For the asset classes themselves, we think the best returns 
will be seen in emerging market equities, followed by 
commodities, developed market stocks and then listed 
real estate. We believe positive returns will also be found in 
higher risk emerging market debt and high yield corporate 
bonds (credits), with small positive returns still available in 
investment grade credits. 

However, in line with our core thesis that the rates will stay 
lower for longer as central banks combat the pandemic, 
we foresee negative returns for AAA-rated super-safe 
government bonds and low-risk developed market 
sovereigns. Cash is also seen making negative returns in 
euro terms but positive returns in US dollar terms, due to 
policy difference between the Eurozone and US. 

FIVE SPECIAL TOPICS

Our special topics this year cover a wide range of issues, 
two of which directly relate to the pandemic. In ‘Money 
for nothing, inflation not guaranteed’, we argue that the 
massive stimulus to restart economies following the 
Covid-19 crisis isn’t likely to trigger inflation. ‘Don’t be so 
negative about interest rates’ discusses three scenarios 

Source: Robeco. September 2020. The value of your investements may 
fluctuate and past performance is no guarantee of future results.
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regarding the potential prevalence of negative interest 
rate policies over the coming years, including whether the 
pandemic means they are here to stay.

In ‘Factor investing – going beyond Fama and French’, 
we argue that there is more to factor investing than the 
standard academic factors, two of which – value and size 
– have performed badly over the past decade. This cannot 
be said of tech stocks, which continue to dominate stock 
market returns, as discussed in ‘Trends investing: finding 
the winners among skewed equity returns’. 

Finally, we address the need to decarbonize portfolios in 
‘Carbon pricing: asset allocation and climate goals’. This is 
proving to be a difficult but necessary task for investors in 
the drive to meet the Paris Agreement goals.

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 
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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.
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Q: Persistently low interest rates have created significant 
challenges for insurance companies. How has this affected 
insurance company risk-taking? 

PURANI: After the 2008 financial crisis pushed rates toward 
historical lows, we saw broad shifts in the way insurance 
companies invested. One shift was reduced liquidity driven 
by the large increase in private debt investment (high quality 
corporate private placements and commercial mortgage 
loans). Another was a move lower in credit quality. 

We expect continued appetite for private commercial and 
corporate debt – accepting reduced liquidity in exchange 
for additional spread, which we believe is sensible for yield-
focused investors like insurers. However, we don’t anticipate 
that firms will continue moving lower in aggregate credit 
quality given economic uncertainty and stressed corporate 
balance sheets against tight valuations.

We would advocate a more barbelled approach: On one 
end are opportunistic vehicles in stressed or distressed 
debt. At the other is higher-quality public debt – but with 
less of a tilt toward generic, index-like credit in lieu of 
profiles that offer a premium for complexity or reduced 
liquidity. We believe this balanced approach enables 
insurers to preserve dry powder in terms of credit risk and 
risk-based capital to deploy when bouts of volatility may 
create attractive opportunities, while also allowing them 
to take advantage of the more compelling areas of today’s 
credit markets.

Q: What are PIMCO’s views on the current tightness of 
investment grade credit spreads, and on default risk? 

STRACKE: To offer a longer-term perspective, U.S. 
investment grade spreads are now around the 40th 

percentile of their range during the past 20 years. In other 
words, spreads have been wider 60% of that time. The 
main reason for this has been the Fed’s unprecedented 
support for corporate bonds, which has eroded the 
liquidity premium. 

Default expectations in high yield markets have also played 
a significant role. Though we do not expect the default rate 
for high yield bonds to rise into the mid-teens as some 
ratings agencies predict, we believe it will move to high 
single digits from its year-to-date level of around 6%. A 
resurgence of the pandemic or a hard double dip in the 
economy could make that considerably worse. Investment 
grade credit would not be immune, but the risks are far 
greater in high yield. So, our bias is toward higher aggregate 
credit quality.   

Q: With considerable economic risks and tight spreads, 
how should insurance companies think about managing 
downside risk?

GUEDIGUIAN: The low-rate environment on the asset side 
and pressure on the underwriting side present considerable 
challenges for insurance companies’ profitability. At the 
same time, capital and surplus across life, property and 
casualty, and health insurers is stronger than it was before 
the financial crisis. We’ve seen a significant volume of fallen 
angels (investment grade debt downgraded to high yield), 
and we expect more. The impact of these downgrades 
on valuations has been amplified by recent growth in 
passive ETFs, which often become forced sellers when 
ratings change. Though this does not warrant a run for the 
exits, insurers must consider ratings migration to ensure 
optimal capital allocation, have an ability to hold positions 
through price volatility, and be opportunistic when market 
dislocations occur.

Insurance companies stand poised to combat the challenges of persistently low interest rates, tight investment 
grade credit spreads, and economic uncertainty by taking advantage of opportunities in public and private 
credit markets. Mary Anne Guediguian, account manager in the financial institutions group, Chitrang Purani, 
portfolio manager in the financial institutions group, and Christian Stracke, global head of credit research, 
discuss trends identified by PIMCO’s Secular Outlook, “Escalating Disruption,” and their investment implications 
for insurance companies. PIMCO’s base-case outlook for low rates and more volatility, coupled with tight current 
valuations, requires insurers to be nimble and ready to diversify their credit exposures in the pursuit of stable 
risk-adjusted income to support policyholder liabilities. 

https://www.pimco.com/en-us/insights/economic-and-market-commentary/secular-outlook/escalating-disruption-2020
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Q: Are insurance companies getting paid for taking extra 
risk by going down in credit quality? 

PURANI: In the most basic sense, realized defaults 
almost never exceed the spread compensation earned 
on a broad portfolio of investment grade credit over a 
period of three to five years. Much of the spread earned 
is a function of liquidity, volatility, and other sources of 
risk premium. However, the level of this excess spread is 
currently compressed relative to history thanks to central 
bank actions and the general reach for yield – despite the 
increase in corporate leverage. While this dynamic may 
persist for some time, our focus remains on buying credits 
with more resilient balance sheets and selectively stepping 
into lower-quality/dislocated credits when the added 
spread becomes more attractive.

Q: Income-focused investors are seeing more volatility in 
net investment income results. How can CIOs create more 
resiliency on the balance sheet? 

GUEDIGUIAN: When we talk about resiliency of portfolios, 
diversification is the term that typically comes to mind. 
Through our lens, diversification happens through risk 
factors – for example, rates are indeed low, but duration 
still serves as one of the more effective hedges to credit 
spread volatility. Corporate credit dominates many 
insurance company portfolios, and adding higher-quality 
sources of securitized credit, as well as opportunistic 
exposures in emerging market or high yield debt, could 
reduce concentration while enhancing yield. Similarly, 
private credit could provide an opportunity to further 
diversify and potentially increase yield. In looking to balance 
risk across the investment portfolio within alternatives, we 
think it makes sense to lean into broad-based strategies 
versus doubling down on corporate risk through traditional 
private equity or direct lending.

Q: What are some of the more compelling investments you 
see in the private credit space?

STRACKE: We remain constructive on public credit. 
However, we believe there are once-in-a-decade potential 
opportunities in stressed and distressed credit. These 
include stressed borrowers, as well as those looking to 
raise liquidity, which spans corporate, real estate, and 
consumer debt. The economic disruption caused by the 
pandemic has distributed stress widely. There is a significant 
opportunity to lend to these distressed borrowers, but it is 
highly differentiated and requires the capability to conduct 
detailed analysis for each.  

We also believe there will be considerable opportunities 
to purchase risk assets from motivated sellers. Banks, for 
example, have been slow in disposing capital-intensive 
assets but will likely accelerate the process as they clean up 
their balance sheets to support depressed equity valuations 
and brace against any further economic weakness. In 
recent months, banks have sold pools of student loans, 
consumer receivables, reperforming mortgages, and other 
types of debt with attractive risk/return characteristics. 
Additional motivated selling could come via direct lenders 
and collateralized loan obligations, which can be triggered 
by downgrades and an inability to properly handle stress 
in credits. 

A third area of opportunity is distressed debt. Despite 
greater risks, we feel we are in the early stages of an 
extended wave of distressed opportunities. Many 
companies entered this pandemic-driven recession with 
high levels of debt after building balance sheets predicated 
on growth outlooks that are now more uncertain. Many 
have limited access to liquidity, and will need to restructure.   

Q: There has been some concern about whether the 
opportunity set in the private market can absorb the large 
amount of investment capital that has been raised. Does 
PIMCO have confidence in its ability to source attractive 
investment opportunities? 

STRACKE: The leveraged finance market – U.S. and 
European high yield bank loans and some emerging market 
corporate credit – has roughly $4 trillion outstanding 
following explosive growth over the past decade. If we 
hypothetically apply a 10% default rate, that’s $400 billion 
of claims that could potentially go through some form of 
restructuring. That doesn’t include the significant cohort of 
stressed borrowers that desperately need funding, or other 
areas such as real estate debt or consumer receivables. 

It’s true that multi-billion-dollar funds are being formed 
to pursue these opportunities, and there ultimately 
might not be enough for everyone. But it largely depends 
on which asset managers can take advantage of the 
opportunities. This is a complex area of investment, and we 
believe that PIMCO’s size and breadth helps us to source 
investments that might not be accessible to investors 
with less robust platforms. It’s not just about credit risk, 
but also structures, funding profiles, securitizations, and a 
range of other specialized skills, including rigorous credit 
research and analysis. We believe that PIMCO’s resources, 
presence in the market, and technical expertise give us a  
considerable edge.
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The continued long term impact of COVID-19 on credit markets and global economic activity remains uncertain as events such as development of treatments, 
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GOT INCOME? THE HUNT FOR YIELD CONTINUES 

In an attempt to spur economic growth in 2020, the U.S. 
Federal Reserve’s commitment to historically low rates 
and easy monetary policy has produced an increasingly 
challenging investment environment for liability driven 
investors.

The resounding theme in this issue of Insurance Quarterly 
remains finding income to meet asset and liability 
matching needs. With opportunities across the asset 
class spectrum—from taxable munis to private equity real 
estate—our strategists and portfolio managers offer a 
variety of alternatives worth your consideration.

INVESTING THROUGH THE PANDEMIC

Contributor: Seema Shah, Chief Strategist,  
Principal Global Investors

The third quarter saw the global economic recovery 
continue to progress faster than many expected, 
while a rapid market rebound erased the financial 
market havoc inflicted by the pandemic earlier in 
the year.

However, economic activity data remained below pre-
pandemic levels, and markets pulled back a bit in 
September, amid fears of a new COVID-19 wave in 
Europe; fading monetary policy impulse; reduced fiscal 

1 As of September 30, 2020.

COMPANY HIGHLIGHTS: 
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general account for Principal Life 

• 48 insurance company clients place their trust in our investment expertise 

• An established global investment manager with $507.3 billion in AUM for more than 900 institutional  
clients worldwide1

support; and uncertainty surrounding the U.S. presidential 
election. And with the equity market advance propelled by 
just a handful of companies—the tech giants—investor 
discomfort has escalated, rendering markets increasingly 
vulnerable to a correction.

Extraordinary market performance extended 
through much of the third quarter

• Fueled by central bank liquidity and tech sector 
dominance, the S&P 500 reached new historic highs in 
mid-August, marking the best consecutive two-quarter 
performance for the index since 2009. 

• Asset price gains continued to mount even in the 
face of record decreases in earnings growth and a 
concerning rise in U.S. coronavirus cases, cultivating 
an air of market complacency against a backdrop of 
overbought conditions.

• Still, the dislocation between financial market 
performance and the economic impact of the COVID-19 
crisis continued, and as a loss of economic momentum 
increasingly came into focus in September, market 
dynamics took a negative turn. The S&P 500 finished 
the quarter with a four-week decline, though still ended 
up 8.5%, significantly higher than where it started the 
period. The NASDAQ rose 11.0% in the quarter, even 
after a 5% drop in September.

 



 Q4 2020 Insurance AUM Journal 28 insuranceaum.com

PRINCIPAL
Insurance Quarterly: Perspectives, challenges, and opportunities (cont.) 4
Global economic activity has bounced back but 
hasn’t fully returned to pre-COVID levels

• Sequential indicators, such as global PMIs, have enjoyed 
a sharp rebound, returning to the high-50 levels they had 
attained prior to the pandemic, accompanied by stronger 
consumer confidence and improved business activity.

• Investors shouldn’t necessarily interpret this data as 
evidence that global economic activity has come full 
circle. In fact, after a disastrous April in which global 
activity essentially came to a halt, positive monthly 
growth numbers were almost inevitable.

• The global economy still has some way to go before 
it gets back to early 2020-levels. Assuming continued 
monetary support from central banks and no significant 
COVID surprises, we expect earnings should catch up to 
their 2019 year-end numbers by the end of 2021.

TO HIGH YIELD OR NOT TO HIGH YIELD…  
THAT IS THE QUESTION

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

Based upon information gathered from December 31, 
2019 statutory filings, it appears that large public U.S. 
life insurance portfolios are becoming less excited about 
public high yield allocations as the median allocation for 
the industry has fallen nearly 0.5% year-over-year. This 
balance sheet reduction might be explained by excellent 
market timing through increase in quality rotational 
selling by insurance companies, or perhaps through 
elevated bank loan repricing/flexing, or perhaps a result 
of a foundational rotation away from large-cap public 
high yield to smaller cap-private high yield. Whatever 
the reason the reduction is real. The macro picture for 
high quality investments is becoming more challenged as 
the Fed and European Central Bank (ECB) have created 
a massive demand for income. This demand is coming 
from multiple channels including insurers, pensions, 
and retirees and will likely continue to increase over the 
foreseeable future providing a tremendous backstop for 
liquidity in these markets. Perhaps the primary question 
in 2020 for insurance portfolio strategy is the pacing of 
high yield investing. To be clear, our portfolio allocation 
has been consistent with the industry, but we do 
believe opportunities exist and are worth pursuing if the 
appropriate framework can be implemented.

The pandemic and response from the Fed through policy 
intervention during the first half of the year elevated the 
need for additional company level cashflow and ratings 
forecast analysis. The credit team was asked to implement 
a “survivor framework” that classified companies into three 
distinct buckets: improving, static, or deteriorating; and the
severity within each of those categories. We combined 
these metrics with existing sizing targets to produce a 
framework that enabled the team to move quickly and react 
to market opportunities to buy and sell. At the same time, 
the portfolio construction team improved the framework 
incorporating additional metrics at a sector and industry 
level providing more macro level analysis. Specifically, the 
team augmented existing stochastic and deterministic drift 
data with new econometric modeling using key forecastable 
metrics to provide additional insights on potential capital 
impacts from ratings drift. The team combined the bottom-
up and top-down analysis within a newly implemented 
execution management system to better inform decision 
makers about the opportunity set. These frameworks 
didn’t always reach the same conclusion, but did improve 
the team’s ability to strategically make real-time decisions 
and focus on improving portfolio outcomes centered 
around earnings and ratings outlooks across the entire 
capital stack, including high yield.

Public HY Percentile Allocation (as % of total invested assets) 
Trends for Large U.S. Life Insurance Companies

As of December 31, 2019 Source: SNL & AM Best
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 EMERGING MARKET DEBT  
— A SLOW AND UNEVEN RECOVERY

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

Overwiew

At $17 trillion and 16% of global securities outstanding, the 
emerging market debt (EMD) universe has now become 
too significant a source of income and differentiation for 
global portfolios to ignore. Yet, with three sub-asset classes  
—including more than 70 countries, 30 currencies and 
1,000 corporate entities—investors often struggle to make 
sense of this diversity. They grapple with market timing, 
volatility management and the occasional liquidity crunches. 
Insurance investors, in particular, are interested in the 
income and return opportunities available across the EMD 
universe. They seek sustainable, risk-managed exposure to 
the asset class as a core allocation for their portfolios.

A structural case for long-term investing

While the short term may be uncertain, the structural 
case for long-term investing remains as solid as ever. 
Technology and domestic consumption themes are 
helping to reduce emerging market (EM) cyclicality. At 
the same time, recognizing that these unique markets 
cannot be treated as homogenous will demand more 
sophisticated asset allocation strategies. Investors 
will need to adapt to a new global economic cycle in a 
postpandemic world that will require adjusting one’s lens 
to a new definition of opportunity. 

Following the unprecedented support provided to 
developing market (DM) assets by global central banks, we 
believe the bulk of the asset price dislocation opportunity 
has evaporated. While the quest for yield by insurance 
companies continues, zero to negative rates on government 
bonds, and rising credit risks in a recessionary environment 
make traditional income less attractive. Emerging markets are 
not immune to recent macro and credit hardship. Although 
we will likely see more sovereign defaults/restructurings in 
coming months, they generally retain much more attractive 
risk premia compared to both DM equivalent assets and 
their own historical ranges. Unlike the U.S. or EU high yield 
sectors, many EM potential defaults are concentrated 
among smaller, already identified frontier countries.

For the largest and systemically important EM countries, 
years of domestic financing and a drastic reduction in 
external sovereign funding dependency, have essentially 
precluded a broad based systemic crisis a la Asia ‘97 or 

Russia ‘98. Finally, when it comes to local currency EM 
assets, beyond multi-year currency cheapness in real 
effective terms versus the USD, the growing perception 
of a weaker greenback going forward could provide an 
attractive entry point for EMFX. We will nonetheless have 
to wait for more convincing EM growth signals for a longer 
lasting performance.

Beyond the yield and valuation opportunities currently 
exhibited by EMD assets, a key feature of the asset class over 
the past few years also has been a constant increase in return 
dispersion across countries, credit sectors and currencies.

The varied impacts and responses to the ongoing COVID-19 
crisis have only deepened this disparity across EM 
situations, from resilient and mature A/AA rated countries 
to default/ restructuring candidates.

What helped the EMD asset class

Gains came from China local rates and FX positioning 
supported EMD. China continues its V-shaped recovery 
after posting year-over-year growth in second quarter of 
approximately 3% and is expected to post larger gains in 
third quarter. Other strong performers include Romania 
sovereign credit, Egypt local rates and our short TRY versus 
USD position.

What hurt the EMD asset class

The post-March recovery in risk assets has taken the vast 
majority of names along with it, as even some of the riskier 
swathes of the EM credit market rallied for much of third 
quarter. As U.S. rates on the long end moved up sharply 
in August, some of the low-beta names saw performance 
clipped as spreads had rallied so far.
And while EM high yield performed well during the quarter, 
some of the riskier segments of the market saw a reality 
check from fundamentals that haven’t recovered as much 
as their bonds have. Turkey came under increasing pressure 
as President Erdogan/ Central Bank Republic of Turkey’s 
flawed “monetary” policy saw reserves fall to dangerously 
low levels. The Lira was one of the worst performing 
currencies as the efforts to stabilize the currency failed.

While the quest for yield by insurance 
companies continues, zero to negative 

rates on government bonds, and 
rising credit risks in a recessionary 

environment make traditional income 
less attractive.
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Risks we are modelling

• Brazil experienced consistent volatility relating to risks 
of the government breaching the spending cap and 
Finance Minister Guedes losing control of the agenda. 
We believe the government will present a social welfare 
proposal that meets the spending cap and likely includes 
automatic stabilizers, improving its sustainability over 
the next three years.

• After completing its external bond restructuring, 
Argentina surprised investors by imposing stringent 
capital controls to stop the rush of USD out of the 
country. We increased our exposure with the belief that 
while policy remains muddled, limited external payment 
pressures and a new International Monetary Fund (IMF) 
program will be beneficial to the space.

• In Sri Lanka, investors were disappointed by the new 
government’s ambivalence towards the IMF and their 
‘trust us’ approach to the formidable financing needs in 
upcoming years. Investor discomfort was magnified by 
Moody’s downgrade to Caa1.

• Zambia put out a consent solicitation in late 
September asking investors to delay coupon payments 
through April 2021. Investors are unwilling to support 
the solicitation as presented since Zambia has been 
unwilling to provide investors with proper transparency 
on its outstanding debt for some time.

Looking ahead

Markets experienced a setback in September due to 
concerns of increasing COVID-19 cases in Europe, risk of a 
chaotic Brexit, uncertainty over a fiscal deal before the U.S. 
election, the Fed and ECB largely being out of bullets and 
the possibility of a contested U.S. election. After a strong 
V-shaped recovery, DM growth showed signs of stalling 
while conversely, we believe most large EMs will continue 
to recover at a slow but steady pace as the trade-off 
between public health concerns and the economy clearly 
tilts towards the latter. While a contested U.S. election is 
still a concern, we believe a clear outcome, no matter the 
result, should reinstate focus on fundamentals (continued 
consistent recovery in EM versus DM) and be supportive 
for the EM asset class. Finally, a breakthrough in a vaccine 
still remains in the pipeline into year-end and should 
benefit large EM sovereigns with high caseloads (e.g. India, 
Brazil). Indeed, we view the recent bout of volatility as a 
potential buying opportunity as both valuations (cheaper 
recently and still very attractive versus DM) and technicals 
(somewhat lighter positioning) have improved.

TOTAL RETURN STRATEGIES TO BRIDGE  
THE INCOME GAP

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

As real estate capital markets thaw out after the shock of 
COVID-19 and the search for yield continues unabated, 
numerous strategy options in private market equity real 
estate are worth exploring. Core real estate investing can 
be an attractive strategy, but for insurance companies 
contending with risk-based capital (RBC) requirements 
and GAAP depreciation (for direct investments) reducing 
above-the-line income yields, this may not be the right fit, 
even with the help of leverage. Fortunately, there are other 
options to consider. Following is a summary of several total 
return solutions that potentially can produce economic 
returns in the 8-20+% range on a pre-fee basis, assuming 
customary leverage at the project level for 55- 60% of 
project cost. Principal has been an active investor in all of 
these strategies for our clients.

Value-add investing is focused on buying assets that need 
some attention, typically some combination of improving 
a property due to age, functionality or cosmetic issues; 
leasing a property up to a higher level; or bringing capital 
to the table to rescue distressed ownership situations. 
Principal Real Estate Investors expects more distressed real 
estate situations to become available during the remainder 
of 2020 and into 2021.

Build-to-core development is a way to “manufacture” 
high quality core properties for longer-term holding 
periods and to do so at a lower cost basis than buying 
a core property on the open market. Principal has been 
investing through this strategy for its own General Account 
for almost 50 years.

Merchant build development aims to build and lease 
high quality properties and then sell them once stabilized. 
This approach delivers the highest holding period returns 
of the strategies highlighted.

Participating construction loans use a hybrid debt/
equity structure to earn high single-digit to low double-digit 
returns with a lower required capital charge than the other 
options and above-the-line income from day one.

PRINCIPAL
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MEETING THE CHALLENGES OF A (STILL) LOW 
YIELD ENVIRONMENT

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

Insurance companies and institutional investors continue to 
use private real estate debt as a means to generate higher 
returns and to complement their fixed income allocations. 
For many, private real estate debt, and specifically 
commercial mortgages, serve as a foundational asset class 
to support their asset and liability matching needs, while 
providing excess yields relative to corporate bonds.

Depending on an insurance company’s risk/return 
objectives, several private real estate debt strategies 
are worth exploring. For most insurance companies, 
core commercial mortgages are the primary asset class. 
These fixed-rate mortgages are secured by the four 
main commercial property types (office space, industrial, 
multi-family rentals, and retail) typically located in the top 
primary U.S. markets. Although overall yields have been 
compressed since the COVID-19 pandemic, commercial 
mortgages continue to provide 100-125+ basis points 
(bps) of excess spread over comparable corporate bonds, 
depending on credit quality and tenor.

As insurance companies move further out on the risk 
spectrum in search of higher-yielding investments, there 
are several other private real estate debt strategies that 
can be implemented. At Principal, we are active investors 
in all of these strategies and have a long track record of 
lending across the risk spectrum.

Bridge lending is similar to value-add investing in the 
private real estate equity space. In this case, the insurance 
company is lending against a property that is going through 
some sort of transition with a borrower that has a business 
plan to invest capital into the property to increase cash 
flow and ultimately the value of the property. These are 
typically floating rate mortgages with shorter loan terms. 
Currently they can offer an additional 25-50+ bps in spread 
relative to core mortgages.

Construction lending is another strategy utilized by 
select insurance companies as a means to increase 
yields. Construction loans can be floating or fixed rate, 
with most opportunities today focused on the multifamily 
and industrial property sectors. These loans tend to 
be focused on the top primary markets with the most 

favorable market fundamentals. Currently construction 
loans provide an additional 50+ bps in spread relative 
to core mortgages. They offer strong relative value as 
compared to corporate bonds.

Lastly, investment grade subordinate debt can provide 
strong relative value and an attractive risk/return profile. 
While the flow of investment grade subordinate debt is 
not nearly as prominent as the other three strategies, 
it tends to pick up in times of volatility or distress in the 
marketplace. These opportunities can be floating or fixed 
rate, and typically provide for 75–100+ bps of excess 
spread relative to core mortgages.

CMBS: UNDERWRITING AND STRUCTURE HELPS 
CUSHION COVID STRESS

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

Stability and spread tightening returned to the CMBS 
market in third quarter after the initial market reaction to 
the economic disruption from the COVID-19 crisis drove 
volatility and spreads to levels not seen since the Great 
Recession. Investment-grade CMBS bonds rated A- and 
higher have especially benefited from an increase in 
demand from insurance companies and other institutional 
investors. These investors have come back to the CMBS 
market due to attractive yields and because the market is 
implying that the level of credit enhancement and relatively 
conservative loan underwriting will protect most of those 
classes from higher expected loan losses and rating agency 
downgrades post-COVID.

The higher required debt service coverage ratios and lower 
loan-to-value is expected to cushion defaults as occupancies 
and rents across different property types are expected to 
be under pressure until the economy fully recovers. Hotel 
and retail properties have been the exception, however, 
with delinquencies spiking to 25% and 15%, respectively, the 
prospect of a recovery and borrower’s equity that remains 
with a property may keep more loans out of foreclosure 
and help mitigate the risk of loss.

Investment grade subordinate debt  
can provide strong relative value and 

an attractive risk/return profile.
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Higher credit enhancement from the rating agencies may 
protect higher-rated CMBS bonds issued after 2010 (CMBS 
2.0) from the downgrade and loss experience from the 
Great Financial Crisis (Legacy CMBS).

Debt Service Coverage Ratio CMBS vs. Corporate Bond Yields

Loan-to-Value by Vintage

CMBS 2.0 Subordination has Increased

As of September 30, 2020. Source: J.P. Morgan Research, Trepp, Well Fargo 
Securities, Intex Solutions Inc. As of September 30, 2020

Source: J.P. Morgan, Principal Real Estate Investors

As of September 30, 2020
Source: Morgan Stanley, Principal Real Estate Investors

As of September 30, 2020. Source: J.P. Morgan Research, Trepp, Well Fargo 
Securities, Intex Solutions Inc.

Despite the structural benefits, and even after CMBS 
spreads tightened during the third quarter, CMBS yields 
continue to trade with an above-average premium to 
similarly rated corporate bonds. This yield premium is what 
has been bringing buyers to the market as CMBS continues 
to look attractive relative to alternatives on a nominal and 
risk-adjusted basis.

CAPITALIZING ON ATTRACTIVE SPREADS  
AND TAX TREATMENT

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

Institutional fixed-income investors are actively searching 
for yield given that “low-for-longer” interest rates are likely 
to persist, considering central bank policy. Insurance 
companies are selectively adjusting their portfolios and 
increasing their allocations to high-quality preferred and 
capital securities. By doing so, they not only can benefit 
from attractive credit spreads, but also from favorable 
treatment under the National Associations of Insurance 
Commissioners (NAIC) prescribed risk-based capital 
requirements (i.e., NAIC designations 1 or 2). In addition, 
perpetual preferred securities (preferreds) issued by U.S. 
companies generally qualify for lower dividends received 
deduction (DRD) tax treatment.

Under statutory accounting principles, valuation methods 
can evolve and tend to vary by credit quality, ownership 
and structure. Of particular note, NAIC members recently 
adopted the revised statement of statutory accounting 
principles (SSAP) number 32R, which is expected to be 
effective January 1, 2021. In short, the revision standardizes 
the valuation methodology applicable to perpetual 
preferred stock (see link).

Under these revisions “all perpetual preferred stock is to 
be valued at fair value (FV), not to exceed any currently 
effective call price.” We do not see these changes as having 

Insurance companies are selectively 
adjusting their portfolios and increasing 

their allocations to high‑quality preferred 
and capital securities.
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a material impact on the appeal of the asset class. For 
one, a market-consistent valuation approach has generally 
applied to investments in high-quality (NAIC 1-2) perpetual 
preferreds held by companies that do not carry an asset 
valuation reserve (AVR), notably P&C and health insurers.

Meanwhile, for companies that do maintain an AVR (e.g., 
life insurers), most already choose to value higher-quality 
(NAIC 1-3) perpetual preferreds at FV despite the prior 
SSAP indicating “cost” as the measurement. Furthermore, 
higher-rated redeemable (non-perpetual) preferreds 
continue to be valued at amortized cost and lower-rated 
redeemable preferreds at the lower of amortized cost or FV.

THE ESOTERIC ASSET CLASS CONTINUES TO 
REWARD INVESTORS

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

The taxable municipal bond market has proven its value 
in a tumultuous 2020 and rewarded insurance investors 
that are active in the space. Issuance has been over $100 
billion year-to- date (largest annual issuance since the 
Build America Bond era of 2009 and 2010), which has 
grown the size of the market to over $650 billion. This 
increased issuance has been met with even stronger 
demand, as issues are consistently over-subscribed, some 
by a factor of eight times or more. The increase in market 
size and primary issuance means improved liquidity, which 
ultimately aids spreads as well.

Taxable municipal bonds continue to show low correlation 
with credits of the same quality. Year-to-date, taxable 
munis have had a correlation to treasuries of 0.86; 

a  0.59 correlation to investment grade corporates; and 
a 0.11 correlation to tax-exempt municipal credits. The 
incredibly low correlation of taxable munis to their tax-
exempt counterparts makes perfect sense when you 
look at the type of investor in each space. The tax-exempt 
space is dominated by smaller retail investors that have a 
tendency to act on emotion and react to short-term market 
swings creating forced selling events for asset managers. 
In contrast, the taxable space is dominated by large 
institutional investors. As a reminder, taxable munis, when 
compared to investment grade corporates, are a higher-
rated asset class, have lower defaults and better recoveries, 
have comparable yields, and a longer duration profile.

Increased issuance has been met with 
even stronger demand, as issues are 

consistently over‑ subscribed, some by a 
factor of eight times or more.

YTD Issuance, $ Billion

Source: Bloomberg as of October 31, 2020

Source: Bloomberg as of September 30, 2020

  Taxable Munis           Non-Exempt Munis           Total

Taxable 
Munis

Tax-Exempt 
Munis

 
Treasuries

 
IG Corporate

 
High Yield

 
MBS

 
S&P 500

 
European IG

Taxable Munis 1 0.117 0.862 0.584 -0.048 0.434 -0.466 0.315
Tax-Exempt Munis 1 0.022 0.606 0.548 0.140 0.303 0.249
Treasuries 1 0.498 -0.253 0.549 -0.443 0.150
IG Corporate 1 0.625 0.472 0.157 0.652
High Yield 1 0.005 0.566 0.698
MBS 1 -0.052 0.220
S&P 500 1 0.273
European IG 1
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Taxable municipal bonds have 
shown they have greater insulation 
from business cycle risk than more 

traditional credits.

The asset class has been bolstered by the CARES Act and 
monetary programs (Municipal Liquidity Facility) and could 
receive further support if Washington passes the phase 
4 relief package. While no asset class is immune from the 
shock that COVID-19 has thrust upon the economy, taxable 
municipal bonds have shown they have greater insulation 
from business cycle risk than more traditional credits.

The Principal Muni team focuses on revenue bonds more 
than general obligation (GO) bonds and continues to build 
a diversified portfolio with respect to credit and curve 
relative to the index. The index is more concentrated in 
traditional GO bonds, which our team believes are more 
vulnerable long-term to the COVID-19 crisis and also under 
pressure from the ever- growing pension funding crisis. 
While the team does believe downgrades in the asset class 
are likely, they continue to favor sectors that are more 
insulated from political pressures, political cycles, and 
business cycles, such as revenue bonds in transportation, 
water and sewer, and housing.

AN OPEN SPIGOT FOR RISKIEST  
CORPORATE BORROWERS

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

As mentioned above, high yield opportunities exist and are 
worth pursuing in the appropriate framework. In the midst 
of record-setting primary issuance and fund flows, strong 
equity market returns, positive COVID-19 developments, 
and an accommodative Fed, the high yield market carried 
the momentum gained in the latter half of second quarter 
into third quarter. The Bloomberg Barclays US Corporate 
High Yield Index generated gains of 4.60% during the 
quarter, bringing the total return for the year to 0.62%.

Primary issuance volumes accelerated during the quarter, 
establishing several weekly volume records. On a year-to-
date basis, $350 billion of new high yield bonds have been 
issued, $121 billion net of refinancing. With one quarter to 
go, this is in sight of 2013 record volumes of $399 billion, 
gross and $175 billion, net. The primary market has been 
supported by very strong technicals as high yield bond funds 
have seen inflows in nine of the last 13 weeks. Since the end 
of March, they have taken in $55 billion, or 21% of AUM.
With Treasury yields ending the quarter about where they 
started, high yield returns were driven by spread tightening, 
which was a benefit to longer duration bonds. Spreads on 
the Bloomberg Barclays US Corporate High Yield Index 
tightened by 108 bps over the course of the quarter to 
517 bps, with BB spreads tightening 74 bps to 382 bps, B 
spreads tightening 103 bps to 540 bps, and CCC spreads 
tightening 258 bps to 951 bps.

As of September 30, 2020. Source: Bloomberg Barclays

High Yield Index OAS by Rating

2,000

1,500

1,000

500

0

Dec 2019 Jan 2020 Feb 2020 Mar 2020 Apr 2020 May 2020 Jun 2020 Jul 2020 Aug 2020 Sep 2020

   BB US High Yield    B US High Yield    CCC US High Yield



 Q4 2020 Insurance AUM Journal 35 insuranceaum.com

PRINCIPAL
Insurance Quarterly: Perspectives, challenges, and opportunities (cont.) 4
As a consequence, CCC-rated credits generated the strongest 
returns in the quarter:

Sectors that have been the most sensitive to COVID-19 
related concerns, such as consumer cyclicals (notably 
retailers) and transportation, generated the strongest 

returns during the quarter, whereas ongoing volatility in oil 
prices caused the energy sector to continue to lag.

Some improvements in the COVID-19 outlook and 
smatterings of a revival of economic activity no doubt 
contributed to a more optimistic tone in markets in third 
quarter. Nonetheless, the full measure of the economy 
remains quite complex, with unemployment levels still 
quite high. The outlook is further clouded by the expiration 
of expanded unemployment benefits at the end of July 
(and no word yet on a renewal of that program), lack of an 
agreement on a government funding bill, and uncertainty of 
highly contentious November election day. Consequently, 
prudent credit selection remains paramount as does 
avoiding the temptation to chase risk despite the recent 
outperformance of lower quality credits.

As of September 30, 2020. Source: Bloomberg Barclays

High Yield Total Returns

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 
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.
• Germany, Austria, Netherlands, Sweden, Norway, Denmark and Finland 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. For all other European countries, this document is issued by 
Principal Global Investors (Europe) Limited, Level 1, 1 Wood Street, London, EC2V 7 JB, registered in England, No. 03819986, which is authorized 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 

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 $507.3 billion in assets under management, and over 900 institutional clients globally (as of September 
30, 2020). Forty-eight of those 900 clients are external insurance companies. They trust Principal Global Investors to manage more than $14.1 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 production solutions.

 3Q20 YTD
Index 4.60% 0.62%

BB 4.02% 4.24%

B 4.53% -1.16%

CCC 7.35% -6.95%
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High Yield for Insurance Companies:  
For Everything There is a Season

5

HIGH YIELD: RELATIVELY SMALL EXPOSURE FOR 
INSURERS, BUT RISING IN SIZE AND IMPORTANCE

High yield bonds and bank loans, while comprising only 
a relatively small part of insurance company investment 
portfolios, are an important and topical asset class that 
requires an active management strategy.  For insurers’, 
high yield (HY) can be an attractive asset class providing 
higher coupon income, portfolio diversification and a 
match for shorter duration liabilities, and in the case of 
bank loans, also offering security given its seniority in the 
capital structure and exposure to floating rate assets. 

With bonds comprising the largest component of life and 
property & casualty insurance investment portfolios and 
yields declining over the last few years as a result of lower 
interest rates, the quality composition of insurers’ bond 
portfolios has shifted.  For the life insurance industry, as 
shown in the figure below, within bond portfolios, NAIC 
2 allocations (or the equivalent ratings range of BBB+ to 
BBB- on an S&P scale) increased by 3.5 percentage points 
over the five-year period from year-end 2014 to 2019, to 
34.2% of total bond portfolios at December 31, 2019.  This 

increase reflects the significant growth in the size of the 
BBB U.S. corporate credit market, by an estimated 61% 
during the same period to $3.65 trillion (for the ICE BofA 
BBB corporate index), as well as the search for higher 
yielding investment grade (IG) securities.  In contrast, 
allocations to higher quality (NAIC 1, representing A-rated 
and above) and lower quality (NAIC 3-6, representing BB-
rated and below) bonds declined.  At December 31, 2019, 
high yield represented 5.2% of total bond portfolios, down 
from 5.9% at year-end 2014.  Further, high yield exposure 
is down from the peak allocation of 6.1% at year-end 2016.  
While the need for income did not dissipate over this 
period, life insurers, including some large publicly traded 
companies, de-risked portfolios in recent years as a result 
of commodity-price weakness, late-cycle credit concerns 
and rich valuations that did not reflect rising recession 
risks.  By rating category, life insurers’ high yield portfolios 
skew toward higher quality, with nearly 2/3 invested in 
NAIC 3 rated bonds (representing BB+ to BB- ratings). 

EXECUTIVE SUMMARY

• High yield corporate bonds and bank loans are core asset classes within many insurers’ strategic asset 
allocation frameworks.

• While insurers’ exposure to high yield declined in recent years as a result of de-risking actions taken late 
in the credit cycle, this trend likely has reversed in H1 2020 mainly due to the large magnitude of ratings 
downgrades; namely fallen angels.

• Given the complexity of managing insurance company investment portfolios and the inherent higher risk 
nature of high yield, there are many factors for insurers to consider when assessing the optimal exposure, 
pursuing portfolio sales and evaluating new investments in the asset class.

• Insurance companies and their asset managers should have a disciplined investment process around 
fundamental credit analysis, risk management and relative value, and given the current uncertain environment, 
may want to consider a higher-quality high yield investment strategy. 
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Source: U.S. Life and P&C industry statutory information via S&P Global Ratings

Bond quality for the P&C industry varies from the life industry, most notably with higher exposure to NAIC 1 and lower exposure 
to NAIC 2 holdings.  Additionally, with generally shorter-tail liabilities and lower investment capital charges as compared to 
life insurers, the variation in high yield allocations has not been as dramatic for P&C insurers; in fact, the industry’s exposure 
to high yield increased in 2019 to 4.4% of total bonds at December 31, 2019 from 4.0% at December 31, 2018.  The mix of 
P&C insurers’ exposure to high yield is relatively balanced between NAIC 3 and NAIC 4 holdings, as shown in the figure below.  

Life Insurance Bond Portfolios: Declining Yields and HY Exposure 
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According to S&P Global Ratings, insurance industry high 
yield exposure increased from year-end 2019—to 6.0% 
of the total bond portfolio for the life insurance industry 
and to 4.8% for the P&C insurance industry at June 30, 
2020, reflecting several varying dynamics at play in 2020.  
Increasing the insurance industry’s HY exposure has been 
the significant number of ratings downgrades in 2020, 
including corporate issuers that fall to HY from IG (“fallen 
angels”).  Downgrades to HY have been driven by high 
leverage following recent M&A activity, oil price weakness 
and the negative fundamental impacts resulting from 
the COVID-19 pandemic.  According to J.P. Morgan, as of 
November 4, 2020 there have been 53 fallen angels globally 
representing approximately $205 billion in debt (37 and 
$182 billion, respectively, in the U.S.), which are the highest 
levels on record.  Fallen angel activity in 2020 has been 
concentrated in selected sectors, notably energy (more 
than half of year-to-date fallen angels), manufacturing and 
consumer industries. 

Another factor that may have also contributed to the increase 
in insurers’ high yield exposure is potential opportunistic 
purchases during the depths of COVID-19 crisis in late 1Q 
to early 2Q.  Companies that may have stepped in during 
this period likely had room within HY risk limits, perhaps 
due to de-risking actions taken over the past couple years.  
During the aforementioned time period, as shown in the 
figure below, HY spreads gapped out, with the Bloomberg 
Barclays HY index reaching a peak of 1,100 basis points 
(bps) on March 23, 2020.  Even the Bloomberg Barclays BB 
index, which is where insurers’ largely focus their holdings 
and purchases, traded as wide as 865 bps.  These buying 
opportunities were relatively short-lived, as spreads rapidly 
tightened beginning in April as a result of U.S. Federal 
Reserve (Fed) actions to support credit markets, including 
the April 9 announcement that fallen angels meeting 
certain criteria would be included in the Fed’s bond buying 
program.  This resulted in strong market technicals, leading 
to further HY spread tightening, which has only continued 
post-election and following the news of a potential COVID 
vaccine.   As of November 21, 2020, the Bloomberg Barclays 
HY index is now trading at 435 bps, which is slightly tighter 
than the 446 bps average since the beginning of 2014.      

High Yield Index Spreads Widened Signicantly in Early 2020, But Opportunity to Buy Was Short-Lived 
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High Yield Index Spreads Widened Significantly in Early 2020, But Opportunity to Buy Was Short-Lived 

Source: Bloomberg Barclays

In addition to purchases in the secondary market, insurers have had the ability to buy in the primary market given the 
significant amount of HY corporate credit issuance year-to-date in 2020.  Through October 30, 2020, according to JP 
Morgan data, HY issuance totaled roughly $388 billion, up 68% from the same period in 2019, with BB issuers representing 
46% of this total.  The main uses of proceeds for corporate issuers have been to refinance debt (65%) and for general 
corporate purposes (26%) as companies took advantage of open credit markets to boost liquidity positions in the current 
uncertain COVID-19 environment.  Initial companies that tapped the market were largely ones in stressed sectors issuing 
senior secured debt at high coupon rates, while more recently, larger bellwether HY issuers and recent fallen angels have 
raised unsecured debt at lower coupon rates.  In fact, according to Barclays, in H1 2020 approximately 60% of new HY 
issuance (BB and B) had coupon rates of 6% or greater, including more than 20% at over 8%.  In contrast, to-date in H2 
2020 (through October 30, 2020, approximately 63% of HY issuance (BB and B) have coupons less than 6%.
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While some insurers were comfortable taking on HY risk 
over the past several months, others have not been active 
in the HY market due to continued fundamental concerns 
and the view that valuations do not reflect elevated credit 
risks.  These insurers stayed on the sidelines during the 
crisis and may have taken advantage of tighter spreads to 
reduce risk in HY to position portfolios for more attractive 
buying opportunities in the future.  For these companies, HY 
exposure is likely to have declined in 2020, particularly given 
continued tender and call activity by issuers seeking to take 
out higher coupon debt in the low rate environment, which 
may have accelerated the roll-off of insurers’ HY holdings.  

 
MANY FACTORS AT PLAY WHEN DETERMINING 
INSURERS’ OPTIMAL HIGH YIELD EXPOSURE

High yield corporate credit, including bank loans, can 
play an important role in insurance company investment 
portfolios, as directed by insurers’ strategic asset allocation 
(SAA) process.  Yet, there are certain financial and risk 
management factors for insurers to consider when 
determining the appropriate and optimal allocation to this 
asset class.  These include: 

Stress testing of credit portfolios. With stretched 
corporate balance sheets as a result of record debt issuance, 
as well as continued economic and market uncertainty 
reflecting the resurgence in COVID-19 cases and election-
related risks, default rates and ratings downgrades will likely 
remain elevated for the remainder of 2020 and into 2021.  
In fact, according to Moody’s in its September 2020 Default 
Report (dated October 9, 2020), in its baseline scenario, the 
U.S. speculative grade (SG) default rate is expected to end 
2020 at 10.5% and peak at 11.1% in 1Q21. This compares 
to Moody’s calculated 8.5% SG default rate in September 
2020 and pre-pandemic levels of 4.5%.  Further, Moody’s 
expects additional ratings downgrades over the next year; 
for example, 11.3% of A3 ratings globally are expected to 
fall to the Baa category and 7.8% of Baa3 ratings globally 
are projected to fall to below investment grade (i.e. fallen 
angels), on top of what has occurred year-to-date.  In this 
challenging environment, insurers must have a robust 
surveillance program to identify potential troubled sectors 
and credits in various base and stress case scenarios.  As 
part of this program, insurers can perform a bottoms-up, 
issuer by issuer fundamental credit analysis and compare 
and contrast it to the results of a top-down methodology 
based on internal / external forecasts (such as Moody’s).  
This analysis can provide a range of potential outcomes 
for credit losses and downward ratings migration within 
insurance company portfolios.

Capital implications of downgrades. Under the U.S. 
risk-based capital (RBC) statutory framework, capital 
requirements vary by type of insurance company (life, 
P&C and health) and rating, with lower quality securities 
necessitating insurers to hold greater amounts of capital.  
For example, as shown in the figure below, U.S. life insurers 
must hold over 2.2x more capital to back a NAIC 2-rated 
bond compared to NAIC 1 bond, as measured by the 
difference between the capital charges shown in the table 
below.  For life companies, the drop to high yield is even 
more onerous, with a 2.5x increase in capital requirements 
to hold NAIC 3 bonds compared to NAIC 2.  Further, if a 
bond downgraded to HY becomes a top 10 holding in an 
insurer’s portfolio, the risk charge could double.  While 
these are the capital charges for U.S. based insurers, 
other global regulatory regimes are similar requiring 
higher required capital to support higher risk assets.  
Insurers should measure the capital impact of actual and 
projected downgrades and defaults on individual company 
credit portfolios, taking into account company-specific 
covariance impacts from investments, underwriting, etc. 
Increased capital requirements can then be compared to 
excess capital above company RBC targets, which are often 
based on an insurers’ ratings, objectives and priorities, to 
determine if the insurer has the capacity to absorb and 
hold higher-risk assets.   

NAIC Class
Bond Equivalent

Range (S&P) Life P&C/Health
1 AAA to A- 0.39% 0.30%
2 BBB+ to BBB- 1.26% 1.00%
3 BB+ to BB- 4.46% 2.00%
4 B+ to B- 9.70% 4.50%
5 CCC+ to CCC- 22.31% 10.00%
6 CC, C, Default 30.00% 30.00%

Risk limits by sector and issuer. As part of risk 
management frameworks, insurers typically have minimum 
and maximum exposure limits set at the management 
and/or Board level, for individual insurance entities and/or 
on an enterprise basis.  These sector and issuer limits are 
incorporated within investment guidelines and insurers 
and/or their asset managers must manage to these limits 
to minimize breaches that may need to be reviewed as 
high as the Investment Committee of the Board level.  With 
recent ratings downgrades, including fallen angels to high 
yield, exposure to individual issuers may exceed maximum 
limits, which can be cured through either temporary 
waivers (and perhaps revised limits / guidelines in the 
future) or portfolio sales.

Insurance Risk-Based Capital Charges Sharply Increase  
as Quality Declines

Capital factors are for insurers’ unaffiliated bond holdings and are pre-tax 
and pre-covariance (which varies by company). Source: NAIC
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Mark to market valuation changes. During the depths 
of the COVID-19 crisis, high yield market valuations 
dropped rapidly and significantly, with the Bloomberg 
Barclays HY index price declining approximately 20% 
during a three-week period to about $79 on March 23, 
2020.  For U.S. insurers that held these HY bonds through 
the crisis, unrealized losses flowed through to GAAP equity 
via other comprehensive income (assuming available for 
sale securities).  Similarly, on a statutory basis, unrealized 
losses from lower valuations negatively impacted insurers’ 
surplus levels.  Further, mark to market impacts are greater 
at P&C insurers than life insurers, given that all high yield 
bonds (NAIC 3-6) are carried at the lower of amortized cost 
or fair value, as compared to only NAIC 6 rated bonds for 
life insurers (NAIC 1-5 are held at amortized cost).  For U.S. 
insurers, declines in statutory surplus could reduce excess 
capital and financial flexibility, which potentially could 
have a negative impact on insurance company ratings, 
particularly if coupled with additional liability stresses such 
as catastrophe losses, elevated claims or reserve charges.   

CONSIDERATIONS AND CONSTRAINTS OF ACTIVE 
MANAGEMENT OF HY PORTFOLIOS 

Due to the above-mentioned factors, insurance companies 
may seek to take portfolio repositioning actions, 
including within high yield portfolios, based on credit, 
risk management and/or relative value views.  In these 
scenarios, insurers may pursue portfolio sales, which 
presents additional considerations and constraints unique 
to insurance companies. 
    
Impact on net investment income (NII). Insurance 
companies with income-focused, buy and manage/hold 
strategies must consider the legacy book yields on HY 
bonds when considering reducing exposure.  Given the 
current low yield environment, even for HY bonds, it is 
likely that portfolio sale proceeds will be reinvested at 
lower rates, assuming similar credit quality.  The insurer 
needs to balance the potential for reducing income with 
the fundamental view of the credit, including further 
downgrade risk or potentially even default risk.  Offsetting 
lower yields may be potential gains on sales resulting 
from the material decline in interest rates over the same 
time period.  Overall, an insurer’s financial objectives and 
priorities will drive its decision to either hold certain HY 
bonds, perhaps taking credit and mark to market risk, or 
sell the positions and giving up potential NII.  

High Yield Index Yields at Near or At Record Lows

Source: Bloomberg Barclays
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Timing of HY sales. Insurers that have specific credit concerns and/or an active investment strategy will need to consider 
the optimal timing of HY sales to try and maximize value and total return; in particular, fallen angels given unique technical 
factors.  As discussed in MetLife Investment Management’s “Fallen Angels in Focus”, the majority of spread movements 
in deteriorating credit situations occurs while the issuer is rated investment grade, and in the case of the 2020 fallen 
angels (as of late August 2020), these issuers widened on average by 420 bps relative to other BBB-issuers over the 6 
months prior to the downgrade.  This material spread widening, combined with unprecedented support by the Federal 
Reserve, led to a sharper recovery in spreads post downgrade, by on average 125 bps relative to other BB-rated issuers 
as of mid-April 2020.  These dynamics, in addition to the longer-term tightening trend of HY spreads, whether driven by 
investors’ continued search for yield or in recent periods, Federal Reserve support of credit markets, can provide a guide 
for potential timing of HY bond sales.

https://investments.metlife.com/insights/public-fixed-income/fallen-angels-in-focus/
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Management of gains / losses. Realized investment 
losses, whether from impairments or losses on sales, can 
negatively impact insurance company financial results 
and position.  On a statutory basis, realized credit losses 
and impairments reduce net income for P&C insurers, 
while for life insurers, capital could be negatively impacted 
depending on the individual company’s asset valuation 
reserve position (AVR).  For insurers’ considering whether to 
sell a troubled HY credit or impair the security (particularly 
at insurers where impairment policies do not include a 
brightline test), firms must weigh the risk of downgrade, 
default and potential decline in market value on a credit 
by credit basis.  Insurers’ can quantify potential losses 
and compare them to risk budgets that were established 
based on an individual company’s capital position, financial 
priorities and risk tolerance. 

HOW INSURERS SHOULD THINK ABOUT  
NEW HY INVESTMENTS 

Insurance companies that are comfortable with the size 
of HY portfolios may want to consider future investments 
in the asset class, either as part of core fixed income 
allocations or as opportunistic purchases.  In fact, insurers 
may have dry powder available resulting from past portfolio 
repositioning actions to take advantage of attractive buying 
opportunities in the asset class.  As such, we believe it is 
prudent for insurers to have a framework, both related 
to fundamentals and relative value, to evaluate new 
investments.  As seen during the current COVID pandemic, 
HY spread widening during the peak of the crisis was short 
lived, thus we believe insurance companies must be nimble 
to capitalize on these market opportunities. 

Fundamental credit analysis. Given the inherent higher 
risk nature of HY, fundamental credit analysis is critical to 
help protect against downside risk.  In fact, in the current 
uncertain environment with risks related to COVID, the 
shape of the economic recovery, oil price volatility and 
election impacts, deep fundamental credit analysis and 
security selection is now more important than ever.  Certain 
industries are facing significant stress, some business 
models remain challenged and many issuers’ credit metrics 
are deteriorating as they have taken on large amounts of 
debt to shore up capital/liquidity positions.  As such, credit 
analysts must identify those names that are at risk for 
downgrades and default and determine whether there is 
adequate compensation for heightened credit risk.  Credit 
analysts can also help identify the issuers that could thrive 

in the current environment, including potential future 
upgrade candidates to investment grade (i.e. rising stars).    

Relative value. In addition to asset sector fundamentals 
and the macroeconomic outlook, relative value is 
important input in the strategic and tactical asset allocation 
process for insurance companies.  While absolute spreads 
and yields are factored in, we believe insurers should 
evaluate investments on a risk or capital-adjusted basis 
to determine the relative attractiveness of asset classes.  
Risk-adjusted yields allow for comparability by asset class 
by incorporating differences in capital treatment and loss 
experience, as well as additional spread premiums on 
private assets.  In the current environment, according to 
MetLife Investment Management, 10-year BB-rated bonds 
are yielding approximately 3.8% or roughly 1.6% on capital-
adjusted basis after deducting default shaves (largely based 
on Moody’s historical experience) and U.S. RBC risk charges 
for life insurers (after-tax based on a 400% target RBC ratio 
less a return on required capital).  As shown below, HY and 
BL capital-adjusted yields can be compared to other public 
fixed income and private assets to help determine whether 
investors are being adequately compensated for the risk 
inherent in these asset classes.  While on average private 
assets may offer more attractive capital-adjusted returns, 
insurance companies can identify the breakeven yield 
where they may be indifferent between a new investment in 
a HY bond / BL or a private asset.  For example, at present, 
according to analysis by MetLife Investment Management, 
a 10-year BB-rated HY bond yielding approximately 4.8% 
would provide a capital-adjusted yield roughly equivalent 
to that of a private asset composite (consisting of 10-year 
private corporates, commercial mortgage and agricultural 
loans and private structured debt).  While this capital-
adjusted yield framework provides a quantitative lens to 
compare asset classes, we believe insurers should also 
apply a qualitative overlay to the relative value process.  
One factor to consider is where we are in the credit cycle 
and the expectations for future ratings downgrades / 
defaults, as well as the potential for downside protection 
that private assets have historically provided in times of 
stress (for example, in the form of financial covenants).  
Another factor to consider going forward is the potential 
changes in NAIC capital factors, which could occur in 2021 
or later and may potentially impact the attractiveness of 
the HY asset class.  Additionally, the potential for higher 
interest rates in the future may make bank loans more 
attractive due to their floating rate nature, particularly for 
insurers that have floating rate liabilities.   
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Evaluating Capital-Adjusted Yields for High Yield and Bank Loans Relative To Other Public / Private Alternatives

HY Yields vs. Comparables (10-Yr)

Floating rate yields are for HY bank loans. Sources: Bloomberg, MetLife Investment Management, as of November 13, 2020

Public Fixed Income composite includes public corporates (NAIC 1 and 2), structured finance (CMBS), emerging market debt (NAIC 1 and 2)
Private asset composite includes private corporates (NAIC 1 and 2), commercial mortgage and agricultural loans, private structured debt (NAIC 1 and 2)
Sources: Bloomberg, MetLife Investment Management, as of November 13, 2020
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CONCLUSION

Managing the investment portfolio of an insurance company 
is complex, involving unique objectives and constraints that 
vary by company and often underlying portfolio.  Within the 
context of a diversified portfolio, high yield corporates and 
bank loans can be viewed as core asset classes within the 
strategic asset allocation framework.  However, there are 
many factors to consider—both insurance and market-
related—when determining the optimal allocation to HY 
and evaluating new investments in the asset class.  Quoting 
Macbeth, “come what come may, time and the hour runs 
through the roughest day”: historically, high yield markets 

have exhibited contained periods of volatility providing 
potential attractive investment opportunities for those 
insurers that have been active and nimble.  As such, we 
believe insurers and their asset managers should have 
a disciplined investment process around investing in HY, 
including a focus on deep fundamental credit analysis, 
risk management and relative value.  Further, in our view 
insurers should work with a seasoned insurance asset 
manager to develop a customized investment strategy 
in HY and bank loans that focuses on the higher-quality 
segment of the market given these uncertain times.
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Disclosures 

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

This document has been prepared by MetLife Investment Management (“MIM”)1 solely for informational purposes and does not constitute a recommendation 
regarding any investments or the provision of any investment advice, or constitute or form part of any advertisement of, offer for sale or subscription of, 
solicitation or invitation of any offer or recommendation to purchase or subscribe for any securities or investment advisory services. The views expressed herein 
are solely those of MIM and do not necessarily reflect, nor are they necessarily consistent with, the views held by, or the forecasts utilized by, the entities within 
the MetLife enterprise that provide insurance products, annuities and employee benefit programs. The information and opinions presented or contained in 
this document are provided as the date it was written. It should be understood that subsequent developments may materially affect the information contained 
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Fund financing for insurers today

In an ultra-low-interest-rate world, many institutional 
investors — particularly insurance companies — are 
actively seeking income. We believe that fund financing may 
offer a compelling opportunity for these investors. Fund 
financing may offer insurers the short-dated exposure 
their portfolios are crying out for. 

WHAT IS FUND FINANCING?

Fund-financing facilities are also called subscription credit 
facilities (SCFs) or capital-call facilities. They’re a form of 
short-term finance provided to certain types of investment 
funds during the early investment stage of a fund’s life. 
With these facilities, the lender primarily takes risk against 
the committed, uncalled capital of the underlying investors 
rather than the financial sponsor or the assets of the fund. 
Financial sponsors often use SCFs during the investment 
phase of a fund’s life to bridge the gap between making 
an investment or acquisition and calling committed capital 
from investors. Types of funds include private equity, credit, 
infrastructure or real estate. There are several operational 
and financial reasons why these facilities may be beneficial 
to both investors and the manager/general partner of the 
fund during this early stage. These include:

• Providing same- or next-day liquidity, which can help 
reduce or remove funding and execution risk by 
generating cash to finance investment activity within a 
few days, rather than drawing capital from investors, 
which has a much longer drawdown notice period

• Giving greater clarity surrounding timing of cash calls to 
help investors manage their own cashflows

• Allowing cash calls to be consolidated or batched to 
avoid drawing down on investors too often

• Creating a delayed drawdown from investors that can 
enhance IRR-based returns

• Helping to cover fees and expenses and accelerate 
distributions

• Serving as a form of quasi-leverage

WHY FUND FINANCING NOW?

In light of the Covid-19 pandemic, banks may have new 
priorities. One is a focus on balance-sheet management. 
Banks may now reach internal capacity constraints, so they 
either need to close their doors to new business or  recycle 
or churn their books in order to remain competitive. 
Another new priority is pursuing more sophisticated 
ways to reduce exposure to individual financial sponsors 
and LPs — without damaging longstanding relationships. 
As a result, accelerating risk transfer has picked up pace 
throughout the ongoing Covid-19 pandemic. 

Risk transfer refers to the risk-management strategy 
involving a shift of risk from one party to another. So, in the 
case of banks that have hit internal capacity constraints, 
they can employ risk transfer in order to keep their doors 
open to new business by shifting their existing SCF risk to 
some other party. Lately, we have seen a trend of banks 
shifting their risk to non-bank institutional investors. We 
expect this trend to have a profound and lasting impact on 
insurance assets going forward. 

Historically, fund managers have conducted SCFs through 
bilateral transactions, which involve trades negotiated 
between two participants in off-market transactions. 
However, there has been a material increase in club and 
syndicated transactions since 2018. Club or syndicated 
transactions refer to several lenders coming together to 
fund a single SCF,. These transactions are necessary to 
support the ever-increasing size of SCF. 

WHY FUND FINANCE FOR INSURERS?

Currently, the global annual demand for fund financing is 
more than $650 billion. We expect this to grow in the coming 
years as fund sizes increase and SCF usage becomes more 
widespread. Today, several of the world’s largest banks 
dominate this market, but new banks are joining at the 
syndication level due to the attractive risk-adjusted returns 
available. Indeed, given the growing size of the financing 
facilities, a lead bank typically syndicates the facility across 
several other banks, which reduces risk exposure. This is 
because banks often have single-name credit limits, sector 
limits and counterparty risk to manager. Syndication can 
help relieve some of the pressure. However, given that other 
banks are also direct competitors, lead banks may turn to 
non-traditional lenders to participate in lending programs. 
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There is a clear opportunity here for insurers to serve 
as these alternative lenders. SCFs can offer institutional 
investors, such as insurers:

• Attractive, potentially stable, low-single-digit risk-
adjusted returns

• Capital-efficient investing

• Diversification potential, since loans backed by undrawn 
commitments of a diverse pool of large institutional 
investors provides low correlation to other asset classes

• An interesting alternative to cash investments, because 
they can deliver a premium over cash returns without 
taking long-duration risk or undue credit risk. Although 
they’re not publicly rated, investors can consider SCFs 
to be quasi-investment grade, depending on the 
composition of the investor base. 

• Opportunities to access the attractive fund-finance 
market, because non-bank lenders do not pose a 
competitive threat to the lead banks

• Potentially strong performance during periods of 
market stability as well as market disruption

It’s likely that in the evolving marketplace, we will continue 
to see more and more investors keen to participate in 
fund-financing action. Although the fund-finance market 
has generally been the preserve of banks, syndication 
requirements have spurred lead banks to pursue non-
traditional lenders. 

Institutional investors such as insurers may be well 
positioned to tap into fund-financing investments and enjoy 
the benefits banks have been privy to over the past few 
decades, but with new, creative structures. However, fund 
financing presents unique complexities that are embedded 
within the bank and fund documentation, which can be 

a hurdle for many potential non-bank lenders. Beyond 
these complexities, the alternative lenders need to have 
the capabilities to diligence fund investors, the manager’s 
track record, and the investment strategy. This can be time 
consuming and costly. 

Insurers may benefit from partnering with asset managers 
who have robust resources and relevant experience. These 
transactions require operational, tax and legal support, as 
well as familiarity with the fund-financing market dynamics. 

Access to a wide network of relationships with major fund 
finance lenders, advisors and lawyers will also be critical to 
program execution. Asset managers, established in the asset 
class, may be able to help insurers successfully implement 
innovative investment and operational solutions. 

The bottom line is that current market conditions have 
thrust the benefits of fund financing into the spotlight. 
Insurers, in partnership with asset managers with access 
to myriad fund-financing resources, capabilities and 
experience may have the opportunity to take the stage. 
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Fixed income sector yields are at historically low levels 
and insurers are feeling pressure to achieve their 
income objectives. In light of this we interviewed Michael 
Meyer and Gregory Ward from Loomis Sayles about 
the structured credit universe and why an expanded 
opportunity set within the securitized credit market could 
benefit insurance companies.

Q: You believe insurers should consider broadening 
their traditional focus on high-quality securitized 
credit within their investment grade fixed-income 
reserve portfolios. Why?

We think there are pockets of the securitized market 
beyond the traditional high quality AAA market that have 
been overlooked and might help meet insurers’ objectives 
by providing compelling yield potential and relative value. 
Historically insurers have leaned on their core fixed income 
manager to access the securitized credit market. We 
believe that expanding the universe requires a different 
and more specialized skill set.

The universe is large and diversified. Consider that globally 
the public portion of the structured credit universe is 
approximately $15.2 trillion—split evenly between US 
agency issues and securitized credits (asset-backed 
securities, commercial and residential mortgage-backed 
securities, and other types).1 Private opportunities 
represent trillions more.

Q: Can you relate structured credit to real assets and 
its role in the economy?

The structured credit universe is frequently exposed 
to real assets. These assets can include real estate, 
autos, equipment (e.g., aircraft, containers, rail cars) and 
infrastructure. Such assets tend to produce recurring 
contractual cash flows and provide tangible collateral. 
They can also provide diversification from other types of 
financial assets and a potential hedge against inflation.

Structured credit plays an integral role in the movement 
of capital, enabling issuers to finance business operations 
to support a broad swath of the economy (including auto 
loans, aircraft leasing, equipment leasing, residential and 
commercial mortgages and credit card receivables).

Q: How has the structured credit sector performed 
in 2020?

Well, like most asset classes so far in 2020, structured credit 
has had its share of volatility. As the pandemic brought 
economic activity almost to a halt in March, many investors 
rushed to sell assets to raise cash. As one might guess, this 
significantly strained markets.

Corporate spreads were the first to widen. However, a 
liquidity crunch in securitized assets rapidly drove prices 
down as investors sought to liquidate assets that had not 
yet followed corporates wider. As asset prices fell, forced 
deleveraging by certain market participants (e.g., mortgage 
REITS) exacerbated the sell-off. Observing the financial 
markets’ challenges, the Federal Reserve (Fed) stepped 
in to provide support in late March. Sparked by the Fed’s 
actions and fiscal stimulus, sentiment quickly changed and 
markets generally rebounded sharply in the second and 
third quarters.

Q: Where do you see investment opportunities in 
the sector?

With the relative lack of direct Fed support, the recovery 
in securitized assets has not been equivalent across all 
sectors and has generally lagged the rebound in corporate 
credit. For example, travel-related sectors (hotels, lodging, 
and aviation) have struggled, while consumer-related 
sectors have benefited from the US government’s fiscal 
stimulus during the spring and summer.

This uneven recovery and the potential for year-end 
volatility could create opportunities for attractive yields in 
specific structured credit sectors and classes of securities.

Q: What do you say to investors wary of the risks 
generally associated with structured credit investing?

The very structure of securitization, which involves the 
tranching of risk, enables investors to identify and invest 
at the risk levels where they are most comfortable. At the 
same time, they have the opportunity to earn a potentially 
attractive rate of return. Investing in structured credit also 
allows investors to diversify away from traditional corporate 
exposures into areas like consumer credit and real estate.

1 Sources: SIFMA, AFME, Bloomberg Barclays, European Covered Bond Fact Book 2020, as of 6/30/2020.
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Q: Is the securitized credit universe skewed toward 
below investment grade?

No, in fact the tranching of risk creates a large investable 
universe for insurance companies seeking investment-
grade exposure. Below-investment-grade credit represents 
only 5% to 10% of the securitization market. Frequently, 
we see higher-rated tranches representing a significant 
proportion of the deal structures with limited availability of 
subordinated tranches.

Q: Can you offer an example?

Sure, a recent prime auto deal’s AAA-rated tranche 
represented approximately 96% of the deal structure 
and the remaining tranches were rated AA, A and BBB. 
Similarly, a new subprime auto deal consisted of a AAA 
tranche (63% of the deal structure) with the remainder of 
the notes split amongst AA (9%), A (11%), BBB (9%), BB (4%) 
and B (4%) rated tranches. We acknowledge that obtaining 
an allocation to the subordinated tranches (AA+ to BBB-) 
can be challenging due to their limited supply. However, 
investing in less liquid, privately sourced structured 
credit, backed by real assets, can help achieve insurance 
companies’ targeted allocations.

Q: How would you characterize access to the 
securitized markets?

It’s a complex and fragmented market. For example, it has 
approximately 40 times more CUSIPs than that of the US 
corporate bond market. Barriers to investor participation 
are high.

From an issuance perspective, government-sponsored 
entities, other regulated institutions and independent 
finance companies are reliant on the securitization market 
to finance their operations. In our view, these factors 
can contribute to securitized spreads being wider than 
comparably-rated corporate securities.

Of course, understanding the macro environment and 
what’s happening within specific sectors are key components 
to any investment decision. Investors must be aware 
that owning securitized credit is a structurally leveraged 
bet on underlying fundamentals. Additionally, structural 
leverage can create downgrade risk and binary investment 
outcomes, particularly in relatively thin classes deep in the 
capital structure. Analytical sophistication and experience 
are required in this market. Investors must have scale and 
relationships with issuers, the sell-side, advisors, and others 
to originate, analyze, and monitor investments.

What do you want readers to take away from the Q&A?

We believe that an expanded view on securitized credit could 
benefit insurers. The combination of illiquidity and structural 
premiums that can be found in the structured credit market 
can create effective sources of incremental yield to support 
the overall business of the insurance company.
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OVERVIEW

With the emergence of the COVID-19 pandemic and the 
resulting policy response, 2020 has been a tumultuous 
year for the U.S. investment-grade market. Yield spreads 
widened dramatically when the pandemic was declared 
but recovered quickly when the Federal Reserve launched 
various programs to support this asset class and other 
segments of the fixed income market. 

Nevertheless, some uncertainty remains about the 
economy in the near term, and investors continue to 
have questions about the state of this market. Specifically, 
given the surge in issuance, how does the supply/demand 
picture look, and what is the outlook for 2021? In addition, 
with some sectors continuing to experience economic 
difficulties, how are the fundamentals, credit ratings and 
valuations holding up? 

While support from the Federal Reserve has facilitated 
a recovery, yield spreads may now be tighter than 
investors expected. Given record low rates, can investors 
still look to this asset class to generate a reasonable 
income stream? Finally, how important is ESG in today’s 
investment grade market? Do ESG-sensitive investors 
have to give up performance? 

We believe that despite past periods of tumult, history 
shows that a strategic approach to investment grade 
bonds has been rewarded over the long term.

IN 2020, SUPPLY HAS SURGED

While the investment-grade market in 2020 has 
experienced turmoil related to COVID-19, another factor 
in the market has been the surge in new supply. Through 
three quarters, issuance has far exceeded that of the 
previous three years, as companies have sought to bolster 
their balance sheets for what they thought could be an 
extended or double-dip recession. 

As the chart shows (See Figure 1), our estimate of total 
issuance for the year would surpass that of 2019 by an 
even greater amount if the year-to-date pace remained 
elevated. In our estimation, however, this pace is likely to 
level off for the remainder of the year and that issuance will 
proceed at a slower pace into 2021. 

Issuance has not only risen, it has also been concentrated 
in longer maturities. While it has declined in short-duration 
bonds, it has risen in longer-duration bonds (See Figure 2). 
What accounts for this disparity? Although the yield curve 
is relatively steep between five and 10 years, between five 
and 20 years, and between five and 30 years, long-term 
rates are low by historical standards. Thus, it is not much 
more expensive to finance at longer-term rates than it is at 
shorter-term rates. 

So, companies are issuing longer debt in order to lock in 
for the long term the financial flexibility that comes with 
lower rates. In fact, some companies are making tender 
offers to buy back short maturities and replace it with 
longer-term debt. 

NET SUPPLY WILL BE EASILY ABSORBED

Will this surge in issuance result in lower prices in the 
near term? This surge is somewhat misleading. To put 
the issuance of the past two years into context, DWS 
considered net supply. Net supply takes into account 

FIGURE 1: PRIMARY USD CREDIT ISSUANCE

Primary market issuance ($Bln). Sept. and Q4 2020 are DWS estimates.

Source: Bank of America/Merrill Lynch, 2020 on reflects issuance until June 30. 
Past performance is not indicative of future results. Data as of Sept. 11, 2020.
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call options, tender offers and repurchases. When these 
factors are considered, the amount of assets in the market 
that need to be absorbed, is quite low. As the chart shows 
(See Figure 3), net supply is declining rapidly. 

We expect flows into the investment-grade market to 
absorb this excess supply and believe that these flows 
will be more than sufficient even if interest rates rise or if 
demand weakens somewhat. 

FIGURE 2: ISSUANCE OF LONG-TERM BONDS HAS OUTPACED 
SHORT-TERM BONDS

Source: Bank of America/Merrill Lynch, 2020 on reflects issuance until June 30. 
Past performance is not indicative of future results. Data as of Sept. 11, 2020.

Source: Bank of America/Merrill Lynch, 2020 on reflects issuance until June 30. Past performance is not indicative of future results. Data as of Sept. 11, 2020.

RATINGS: DOWNGRADES HAVE INCREASED,  
BUT THE STORM HAS PASSED

Investors have been wary of credit rating downgrades since 
the emergence of the pandemic. 

Although the aggregate amount is high, it is comparable 
to the downgrades seen in the past during other critical 
episodes. On the other hand, it does not begin to approach 
the levels seen during the Great Financial Crisis, even 
though today’s market is three times as large. 

The chart (See Figure 4) shows ratings downgrades 
during four major episodes over the last 10 years: 2020’s 
COVID-19 pandemic, the commodity crisis of 2015-16, the 
downgrade of the U.S. in 2011, and the Great Financial 
Crisis (GFC) of 2008-09.

ON A RELATIVE BASIS, RATINGS DOWNGRADES 
ARE MORE MODERATE THAN DURING THE GFC

DWS looked at these downgrades in detail and found that 
there are certain factors driving them. While the number 
of BBB issues has increased and is likely to exceed the 
historical high of 50% of the market, the number of BBB- 
issues has declined. Thus, we believe the concern over the 
rise in BBB issues is not properly focused, as BBB- issuers 
pose a higher credit risk.

FIGURE 3: SUPPLY IN EXCESS OF ALL OF NORMAL MARKET ACTIVITY AND THE REDEPLOYMENT OF RISK CONTINUES TO BE VERY LOW
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Source: Bank of America/Merrill Lynch. Past performance is not indicative of future results. Data as of September 30, 2020.

FIGURE 4: ON A RELATIVE SCALE, YTD RATING ACTIONS ARE MORE MODERATE THAN DURING THE GREAT FINANCIAL CRISIS (GFC)

We believe the rise in BBB issues is occurring because 
companies see little impact in migrating down from higher 
ratings (See Figure 5). The cost of debt rated BBB is not 
much more expensive than at debt rated A. 

Why is the number of BBB- bonds declining? Companies 
that approach high yield status face higher interest costs 
and greater difficulty in accessing capital markets. The 
difference in the cost of funding between A and BBB 
amounts to just 20 to 25 basis points as of early November. 
In contrast, the cost of funding between a BBB- and a high-
yield name could vary by as much as 200 basis points. In 
addition, at BBB-, a company may not be able to issue 
as much as it needs. So, BBB- supply has declined as 
companies have sought to maintain access to plentiful and 
low-cost funding.

Some companies, however, have been unable to avoid 
the down migration. But while there will always be “fallen 
angels,” DWS believes the storm is passed. As the chart 
shows (See Figure 6), only three large issuers have the 
potential to migrate lower: GE, Boeing and GM. In fact, 
we don’t expect this to happen in the near term. So, while 
there is risk in the investment-grade market, we think that 
risk is manageable.

FIGURE 5: THE TREND IN BBB- IS VERY DIFFERENT FROM ALL BBBS

Source: Bloomberg . Past performance is not indicative of future results. 
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FIGURE 6: POTENTIAL FALLEN ANGELS: GM, BA AND GE PLUS IG 
INDEX BBB ISSUERS TRADING AT BB- SPREADS OR WIDER

FIGURE 7: GROSS LEVERAGE IS EXPECTED TO KEEP RISING AS 
COMPANIES FORTIFY FINANCIAL FLEXIBILITY

Source: Bloomberg, DWS, Bank of America ML as of September 30, 2020. 
Past performance is not indicative of future results. Any specific companies 
mentioned are for illustrative purposes only and should not be considered 
a recommendation.  

The 2020 increase in Gross leverage is estimated to approach 0.70 turns vs 
only 0.25 turns for Net leverage).

FUNDAMENTALS: ISSUANCE HAS BOLSTERED 
BALANCE SHEETS, INTEREST COVER IS LIKELY  
TO IMPROVE

Many issuers have performed well during this period, 
supported by monetary and fiscal policy, and by the 
market, which has allowed them to issue debt to improve 
their financial flexibility. As a result, leverage has increased 
considerably. But the increase in net leverage has been 
more moderate. This means that although companies are 
issuing debt, they’re keeping the proceeds on their balance 
sheet in the form of cash, bolstering their financial health.

THE INCREASE IN NET LEVERAGE  
HAS BEEN MODERATE

This does not mean that the increase in leverage presents 
no risk. These debt levels could become permanent, or 
the new debt might not be used to reduce leverage and 
improve balance sheets (See Figure 7).

Given higher levels of debt, another risk is the economy. 
The economic recovery could proceed more slowly than 
anticipated. Issuers might then have less ability to raise 
additional debt to help them through this period, which 
could then become more difficult.

In addition, a slower economy could depress operating 
earnings and interest coverage ratios. In fact, EBITDA has 
fallen dramatically, though some sectors have been hit less 
hard, and this has resulted in a “K-shaped” recovery. While 
EBITDA has declined generally, if the energy, metals and 
utilities sectors are excluded, the deterioration has been 
minimal (See Figure 8).  

If the economy continues to rebound, EBITDA should 
recover as well, and then the ability to manage these larger 
debt burdens should also be considerable. In addition, 
because much of this new debt has been issued at such 
low rates, this larger debt load should also be more 
manageable than it would be otherwise.

EXCLUDING ENERGY, METALS AND UTILITIES, 
EBITDA DECLINES HAVE BEEN LESS DRAMATIC

Nevertheless, this situation bears watching, especially in 
light of the November 2020 election. Depending on the 
extent there is a different regulatory environment, this 
could make recovery in the energy industry, for example, 
more challenging. 

Data through 2Q20 provided by JP Morgan.  *DWS estimate. All opinions and estimates herein, including forecast returns, reflect our judgment on the date of 
this report and are subject to change without notice and involve a number of assumptions which may not prove valid.
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FIGURE 8: A TALE OF TWO EBITDAS

Industrials (ex Energy, Metals and Utilities) are showing limited EBITDA decay 
(-0.5% and -0.7% for 1Q and 2Q20, respectively), vs -1.2% and -3.0% when 
their impact is included.

VALUATIONS: YIELD SPREADS REFLECT HISTORICAL 
AVERAGES AND CENTRAL BANK POLICY

In light of these conditions, some investors believe that 
current investment grade yield spreads are unreasonably 
tight. But, in reality, they are comparable to historical 
averages. In fact, given the technical conditions we’ve 
outlined, it is possible that spreads will move tighter. The 
chart (See Figure 9) shows the BofA Merrill Lynch five- to 
10-year index. This index takes out some of the duration 
variability that has occurred in larger indices over time.

Source: ML C6A0 Corp Index (5-10 yrs).  Source: Bank of America / Merrill Lynch. Past performance is not indicative of future results. Data as of September 30, 2020. 

FIGURE 9: INDEX OAS OF 200+ IS AT AN EXTRAORDINARY LEVEL, WHICH HAS BEEN BREACHED ONLY 10 TIMES IN NEARLY 60 YEARS

Even in this environment, DWS is not forecasting that 
spreads will get to levels seen in the late 1970s or mid-
1990s. The European Central Bank has supported Europe’s 
investment-grade market, and a substantial portion of 
global sovereign debt is negative-yielding. So yields in U.S. 
investment-grade are tight because investors are looking 
for more attractive alternatives. U.S. investment-grade 
debt has been purchased by the Fed as well, so, on balance, 
there is a bias toward tighter rates despite the increase in 
supply that is likely in 2021. 

YIELDS: GETTING TO 3%?

Is it possible for investors to obtain a 3% yield level? 
While there are ways through some asset classes such 
as emerging markets or some less liquid areas of fixed 
income, there is, potentially, a credit-oriented way to reach 
that outcome.  

That approach would entail moving down the capital 
structure or down in credit quality.  BBB- companies can 
be questionable, but there are many that have been BBB- 
for quite some time and are relatively stable. So we believe 
that, in some cases, going down in quality is reasonable, 
and going down the capital structure can also make sense. 

Duration can also be a way to increase yield, but we don’t 
think investors with a preference for five-year duration 
assets should necessarily rush out to buy 30-year assets. 
We’re not expecting a dramatic steepening of the yield 
curve, so interest rate risk is relatively small and taking on 
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Source: DWS as of 8/28/2019. IG Index Provided by Bloomberg 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.

incremental duration risk can make sense. This could mean shifting merely from emphasizing five-year maturities to 
emphasizing six, seven or eight-year maturities. 

FIGURE 10: CONSIDER THE ANALYSIS ON HOW ESG MADE A DIFFERENCE IN 2020
FOR ILLUSTRATIVE PURPOSES BASED ON METHODOLOGY COMPARISONS 

FIGURE 11: IT’S NEVER THE PERFECT TIME TO INVEST
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TO WHAT EXTENT IS ESG NOW A BIGGER PART OF 
THE CONVERSATION? 

In this unusual year, how has the ESG segment of the 
investment grade market held up? Companies with 
high ESG ratings are often industry leaders with higher 
valuations. Has this hurt performance? 

DWS’s approach to ESG differs from that of many others. 
One approach that is used by much of the industry involves 
“exclusionary indices,” which remove certain sectors, such as 
tobacco, weapons, and energy. But wholesale exclusion of 
sectors can often hinder returns. We believe a more dynamic 
process presents less of a hindrance to performance.

Our process is similar to our overall approach for the 
investment grade asset class. For DWS, ESG is not an 
afterthought, it’s incorporated into the process. For 
example, if we’re considering a higher-quality BBB name, 
we’ll include the grade assigned by our ESG group into 
our analysis because there may be more idiosyncratic risk 
related to those ESG considerations. 

Although DWS’s approach does not exclude whole sectors, 
it might remove some credits that are included in other 
approaches. For example, the following chart (See Figure 
10) shows that over 30% of the investment grade market, 
as represented by the Bloomberg Barclays Corporate 
Credit Index, is unacceptable under our ESG process and 
methodology. That is, more than 30% have ESG grades of 
D through M. These are lower than the A, B or C ratings 
we normally would invest in. But even in the Bloomberg 
Barclays U.S. Corporate Sustainability Index (MSCI’s ESG 
exclusionary index), about 20% of the names have grades 
below the lowest we would consider. 

Further, while DWS’s market views would exclude 
companies with low ESG grades, it allows us to maintain 
access to all sectors of the market and does not alter 
the ratings composition of the investment universe. The 
chart shows that the ratings composition of that universe 
roughly matches that of both the Bloomberg Barclays U.S. 
Credit Index and the Bloomberg Barclays U.S. Corporate 
Sustainability Index. 

Unlike an exclusionary approach, our process is dynamic 
in much the same way that credit ratings are dynamic.  So, 
for example, we don’t say, “We don’t invest in BBB bonds, 
and therefore we exclude the energy sector.”  But not all 
companies in the energy sector are rated BBB; some 
are rated higher. So rather than exclude whole sectors, DWS 
applies this issuer-based approach to ESG grades as well.  

This is an important consideration, given that companies in 
the energy industry could improve their grades over time. 
Our ESG grades are updated on a monthly basis, and this 
is dynamic and specific to the issuer. 

CONCLUSION 
IS NOW THE RIGHT TIME FOR INVESTMENT-GRADE? 
HISTORY HAS SHOWN THE ASSET CLASS TO 
WEATHER PAST CRISES 

Because yield spreads have normalized, we are often asked 
whether now is a good time to buy investment grade debt. 
It’s our position that this is an asset class that is predicated 
on a strategic approach; it does not lend itself to tactical 
decisions. Returns are generated over long periods, based 
on secular themes and fundamental analysis, not short-
term views about valuations (See Figure 11). 

Over the past decade, four significant episodes have 
occurred in the bond market, some of which include 
multiple market-roiling events. Returns to investment 
grade debt have been positive despite these tumultuous 
periods. If an investor had invested at the beginning of the 
year and held that investment for the three subsequent 
years, they would have seen significant, positive total and 
excess fixed-income returns at the end of the period (based 
on the Bloomberg Barclays U.S. Investment Grade Index).  

Of course, buying credit just before or during a period of 
market uncertainty can create doubt for investors. But if an 
investor is going to invest strategically, we believe it is better 
to be invested sooner rather than later. This means that 
even if an investor doesn’t invest when spreads are their 
widest, a strategic, long-term approach has the potential to 
be rewarded over time. 

Thomas Farina 
Head of U.S. Investment-grade Credit 
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For Institutional Investor and Registered Representative use only. Not to be shared publicly. 
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, are appropriate, in light of their particular investment needs, objectives and financial circumstances. Furthermore, this document is for 
information/discussion purposes only and does not constitute an offer, recommendation or solicitation to conclude a transaction and should not be treated 
as giving investment advice.

The comments, opinions and estimates contained herein are based on or derived from publicly available information from sources that we believe to be 
reliable. We do not guarantee their accuracy. This material is for informational purposes only and sets forth our views as of this date. Past performance or any 
prediction or forecast is not indicative of future results. Investments are subject to risks, including possible loss of principal amount invested.

DWS does not give tax or legal advice. Investors should seek advice from their own tax experts and lawyers, in considering investments and strategies 
suggested by DWS. Investments with DWS are not guaranteed, unless specified. 

Although information in this document has been obtained from sources believed to be reliable, we do not guarantee its accuracy, completeness or fairness, 
and it should not be relied upon as such. All opinions and estimates herein, including forecast returns, reflect our judgment on the date of this report and are 
subject to change without notice and involve a number of assumptions which may not prove valid.

Investing in financial markets involves a substantial degree of risk. There can be no assurance that investment ideas will achieve positive results. Investment 
losses may occur, and investors could lose some or all of their investment. No guarantee or representation is made that an investment idea, including, without 
limitation, the investment objective, diversification strategy, or risk monitoring goal, will be successful, and investment results may vary substantially over time. 
Investment losses may occur from time to time. Nothing herein is intended to imply that an investment may be considered “conservative”, “safe”, “risk free” or 
“risk averse”. Economic, market, and other conditions could also cause investments to alter their investment objectives, guidelines, and restrictions.

This publication contains forward looking statements. Forward looking statements include, but are not limited to assumptions, estimates, projections, opinions, 
models and hypothetical performance analysis. The forward looking statements expressed constitute the author’s judgment as of the date of this material. 
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 herein. The terms of any investment will be exclusively subject to the detailed provisions, including risk considerations, contained in the 
Investment Management Agreement. When making an investment decision, you should rely on the final documentation relating to the transaction and not the 
summary contained herein. 

The terms of any investment will be exclusively subject to the detailed provisions, including risk considerations, contained in the Investment Management 
Agreement. When making an investment decision, you should rely on the final documentation relating to the transaction and not the summary contained 
herein.

This document may not be reproduced or circulated without our 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 jurisdiction. Persons into whose possession this document may come are required to inform themselves 
of, and to observe, such restrictions. War, terrorism, economic uncertainty, trade disputes, public health crises (including the recent pandemic spread of the 
novel coronavirus) and related geopolitical events could lead to increased market volatility, disruption to US and world economies and markets and may have 
significant adverse effects on the fund and its investments. 

Environmental, social responsibility and corporate governance (ESG) related strategies seek to provide U.S. investors with access to assets that meet responsible 
investment criteria without sacrificing investment returns.  Although we strive to incorporate an ESG criterion, as one of many other criteria, in our investment 
analysis, DWS Investment Management Americas Inc. (DIMA) is a fiduciary and will act in the best interests of the client and investment account. Thus, DIMA's 
investment team will not sacrifice performance for ESG investments unless specifically required by a client's investment guidelines.

DWS developed an ESG engine, which is our proprietary software that aggregates data from multiple third-party commercial providers of ESG data, as well as 
data from several non-governmental organizations, to arrive at various ESG solutions (e.g., assignments of ratings to investment positions and sovereigns). The 
ESG engine is operated by DWS International GmbH, a German affiliate of DIMA, a U.S. registered investment adviser. DIMA's portfolio managers have access 
to ESG solutions produced by such German affiliate and may use such ESG solutions in managing client accounts.  Please see Part II of the adviser's Form ADV 
for additional information regarding ESG issues.

For investors in Bermuda
This is not an offering of securities or interests in any product. Such securities may be offered or sold in Bermuda only in compliance with the provisions of the 
Investment Business Act of 2003 of Bermuda which regulates the sale of securities in Bermuda. Additionally, non-Bermudian persons (including companies) 
may not carry on or engage in any trade or business in Bermuda unless such persons are permitted to do so under applicable Bermuda legislation.
 
The brand DWS represents DWS Group GmbH & Co. KGaA and any of its subsidiaries such as DWS Distributors, Inc., which offers investment products, or DWS 
Investment Management Americas, Inc. and RREEF America L.L.C., which offer advisory services.
 
© 2020 DWS Group GmbH & Co. KGaA. All rights reserved. I-079897-1 
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U.S. AND EUROPE: BASE CASE OUTLOOK 

• Our base case for both regions is predicated on stability 
in caseloads, preventing large-scale lockdowns until 
a comprehensive medical solution is found. We also 
expect strong central bank policy support to stay in place 
despite weak political will for additional fiscal stimulus. 

• Businesses and consumers also appear to have 
adapted to changes required to keep economies open, 
though we expect periods of localized shutdowns in the 
quarters ahead. In handicapping the path forward, the 
U.S. may be better positioned to help lead the global 
recovery in the developed world. 

• A major advantage is the coordination between the 
central bank and fiscal policy whereas the Eurozone’s 
nations conduct their own policy. Moreover, each nation 
will also need to reconcile its fiscal balance sheet heading 
into the recovery, while the U.S. Treasury and the U.S. 
Federal Reserve (Fed) can effectively print money to 
monetize the federal debt, though this may spur the 
ongoing inflation debate.

• For both the U.S. and Europe, the acceleration in 
headline growth doesn’t diminish the fact that the 
economy will remain below their pre-pandemic capacity 
for a few quarters. The outlook in the UK is even more 
challenged given looming Brexit uncertainty and heavy 
reliance on the service sector which continues to face 
COVID-19 related challenges. As such, we expect the UK 
to be a relative economic underperformer in 2021.

 
U.S. ELECTION IMPACT

• The wide variance in the stated policy objectives between 
the Republican and Democratic parties makes it tricky 
to prognosticate the impact on economic growth and 
commercial real estate performance though risk assets 
have tended to perform well with a divided government. 

• We should point out that elections have seldom had an 
immediate impact on the trajectory of economic growth. 
Instead, this tends to be governed by potential labor 
force and productivity. The most meaningful impact 
occurs through policy shifts, which can alter patterns 
of demand and consumption where we see significant 
differences between the two parties.

REDEFINING LIVE, WORK, AND PLAY

• For investors, the challenge is to decipher where 
behavioral change is structural or related to health 
and safety, with the latter potentially reversing when 
the pandemic fades. The range of outcomes are wide, 
making it likely that investors will take divergent views. 

 •  For example, an investment in CBD office may  
      be anathema to one investor but offer significant  
     opportunity for another. 

• Investor perception will also drive valuations and vary 
materially by market and property type. Therefore, our 
recommendation is to separate structural and cyclical 
shifts while defining investment strategies.  

 
TECHNOLOGY: FRIEND OR FOE?

• Technology has never before been such a formidable 
disrupter and source of growth in the knowledge-
based economy. As such, investors may need to adjust 
their grading rubric for markets, as many workers 
and employers begin to exhibit shifting geographical 
preference, and new growth emerges. 

• We believe that a holistic understanding of the changes 
that applied technology brings will be a critical lens 
in examining and ultimately identifying investment 
opportunities in the years to come.

 

There's no doubt 2020 has been an interesting and challenging year. As we look forward to 2021, we 
explore a number of key themes expected to play out that may impact commercial real estate and 
share some relative value tactical opportunities we believe may be of interest to real estate investors.
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GOODBYE CITIES, HELLO SUBURBS?

• Although the data on an exodus to the suburbs are 
not yet conclusive, it is worth keeping a watchful eye as 
millennials enter a new life stage, and preferences shift 
toward single-family home ownership. 

• In fact, the shift out of urban markets could be a temporary 
phenomenon and quickly revert should employers 
decide to pull their employees back to the office. In that 
sense, it is likely not the opening of the floodgates but 
rather an exploratory trial for many renters.

RETAIL: STRONG PRICE DISCOVERY MAY UNEARTH 
SELECTIVE OPPORTUNITIES

• A key challenge for existing brick-and-mortar retailers is 
their high-cost structure, particularly at a time when value 
and convenience are highly prized for health and safety. 

• E-commerce, already a beneficiary of structural tailwinds, 
has been a clear winner. However, given the tight 
margins for online retail, it is not yet clear if the current 
surge toward e-commerce represents a permanent shift 
or a temporary dynamic. Nevertheless, online shopping 
provides consumers a safe and convenient choice at 
reasonable value when it is needed most.

• Our focus remains on convenience and well-positioned 
grocery-anchored centers, with a decided focus on high-
quality credit, which has the potential to generate strong 
cash flows. Off-dollar retail is also a critical component 
of our consideration, particularly in the U.S. where such 
stores generate significant foot traffic. 

• On a more selective basis, power centers and lifestyle 
centers in both the U.S. and Europe could be viewed as 
effective tactical plays under the right pricing and tenancy 
scenarios. The underlying themes across our retail 
recommendations are squarely centered around value 
and quality from a consumer and tenant perspective.

 
OFFICE MARKET AT A CROSSROADS

• Yields on office properties have shown little signs of 
upward movement at this point, but this is also a function 
of significant net operating income (NOI) declines 
through the first half of the year paired with appraisal 
lags. This should true up as we enter 2021, however. 

• Discount rates remain extremely low as a result of 
the abnormal interest rate environment and the 
accommodative policy rates globally. As a result, we 
anticipate some retracing of cap rates but perhaps less 
than in past cycles. 

• Given the office sector’s cyclical nature, we remain 
watchful for a sudden upward shift in interest rates if 
they are not accompanied by an increase in economic 
growth.

Indraneel Karlekar, Ph.D. 
Senior Managing Director, Global Head of Research and Strategy, 
Principal Real Estate Investors

Investing involves risk, including possible loss of principal. Potential investors should be aware of the risks inherent in owning and investment in real estate, 
including value fluctuations, capital market pricing volatility, liquidity risks, leverage risks, credit risk, occupancy risk and legal risk. Expressions of opinion and 
predictions are accurate as of the date of this communication and are subject to change without notice. There is no assurance that such events or projections 
will occur and actual conditions may be significantly different than that shown here.

© 2020 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. Principal Real Estate Investors is a dedicated real estate investment management group 
within Principal Global Investors. Principal Global Investors leads global asset management at Principal®.

https://insuranceaum.com/wp-content/uploads/2020/12/2021-Inside-Real-Estate.pdf
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The securitized credit sectors offer pockets of relative value, 
particularly in areas that have not yet fully recovered from 
the selling pressure that swept financial markets at the onset 
of the coronavirus pandemic in March. Securitized credit, 
which includes commercial mortgage-backed securities 
(CMBS), non-agency residential mortgage-backed securities 
(RMBS), asset-backed securities (ABS), and collateralized 
loan obligations (CLOs), can also provide attractive 
diversification for a fixed income portfolio, including 
relatively low historical correlation1 with investment-grade 
corporate credit. Relying on the research of our team of 
credit analysts, we have been finding opportunities in all 
four segments of securitized credit.

CREDIT SPREADS STILL WIDE IN SOME AREAS 

Unlike investment-grade corporate bonds, where credit 
spreads2 have almost completely recovered from their 
dramatic widening in March, portions of securitized credit 
still trade at spreads that are meaningfully wider than 
where they started the year. For example, in late November, 
five-year senior ABS backed by rental car revenue traded 
at 225 basis points (bp)3 over the swap rate,4 which was 

Pockets of Value Still Exist in Securitized Credit 
Securitized sectors also provide useful diversification benefits.

Key Insights

• The securitized credit sectors offer pockets of relative value, particularly in areas that have not 
yet fully recovered from the selling pressure in March. 

• Securitized credit also provides diversification for a fixed income portfolio, including relatively 
low correlation with investment-grade corporate credit. 

• We are positioning our exposure in securitized credit in striving to benefit from an expected 
robust economic upturn in 2021.

still almost 125 bp wider than at the beginning of 2020.5 
Lower-quality (BB/B rated) credit risk transfer (CRT)6 RMBS 
traded at spreads almost 90 bp wider for the year. These 
relatively wide spreads demonstrate that potential areas 
of value still exist in securitized credit. In contrast, spreads 
on A rated corporate bonds were only about 10 bp wider 
than at the start of 2020, according to J.P. Morgan data.  

Historically, securitized credit returns have had a relatively 
low correlation with investment-grade corporate credit 
performance, so securitized credit has provided valuable 
diversifying characteristics for multi-sector portfolios 
that typically have large allocations to corporates. Given 
the heavy weighting of corporate bonds in aggregate 
benchmarks, many multi-sector portfolios usually are 
dominated by corporate credit risk. 

However, many low-correlation relationships between 
fixed income sectors broke down in March as market 
participants began to realize the broadly negative impact of 
the pandemic on economic growth. Liquidity disappeared, 
and leveraged market participants were forced to sell 
due to margin calls, leading to declines nearly across 
the board. Correlations between securitized credit and 

1 Correlation measures how one asset class, style, or individual group may be related to another. A perfect positive correlation means that the correlation
coefficient is exactly 1. This implies that as one security moves, either up or down, the other security moves in lockstep, in the same direction.
A perfect negative correlation means that two assets move in opposite directions, while a 0 correlation implies no relationship at all.
2 Credit spreads measure the additional yield that investors demand for holding a bond with credit risk over a similar-maturity, high-quality government security.
3 A basis point is 0.01 percentage points.
4 The swap rate is the fixed interest rate that one party in an interest rate swap demands in exchange for paying a floating rate to the other party over a set 
time period.
5 Data source: Bank of America.
6 Credit risk transfer (CRT) securities are a type of MBS issued by Fannie Mae and Freddie Mac but with the credit risk borne by private investors.



 Q4 2020 Insurance AUM Journal 60 insuranceaum.com

T. ROWE PRICE
Pockets of Value Still Exist in Securitized Credit (cont.) 10
investment-grade corporates have decreased since then, 
moving back toward their historical pattern, and we are 
confident that the attractive longer-term diversification 
properties of securitized credit remain intact.

SUPPORTIVE ENVIRONMENT FOR  
SECURITIZED CREDIT 

We are increasingly confident in a robust economic recovery 
in the second half of 2021, although the next few months 
will likely be challenging in terms of pandemic-related 
restrictions weighing on growth. The Federal Reserve is likely 
to remain extremely accommodative for the foreseeable 
future, especially under its new flexible inflation-targeting 
framework. This, effectively, will allow the central bank to 
keep rates at low levels even when inflation meaningfully 
increases above the 2% target. Under the Fed’s old policy 
framework, the central bank’s practice had been to raise 
rates in anticipation of future inflation solely due to a low 
unemployment rate. 

In addition, while the size of a stimulus package depends on 
various factors, including the final composition of Congress 
after the November election and Georgia’s January 2021 
Senate run-off elections, we see a high probability of some 
amount of additional fiscal support coming down the pike. 
We believe that this macroeconomic environment could be 
supportive for taking advantage of selective opportunities 
in securitized credit. In addition, we expect a relatively low 
level of new securitized credit supply in 2021, providing 
technical support for the sector. 

POSITIONING FOR EXPECTED  
MEDIUM-TERM UPTURN 

In light of this outlook for limited new securitized credit 
issuance next year, we are positioning our exposure in the 
sector in striving to benefit from the expected economic 
upturn well in advance because certain types of bonds 
could become difficult to source once the recovery begins in 
earnest. In general, we prefer single-asset/ single-borrower 
(SASB) CMBS rather than CMBS deals that are backed 
by a number of properties and borrowers, known as 
conduits. SASB bonds typically have high levels of credit 

enhancement— support from the cash flow structure of 
the deal—and are more straightforward to analyze than 
debt backed by large pools of loans.
In SASB deals, we favor bonds backed by high-quality 
leisure lodging assets because we believe that leisure 
travel will recover more quickly than business travel. We 
have been more cautious when investing in CMBS backed 
by certain types of retail properties, which are likely to 
experience continued pressure even when the economy 
recovers from the pandemic.

SOME HIGH-QUALITY CLOS ATTRACTIVE

We are also carefully analyzing high-quality (AAA rated) 
CLOs,7 which generally have held up well through 2020. 
The most attractive bonds in this segment have resilient 
structures and ample credit enhancement that should 
allow them to endure a prolonged slump in the economy 
without experiencing credit issues. These CLOs tend to 
have meaningfully higher yields than corporate bonds 
with similar credit quality, and high-quality CLOs have also 
generally held up better than corporates in risk-off periods 
beginning with the global financial crisis of 2008–2009. We 
rely heavily on our credit analysts to examine new CLO 
issues and the managers of the underlying collateral and 
to negotiate the terms of new deals. 

VALUE IN ABS BACKED BY AUTOMOBILE-RELATED 
COLLATERAL

In ABS, we have been finding opportunities in bonds 
backed by automobile-related collateral, including subprime 
vehicle loans and rental car revenue. Automobile rental 
ABS is an interesting segment that experienced severe 
spread widening at the onset of the pandemic as investors 
aggressively sold travel-related securities but then began to 
recover as the used-car market boomed and some travelers 
rented vehicles rather than travel by air. We also favor some 
whole business securitizations (WBS) from gyms and some 
restaurant chains that could benefit from an economic 
recovery. The collateral backing WBS is generally a first-priority 
interest in a company’s primary revenue-generating assets, 
often franchise fees and royalties.

SELECTIVE OPPORTUNITIES IN RMBS 

While we are not finding as many pockets of value in 
RMBS because the housing market has been one of the 
few bright spots in 2020, we have been selectively adding 

…we are confident that the attractive 
longer-term diversification properties 

of securitized credit remain intact.

7 Collateralized loan obligations (CLOs) are securitized portfolios of bank loans structured into slices, or tranches, of varying credit risk. An outside firm
manages the portfolio of loans.
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some lower-rated CRTs and bonds backed by nonqualified 
mortgages (loans that do not meet the criteria for purchase 
by Fannie Mae or Freddie Mac). We have also been using 
RMBS backed by prime jumbo loans (those that exceed 
the maximum principal size for purchase by Fannie Mae or 
Freddie Mac) and subordinated RMBS, in general, as a way 
to add yield. 

SIZE OF FISCAL PACKAGE COULD  
AFFECT RECOVERY 

The obvious risk to our positioning for a vigorous 
economic recovery in the second half of 2021 is that the 
expected contraction over the next few months is longer 
and deeper than expected. Delays or other problems with 
vaccine distribution could create this type of scenario. The 
size of the government’s fiscal relief package currently 
expected in December or early 2021 will also affect the 
strength of the recovery later next year, so we are closely 
monitoring political sentiment toward additional fiscal 
spending as Washington, D.C., transitions to the Biden 
administration. 

WHAT WE’RE WATCHING NEXT 

Once COVID-19 vaccines are widely 
distributed, we expect travel-related 
industries to rebound fairly quickly, with 
vacationers likely to return more quickly 
than business travelers. This outlook 
informs our exposure in various segments 
of securitized credit, including CMBS, 
where we are more confident in bonds 
backed by collateral related to leisure 
travel. The rate at which companies gain 
comfort in sending employees to business 
meetings will affect our positioning in debt 
backed by conference centers and other 
assets related to corporate travel.

Christopher Brown, CFA
Lead Portfolio Manager,  
Total Return Strategy

Susan Troll
Associate Portfolio Manager,
U.S. Taxable Fixed Income

Key Risks—The following risks are materially relevant to the strategy highlighted in this material: 
Debt securities could suffer an adverse change in financial condition due to ratings downgrade or default, which may affect the value of an investment. Fixed 
income securities are subject to credit risk, liquidity risk, call risk, and interest rate risk. As interest rates rise, bond prices generally fall. Mortgage-backed 
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