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Every time I teach economic policy, I use a simple analogy: 
Economic stimulus is like trying to light a campfire with moist 
firewood. Stimulus is a lighter liquid – used to keep the fire 
burning in the hope that the wood will dry out and burn by 
itself. In these terms, we have much lighter fluid out there, 
and it looks like the wood is fairly dry. Our cover symbolizes 
this concern: Is the economy ready to overheat and increase 
inflation significantly?
 
We recently moderated a webcast with the CFA Society of New 
York with Patrizio Urciuoli and Vlad Barbalat of Liberty Mutual, 
who said they were “out of consensus” positive. We did a 
podcast with Ruth Farrugia of MetLife Investment Management 
MIM, whose outlook was more cautious. It remains to be seen, 
but now we are seeing COVID-related bottlenecks and pent-up 
demand for building materials and cars, to name just two. Ruth 
thought that in the short term the Fed would probably accept 
an above target inflation rate that will settle back into a more 
normal range in the medium term. There are many insights 
and views expressed in our unprecedented 13 interviews this 
quarter! We hope you all like it.
 
We have launched a brand-new website again this year, 
the performance has increased and so has the content. I 
encourage you to search our site for a topic – there is a wide 
range of information specifically designed for insurance 
investment professionals.
 
The new website comes as we have gated all our content. 
You must register and confirm that you are qualified to view 
our articles, podcasts, and webcasts. Compliance is the 
overriding reason. Most of the content on our website is for 
institutional investors only. We have a responsibility to help 
our contributors meet the requirements of their respective 
companies. We greatly appreciate your understanding.
 
We have a record number of members, all contributing to 
industry-leading thought leadership, and we are blessed 
to serve this profession and be part of the community. We 
welcome your ideas for topics or information you would like 
to see. We appreciate our readers very much and thank you 
for your support.

Best regards,

Stewart

For more, visit insuranceaum.com/about

Editorial
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STEWART: Inflation is a double-edged 
sword for insurance companies. It 
causes the value of the liabilities to go 
up in the value of the bond portfolio 
to go down. So that is worthy of some 
discussion, and fortunately, we're here 
with a Michael Ashton of Enduring 
Investments. Mike, welcome.

MICHAEL: Hi, glad to be here.

STEWART: My name's Stewart Foley. 
This is the Insurance AUM Journal 
podcast. First question on the table, 
Mike, what is inflation? How do you 
define it?

MICHAEL: Well, we always seem to 
start with that, and you would think it 
would be a very easy answer. I think 
that what we're always told in school 
is that it's a generalized rise in prices, 
but some people like to think about 
it as a decline in the value of what 
your money will buy. So you can think 
about it as a weakening of the value of 
your currency or an increase in prices. 
Those are flip sides of the same thing.

STEWART: I am an opinionated 
human being, with regard to inflation, 
with nearly zero data. So get ready. 

MICHAEL: All right.

STEWART: There's going to be some 
screwball questions, so just wait. 

Interview

Guest Q&A

MICHAEL: I've heard them.

STEWART: Okay, fine. It's fine. You 
came on this thing voluntarily, so fair 
warning. So is there inflation today?

MICHAEL: Absolutely. And I think 
that anybody who goes out and goes 
to a restaurant these days, or buys a 
used car, or buys a refrigerator, you 
see prices going up. And of course, 
the question is, and here's where 
you get your first big dichotomy, big 
disagreement among people who 
watch inflation is, are those anecdotal 
price increases that are caused by 
COVID and went off and they're going 
to go away? Or is that inflation? And 
clearly we see those prices going up. 
And I don't think anybody disputes 
that they're going up. You can have a 
bunch of people who agree that those 
prices are going up and they disagree 
about whether or not there's inflation, 
because the question is, is there an 
underlying process that's causing that 
to happen? Or are these sort of one-
off anecdotes? The plural of anecdote 
is not data, they say.

STEWART: Okay, so here I go, here 
goes the wacky questions. Are you 
ready? I have a huge bone to pick in 
the way that inflation is calculated, 
because this is how I always explain 
it to my students. Baseball, batting 
average, in the '80s, a guy hit .300.  

In the '90s, a guy hit .300. Last week, 
a guy was hitting .300. I can compare 
those, but inflation, it changes how 
they calculate it over time, and yet 
they still compare it over time. Now 
there's this guy, I don't even know 
who it is, and I've got no ax to grind 
on this deal, at all.

There's a guy that runs something 
called ShadowStats. I don't know 
how many people follow this guy, 
but my username was Stewart. 
And he attempts to apply a 
1980s methodology, and a 1990s 
methodology to current levels and 
says, "Hey, it's not two percent, three 
percent, it's five percent, six percent. 
And if I do the '80s, it's nine percent, 
10%." Where are we missing? What 
is the reality of it? Because I know 
that this is your jam. This is what you 
do. You advise people for a living on 
inflation. So tell me what have I got 
right, and what do I got wrong?

MICHAEL: Sure. Well, let me start 
by pushing back a little bit on the 
baseball metaphor. It's actually a very 
good metaphor here, because .300, 
20 years ago, isn't the same as .300 
today. The rules of baseball do change. 
And so, whether juicing is allowed, 
it changes, or whether it's caught, 
it changes. And so, what Babe Ruth 
faced is different from what Albert 
Pujols faced. I mean, it is a different 

Meet Michael Ashton  
– The Inflation Guy
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game. Now, maybe it changes more 
slowly than the definition of inflation, 
than of our consumption basket, but 
it does change. And so, you really can't 
compare old era baseball players with 
new era baseball players. And it's sort 
of similar, what you consume over 
time does change, especially over 
long periods of time, so you need to 
change the consumption basket. And 
furthermore, you're trying to capture 
changes in the cost of a standard, an 
unchanging cost of living. So where 
you're not actually improving your lot.

STEWART: Okay. So let me just... I'm 
with you because people have stopped 
buying sorghum, generally. And in my 
mind, and I'm not a baseball guy at all, 
I'm a race car guy, but Albert Pujols, 
since you brought it up, will always be 
a St. Louis Cardinal, to me. I may be 
wrong. I may be wrong, but to me, I 
see that guy in a Cardinal uniform.

MICHAEL: I do too. Look, we're 
going to go off the rails here. I mean, 
this is not where we thought this 
conversation was going to go. But let's 
go back to the ShadowStats guy and 
some of the claims. And I don't know 
how many people follow him, but I 
hear that all the time, and I spend a lot 
of time debunking what he has to say. 
And his claim is that the methodology 
that the BLS follows has changed so 
dramatically over time, that there 
are these massive differences in 
measured inflation. And so, inflation 
is really, three or four percent higher 
now, and has been since the early '80s, 
if we'd had a constant measurement.

Well, the first thing is he's kind of 
wrong. So the main thing that changed 
in the early 1980s is that we moved 
to a rental equivalence method of 
accounting for housing inflation. 
We separated the value of a house, 
really kind of notionally, into an asset 
value and a service value. You live in a 
house, you own an asset, but you also 
own the housing services.

STEWART: Yeah. There's a debt 
service and it's akin to renting, right?

MICHAEL: Right.

STEWART: It just depends on where 
the check is deposited.

MICHAEL: Well, that's right. Except 
that in renting, you don't own the asset 
value. But in both cases, they're clearly 
substitutes and they move together. 
So the bigger picture problem is, that 
if you do divorce those two things and 
you say, "Okay, well, we're just going to 
add three percent to inflation, that's 
the real level of inflation." It simply 
doesn't work over a long period of 
time. And I think one of the most 
compelling arguments about why 
ShadowStats can't possibly be right, 
is given by compounding. And I love 
this audience because this audience 
would totally get this argument.

If the claim is, we sort of know, we 
have a good visceral feel for what 
wages have done since the early '80s. 
I mean, if I say that the wages have 
roughly tripled, you'd think back to 
what people were getting coming out 
of college in the early 1980s, and what 
they're getting coming out of college 
now, and you'd go, "Yeah, that doesn't 
sound wildly off." And so you know it's 
not 10 times. You know it's not half. 

STEWART: That's a pretty good 
number. I actually sit on the Risk 
Management and Insurance Board 
at University of Missouri, which is 
an emerging risk management and 
insurance school. And the Dean of the 
business school, I believe it was the 
Dean, said, "The average outbound 
salary of a graduate is 53600." When 
I was at Lake Forest College, that 
number's not very far off. And when 
I started at the fed in December of 
'06, yeah, right, '86, thanks, I was 22 
grand. So when you do that math, 
that's about right. I mean, it's about, 
it's a little less, but in my case, but I 
was maybe underperforming, so that 
sounds like the right number.

MICHAEL: Well, that's right. So you've 
got an available heuristic for getting 
that general idea. And the BLS says 
that the cost of living over the same 
time frame has done roughly the 
same thing, it's roughly tripled. And 
so, the person coming out of college 
now has a lifestyle that's not terribly 
dissimilar to the kid who was coming 
out of college back then. It's somewhat 
different, but it's vaguely close.

Now if, instead of compounding two 
and a half percent per annum, which 
has been the average over that time 
period, that 40 year timeframe, if, 
instead, it's at two and a half, you 
compound six and a half, you get a 
dramatically different number.

STEWART: Right, yeah.

MICHAEL: Right? And it is something 
we would not fail to notice, a new 
graduate coming out, instead of having 
one roommate would have to have 10 
roommates, instead of two people 
going in to share a car, you'd have to 
have 20 people going in to share a car. 
You can't not notice those things. And 
so, while the calculation clearly has 
some problems, measuring medical 
care is a really hard thing to do.

STEWART: Tough one. And the 
insurance companies are massively 
exposed to it, many depending upon 
the line, but massively exposed to that.

MICHAEL: Yes.

STEWART: I mean, work comp 
carriers have a hell of a time with that. 
I mean, obviously health insurance, 
but comp carriers, long tail lines of 
business, and medical inflation has 
historically been substantially higher 
than core inflation, right?

MICHAEL: Absolutely. Absolutely. 
And by the way, what does a constant 
standard of living mean when you 
talk about medical care? I mean, we 
don't even have the same treatments 
now that we did 30 years ago, so it's 
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a very hard thing to measure. So 
the BLS has issues measuring those 
things, and so it may be off. It may 
be a little high, a little low, people 
debate that, but if it was wildly off like 
the ShadowStats guy claims, we just 
couldn't possibly miss it.

And there are other competing price 
statistics. There's one called PriceStats, 
actually, that used to be called the 
Billion Prices Project out of MIT, where 
they basically go and create their own 
price index by scraping all these prices 
from the web. And they get an answer 
that's very close to what the BLS says. 
So I think that the BLS might be off, but 
they're not crazy off. Now, we can talk 
about the individual components and 
what happens, but overall they seem 
to get the broad answer close to right.

STEWART: So, man, I got questions 
whirling around.

MICHAEL: I know. 

STEWART: And I'm going to derail 
us. I'm going to screw it up. I'm just 
telling you. I used to work for a guy 
named Bill Rotatori at NEAM, and he 
always said, "Core inflation's great, as 
long as you don't eat or drive." So we 
can debate that later. The other one 
I've always heard is, "Oh, if you think 
inflation is two and a half percent, 
then go ahead and eat your iPad," 
because the technology component 
pulls it down. 

MICHAEL: You got to make 
adjustments.

STEWART: And there's arguments 
about, it's better for the government 
if the COLA's low, blah, blah." 

And just to kind of make the audience 
aware, when you say BLS, that's the 
Bureau of Labor Statistics, right?

MICHAEL: Yes. Right, sorry about that.

STEWART: No, not at all. And you can 
go out there on their site and you can 
look at all the ways that they do what 
they do. So keep me on track here, 
because I'm a lunatic about this, is 
inflation something to be concerned 
about right now?

MICHAEL: We're getting back to the 
question of the inflation process. So 
again, we all sort of agree that you can 
go and you can see used car prices are 
higher. You can go and see restaurant 
prices are higher. Is that inflation? Is 
that what we have to worry about? Or 
are these one-off anecdotes? And that 
is the state of the debate right now.

But the funny thing is, we've just 
sort of forgotten, it's been a quarter 
century since we've seen any inflation 
and we've forgotten what it looks like. 
You think of inflation as being this 
steady thing that affects all prices, but 
that's not the way prices change. The 
guy doesn't charge you an extra nickel 
for the burger every week, it stays the 
same and then it jumps. And each of 
those jumps is an anecdote, and that 
does aggregate into data.

So the analogy I like to use is 
microwave popping corn. If you put 
a bag of microwave popping corn 
in the microwave, and you set the 
microwave going, after a couple of 
seconds, you'll hear a pop. Well, 
that's an anecdote. That kernel and 
only that kernel popped, and there's 
specific physics that cause that kernel 
to pop. And you wait another couple 
seconds and another kernel pops, 
that's also an anecdote. You wait a 
little longer and more and more of 
these anecdotes start to happen. And 
eventually, you open up the door and 
the bag is full.

Well, that's what inflation is, it's a series 
of anecdotes. Each price change is a 
supply and demand intersection and 
something is changing. It's just, how 
quickly are these anecdotes, what's 

the underlying process here? And are 
those anecdotes happening more 
frequently? And I think that there's 
some evidence that the microwave 
is getting hotter and that's one of the 
reasons we're getting more of those 
anecdotes.

I do think, by the way, that we're 
changing something that has been 
an anchor for a long time. And I've 
only recently sort of noticed this, but 
in some of the folks that I advise, for 
example, financial companies, but 
industrial concerns in particular, they 
used to have this attitude that they 
could not raise prices. That if their 
costs went up, they'd try to absorb 
the margin compression as long as 
they could, because they believed if 
they raised prices, everyone would go 
away. I go to a restaurant that printed 
up menus five years ago that had 
hard-coded the prices in there, and 
the prices have never changed. And 
during the pandemic, they put little 
stickies and covered up all the prices 
and put new prices there.

But what happened was, all of these 
people, all these suppliers, all these 
vendors, believed that if they raised 
prices, they would lose all their 
business. And now what they've 
discovered is, you can raise prices 
and people will still buy your product, 
and that's shocking to a lot of them. 
And so everyone keeps telling me 
that restaurant prices are going to 
go back down, when the pandemic 
is over, and I don't know why they 
would. Everyone who walks into the 
restaurant has a government check. 
They got more money in their pocket. 
They're clearly paying higher prices. 
Why would you lower prices again? 
You're doing just fine.

So we're training people, we've 
conditioned people over the prior 
quarter century to not raise prices. 
And now, we've reminded them 
that as business owners, preserving 
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margin, you can raise prices, even in a 
competitive industry and maintain your 
margins. And that's the unanchoring 
of inflation expectations that the fed 
worries about. And I think it's really 
changing. And once it changes, it's 
very hard to change it back.

STEWART:  Some anecdotal stuff, 
there are shortages in semiconductor 
chips, there are shortages in shipping 
containers, and on top of that, we 
managed to wedge a gigantic ship in 
the Suez Canal forever, which sent 
shipping rates through the roof. I tend 
to look at car prices and I noticed that 
the price of a particular truck, the 
used prices are so strong that people 
are asking nearly new prices for 
trucks that have been... they're a year 
old, they got miles on them, whatever. 
Now, the Bureau of Labor Statistics 
makes adjustments, although we've 
never seen a global pandemic like 
this, so do we get a bump, and then 
everybody goes, "Well, it's because of 
COVID"? Or does BLS try and smooth 
that in some manner? How do you see 
them dealing with this, what I think is 
going to be temporary?

MICHAEL: The BLS has a handbook 
of methods that tells them how to 
do this stuff. And they're really anal 
about sticking to those methods. I 
asked them recently... So one of the 
things that when they collect rents, 
which right now their measured rent 
is too low, because of the way they 
collect it. When they go around and 
they ask a landlord, "What's the rent 
on this unit? What proportion of the 
rent have you collected?" And then, 
if it's not a 100%, "What percent do 
you expect to eventually collect?" 
And if you're not sure, then you get a 
lower number. And if they don't think 
they're ever going to collect the rent, 
then it's a zero for that unit, even if 
there's somebody living there.

So I asked the BLS, and so there's 
this rent moratorium, this eviction 
moratorium that has caused land-
lords to not collect as much rent. 

And so those measured rent inflation 
numbers are lower than the asking 
rent numbers by quite a bit. And the 
BLS says, it's reasonable, they say, 
"Well, look, if the guy doesn't pay rent, 
that lowers his cost of living." And 
they're correct, it is definitely lowering 
the average cost of living that people 
aren't paying as much rent. But here's 
the question I asked, I said, "Okay, well, 
let's suppose that the government 
declared a rent holiday and said, 
'Nobody has to pay rent next month.' 
What would you do?" And the answer 
was, and this is the actual answer 
back from the BLS, "If nobody paid 
rent, that component of the CPI would 
go to zero…minus 100%."

Well, not quite, they never put a zero 
in, because it causes problems with 
the math, but minus 99%. And that's 
40% of the CPI, so that month you 
would have an insane year on year 
change. And when it came back, 
presumably you'd have a bounce. But 
that's what their method says. And so 
they occasionally intercede and make 
changes, but they tend to be very 
small. So the answer is, there may be 
an effect in the seasonal adjustment, 
the way that they do it, but they're 
not adjusting used car prices down  
because it's a one-off effect. They 
don't make judgements like that.

STEWART: So COVID happened, I 
mean, really hit hard a year ago-ish, 
the Fed dumps liquidity in, just dumps 
it in. And then there's this round 
of stimulus checks. Most recently, 
there's a trillion nine, which is a 
staggering number of stimulus. This is 
not a political statement. It's just a lot.

MICHAEL: An actual statement.

STEWART: It’s just true. Then what 
I keep hearing from people is that 
there's a lot of pent up demand for 
people to go out to do anything, 
concert, movie restaurants, whatever, 
family vacation, and that there's pent 
up demand. And the question I guess 
I have is, what impact... I mean, I think 

the bond market is telling you, "Hey, 
we expect inflation and not a little bit." 
When you've seen the long bond go 
from well below a 100 basis points to 
backing up dramatically. And forget 
about the nominal number of basis 
points, look at it in percentage terms. 
Those yields have more than doubled. 
I mean, the lower the inflation rate, 
the longer duration, when you get that 
backup in rates, you've got a huge... 
If one percent on an eight duration 
bond is a decline of eight percent-
ish on the price. So, I mean, are you 
worried about the amount of fuel that 
is in the market today, dry powder or 
what, however you want to phrase it?

MICHAEL: The actual inflation 
debate is a super long discussion. 
So the question of monetary velocity, 
how fast are people spending those 
dollars? Why is it so depressed? And 
part of the answer to that is, that 
there's a precautionary demand 
for money when you're afraid, you 
save, and when things go back to 
normal, you spend. And so there 
are a bunch of those things that are 
moving in amounts that we've just 
never seen. We've had a 26% rise in 
the M2 money supply. That's literally 
unprecedented. I mean, maybe in 
the California Gold Rush, you saw 
something like that. But we literally 
have never seen anything like that.

And you've got spastic fiscal policy, 
again, something we've never seen. 
So regardless of whether you think 
that it's going to lead to inflation or 
deflation, because we have too much 
debt, and there's a lot of debate 
going on, what I think it means for 
investors, and especially insurance 
companies, is that you're going to 
have a lot of inflation volatility. You're 
going to have volatility in all of these 
metrics that we've gotten used to a 
placid investing environment for. And 
so the level of volatility of the data 
and probably the volatility of market 
instruments is almost certainly going 
to go up, and we have a great increase 
in the probability of a long tail event.
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So let's bring it into the P&C world. 
And it's like, there are certain times a 
year that a hurricane is more likely. A 
hurricane can hit in January, it's very, 
very unlikely, but there's nothing that 
stops it from happening. But we are 
in an environment, and for a long 
time, we've been in this low inflation 
environment, very placid inflation 
environment. And some of that was 
luck, but some of it was policy. But 
now we're moving into the summer 
months for hurricanes. And so that 
doesn't mean you're going to get hit by 
a hurricane, but the potential for a big 
long tail outcome is much higher than 
it has been in a very, very long time.

STEWART: So how are insurance 
companies exposed to inflation?

MICHAEL: Well, I think you said early 
on, you're exposed on both sides. 
On the asset side, the assets that 
a typical insurance company owns 
are like everyone else in the world, 
stocks and bonds, that tend to move 
in opposite directions when growth 
changes. High growth is good for 
stocks, bad for bonds and vice versa. 
And so, you get this diversification 
effect, and it's a wonderful thing. But 
they tend to move together when 
inflation factor rears its ugly head. 
And so you end up getting correlated 
assets going in the wrong direction, 
when you have inflation going up. So 
that's sort of on the asset side where 
you've got the exposure.

And then on the liability side, obviously, 
there are lots of long-term lines. You 
don't worry too much about auto, 
any policy you're going to rerate 
every couple of years isn't a big issue. 
Inflation isn't really the question of 
what happens to building materials 
when the hurricane hits. That's not 
really an inflation issue, per se. But the 
long tail lines, like worker's comp, med 
mal, long-term care.

STEWART: Yeah. long-term care, for 
sure.

MICHAEL: Long-term care is a classic 
one. And what happens in that 
market is always sort of interesting, 
since so much of it is inflation. You'll 
see periods where basically no one's 
offering long-term care, because 
everyone's sort of full on the risk. 
That's really part of the issue here is 
that, if all of your lines have some sort 
of inflation risk in them, then you don't 
really have the ability to stop offering 
any sort of P&C, because you've got 
full on the risk.

STEWART: I think too, the other thing, 
and I used to work for a monoline 
workers' comp carrier and the pricing 
of that product has an inflation 
component in it, either explicit or 
implicit, it's got to be in there. And 
the thing that's tough about comp, if 
you get the pricing wrong, it's going to 
hurt for a long time. It's not like you're 
going to be at a 102 for a minute, 
you're going to be at a 104, then 
you're at a 108, then you're at a 114. 
And it's like, man, you not only do you 
not want any more of it, and if you're 
a monoline carrier, you got to keep 
writing business, right?

MICHAEL: Yep.

STEWART: There's no doubt about it. 
And the other thing that's kind of odd 
about where rates are, is the faster 
that the insurance company writes 
business, the more exacerbated the 
problem is, as they keep plowing 
money in, at low rates. And the risk 
of a fixed income security is greater 
when the coupon, when the current 
yield, is lower. It's just not the same. 
The volatility isn't the same, which is 
one of the measures of risk in finance. 
I mean, it just is. So the big question, I 
guess, is what do you do about it?

MICHAEL: Sure.

STEWART: There's not, at least not 
that I'm aware of, a silver bullet hedge 
on inflation. So what can insurers do?

MICHAEL: Sure. It's interesting. 
The inflation looks a lot like the sort 
of risk that we would reinsure in 
other contexts. So going back to 
the hurricane, so you've got a low 
probability, long tail event and you 
can't really diversify your way to a 
good outcome. And if you price your 
worker's comp appropriately, it still 
doesn't mean that you don't have that 
long tail. I mean, it's not floating with 
inflation. And one of the answers, one 
of the long-term answers is that if we 
redefine the reinsurance treaty in real 
sort of adjusted terms, and separate 
out that long tail financial risk, which is 
inflation, from the long tail, insurance 
risk, then you can get a lower price 
from the reinsurer.

If we were able to take a healthcare, 
medical care claims, and discount 
them by some medical cost index 
and reinsure that piece, and then 
separately hedge the medical care 
cost index, that's sort of the holy 
grail, you'll be able to get a lower 
price on the reinsurance for the 
true property casualty risk. And then 
you're left with this financial risk that 
we can do something that looks like 
reinsurance on.

Now, what does that look like? And 
right now you would have to do some 
sort of structured finance thing, rather 
than define the treaty a different way. 
But what looks like reinsurance in the 
financial world? And the answer is an 
option. We don't have... The market 
for inflation options is horrible. It's 
illiquid. It's a difficult market. There 
aren't a whole lot of dealers who 
do very much of it and they do caps 
rather than swaptions and so on.

But you can do synthetic things. So 
you can do a synthetic inflation option 
in a structured finance type approach, 
get much better capital treatment for 
it, and essentially, you've reinsured a 
financial risk in a reasonably low cost 
way, or at least, or for that matter, if 
it's a particular basis, inflation basis, 
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you're interested in, it's medical care 
costs, as opposed to headline, there 
is no medical care TIPS out there. But 
TIPS have medical care inflation in 
them, because it all aggregates up to 
headline inflation. And so in principle, 
and I've worked with folks on this 
solution in the past, you can take TIPS 
and put them in a trust and tranche 
out the medical care portion of it, and 
pay that out as a coupon.

STEWART: It's interesting though, 
because I mean, insurance companies, 
at least in my experience, those 
hedges cost money, which effectively, 
they eat. They eat you. I mean, so we 
were on with Mitch He at Chesapeake 
Insurance, and they're a comp carrier. 
And he said, "Yeah, we bought biotech 
stocks as a hedge on medical inflation." 
And it worked, they were very happy 
with it. But there's a lot of basis risk in 
there, right?

MICHAEL: Right.

STEWART: There's no silver bullet. 
I mean, and to your point about the 
options market, the inflation options 
market being terrible, I suspect that 
everybody wants to be on the same 
side of the trade. That doesn't make 
a market.

MICHAEL: Well, that's actually the 
real problem with the inflation 
options market is, is the dealers 
end up having to sell all the vol, 
and just like an insurance company, 
eventually, you sold all the volatility, 
you sold all the options you want to 
sell, and there's no way for the dealer 
to reinsure that risk.

STEWART: Right. Absolutely.

MICHAEL: So that's what happens, 
they offer that... And by the way, 
then they get picked off by the hedge 
funds, because the dealers don't 
price it right, and then they decide 
they never want to do it again. So 
all sorts of issues with that. And by 
the way, that's one of the reasons 

that inflation options, why the hedge 
costs so much as opposed to doing 
it yourself synthetically, and actually 
paying realized volatility as opposed 
to implied volatility.

But go back to that biotech example, 
one of the things that you could do 
that would improve that hedge is, 
again, you take that, put it in a trust, 
and that trust pays out two coupons. 
One coupon is the actual medical 
care index that you're interested in. 
And the other pays the total return 
of those stocks minus the medical 
care index. So you get sort of the real 
biotech equity exposure, and maybe 
you can lever it and do something 
clever on the other side.

So the interesting thing about medical 
care inflation in TIPS, and I think that 
this went back a number of years, 
I worked with Bob Shiller and his 
company when I was on Wall Street 
at a firm called Natixis. And we went 
around working on a security that 
you could trade medical care inflation 
through, and you could trade on the 
New York Stock Exchange. I'm not 
going into a lot of detail, but one of 
the things we had to go figure out 
was, who was going to be the other 
side? Who was going to be the seller 
of medical care inflation?

And the answer turned out to be that 
there are big portfolios of TIPS out 
there where there may be a big asset 
manager that owns $50 billion worth 
of TIPS. Well, that means they've got 
billions of dollars of exposure to 
medical care inflation and at the right 
price, they'll underweight that and 
pay you medical care inflation. And so 
there is another side, we just have to 
dis-aggregate these risks that are all 
bundled up in TIPS. And that's where 
the market will eventually go, but right 
now you've got to do it in a structured 
finance kind of way.

STEWART: Man, I love this. I love this. 
I got to have you back on. We're like 
way over time. And I got a 1,000 more 

questions. I am thrilled to have you on. 
I just think it's really interesting. I can't 
thank you enough for your expertise. 
And I mean, this is your jam.

MICHAEL: They call me the inflation 
nerd.

STEWART: But I mean, you advise 
companies, you advise insurance 
companies as well?

MICHAEL: Yes. Well, look, I mean, 
we'll talk to anybody who'll let us 
talk about inflation. We think about 
ourselves as inflation plumbers. If 
you've got a little minor leak... If you 
have something generally wrong 
with your house, maybe you call the 
handyman. But when you have a leak 
and it's coming through your ceiling, 
you call the plumber. And so we talk 
to people who have inflation leaks and 
need a diagnosis and a solution. And 
sometimes we explain the solution 
to them, and sometimes we provide 
the solution, or we'll work with them 
to find the solution. So think about 
us as inflation plumbers, and that's 
probably close to the best thing. And 
again, sometimes it's a conversation 
and other times it's a product.

STEWART: All right. So this is the 
portion of the program called, ask me 
anything, and you're not prepared for 
this in any way.

MICHAEL: Oh, I thought I was going 
to ask you anything.

STEWART: No, no, no. We can talk 
about that... That'll be our next 
podcast, because our audience 
could care less about me. So it's your 
graduation day of undergraduate 
education, regardless of what may 
have happened the evening before, 
whatever the festivities may have 
been, you are looking bright-eyed and 
bushy-tailed in your cap and gown. 
You're waiting, waiting, but Ashton 
starts with an A, so you're up pretty 
early, and you go up the stairs, you 
wait, there's a person that's waiting, 
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then they read your name, you go 
blazing across the stage. The crowd 
goes bananas. You get your diploma. 
There's a quick handshake, and a 
quick photo op and down the stairs 
you go. At the bottom of the stairs, 
you run into Mike Ashton today, what 
do you tell your 21 year old self?

MICHAEL: Oh, my goodness. Boy, 
that was a long lead-up. I had no 
idea where you were going. I thought 
you were going to ask why they're 
cheering, which would be a good 
question. What I would tell the 22 year 
old Ashton is, what the 22 year old 
Ashton already had learned in driver's 
ed, but didn't understand the context 
that it applies to lots of other contexts, 
and that is "aim high in steering".

One of the things they teach you when 
you're driving is don't try to micro 
adjust as you're going around a curve 
or going straight, aim at the horizon 
and make infrequent adjustments 
to get to that horizon. I would say 
the same thing applies in life, begin 
with the end in mind. Think about 
where you're going to be in five years 
or 10 years and aim for it. And don't 
get too worried about all the little 
microgyrations that happen, because 
most of them don't matter. And when 
I get upset, occasionally, these days 
at something that's happening in my 
business or whatever, I sit down and I 
think to myself, in 10 years, am I going 
to care about what just happened? And 
the answer is almost always, no. And 
that calms me down. Focus on what's 
actually going on, aim high in steering. 
That's what I would tell myself.

About Michael Ashton

Mr. Ashton is a pioneer in the U.S. inflation derivatives market. Prior to founding Enduring Investments, Mr. Ashton worked in research, sales and trading for 
several large investment banks including Bankers Trust, Barclays Capital, and J.P. Morgan. Since 2003, when he traded the first interbank U.S. CPI swaps, and 2004 
when he was the lead market maker for the CME’s CPI Futures contract, he has played an integral role in developing new instruments and methods for accessing 
and hedging various inflation exposures. In 2016, Mr. Ashton published What’s Wrong With Money? The Biggest Bubble of All. He is a graduate of Trinity University 
and lives in Morristown, New Jersey.

STEWART: Very, very good advice. 
Mike Ashton, Managing Principal at 
Enduring Investments, thanks for 
being on.

MICHAEL: Thank you.

STEWART: It's great to have 
you. Thanks for listening. If you 
like us, please like us on all the 
major platforms. Follow us, we 
appreciate that. If you have ideas 
for podcasts, please email us at 
podcast@insuranceaum.com. My 
name is Stewart Foley, and this is The 
Insurance AUM Journal podcast.

mailto:podcast%40insuranceaum.com?subject=Insurance%20AUM%20Journal%20
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STEWART: This is The Insurance AUM 
Journal Podcast. We are standing 
with you at the corner of insurance 
and asset management. My name is 
Stewart Foley. And today, Joe Eppers 
is in the house, CIO of Selective 
Insurance. Welcome, Joe.

JOE: Thanks, Stewart. It's great to be 
here and it's great to be in the house, 
and presumably on the hot seat.

STEWART: Oh, I love it, man. Today, 
we have a guest that doesn't talk to a 
whole lot of people, doesn't do a lot of 
interviews, so we're very glad to have 
you on, Joe and we appreciate Rich 
Coffman for getting us together.

JOE: Yeah. Well, it's great to be here. 
I've been pretty shy over the years, 
but look, I really enjoy your periodical. 
Of course, I have a lot of respect for 
Rich, and so I thought I would join.

STEWART: That's good stuff. We 
appreciate that. So what is the 
toughest part about being in a CIO's 
chair today for an insurance company?

JOE: Yeah. You start with a hard 
question. So I think everything is 
really tough right now because when 
I look at the investment landscape, 
and the low yields, and what that's 
doing to ROEs across our industry, 
it's challenging. Our job is to try and 
be creative and find ways to mitigate 
some of that lower yield, and do it 
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in thoughtful ways where we're not 
opening ourselves up to risk that 
we don't want to take. So I think it's 
probably the most challenging period 
in my career in the insurance space. 
We're trying to be careful. We're trying 
to tread lightly and do what we can.

STEWART: So with the markets today, 
and I look at this, I see the same thing 
you do, right? Is there anywhere 
that you see what I would refer to as 
measurable value?

JOE:  I think it depends on how you 
define value, what you're measuring 
value relative to. So when we think 
about value, we think about it relative 
to traditional core fixed income, which 
is probably like many insurers. That's 
our primary asset class where most 
of our assets are. So there are some 
things that are attractive relative 
to traditional core fixed income. In 
particular, as I think about three ways 
in which we can add income or take on 
risk, one is through duration, the other 
is credit, and the third lever is liquidity.

I think that's the area that we're the 
most keen to exploit over the course 
of time, which we've been doing for the 
last couple of years or so, but continuing 
that theme of taking more liquidity risk 
because the public markets are just 
so tight in terms of credit spreads and 
yields that you're not getting paid that 
much or compensated for duration or 
credit risk.

So where we can take liquidity risk in 
areas of the market, like corporates or 
commercial mortgage loans, or even 
in alternatives, those are the areas 
that we're looking to exploit.

STEWART: In that answer, you said 
traditional fixed income, right? So 
you and I have been in this business 
long enough to know that wasn't that 
many years ago that an investment 
grade core bond portfolio was 
the predominant asset class, an 
overwhelming majority asset class 
and largely driven by regulation, 
capital charges of those assets, the 
entire regulatory regime, that's really 
focused on default risk, right? That's 
really the core of it.

JOE: Right.

STEWART: If that regulatory regime 
were different or how big of a shift, 
do you think there is... Or is there 
a shift away from traditional core 
bonds? I know we've seen it. What's 
the regulatory environments impact 
on that decision?

JOE: I think it certainly weighs in the 
calculus of determining how much 
risk you want to take and where you 
want to take it. It's certainly something 
we're aware of. As a P&C insurance 
company, we do look at capital. We 
do look at the regulatory environment 
and regime. We care about RBC, but 
we try not to let it get too much in 
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the way of how we make decisions. 
A perfect example is, as I said earlier 
about taking liquidity risk, that its not 
really factored into the regulatory 
regime other than in alternatives.

So if I can own a private credit or a 
private investment grade placement 
bond at a similar duration as a public 
bond, and pick up 50 basis points in 
additional yield or spread, that's really 
attractive whether you're thinking 
about it from a regulatory framework or 
just from a pure economic standpoint.

And that private bond is actually even 
more attractive on a fundamental 
basis if you consider that you're getting 
covenants, you're getting structure 
in many cases, and you're getting 
compensated for that illiquidity risk. 
So I think most insurance companies 
are starting to think differently and 
look at their portfolio differently, not 
so much because of what's going on 
with the regulatory side, but more 
about the opportunity set.

I also believe that liquidity is something 
that we as an industry have probably 
overvalued for quite some time. If 
you need liquidity as an insurance 
company, you probably have a bigger 
problem. And when you do need 
liquidity, it's typically not there. So as 
an example, last year at this time, if 
one needed liquidity to de-risk their 
portfolio or to meet operating needs, 
you were going to pay a heavy price 
for that.

So I think people are starting to come 
around to the conclusion of, "Hey, I 
can take more liquidity risk, whether 
that's in privates or in alternatives or 
other areas of the market, and get 
paid appropriately for that illiquidity 
risk." As a result, I don't need to own 
as much traditional, down the fairway, 
core fixed income, which is typically 
high-grade corporates, high-grade 
municipals, and cards and autos 
within structure product.

STEWART: It's a really good point. I 
think when you start talking about 
risk mitigation and when you do 
see market dislocations, it's like, do 
those traditional ways of looking at 
risk mitigation work, right? Or does 
it desert you at the time you need 
it most? It's interesting, we're talking 
about duration risk, credit risk, and 
liquidity risk, but there's of course a 
whole myriad of other ways of looking 
at risk. Is there anything that you 
think is particularly mispriced one 
way or the other?

JOE: It feels like everything is mispriced, 
just given where risk-free rates are at. 
So if you discount any cashflow based 
on today's risk-free rates, everything 
feels quite expensive as a result. Over 
the next couple of years, I think we're 
going to be in this low return, low risk-
free environment. And that's primarily 
a result of the Fed's efforts and fiscal 
deficits. I think if I had to look out 
over the next year or two, I'm not too 
worried about risk, but where I get 
more concerned is beyond the next 
couple or three years, and trying to 
figure out how does this environment 
that we're in come to an end or evolve, 
and trying to understand how the Fed 
extricates themselves.

We saw in 2018, the Fed really 
struggled with that. And we saw what 
happened to risk markets. I fear that 
we may have a similar problem in the 
next few years when the Fed begins 
talking about tapering or tightening, 
and their messaging begins to 
change. So I worry more about that 
period of time. 

STEWART: You make a really good 
point that in 2018, at the end of it, 
even though the Fed telegraphed 
their move repeatedly. It sure didn't 
help the market from getting the 
shakes after the actual event.

JOE: That's right. It's like a vicious cycle, 
right? The Fed eases, and everybody 
puts risk on. The Fed begins to signal 
tightening, so people get nervous. 

The Fed begins tightening, and then 
people begin to take risk off, which 
causes problems in the economy. 
The Fed then has to either pause or 
re-stimulate. I feel like the Fed is in a 
corner, and it’s going to be really hard 
to get out of it longer term.

STEWART: So when you see a backup 
in a ten-year note like we've seen, a 
pretty aggressive backup, particularly 
in relative terms in particular when 
you go from 80 basis points back to 
a 150 basis points or whatever it was. 
Is that a head fake in your mind or 
do you think rates trend higher from 
here or are we going back where we 
were in terms of the lows?

JOE: I wish I knew.

STEWART: Me too. I'd stopped doing 
podcasts and just trade the 10-year 
note futures. It'd be perfect.

JOE: In all seriousness, I really don't 
have a strong view either way. I read 
the arguments on both sides of the 
coming wave of inflation and as a 
result, higher interest rates. Then 
I read the other argument, which 
is around these secular forces that 
have been at work for the last 30 
years to keep interest rates low. 
And I think both sides make strong 
arguments. So I don't know. Honestly, 
though, I'm cheering for higher rates. 
I think we need that as an industry. 
Whether it's the insurance industry 
or the pension world, higher interest 
rates, as long as they get there in a 
slow and gradual way, are going to be 
good for us, but I have no idea what 
the future's going to look like for the 
direction or level of rates.

STEWART: There's been some pretty 
big transactions recently where folks 
are selling their life blocks to PE firms 
or acquisition firms because they 
have a broader set of more arrows 
in their investment quiver, if you will. 
Does that continue in your mind? 
Does that sort of transaction where 
these folks can get permanent capital, 
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do you think you're going to see more 
of that? Or do you think that mitigates, 
if rates start to rise And what a bond 
geek... Like me, a bond geek, thinks 
rates going up is not good. Right? But 
in this environment, we need it. So 
what do you think there?

JOE: Well, I think it depends partly 
on the supply. Companies who are 
unloading their pensions to these 
insurance companies, who are buying 
them, are they going to continue to do 
that? I think that trend will continue. 
I think companies want that liability 
off their balance sheet. And as they 
become more well-funded, that will 
continue to be a good option for those 
companies who want to remove that. 
I think on the other side, in terms of 
insurance companies who are in 
this space and acquiring these large 
blocks, I do think that will continue. I 
think these business models have 
been created to create transactions in 
the market.   And we've seen them in 
our seat, and we're a property casualty 
company. We've seen deals in the 
market, and we've participated in them 
as well that were structured for these 
life and annuity companies, that you 
wouldn't have seen five, 10 years ago.

So there's a lot of creativity amongst 
these companies to create flow, to 
create product, to meet that duration 
tenor, and to meet that spread need to 
capture that business, and be able to 
price it. So I think it's going to continue.

STEWART: That's interesting that 
you're seeing those deals. So you 
mentioned earlier going down on 
liquidity, what do you see as the 
future for public versus private 
markets given where fund flows have 
been going not today, but for a little 
bit here? How do you see those two 
markets going forward?

JOE: I think at least in our market, in 
the insurance space, I think you're 
going to continue to see a push to 
privates. I think that's really driven by 
where public yields and spreads are. 

I  think as long as those continue to 
stay low, that's going to naturally drive 
our industry to want to take more 
liquidity risk.

I think today with re-investment rates 
at a one handle or sub two on high-
grade corporates, people are going 
to continue to be incented to take 
liquidity risk in different areas of the 
market. So it really depends on where 
the public markets go, but if the public 
markets continue to stay low, then I 
think that the drive to privates is going 
to continue pretty aggressively.

STEWART: We hadn't talked about 
this, but we had a conversation with 
Nick Martowski last week, and it was 
really focused on the use of equities 
by insurance companies. What's your 
view of equities in a property and 
casualty setting?

JOE: There's certainly a place for them 
in asset allocation. We have a small 
allocation of public equities. We have 
a bigger allocation to private equity. 
And just in terms of how we think 
about public equities as an example 
today, I think even though the markets 
are trading at 20-22 times forward 
earnings, which feels really rich here, 
there are areas of the market that I 
think have value. So whether it's value 
stocks, and those have done really well 
lately, but the under-performance of 
value stocks over the last 20 years has 
been significant, so there's probably 
more room to go there. And the 
starting valuation is just a lot lower 
than growth stocks in general.

Then dividend stocks. I'm a big fan of 
dividend stocks. We started buying 
dividend stocks last year at this time, 
and we were getting 4% plus yields 
at the time. Today, you're getting 3% 
plus yields. I can't really replicate that 
anywhere in core fixed income. So 
buying that dividend, and having the 
upside option of that as an equity, I 
think is very attractive for us and for 
others who like income and also like 
the upside.

STEWART: So let's turn back the 
clock to last year. Pretty tumultuous. 
Obviously, COVID driven a lot of it, but 
not solely. What were your takeaways 
from last year?

JOE: As I think back on the lessons 
and experience of last year, obviously 
it was very unique in my career and 
probably most careers. You think 
about the '08 crisis and that tended 
to unfold over a longer period of time. 
I think the thing that I am really proud 
of from last year is just how my team 
and how our managers responded 
to the events. While it was quite a 
stressful environment, what made it in 
hindsight feel better, and the outcome 
in terms of the actions we took, was 
the strong governance we had going 
in working with our management 
investment committee. Beginning in 
late February and through into the 
summer having multiple meetings 
per week to talk about the portfolio, 
and what was troubling, and to talk 
about opportunities and where we 
could take risk.

Also, our relationship with our internal 
partners within Enterprise Risk, and 
really doing a lot of modeling on 
the portfolio to understand how the 
portfolio was reacting and whether 
we could take more risk. That allowed 
us to eventually take more risk coming 
out of that period, which set us up 
well for the second half of the year 
and into this year.

So I think as stressful as that period 
was, as I look back on it, I'm quite 
pleased and very proud of how we 
as a team and as a company handled 
it. We didn't sell anything, and where 
we could, and where it made sense, 
we decided to add risk, and I think 
ultimately that made for a much 
better outcome as I sit here and look 
back today.

STEWART: Yeah, it's really interesting. 
The risk management and governance 
protocols really come into play at that 
point, right? That's when you need 
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to make sure your seatbelt was on. 
Can you expand a little bit on how 
you model the investment portfolio? 
Is that done internally? Is that 
external combination? How are you 
accomplishing that risk modeling?

JOE: We look at the risk in the portfolio 
under a number of different models 
and methodologies. But I would say 
that if you talk to our enterprise risk 
folks, they have their model, which 
is an economic scenario generator, 
that's more of a stochastic analysis in 
terms of how they look at and proxy 
the portfolio. Then internally on the 
investment team, we have our 3rd 
party model, which allows us to drill 
down  on where the risk is in the 
portfolio, whether it's duration, credit, 
sector, or issuer. All those things 
allow us to have a pretty wide lens 
across the portfolio, which kept us 
well-informed of what was going on 
during that period.

It also allowed us to have better 
and broader conversations with our 
outside managers on the risks they 
were taking and the risks that were 
in the portfolio. Obvious sectors 
that were more tied to COVID risk, 
whether it's debt tied to leisure and 
hospitality or energy, or CMBS, or 
other areas of the portfolio that were 
more impacted by COVID. Those tools 
really allowed us to stay informed on 
what was going on in the portfolio, 
and make sure our portfolio could 
withstand it.

STEWART:  And you bring up a good 
point. People in the industry know, 
but people outside the industry 
don't always know that managing 
money for an insurance company 
involves managing a very substantial 
investment portfolio inside the belly 
of an operating entity.

JOE: Right.

STEWART: Right. You're not making 
decisions in a vacuum. If you take a 
capital hit, that can impact the ability 
of the entity to write business. Right? 
So it adds, not one layer of complexity, 
but many, which is why I think that 
insurance asset management is 
underrated for its complexity.

JOE: I couldn't agree more. I think in 
fact, one of the things that came out 
of a lot of the work we did last year in 
understanding our risk profile is with 
the drop in rates that we've seen, and 
I think you're going to see this across 
the industry, is that risk in company 
portfolios is elevated more than 
it's ever been. And that's primarily 
because with interest rates being as 
low as they are, we as an industry are 
not getting the benefit of duration 
that we once did in times of stress.

I haven't heard many of my peers 
or any other industry participants 
talking about this. You tend to see 
this in VAR, or in scenario analysis. I 
really haven't heard anyone talking 
about that, but I have to believe that's 
going to be a topic of conversation 
this year as people think about their 
asset allocation and think about their 
risk positioning and the outcome of 
having lower interest rates and what 
that means to people's ability to put 
more risk on.

STEWART: Okay, good. This is my 
final question, and it's my favorite. So 
here it is. It is your graduation day of 
undergraduate school. You are looking 
good. Despite the festivities that may 
have occurred the night before, you're 
looking bright eyed and bushy tailed 
in your robe, and your cap and gown, 
there you are. You're in there and 
you're waiting patiently, and the way 
that this usually goes is you have to 
walk up the stairs and then they hold 
you, and then they announce your 
name and the crowd goes crazy.

You walk over to the university 
president and he or she reaches out 
their hand, shakes your hand, hands 
you your diploma, you get a nice little 
picture, right? You walk off and your 
raise your hands or you go, walk down 
the stairs and you run into Joe Eppers 
today. Right? What do you tell your 
21-year-old self?

JOE: First of all, that's a really hard 
question because I'm not sure what I 
would tell my 22-year-old self except 
that it's going to be okay. I remember 
this coming out of college and I'm 
hearing this from some of my kids 
who are in college that there's a lot 
of anxiety and concern about what 
am I going to do? What am I here 
for? What's my career? You just can't 
have all the answers when you're 
22 years old. You can't plan your life 
and your career absent graduating 
and becoming a doctor or a lawyer 
or certain lines of profession. I think 
generally speaking, most of us don't 
know what the future holds and what 
we're going to be happy doing down 
the road.

If you'd have told me 30 years ago, 
when I graduated college, that I'd be 
where I'm at today, there's no way I 
would've been able to see a path to 
get me there. So you just can't predict 
the future. I think as a result, what I 
would tell myself is learn as much as 
you can, take chances, network and 
build relationships, and put yourself 
in a position so that as opportunities 
come along, because they always do, 
as do challenges along the way. It's 
going to make you more prepared for 
finding that ultimate place that you 
are going to be the happiest in terms 
of a career.

So that's what I would tell myself. 
And interestingly, I just heard my wife 
giving similar advice to my son last 
night on the phone, who's away at 
college. So I think that would resonate 
with me at that age.
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STEWART: That's good advice. Really, 
really good advice. Joe, thanks for 
being on. Joe Eppers, CIO of Selective 
Insurance. Joe, thanks for joining us.

JOE: Thanks. It's great to be here. 
Appreciate your time, Stew.

STEWART:  Absolutely. If you have 
ideas for podcasts, we want to 
hear them. So please email us at 
podcast@insuranceaum.com. If you 
like us, please tell your friends. You can 
follow us on all the major platforms. My 
name is Stewart Foley, and this is The 
Insurance AUM Journal Podcast.

mailto:podcast%40insuranceaum.com?subject=Insurance%20AUM%20Journal
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STEWART: Where is the value in 
cryptocurrency? I'm Stewart Foley, 
this is the Insurance AUM Journal 
podcast, and I am a crypto skeptic, 
I think, to start it off. We are joined 
by an expert in this field, who's got 
a great last name, his name is Paul 
Foley. Paul, welcome.

PAUL: Hi Stewart, thanks for having me.

STEWART: We are thrilled to have 
you on. And so, I have a lot of friends 
that are into crypto and really like 
it, and some in the insurance asset 
management industry, some outside of 
it, and I was fascinated to have you on, 
because we started talking about this 
and I started being a skeptic and you 
weren't really ruffled by it, and I'm like, 
"You'll be a great podcast guest to walk 
our audience through this, what seems 
to be the wild West to me." So, can we 
start off with, what constitutes value 
and can you give me some examples?

PAUL: Sure, okay. So, when we con-
sider the value of an asset, we consider 
a number of key characteristics, say 
five. And to illustrate it, I'll explain 
in terms of fiat and gold, because 
they're assets that everybody knows 
and understands. So, the first charac-
teristic is scarcity, so there should be 
a limited amount of the asset. The 
second charac  teristic is dura bility. 
Can an asset be destroyed? The third 
is safety. Can an asset be copied, 
faked or devalued in any way? The 
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fourth is utility, so an asset should 
have some kind of use. And obviously, 
the final one is portability. It should 
be possible to transfer ownership or 
part of an asset. So, these are the five 
characteristics which determine value.

So, let's look at those in a little bit 
more detail. So, first of all, scarcity or 
demand. So, both cash and gold, USD 
for example, have a limited supply. 
Gold, because it has to be mined and 
refined and fiat, obviously, because it 
has to be issued by the government. 
And obviously, if you find a lot more 
gold or issue a lot more fiat, it's instantly 
devalued, because there's more avail-
able. Now, in terms of durability, we 
know that gold being a precious metal 
is pretty hard to destroy, cash on the 
other hand is not hard to destroy, 
but both of these items or both of 
these assets have value until they're 
destroyed. And obviously with fiat, 
banks can guarantee them to a certain 
extent, so you're even insured against 
the risk of destruction.

That takes us on to safety. So, for cash, 
people try to counterfeit bank notes, 
it's not easy, but it is possible. The 
complexity of bank notes increases 
and it makes it harder to counterfeit. 
So fiat, although it can also be 
devalued by inflation, is relatively 
safe. We then come onto one of the 
really defining characteristics and 
that's utility. A stored value should 
have a purpose. In the case of gold, 

it's typically purely as a stored value 
and way to protect yourself against 
currency fluctuations and to protect 
wealth, whereas for fiat currencies, 
the utility is specifically related to the 
ability to perform trades, to buy and 
sell services or goods.

And that takes us on to portability. 
So, in order for gold or fiat to have 
any value, they must be perceived as 
being of value by other people. And 
also, other people must be able to 
take ownership of them. So, we take 
cash for granted. You walk around, it's 
portable, because you go to a store, 
you pay for something and you hand 
over the cash. So, these are the five 
sort of characteristics that in my book 
constitute what is behind value and 
it's these characteristics that help 
us to establish the value of an asset. 
So, when we talk about fiat, there are 
other underlying reasons why $1 is 
worth X in another currency, but for 
now, these are the characteristics 
that I believe are important.

So, now that we've talked about 
the cha rac teristics of traditio nal 
assets that we're all familiar about, 
let's consider digital assets. And 
for demonstration purposes, let's 
specifically consider Bitcoin, because 
Bitcoin is the one that most people 
are familiar with or have traded 
themselves. If we look at the market 
activity, we see that this is potentially 
the number one traded coin. Today 
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for instance, there was $59 billion 
worth of Bitcoin traded, so people 
must think it has some kind of value.

So, let's go back to those five charac-
teristics. So in terms of scarcity, there 
should only ever be 21 million Bitcoins 
in circulation. In terms of durability, 
Bitcoin can't be destroyed. You 
can lose access to it, but it can't be 
destroyed. In terms of safety, it can't 
be counterfeited. It can be devalued, 
but it can't be actually copied. And in 
terms of utility, Bitcoin is currently a 
store of value like gold, but it's starting 
to be used as a currency. And in terms 
of portability, it is possible to transfer 
BTC to anyone, anywhere in the world, 
as long as they've got a Bitcoin wallet.

So for me, that would illustrate why it is 
that Bitcoin has value, because it does 
embody those five characteristics of 
value. And we see that, as demand 
increases, also the value on the 
market increases. So, the question 
where's the value, is exactly the same 
as asking the question about USD or 
GBP. Does that make it a bit clearer?

STEWART: Yeah and no, I got more 
questions. First, let me ask you this 
question. So, you are the CEO and 
founder of CTEX Markets. First of all, we 
have no financial relation  ship whatso-
ever either way, so let's just get that out 
there, but what does CTEX markets do?

PAUL: Actually, we fulfill a role 
which people take for granted in the 
traditional market spaces. So, in the 
tradi tional asset manager, port folio 
man  ager world, when institutionals 
wants to trade between venues, they 
typically have a direct relation  ship 
with their bank and the bank acts as a 
liquidity provider. Behind the scenes, 
the bank is going to anywhere from 
five to 20 other sources, so that when 
you place an order for say dollars or 
shares in IBM, they can go to one of 
these pro viders, get the best bid and 
ask price and present you as the client 
with the best bid and ask price.

Now, in the digital asset world, this 
is really missing at the moment and 
my background is real time trading 
systems, mostly currencies, both 
institutional and retail. So, it was 
instantly apparent that this was 
missing from the market, so that 
means that typically in the digital 
asset space, one client is trading with 
one venue, so the best bid, best ask 
is just what happens to be available 
right now. So, what CTEX Markets 
does is, we fill the gap of the liquidity 
provider. So, we bring together all of 
the different venues that you could 
be trading at, so that you, as a trader, 
are capable of getting the best bid, 
best ask across the market. We do a 
lot of other things as well, but we're 
primarily a liquidity gateway.

STEWART: Interesting stuff. So there 
are, and we're going to talk about this 
more, I think, as we go, but there are a 
litany, everybody knows about Bitcoin 
or has heard of Bitcoin, I think, but do 
you have a sense of... I mean, there 
was just another digital currency just 
got launched. I did a Google search 
and this is nothing new. This stuff 
happens all the time. Do you have a 
sense of the order of magnitude of 
the different Bitcoin or digital asset 
alternatives that are out there?

PAUL: So, when we look at the other 
coins out there, we have to consider 
their utility. So, there are two real 
other use cases out there at the 
moment besides store or value, and 
that is stable coins and government 
coins. So, stable coins are typically 
backed by a physical asset and they 
basically represent a real world value. 
So, perhaps one of the most famous 
of these is USDC. And the beauty of 
USDC is for every USDC token that 
exists, there exists one physical dollar 
and people that are on the USDC 
network, which are typically regulated 
entities, when they take custody of a 
physical dollar, they're allowed to mint 
or create one USDC. And likewise, 
when they get rid of one USD, they're 
then able to burn or destroy one USDC.  

So, that means that one USDC is always 
equal to between 99 cents and $1 and 
a cent, so it's called a stable coin.

So, its value is being a representation 
of the fiat currency. It has a number of 
benefits. So, one for example is, if you 
imagine when we do a typical trade, it's 
measured in terms of T plus something. 
So transaction date plus one or two 
days. When we do a transaction 
in USDC, the transaction date and 
settlement date are the same thing, 
because obviously the transaction 
or the settlement transaction takes 
potentially minutes or maybe an hour 
in the worst case scenario. So, rather 
than incurring fees to send from HSBC 
to JP Morgan around the world, you 
send it out on the network, incur a 
lot less fees and your transaction is 
complete a lot quicker.

So, the second type of coin is govern-
ment's coins. Imagine you've bought 
shares in IBM, Swisscom, Credit 
Suisse, every year they have an 
annual general meeting and you 
as a shareholder get to go along to 
that general meeting and vote on 
certain things. This is essentially what 
governance tokens are recreating 
but in a digital world. Now, you might 
wonder what's the purpose in that? 
Well, there's a lot of sites out there 
in the DeFi or decentralized finance 
arena that will onboard other crypto 
assets based on the feedback of the 
community. So, anyone who's got the 
coins of that community is allowed 
to vote. This means that if you've 
created your own coin today and you 
wanted it listing on a number of DeFi 
sites, all you'd have to do is either 
convince people to vote for you or if 
you couldn't be bothered, just go and 
buy the coins, either the governance 
corns and vote for it yourself. So, that's 
what governance tokens are for. It's 
all really part of the DeFi movement at 
the moment, though.

STEWART: That is interesting... I mean, 
I guess where I go, is back to kind of my 
economics education underpinning 
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and the idea that a fiat currency is, 
in the United States, US Government 
says, "These pieces of paper," and 
that's what they are, they're pieces of 
paper, right? "These pieces of paper 
have value." And they assign a value 
and then they create the stuff, they 
take it out and they have control over 
that, right? And part of that control is 
monetary policy.

There's this currency tied to a nation 
state and a central bank and so on 
and so forth, and that sort of thing 
doesn't exist in crypto land, right? And 
where my mind goes at that point 
is, you had mentioned, this can't be 
replicated or can't be counterfeited, 
and the skeptic in me goes, "Man, 
there's a lot of smart computer folks 
out there, are you sure?"

PAUL: Yes, and the reason that it can't 
be replicated or more accurately, 
can't be duplicated, is because the 
basic premise behind digital assets is 
that it's held on a distributed ledger. 
So, that means everybody that is 
maintaining this distributed ledger 
has a copy of every transaction. And if 
you look back at all of the transactions, 
say you held in your hand or in your 
wallet today, one Bitcoin, you would 
be able to look back by doing chain 
analysis, to see where your coin 
had come from, who had touched 
it, where it have been and trace the 
history, if you like, of your Bitcoin all 
the way back to the point at which the 
network was turned on.

And the complexity of the mathe-
matics behind this and effectively 
the elliptical security model around 
it, means in order to fake or create 
a duplicate BTC, you would have to 
convince, I think it's half or 60% of 
the nodes in the platform, that you've 
done something correct. So you can't 
just hack one node, you'd have to hack 
literally hundreds of thousands of 
them, so this is why I think it's actually 
safer than physical paper currency.

STEWART: Interesting. 

PAUL: There was another point you 
mentioned, you mentioned that based 
on economics theory, paper money 
has a value, because a government 
says it has got a value.

STEWART: Fiat currency by definition, 
right?

PAUL: Yeah. Now, the skeptic in me, 
especially when we look at the US 
economy, would say, "What is behind 
that notion of value? What is it that 
tells me as an investor, that if I hold 
$1, it is actually worth anything more 
than a piece of paper that I just picked 
up off the floor?"

STEWART: What I always tell my 
students is, it's because everybody 
else does. I mean, that's really, the 
US Government says, "This is what 
we're going to use." And then we all 
agree to that, right? And I guess in 
crypto land, there's a certain amount 
of that as well. I mean, there's got 
to be some community buy-in that 
there's value. I mean, sometimes I 
feel like I'm completely out on a ledge 
someplace. I don't know, maybe I'm 
wrong, Paul. Drag me back, drag me 
back into the boat.

PAUL: My point actually was, it's 
exactly the same. If you imagine a 
room full of politicians, I mean, let's 
not get into the details of that, but a 
room full of politicians, it's effectively 
a small community. And I guess at 
their heart, they believe that they are 
representing a wider community.

If we then compare that to, say, the 
Bitcoin community, again, it's a group 
of people that at their heart believe 
they represent a larger community. 
Admittedly, they think they represent 
a larger community than the politi-
cians, but still, it equates to the 
same thing. So, my argument is, why 
would you distinguish between fiat 
and digi tal assets? Unless of course 
your only constraint was, it must be 
geopolitically backed.

STEWART: Absolutely, and I guess 
that leads me to the next thing, which 
is, do you see or do you think that 
central banks are threatened by the 
proliferation of all this crypto?

PAUL: Well, actually, that's a poten-
tially very dark question that you're 
alluding to, because obviously the next 
question is, what's wrong with central 
government issuing their own digital 
currency? And to be honest, this is a 
very, very dark subject when you think 
about it, because it raises the question 
of complete and utter state control 
and oversight. Because if you imagine 
Bitcoin, it's not geopolitically motivated, 
it's a community endeavor, which is 
maintained by the likes of you and me.

When we consider a digital currency 
that's owned by China, for example, 
then it is a means of control, because 
with a digital currency, you can 
restrict who has access to it, where 
it's possible to spend it, what is 
possible to spend it on. And when you 
consider that in the context of other 
factors such as an individual's social 
worth, then suddenly we're looking 
at something the likes of which the 
planet has never seen before, which 
could turn very bad, very quickly. 
So, I believe governments do see it 
potentially as a risk, but typically, from 
a taxation perspective. Whereas we as 
individuals should see digital currency 
issued by a state as a significant risk 
to our freedom and wellbeing.

STEWART: I think that's an amazing 
angle and a very interesting perspec-
tive, interesting lens through which to 
look at this. Given that the tax issues 
and the lack of central government 
control, does the use of crypto for 
transactions lend itself to unsavory 
activities paid for by Bitcoin or some 
other crypto? Is that a reality or is that 
just something that is not a real thing?

PAUL: I think, perhaps a few years 
ago, maybe that was the case, but 
now with just a little bit of regulation, 
it's not. And there's also the advance-
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ment of technology around chain 
analysis. Now, remember earlier I 
mentioned that you could trace your 
Bitcoin back to the start of a network. 
Well, there's something called chain 
analysis. So, if we imagine your one 
Bitcoin that you've bought, previously 
it belonged to 10 different people, at 
0.1 Bitcoin each. Three of them were 
terrorists, one was a drug dealer and 
six of them were just normal people 
like us. Now, with chain analysis, what 
is possible to do is for the receiver of 
the Bitcoin to have a look back to see 
where that currency came from and 
to say, "Oh, 40% of this came from 
sources that I'm not happy with." So, 
the bank or institution that's handling 
your transaction can actually, from 
a compliance perspective, refuse to 
accept the transaction or refuse to 
allow you to further spend it.

As time proceeds and people like 
the FBI and the different intelligence 
services and financial services compa-
nies around the world become more 
familiar with the blockchain, they 
are linking people and institu tions 
to wallets. I mean, this also touches 
on the legend, if you like, that the 
blockchain is anonymous. For some 
coins it is, but for most coins, it isn't. 
So, once the owner of a wallet is 
known, it's known and it's out there 
in the public. So, it might be that 
someone doesn't know exactly who 
you are, but they can see who you've 
been dealing with and who else has 
been dealing with you and link you in 
directly to that. And I think the other 
way in which we're moving away from 
the wild wild West is when we consider 
things like the travel rule.

At the moment, if I send you one 
Bitcoin from one institution to another, 
with me and you as being the end 
customers, the institutions that are 
sending and receiving are obliged to 
check who is sending the coin and who 
is receiving the coin. So if you're a poli-
tically exposed person, my institution 
should not engage in a transaction to 
start with. And your institution, if they 

see that I'm a politically exposed person 
or worse, they shouldn't engage in a 
transaction either. So, by adding a little 
bit of regulation, reducing the overall 
anonymity for most digital assets, we 
are ensuring that the market becomes 
cleaner and cleaner. And, dare I say it, 
more likely to be in a state that could be 
of interest to the Tier 1, Tier 2 banks and 
other high level institutional investors.

STEWART: I'm learning so much. I 
always say this in every podcast. I learn 
more than anybody else on these 
things, because I'm really fascinated 
by that idea, but let me take you back 
to the point you raised a minute ago 
about state control. So, the fact that 
more people can know who I am, 
does that raise anybody's antennas 
to say, "Gee, I'm subject to more state 
control at that point." Does that make 
sense or am I... I am learning, Paul, 
but it's slow.

PAUL: In the Western world, do 
you care if people know that you're 
spending money? When you take 
your credit card out of your pocket?

STEWART: No. 

PAUL: Because obviously, in a typical 
transaction, you go to a store, you take 
your credit card out, whatever you 
spend, the credit reference agencies 
know about it inside of a few hours or 
a few days.

STEWART: Absolutely.

PAUL: And that's a really big market 
and they resell that data to any one 
and every one. So, you've already lost 
control of your finan cial data, you 
probably just didn't do it consciously. 
Now, with Bitcoin as an example, if 
you're behaving properly, do you mind 
who knows that you own some Bitcoin?

STEWART: No, and it makes me feel 
better about who else owns it.

PAUL: Exactly.

STEWART: I want to know that, 
and I'll give you an example. So, the 
shot heard around the world in 
the insurance business was when 
MassMutual made a big allocation 
to crypto. And I think it raised a lot of 
people's attention, right? So, you're 
beginning to see, I think, one of the 
things that's happening with crypto, 
and you mentioned about Tier 1 and 
Tier 2 banks, is the acceptance by 
large, well-known institutions with 
great reputations and so forth. So, it 
does seem to me that the acceptance 
is moving quickly into the more main-
stream idea and the five points that 
you brought up earlier in this podcast 
is a powerful argument to me.

I really think that is really helpful, par-
ticularly for people, I know there's 
people in this audience that don't 
know crypto, like I don't. That sort of 
explanation is really helpful. I just saw 
recently, I learned about NFTs and that 
a PDF file, I know I'm over simplifying 
this, Paul, this is why I throw out the 
outrageous stuff and you straighten it 
out, a PDF file just sold for 66 million 
bucks. And I'm like, "I'm in the wrong 
business. I got to get in the business 
of making PDF files." But that's not 
what it is, right? It is different than 
that. What are some other digital 
assets that have value, but differ from 
the utility in Bitcoin, for example?

PAUL: You mean in terms of NFTs, 
non-fungible tokens?

STEWART: Any of it. Yeah, I mean, if 
you want to talk about NFTs, that's 
great. If you want to talk about 
something else, that's great too.

PAUL: Okay. So, the reason that 
the NFT market is of interest at the 
moment is because people have 
just realized that they can effectively 
tokenize physical world assets, such as 
art or sports cars. Now, when people 
tokenize these assets, it's not a case 
of the person with the most tokens 
gets the sports car sitting in their 
driveway. It is a case of, they just own 
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part of an asset. So, if we consider the 
Mona Lisa, for example, you wouldn't 
actually own the Mona Lisa, you just 
own a portion of. I mean, it's kind of 
comparable to buying shares in IBM.

STEWART: Yeah, or in the securitized 
market, I mean, we've been securitizing 
cash flows from credit cards and 
automobiles and home loans and 
commercial mortgages and every-
thing else has been securitized and 
the idea of that is very familiar to our 
audience and tokenizing is a different 
word for the same thing, basically.

PAUL: I guess the other interesting 
thing about the NFT market, especially 
when we looked at art or collectibles, 
is when you own the NFT, you own 
the right to use that image. So you're 
effectively also purchasing, for lack of 
a better example, the copyright to use 
it, not actually the ownership of the 
item, but the rights to its image.

STEWART: Interesting stuff. So, at 
the end of this deal, and we're a 
little long on time, but I want to talk 
about this. You had mentioned to 
me when we first talked about ways 
that investors can be involved in this 
market, other than just making a 
direct allocation to a cryptocurrency. 
Can you just talk about ways that 
investors can get involved?

PAUL: Well, there are the sort of 
traditional routes that we think of. 
I mean, when you think of asset 
management, you obviously go the 
route of managing people's money 
and typically that involves the investor 
depositing funds with the asset 
manager. Well, crypto, because it's 
intangible in that it's digital, facilitates 
the option to trade on the client's 
venue. So, one of the real benefits of 
the sort of asset management arena 

with digital is that you, as the client, 
don't necessarily have to deposit 
funds with anybody else, so your 
funds stay safe on the venues where 
you have it, and you then allow the 
trader access to your venues in order 
to trade on your behalf. And obviously, 
for smaller investors like you or I, 
potentially not that much of a big deal, 
but for institutionals where we're 
talking about hundreds of thousands 
or millions, then it becomes more of a 
risk awareness issue.

The other options are around the DeFi 
movement, but to be perfectly honest, 
that's a couple of hours all on its own, 
because that gets really interesting, 
but really compli  cated. And for 
people that are in the tradi tional asset 
manage ment or portfolio manage-
ment space, the traditional ways of 
managing money are possible with 
crypto. So, it's not really a big jump. 
I mean, comparably speaking, this is 
the same as someone approaching 
an existing asset manager and saying, 
"Hey, there's a new share coming out 
tomorrow, there's a new company 
that's just been listed. Do you want 
to invest in it? Where do you want to 
invest in it?" It's actually a lot more 
simple than you would imagine.

STEWART: That's really cool. I've 
loved this and we've got to have you 
back. I would love to talk about the 
DeFi market. I'm fascinated by that 
too. But, one thing on the way out the 
door, and we always ask our guests 
this question, this is the ask me 
anything portion of the program, Paul, 
which you probably weren't aware of 
was coming, but here it goes.

So, I teach, I have friends that teach, 
I'm involved with a lot of college 
students, right? And so, I want to take 
you back to your graduation from 

your undergraduate institution, okay? 
Graduation day. Now, regardless of 
what festivities happened the evening 
before, you are bright eyed and bushy 
tailed and looking fantastic in your 
cap and gown, and you're getting 
ready to walk across the stage to 
get your diploma. So you wait, wait, 
wait, but you don't have to wait too 
long, because your name's Foley 
and it starts with an F and you're up 
there and you go across, everybody's 
happy, they call your name, crowd 
goes crazy. Quick photo op down the 
stairs and at the bottom of the stairs, 
you run into Paul Foley today. What 
do you tell your 21-year-old self?

PAUL: That's an interesting one. I put 
my hand on his shoulder and I let him 
know that the effort will be worth it. 
The corporate turnaround projects are 
worth it, the travel across Europe to dif-
ferent clients will end up with him hav-
ing a beautiful wife and family, so stick 
it out. And the final thing that I'd leave 
him with, just before letting him walk 
away, looking all confused and puzzled 
was, "Oh, and by the way, there's going 
to be this thing called Bitcoin in a few 
years time, buy it. Buy as much as you 
can stuff your pockets with."

STEWART: Buy it with both hands. I 
love it. I love it. Paul Foley, it has been 
a pleasure, my friend. Thank you very 
much for being on.

PAUL: It's been my pleasure. Thank you.

STEWART: We'd like to thank 
you all for listening today. If you 
like us, please follow us on all the 
major platforms. If you have ideas 
for podcasts, please email us at 
podcast@insuranceaum.com. 
My name's Stuart Foley, and this is the 
Insurance AUM Journal podcast.
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STEWART: Who doesn't want to talk 
about ESG these days and why not go 
to the source? Today, we are joined by 
Chris Fowle of PRI. Chris, welcome.

CHRIS: Thanks, Stewart. It's great to 
be with you.

STEWART: It is great for you to be 
here. My name's Stewart Foley and 
this is The Insurance AUM Journal 
podcast. Everybody wants to talk 
about ESG, Chris; but does everybody 
know what PRI is? Can you tell us? 
What's PRI?

CHRIS: Sure. We are a global 
organization, a nonprofit. We are a 
headquarters in London and we've 
been around for about 15 years. 
We're a membership model, so a 
membership-based organization that 
welcomes three kinds of members, 
of signatories, as we call them: asset 
owners, investment managers, and 
service providers. We support those 
members as they figure out what ESG 
means for them. We give them what's 
essentially a road-tested framework 
for how to figure out within their 
organizational context and with their 
organizational resources what are 
they already doing on ESG and how 
can they improve their practices?

STEWART: I think there's a lot of 
misconceptions out there and I hope 
we get to that. We're very happy 
to be a PRI signatory as a service 
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provider so we're all about it. We 
have a partnership of sorts, kind of 
a casual partnership or an informal, 
but we want to promote this effort in 
the insurance industry. Your official 
title is Director of the Americas for 
Signatory Relations. Where's your 
focus these days?

CHRIS: As Director of Signatory 
Relations, I'm really a generalist, 
and I'm helping to manage our 
relationships across North and South 
America. As you might imagine, the 
U.S. is our biggest market, getting 
close to 800 members in the U.S. 
alone, a couple hundred in Canada, 
and rapid growth we're seeing in 
South America, especially Spanish-
speaking Latiam, but also in Brazil, 
which is actually one of our oldest 
established networks.

It's probably useful for your listeners 
to understand sort of the breadth of 
what I'm helping manage, because 
every country, every market, even by 
region within countries, it's different 
in terms of thinking about what is 
the ESG focus these days. You can 
generalize, for sure, and I think a lot 
of people know the story about how 
Europe is more advanced on ESG. 
That's true for us, too. I mean, our 
roots, the reason our headquarters 
is in London is our roots are over 
there even though we were initially 
incubated within the UN.

As you can tell from our website 
address, it's UNPRI.org, we were 
actually part of the UN initially, and 
then spun out as a nonprofit. In 
terms of focus areas for ESG, a lot of 
it started with Europe going back 15 
years. The rest of the world has been 
catching up some parts more quickly 
than others. So I would say that in 
Canada, it's a bit more advanced in 
terms of having some leadership 
quality asset owners that are doing 
quite a bit across a range of ESG issues 
that have found the resources to be 
able to dedicate to this area or have 
done enough broad-based training 
across their, call it, regular investment 
professional staff, that they can really 
feel comfortable saying that they 
integrate ESG across their assets.

Now, don't get me wrong. There are 
definitely strong organizations in the 
U.S., as well. You'll see it, people talk 
about the coasts in New York, New 
York State, common retirement fund 
in the New York city, a couple of the 
New York city pension funds are 
doing quite a bit. Then, you've got on 
the West coast, CalPERS and CalSTRS, 
of course. They bookend the market. 
They're the largest public pension 
funds and a lot of this effort did start 
with public pensions. But we're seeing 
a lot of extension across other types 
of investors. Certainly, investment 
managers, the growth there is off the 
charts and a lot of that's driven by 
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market dynamics; meaning, people 
see a growth market and they want to 
all pile in.

Frankly, PRI, even though you might 
think it opens us up to charges of 
greenwashing and that would be a 
negative, and of course it is if you've 
been a signatory for a long time and 
you're doing nothing, that's a bad 
thing and we actively try to combat 
that. But if you're just getting started, 
we're a big tent organization. We 
want people to come in. Even if they 
aren't doing a lot at the beginning, we 
want to help orient them, as I'd said 
earlier, figure out where they are now, 
what their organizational context 
and resources are, and how they can 
move forward. I think it's important to 
understand all that to get to the point 
of your question, Stewart, which was, 
what are some of the focus areas on 
ESG? Because now, we're seeing a lot 
of interest in particular areas.

I would say climate would be the 
number one issue area, and that's 
drawing a lot of people into the 
space. If you put that in the context 
of insurance companies, general 
accounts, for example, we're seeing 
a lot of activity. Perhaps some of 
that's driven by discussions on the 
regulatory side possibly because they 
might be getting more questions 
about these issues and that's waking 
them up to certain things. But then 
maybe the last thing I'll make on the 
point and we can weave it into later 
in the conversation, but the last thing 
I'll maybe say is, a lot of these issues 
are interrelated. If you think about 
climate, you're thinking, "Oh, that's 
an environmental issue." But it does 
have implications for other parts of 
social issues and governance issues.

Just quick examples in the social side 
might be, if you're talking about a 
transition to a low carbon economy 
and that might disadvantage certain 
sectors, what's that going mean for 
the labor market in that sector? That's 
an issue connected to a climate issue, 

for example. Or on the governance 
side, if you're thinking about board 
governance and the quality of your 
board makeup and whether or not 
they've got expertise in climate, et 
cetera, that's a governance issue but 
related to climate. I think that there's 
a broad base awakening around ESG 
in the U.S. that's been accelerating 
in the last couple of years and is 
extending new types of investors that 
perhaps haven't been looking at it as 
much in the past.

STEWART: Just from your answer and 
talking about asset managers, have 
really been a huge source of growth 
for you, right? Asset owners, that's 
where I think, in particular in the 
insurance industry, and you've had a 
couple of huge wins and I want to talk 
about those, my perception is that 
some folks are saying, "You know what, 
ESG, it's great, but I don't want to have 
to flip a switch and sign on the dotted 
line that I'm ESG-compliant somehow. 
Man, that's going to demolish my book 
yield and ah, it's going to ... all kinds of 
terrible things are going to happen." 
But that's a misconception. You're 
focused in the insurance industry for 
the asset owner segment. How are 
things going?

CHRIS: It's, I think, going pretty well 
compared to the past where there 
wasn't a lot of impetus for insurers 
to take a strong look at this. Their 
investment management affiliates, 
yes, right, because of the business 
driven dynamic of competing for third-
party assets and potential clients in 
Europe, in particular, drove a lot of 
them to the table to think about these 
issues and get started. But on the 
asset owner side, not as much. I think 
that what has changed is the fact that 
there's a broader understanding that 
what we're talking about actually are 
material investible issues, factors, that 
can affect valuations. It's not about 
taking a hit to yield. It's not about 
flipping the switch. It's about taking 
stock of where you are now, what 
you may already be doing, and what 

things you might want to focus on, or 
get ready for whether it's regulatory-
driven, or whether it's just like better 
investment practice, because these 
are issues business related that are 
going to have an impact on valuations 
going forward, whether it's public 
equities or fixed income or private 
markets.

A lot of these are broad based issues 
that a good investor is going to need 
to be aware of. I think more folks 
are understanding that, and if you're 
sitting in the asset owner seat, you're 
recognizing that you may not want 
to just leave it to your third-party 
managers, or even your, you don't 
want your internal staff to go it alone, 
either. You want to be able to be in the 
driver's seat as an asset owner and 
that's really central to the PRI thesis, 
if you will. We believe that asset or 
sit at the top of the investment chain 
and ultimately, it's their fiduciary duty 
to recognize that these are material 
issues that need to be addressed. 
As such, they need to be in the 
driver's seat and telling their external 
managers how to do it, or at least be 
monitoring what they're doing on a 
regular basis so that they're part of 
the conversation and not in a sense, 
just leaving it to chance.

With that kind of, call it a shift in 
mindset, people recognize that now 
is the time. You can't wait for the 
perfect. You can't assume that you're 
going to be able to build something 
and be able to flip a switch. These 
are challenging issues and there is a 
learning curve. You're going to have 
to roll up your sleeves to a certain 
extent. But it's doable and it's better 
to get started than to wait.

STEWART: It's interesting that versus 
other categories of asset owners, 
insurance companies have the ability 
to help themselves on the liability 
side, by the way in which they invest 
their assets' long run. Because climate 
change clearly has an impact on the 
claim side of an insurance company. 
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You've had some recent wins. We're 
actually going to be hosting a podcast 
with New York CFA society and the folks 
from Liberty Mutual. We are thrilled to 
be there with them and that's been 
one of your recent wins. Can you talk 
about that? Also, who else has been 
most recently become signatories?

CHRIS: Yeah, sure. I think in line 
with what I was saying earlier, 
some organizations are starting to 
understand these issues, pay more 
attention for various reasons. I think, 
in the case of Liberty Mutual, they 
had some external pressure from 
stakeholders and others that did 
make them set up a little straighter 
and start to take note of these issues. 
I think then they were looking at what 
they could do in terms of steps and 
solutions to perhaps have a more 
informed view on what SG actually 
means. In the process of doing so, 
they made some key hires internally, 
both on the corporate side and also 
on the investment side. Those folks 
were familiar with PRI and really 
did help organization internally get 
comfortable with what it meant to 
become a signatory and ultimately 
guided them through the process. I 
think that was very helpful for them.

We had another recent signatory 
signup, Mass Mutual. In that case, 
they actually have an investment 
management affiliate, Barings, and 
they have been a signatory for quite 
some time and have been doing a 
lot. I think they very likely helped 
them understand PRI, what it meant, 
what the obligation is, what you're 
committing to, and so they moved 
forward that way.

Then, we've had others, we just had 
one in Tennessee, Unum Group, join. 
Another one in the Midwest, CNO, 
that joined. There was kind of a lighter 
touch from ourselves, frankly. I think 
there, it's just our efforts in terms 
of general market education and 
presence that can get the word out, 
that kind of word of mouth aspect 

certainly helps quite a bit. We do 
connect folks. If somebody wants to 
have an independent view and talk to 
somebody beyond ourselves, I think 
that can always help, too.

There are a lot of activity going on 
right now, including inquiries coming 
in from investment management 
affiliates of insurers in the U.S. that are 
interested in becoming signatories. 
But for them, it's a bit more challenging 
because we recently changed the way 
that insurers can sign up. In fact, those 
investment management affiliates of 
insurers now need to get their general 
accounts to sign up first before they 
are eligible to do so. Our thinking there 
has really been, like I said earlier, the 
general accounts, the asset owners 
are the ones that are at the top of the 
food chain. They have the duty to be 
making these decisions and pushing it 
through their organizations, including 
through their affiliates.

We do require now that the general 
accounts sign up first, and we 
think that'll just be healthier from a 
governance perspective, number one. 
But also, number two, avoid confusion 
in the marketplace where you've 
got one affiliate of a much larger 
organization that signed up, and then 
people might assume that the whole 
thing is signed up and that's not the 
case. Instead, they're at the borders 
a bit. They wanted to make sure that 
we avoid confusion that way. That 
dynamic is occurring, too, now and 
sometimes you might characterize it 
as the tail wagging the dog where the 
affiliates now going to the parent and 
saying, "Hey, are you aware of PRI?" 
They're to your point about how's that 
happening? I think that's the part of 
the dynamic now, too.

STEWART: Liberty Mutual, Mass 
Mutual, CNO. Did RGA sign up with 
you as well?

CHRIS: Yeah, they signed up a few 
years ago back in early 2019.

STEWART: Good. There's some big 
names, some leaders there. From an 
asset class perspective, what are you 
doing with supporting asset classes 
that are relevant to insurers? Do you 
have any kind of some examples 
there?

CHRIS: Yeah, sure. One area that 
we're really excited about, Stewart, is 
our fixed income work. There, we've 
been leading the market in terms of 
interactions between investors and 
credit rating agencies. We started up 
a sign-on statement a few years back 
that's directed towards credit rating 
agencies signed by investors, investor 
signatories to the PRI, asking that 
the rating agencies be more explicit 
and transparent about how they 
incorporate ESG factors into their 
credit analysis.

Initially, going back a few years now, 
we were met with some resistance 
where the rating agencies were saying, 
"You know, we're already doing that. 
Anything that's a material issue we're 
incorporating into our credit ratings 
analysis." What we were able to help 
them understand through creating 
a lot of direct dialogue between 
investors and credit rating agencies. 
By direct dialogue, I literally mean 
that we set up workshops all over 
the world where we brought them 
in person, pre-COVID, together to do 
these kinds of tough conversations 
to figure out, "Yeah, you're doing it 
but some of these issues are very 
emerging issues."

If you think about climate, it's new. 
A lot of the conversation is around: 
What metrics do we use? What 
scenario analysis do we use? What 
is important when it comes to an 
ESG issue in a particular sector 
beyond climate? A lot of this is new so 
investors who were staying in credit 
rating agencies, we needed to be 
more transparent and explicit. Fast 
forward a few years, and now all the 
major and many regional credit rating 
agencies are themselves signed on 
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to this initiative and they become 
close partners and continuing these 
dialogues to which we have now 
brought in issuers as well. So you've 
got investors, credit rating agencies, 
and issuers coming together in sector-
focused conversations to really pick 
apart what's important and what's 
not, and that applies in particular 
in the fixed income context. That's 
probably something of great appeal 
for insurers, I would imagine.

Then, we've extended our work 
on sub-asset classes in particular 
sovereigns, municipal debt, which 
is a big group here in the U.S., and 
we're even looking at structured 
credit. That's probably a useful kind 
of illustration of how PRI operates 
when it is something newer and 
people aren't as familiar with it. One 
of the things that we're able to draw 
on is any progress that's been made 
throughout our global signatory base, 
we can convene working groups, 
advisory groups, to come together, 
to figure out what's missing, to figure 
out what we collectively can do to 
progress the conversation and the 
expertise around these issues, and 
really bring everything forward. That's 
exactly what we're doing with muni 
sovereigns structured credit and 
that's been really helpful.

STEWART: You have a lot on your 
plate. That's a lot of ground to cover. 
What's the value proposition of PRI's 
reporting framework. It's interesting, 
you had mentioned the rating 
agencies, it seems like there's some 
sort of a race to a scoring standard. 
Then, then others I hear say, "It's 
not that simple. You can't just put 
a number on it. We're investment 
geeks, man. We love putting numbers 
on stuff and that's not that simple, is 
it?" Can you talk a little bit about the 
reporting framework?

CHRIS: Sure. Yeah, I'm happy to, and 
maybe I'll separate PRI's reporting 
framework from the very important 
conversation around data and ESG 

ratings versus a traditional credit 
rating, et cetera, because that's 
probably the topic of a whole separate 
podcast. I can touch on some 
highlights there, but let me first focus 
on PRI's reporting itself because I think 
you couch it in terms of the benefits 
of it. I really do feel that is one of the 
primary benefits of becoming a PRI 
signatory, is that you get access to this 
globally road tested framework of how 
to do ESG integration. We've had as a 
requirement of being a PRI signatory, 
the reporting element, it's actually 
principle six, that you'll report to PRI 
and what you're doing, for quite a few 
years now. It has evolved and over 
time we've added additional modules, 
we call them, related to specific asset 
classes or specific topics like climate, 
et cetera, that have really helped 
provide a framework for people to see 
where they are on these issues.

One of the outputs of the reporting 
is an assessment. But this isn't like 
a credit rating. It's not public. It's not 
like a naming and shaming rubric. It 
really is a way for the organization 
to get feedback on where they are. 
It's private. Like it's meant for the 
signatory themselves, although, many 
signatories, investment managers or 
asset owners, do choose to share their 
scores publicly and they're welcome 
to do that. We don't require it and we 
don't do it ourselves. That's up to them 
if they want to share that because 
we want people to know where they 
are at a point in time and, like I said, 
we've been doing this for quite a few 
years. We'd had a lot of signatories 
progressing up the curve and getting 
higher and higher scores, even though 
at certain points, we had tweaked 
things, either the questions themselves 
or the scoring methodology.

This year, in fact, we decided to 
take a fresh look and we completely 
revamped our reporting framework 
to make, it at the end of the day, we 
hope more decision useful, more 
streamlined, more relevant and more 
challenging, frankly. Because like I 

said, we've had many signatories 
progressing up the curve for quite 
a few years now. The market has 
continued to evolve and so we did take 
the opportunity to reset and make it 
more challenging. I think when you 
go in, you'll see the ability to answer 
all the basics, cover all the basics in 
what we call our core questions. 
Then now, the more challenging 
part is focused in a section we call 
the plus section. If you're doing 
more and you want to communicate 
that with your stakeholders, with 
your clients, with your beneficiaries, 
with your investment management 
affiliates, with whomever, you had 
the ability to do that, too. Then, you 
can choose whether or not to make 
that information public as well. You 
can choose whether to share that 
information out as I'd said earlier.

I definitely see it as a primary benefit 
because you have a chance to orient 
yourself to a globally road-tested 
framework and really important 
understand, Stewart, that it's not 
something you have to do on day one. 
It's not like you become a signatory 
and the next day you're going to be 
reporting to PRI. Now, we actually 
have a very robust grace period, we 
call it, built into the whole signup 
process where depending on when 
you sign up, you're going to get at 
least a year of grace period. Then, 
that could be as much as two years, 
again, depending on when in the year 
you sign up, so that you have time to 
start really internalizing a lot of the 
resources we have, to start to review 
the questions we're asking, and really 
set yourself up for success.

STEWART: I think there's two things 
that I really want people to take away. 
One is that there is a grace period. 
The second thing that I think a lot of 
people, me included, didn't realize 
is the amount of resources that you 
have available that are really it's akin 
to consulting services almost. You 
have a lot of tools that have already 
been implemented elsewhere that 
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people can take advantage of. Those 
are two really important points. 
Insurance companies look hard at the 
climate on their asset side. They look 
at the liability side. Is that the only ESG 
issue that they should be focused on?

No, definitely not. I mean, it always 
depends on what you're investing in, 
obviously. Each issuer, depending on 
the sector, is going to have its own 
material issues that you might want 
to take a look at. I think it's safe to say 
that climate is the number one issue 
area for our signatories, the one that 
many are facing regulatory pressure 
around depending on the market. 
A lot of insurers obviously operate 
globally and they've got sort of CIOs all 
over the world. Depending on where 
they are and what they're investing in, 
they may already be being forced to 
look at climate.

But there are many issues. Right 
now, there's this week PRI's bringing 
together issues related to supply 
chain and bringing together issuers 
in the fixed income space with credit 
rating agencies and industries, the 
workshops that I was talking about 
earlier, and consumer goods. What 
are the supply chain issues that 
are being faced by issuers that can 
have a material impact on valuation? 
COVID, obviously comes to mind as 
something short term that's affecting 
organizations right now. Labor issues 
is a big S factor, unionization rates, et 
cetera, depending on what market 
you're looking at, and all kinds of 
governance issues that can extend 
to diversity and inclusion. You might 
have a debate about is diversity 
and inclusion, for example, is it a 
governance issue or is it an asset 
issue? I think that that's something 
that really sort of straddles categories 
as well. Board diversity would be 
one angle and that's clearly a G 
related issue. But if you're thinking 
about it from a consumer goods 
perspective and your reputation in 
the marketplace, that might be more 
of an S-type issue.

It's hard to pin these things down 
sometimes, but depending on the 
sector, you're going to find material 
factors E, S, and G everywhere you look, 
and perhaps given the ubiquitousness 
of climate and the way it can impact so 
many parts of our economy and our 
societies, I think that that is one that 
does stand out.

STEWART: All right. That concludes the 
formal part of the conversation. This is 
the part that is known as let's get to 
know Chris Fowle. It is a long weekend 
and you wake up, it's Friday morning 
and you have no unread emails.

CHRIS: Wow.

STEWART: I know. Can we just take 
a minute and savor that one right 
there? What is on the agenda for that 
long weekend?

CHRIS: That's a great question. Well, 
for the last year or so, I've been really 
lucky to be able to be out in the 
countryside. I live in New York city, 
normally in Manhattan, but I've been 
out on Long Island for the last year, 
and one thing that I've really come 
to appreciate is the ability to go on 
hikes. You wouldn't think that there's 
a lot to do hiking-wise in Long Island, 
but you'd be mistaken. It's a beautiful 
part of the world and I would say 
that if I had that kind of open day in 
my calendar, that is something that I 
would definitely prioritize.

CHRIS: Right now, as I'm looking out 
the window where I am, it's really 
beautiful. It's one of those classic early 
spring days, I was down by the water 
yesterday and the spring peepers had 
come out, those frogs, the sound of 
which definitely makes me think that 
spring's on the way. So yeah, I mean, 
getting outside, Stewart, that's the 
kind of thing that I'm always going to 
try to prioritize and I feel over the last 
year, I've been really lucky to be able 
to do a lot of that.

STEWART: That's awesome. Now, 
here is the last. This is the final one. 
Here we go. It is your graduation day 
and regardless of the festivities that 
happen the night before, you look 
bright-eyed and bushy-tailed with 
your cap and gown. You make it up 
the stairs, they call your name. The 
crowd goes crazy. You walk over the 
university or college president sticks 
out his or her hand, hands you your 
diploma, quick photo op, and away 
you go. You're walking across the 
stage, down the steps, and at the 
bottom of the steps you run into 
yourself today. What do you tell your 
21-year old self?

CHRIS: Stay on the path you're on. 
No, I've been feeling lucky again. Two 
questions in a row, feeling lucky to be 
able to say that everything I've done 
up to now, I've been really happy 
to have experienced. I mean really 
historic times, living in New York 
city, 9/11, coming through all the 
way till, through the financial crisis, 
Super Sandy, now the pandemic. 
Just feeling like being at the center 
of things that I don't think I would 
have given up for anything, frankly. 
I've had some fantastic experiences 
living overseas as well, which have 
been really rewarding. I think it's been 
a great ride, really enjoying PRI as an 
organization, as a platform really, for 
helping investors understand what 
we actually mean by ESG. What is 
materially focused, ESG investing, and 
not only helping improve investment 
returns, which is ultimately what this 
is all about, but figuring out ways to 
also understand the outcomes of 
those investments and how we're 
going to create a more sustainable 
financial system.

STEWART: Outstanding. Chris Fowle, 
Director of the Americas for Signatory 
Relations at PRI. Chris, thanks for 
being on.

CHRIS: Thanks, Stewart.
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STEWART: Thanks for tuning in. We 
love to hear your ideas for future 
podcasts. You can reach us at 
podcast@insuranceaum.com. 
My name is Stewart Foley and 
this is The Insurance AUM Journal  
podcast.

About Chris Fowle 

Chris joined the PRI in October 2016 as the Head of the Americas helping manage signatory relations in North America. He’s subsequently been promoted to 
Director of the Americas with additional responsibilities for relationships in Latin America.  Prior to this, he was Head of Investor Initiatives for CDP, the former 
Carbon Disclosure Project, in North America. He served as the CDP representative for Sustainable Accounting Standard Board’s (SASB) Standards Council and for 
Climate Bond Initiative’s Climate Bond Standards Advisory Board. Previously, Chris worked in New York and Tokyo for JPMorgan, Deutsche Bank, Sanwa Bank and 
the former Lehman Brothers in fixed income. He holds an MBA from Columbia University and a BBA from the College of William and Mary in Virginia. 
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STEWART: What to do about equities 
in insurance company portfolios, 
that's the topic of the day. My name 
is Stewart Foley. This is The Insurance 
AUM Journal Podcast. We're joined by 
Nick Martowski, CIO of MAGMUTUAL. 
Welcome, Nick.

NICK: Thanks very much for having 
me, Stewart. Pleasure to be here. 
And just a disclaimer, all the opinions 
today are my own personal ones.

STEWART: Absolutely. These are 
important things to get out there. 
So today, we're going to focus on 
equities, and there's a host of topics 
to talk about. Where were things 
when you got to MAGMUTUAL?

NICK: So I joined a company that was 
heavily influenced from a consulting 
perspective. And so when I joined, 
the portfolio really looked like more 
of a traditional insurance portfolio, 
where we had a lot of different flavors 
of equities, obviously a large chunk of 
investor grade fixed income, a little 
bit of alternatives, and a lot of active 
management and some convertibles, 
some emerging market ... It was a little 
bit of this, a little bit of that, sort of the 
longer list that you might typically see 
in asset allocation.

STEWART: So it ends up being a 
rather expensive index. Right? I mean, 
that's where you end up.
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NICK: It could be, or just a really long 
decision chain whenever you want to 
change the direction of the ship, and 
there's just too many decisions to 
make to actually go where you need 
to go. And so one of the big focus 
points when I joined was redoing 
everything from the bottom up and 
top down strategically.

STEWART: So you always hear people 
teach investments, diversification, 
diversification, that gets us to the 
question around domestic versus 
international equities. How do you 
see those two? And what did you 
decide to do there?

NICK: I'll just tell you where I come 
out on it, I think 100% domestic 
makes a lot of sense. And that's 
probably not the industry standard 
view. The portfolio that I inherited had 
a good portion of it in international 
equities. But there were issues with it. 
It performed poorly a lot. The active 
management typically wasn't good. It 
was expensive, so the question was: 
Why do we own this? And what are we 
supposed to do with it? Do we actually 
need it? We went through a research 
project, decided it didn't make sense 
from any of the traditional lenses 
you would think about from portfolio 
management. I mean, it's marketed as, 
well, it should provide diversification 
and return enhancement, so that 
boosts your risk adjusted return.

When we looked at the numbers, we 
actually found it increased risk, not 
lowered it. Diversification was almost 
zero. It typically went down more than 
US equities when they went down, 
which is not what you want to see. 
Diversification isn't just: On average, 
how does it work? I really care about: 
Does it lose more money or lose 
less if I own it at bad points in time? 
And then on the return perspective, 
interestingly, when we did this a few 
years ago, a lot of the major return 
forecasters had international at 
higher returns than US. I just found 
that curious, and so when we did the 
research into that, it seems like a lot 
of that assumption was predicated on 
mean reversion of valuation multiples, 
which, well, that's hard to call in the 
short run or the long run.

STEWART: Absolutely. Yeah.

NICK: When we look below that at 
what you actually own in international 
developed, it's mostly Japan, the UK, 
and Europe. And you think about: 
What is it? It's terrible GDP growth, 
terrible demographic trends, sales 
stagnation, really poor track record 
of EPS creation, and so that was why 
it hasn't done well in the past. And so 
when we roll forward, what the world 
is supposed to look like, we don't see 
those trends getting better. And then 
from a sector mix, it's also not good 
either. It's highly cyclical exposure. 
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So when we compare that to US, we 
think the US is a better investment. It 
has better companies. It has a better 
sector mix. It has longer term EPS 
expansion. So we think it actually is just 
better to own US. There's no question.

NICK: On top of that, by the way, 
international is more expensive. You 
pay more to own it. And then it comes 
with currency risk you probably don't 
want either. So I hate to say it, but 
we're all US.

STEWART: And obviously with some 
good reason. There's a couple other 
big topics I'll tackle here. One is: What 
about growth and value or dividend 
strategies? You hear a lot about 
that. People, hey, the divided on this 
company is better than I can do on 
fixed income, so I'm going to chase 
that. Can you talk a little bit about 
growth value and dividend strategies?

NICK: Sure. A lot to unpack there, 
let's start with growth versus value. 
The debate on that, if anything, has 
just gotten hotter and hotter the 
more growth has outperformed. And 
even when we were looking at this 
two or three years ago, at that point in 
time, growth had way outperformed. 
And the question was: When is it 
going to mean-revert? I think that 
relationship has totally broken. I 
don't think we live in a growth versus 
value world anymore. Increasingly, 
the companies that fall into the value 
camp are just worse companies. They 
are priced that way for a reason. And 
the growth companies are priced 
that way because they have so many 
tailwinds. And so I would much rather 
be on the growth path despite the 
fact it obviously looks tremendously 
expensive, and I don't want to add to 
it. But over the long run, I think that 
it's going to continue to do quite well.

That's not to say value hasn't done 
well, the value indexes, especially in 
S&P 500, are still a very solid set of 
companies. But you can actually not 
make either decision if you just own 

the S&P 500. And I think that is our 
preference, is just stay in the center, 
not try to time those factors. They'll 
get worked out over time.

STEWART: Okay. So you've led me 
to my next major topic, active versus 
passive. So I don't know why, but right 
before we got on this podcast, this 
notion hit me that if you're owning an 
index, you are somewhat dollar cost 
averaging momentum. Right? Does 
that make any sense?

NICK: I mean, yeah, it does make sense 
because that's what's happening. The 
momentum companies are just taking 
a bigger and bigger share of the index. 
Granted, in the S&P 500, you own 
500 stocks. So you still have a lot of 
diversification. I'm actually okay with 
that. I've thought about: Well, if we 
do like growth and we think that's the 
long-term place to be, should we own 
that in a more concentrated form and 
just smaller dollars? Or does it make 
more sense to be diversified? For an 
insurance company, diversification 
always makes sense, so that's where 
we come back to.

STEWART: And what about the 
high dividend approach? How do 
you see that?

NICK: I've looked at it in the past. 
I mean, that is one of the stalwart 
strategies in the insurance industry. 
My background isn't 100% insurance, 
so I look at it as one option on the 
menu. And historically, there's been a 
price to pay for that income. And so 
when I think about equity allocations, 
I'm really focused on total return. 
What is the best long-term total 
return? I think the sacrifice for the 
groups that pay the high dividends 
tends to be their businesses may 
not have the best future potential as 
others to reinvest in themselves. So it 
makes me a little bit nervous.

As well, the other issues today, 
frankly, is the high dividend payers 

don't pay a lot more in the S&P 500. 
The differential might be a percent, 
percent and a half. Some active 
strategies kind of juice that up. But 
at 1.8% income versus your bond 
portfolio, you're still getting a decent 
income stream.

STEWART: So you mentioned 
valuation in saying that growth, even 
though it looks expensive, you still 
want to be there. I think probably 
the poster child for that would be 
tech. Right? So how do you view tech 
in the context of an insurance asset 
management portfolio?

NICK: It's one of the topics that never 
feels good, but I think it absolutely 
has a big role to play. In my view, tech 
is the way of the future. And five or 
six years ago, I had to go through my 
own mental evolution on looking at 
those companies and looking at the 
valuations, figuring out why they're 
priced that way, and how the market 
was evolving. And historically, if you 
look at some of the most successful 
companies, they were never cheap. 
As an investor, if we're only valuating 
things on the basis of cheapness, we'll 
probably miss out on tremendous 
opportunities in equity markets.

And so the problem with valuing these 
tech companies is no one knows what 
they're worth. It's really hard to say 
what the multiples should be, and 
no one knows what the earnings are 
going to be, or the long-term sales 
growth. And frankly, many of the most 
successful companies, which are in 
the S&P 500, have grown so much 
faster, longer than anyone would've 
expected. I mean, the predictability 
factor to me is the number one 
argument. Analysts can't figure out 
how good it's going to be. And these 
companies have outperformed 
expectations for just so much time. 
To me, that disconnect just says, "It's 
too tough to call. We're not going to 
be able to call it, so we're just going to 
be in for the ride."
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STEWART: That makes sense to 
me. I'm curious. When you mention 
your preference for indexing, do you 
think that there is a role for active 
anywhere, or is it just straight up 
index in your mind?

NICK: I think there is a role for active 
to play, but it really comes down to: 
How big is the equity allocation? For 
a lot of insurance companies, it's 20% 
or less. It may even be 10% or less. 
And the smaller that allocation is, the 
more it makes sense to just index it 
and spend your time on other things 
that might make sense, like digging out 
new alternative investment ideas. For 
our company, our allocation has been 
up in the low 20s, now the high teens. 
And so we have one active manager 
left. It's SMID growth. I do expect there 
should be some alpha opportunities 
in the small caps, and that offers 
different types of exposure to these 
newer technologies. But the large caps 
actually behave like small caps today.

So either way, I think that when you 
come down to the debate, you also 
have to ask yourself. Are you actually 
good at the active side? Can you 
pick the right managers? Do you 
have access to the best managers? 
Can you hang in there during under 
performance, which may happen 
for years, and not only at the CIO 
level, but at the board level? What 
is the comfort level there? And so if 
everyone's well aligned and ready 
for the risks that come with active 
management, it can be helpful. But 
if not, it's almost certainly going to 
detract.

STEWART: It's interesting when you 
have that conversation with a board 
of directors, and you say, "Equities can 
be down 30%," and everyone around 
the table nods their head and says, 
"Yes." And then equities are down 
28%, and that's a whole different 
conversation. Right?

NICK: Nobody wants to buy.

STEWART: That's right.

NICK: Nobody wants to buy.

STEWART: And it's like, "I didn't think 
he meant 30%. I thought he was just 
saying that."

NICK: It feels different in person.

STEWART: Exactly. Exactly. There's a 
country song like that, You Should've 
Seen It In Color. It's like, "Yep, I've 
been there too." So past valuation 
averages, you mentioned valuation. 
Can you compare the old versus the 
new? Or is it a different game today?

NICK: That's a great question. Person-
ally, I think the game is changing. And 
everybody talks about PE. And okay, 
what's the long-term PE? And how 
far are we over it? And where are 
we versus the tech bubble? But the 
problem is the long-term average of PE 
specifically, is a lot of these multiples 
reflect an index that had a lot less 
tech historically. And so today, after 
every recession or market downturn, 
the tech companies gain share. And 
with that comes a larger portion of 
companies at higher valuations. And 
I think over time, the bias is the S&P 
multiples are just going to trend up 
to reflect what's in the underlying 
index. And so if someone doesn't 
adjust for that reality, they're probably 
coming to the wrong conclusion to 
just say, "Well, the market's a lot more 
expensive than it used to be. I don't 
want to own it here." And so that is the 
challenge I see and what causes me 
to keep more of an open mind than I 
otherwise might.

STEWART: Okay. So here's the fool's 
gold question. Right? Timing, man, 
that's tempting. Right? Everybody tells 
you, you miss five days of the market, 
and you've missed the vast majority. 
And yet, people say stuff like, "Man, 
it feels rich. Feels heavy." You know? 
I mean, we say it. Right? We say it. We 
look at the charts. Ooh. So how's your 
view of timing in here?

NICK: Personally, I've tried to figure 
out why it is human nature to 
speculate wildly on everything, to look 
at the trends. What I've come back 
to, I think it may just be the heavy 
marketing that happens throughout 
the course of our lives from the active 
management companies and the 
trading. And we're sort of sold from 
day one that we can figure this out, 
even though it's obviously completely 
random. Right? But it's like we don't 
learn, even regardless of how many 
times we fail, that we're dealing with a 
roulette table here. That's the reality. 
We just don't want to see it.

Now that said, timing can play a role. 
And I'm not talking about trying to just 
in out on a frequent basis, but on a 
longer term basis, you generally know 
if the market's down 30%, it's too late 
to sell. You ought to be adding. And 
there's just too many instances of that. 
So it's really a question in my mind of: 
What is the threshold at which you 
want to add? And frankly, rebalancing 
solves the problem for investors. If 
you've got a reasonable rebalancing 
strategy, you will be taking some 
exposure off at higher levels, adding it 
back and lower levels, and that works. 
But again, the tendency to try to time 
it, or analyzing, we'd be better off 
by doing this tomorrow, never goes 
away.

STEWART: Okay. So the rebalancing 
strategy that you were mentioning is 
really a subset of risk management. 
Right? So I want to back the lens out 
a little bit. You've got an equity market 
that's running. You've got obviously that 
just changing your asset allocation, but 
you have other parts of the portfolio as 
well. Can you talk a little bit about your 
macro risk management, what metrics 
you think are actually measurable and 
valid? So many things give you this 
false sense of precision. How do you 
deal with that?

NICK: So my absolute favorite for 
risk management and what to do is 
looking at back testing. To me, back 
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testing is the ultimate way to evaluate: 
What is the risk in the portfolio? 
Specifically looking at points in time 
where markers were at their worst. 
From a risk perspective, we probably 
have seen how bad it gets in equities, 
in high yield bonds, in IG fixed income. 
And that is the guide for the future. 
So you can get extremely comfortable 
with, here is our likely maximum 
downside risk. And that's what we 
look at when we're tinkering with 
asset allocation, deciding how far we 
can push with the risk we're taking. It 
comes back to that: What's the worst 
case scenario?

But the thing is, that can also be a 
little misleading. That can bias you 
towards taking less risk that you really 
should, but you need to be aware of 
it. I mean, that's what we've tried to 
incorporate into any change we make. 
It's painting the full spectrum of not 
only what we expect will happen on 
an average volatility, average return 
basis, but a worst case scenario from 
a loss perspective. That's where it 
really kicks in.

STEWART: And not dissimilar to the 
way that the underwriting folks do it 
on the other side of the house. Right? 
They're looking at their downside 
and they're looking at: How bad can 
it get? And where are we? And how 
comfortable are we? Right? I mean, it's 
a very pragmatic approach.

NICK: And there's more to it than 
that as well. I mean, we talked about 
market timing and rebalancing. 
But ultimately, we have to be good 
investors. And sort of the definition 
of being a great investor is knowing 
when to buy new asset classes or to 
add to your portfolio. That is sort of 
a market timing event. But for me, 
it really comes down to just relative 
valuation.

Now on the fixed income side, I think 
it's a little bit easier if we're talking 
about spreads in investment grade 
space. We're talking about yields or 

spreads in high yield, that decision to 
me is a lot easier, thinking about when 
we want to add, and are we happy 
with that risk reward, than it is on the 
equity side, where you're not dealing 
with a security that pays you back in 
five years. You have a much tighter 
box around the various scenarios you 
might have in the near future.

STEWART: Do you look at the 
duration of your liability, your claims 
liability, vis a vis, your duration of 
your bond portfolio, are you trying to 
manage that? Do you not care? I've 
heard every answer to that question. 
How do you think about the cash 
flow liability, schedule P, versus what 
you're doing on the asset side?

NICK: So it's absolutely a consider-
ation, but it's also somewhat of a 
moving target in our case. So the 
average duration of our liabilities 
tends to be two or three years. Those 
tend to be related towards paying 
out claims from lawsuits, which in 
my mind is probably a hard thing to 
figure out when those are going to 
pay out. But we've got a mature book, 
and we've got a good idea of how 
that tends to balance out. But we 
also have a lot of capital beyond the 
liability. So having extra surplus really 
matters for insurance companies to 
figure out how tightly they need to 
manage that asset liability mix. And 
because we're also on the shorter 
end of the duration spectrum, we run 
a little longer than liabilities because 
we've got that surplus.

But ultimately, we also want to do 
what's right for the company, so  does 
it make sense? It is really painful today 
to be on the short end of the curve. So 
anyone who has really short duration 
liabilities is earning almost nothing. So 
being somewhere in that intermediate 
to lower range, it's a little tricky.

STEWART: Yeah. My experience run-
ning money myself is, most people 
are going to run the duration a little 
long. And then when you consider the 

dollar duration, it's significantly long, 
but you're cashflow positive as an 
operation. And the yield give coming 
down the curve is so great that if you 
don't have the need to lock that timing 
up a little more closely, it's tough to 
get there. Right?

NICK: Exactly. So from an operational 
perspective, if you're a growing com-
pany, you're a profitable company, all 
those factors will skew you towards 
being able to take a bit more risk on the 
asset side, especially if it pays better.

STEWART: So this is the part of the 
CIO spotlight that the guest isn't 
aware of. It's called The Ask Me 
Anything Segment. So you have a 
rather unusual path to an insurance 
CIO seat. How did you get here?

NICK: How did I get here? That could 
be a long story, but I'll give you the 
short one. I've had an interesting 
career, certainly. I've been blessed to 
have the opportunities I had. I actually 
started my career in investment 
banking, fixed income investment 
banking, in Lancaster, Pennsylvania, 
which I wouldn't have guessed that's 
where I would've ended up, especially 
after really having an interest in 
investing money ever since I was a 
kid. So started in Lancaster, PA after I 
went to college at Franklin & Marshall, 
worked in that industry for two years. 
By the way, driving around the state 
to go to school board meetings at the 
end of a long day, in a big state, that 
is a tough slog.

Fortunately, I had an opportunity 
to join a multi-family office shortly 
thereafter. I'm from Massachusetts. 
I went back to Massachusetts. And 
that was the 2008 to 2013 timeframe, 
where I got to work on just everything 
from allocator, to direct investments, 
to multi-asset portfolio management, 
alternatives, due diligence. That really 
built the framework and platform 
that spring boarded me forward. As it 
turned out, in helping manage some 
income-oriented products, that was 
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the exact skillset that insurers want. 
And so I had the opportunity to join a 
publicly traded re-insurer, Montpelier 
Re. I was director of investments 
there towards the end of my time with 
them, before they got bought out. But 
that really got me introduced to the 
insurance concepts and the portfo-
lio management from an insurance 
standpoint. And from that day for-
ward, it sort of followed me around. 
And I've just come to love the industry 
because the insurance business is a 
great business to be in over the long-
term. And there's just a lot of great 
people in this industry as well.

STEWART: It's true. I've got plenty 
of gray hair, which my wife tells me 
is no longer premature. That's nice. 
Thank you. But I've been fortunate 
to know a lot of really great people 
in this industry. And it takes a long 
time to develop the skills necessary 
to effectively run insurance money. 
It's well beyond just knowing asset 
classes and asset allocation. True?

NICK: Exactly. Insurance asset 
management is fun though. I mean, it 
is more restrictive. So if you're used to 
managing money for an endowment 
or foundation where it's 70% equities, 
and the Wild West of what you can do, 
it is more restrictive. But you can still 
do a lot, and there's usually a lot of 

assets to invest. And it really matters, 
I mean, it really matters for the policy 
holders. It's a huge portion of the 
company's profitability. So done right, 
it can be tremendously impactful for 
the business.

STEWART: All right. Question number 
two, ask me anything. What's a great 
long weekend for Nick?

NICK: Oh, wow. I can't even remem-
ber what a great long weekend for 
Nick is like.

STEWART: All right. All right.

NICK: I've got two kids under two 
now, so between the kids and the 
coronavirus, I don't think I've been 
out. I can't remember the last time 
I've been out.

STEWART: Haven't left the house in 
months. That's great. All right, third 
question. You're on your graduation 
day from college, and despite the 
festivities of the evening before, you 
are bright eyed and bushy tailed. You 
are in your cap and gown, looking very 
smart. And you go, you wait, wait, wait, 
wait, wait. You go up the stairs, they 
call your name. The crowd goes crazy. 
University president hands you your 
diploma, shakes your hand, quick 
photo op, and you walk down the 

stairs. At the bottom of the stairs, you 
meet Nick Martowski today. What do 
you tell your 21 year old self?

NICK: I would tell myself to go out 
there and hustle and chase his 
dreams, and to go big. I mean, really go 
big, because I think setting high goals 
and having passion for what you do, 
and following that path aggressively 
is ultimately what helps drive results. 
And so that's kind of what I did, but 
that's also, I still believe, that's the 
best advice to give anybody coming 
out of school, looking at the world 
open eyed and not sure what they're 
going to do, or where they're going 
to go, or where the opportunities 
are going to come from. I'm a true 
believer in being a go getter to make 
things happen for yourself.

STEWART: That's great advice, Nick. 
Thanks for being on. Nick Martowski, 
CIO of MAGMUTUAL. Thanks, Nick.

NICK: Thanks very much, Stewart.

STEWART: My pleasure. Thanks to 
everybody for listening. If you have 
ideas for podcasts, please email us 
at podcast@insuranceaum.com. My 
name is Stewart Foley, and this is The 
Insurance AUM Journal Podcast.

About Nick Martowski

Mr. Martowski serves as Chief Investment Officer at MAGMUTUAL Insurance Company, overseeing a multi-asset general account portfolio as well as the treasury 
operation. Previously, he was a Principal with Partners Capital Investment Group and advised E&F institutions and private clients. Mr. Martowski has also served as 
Director of Investments for Montpelier Re, a publicly traded reinsurer, and previously was an Analyst with Battery Global Advisors, focusing on fixed income relative 
value and alternative investments. Mr. Martowski began his career with RBC Capital Markets in the Fixed Income Banking division and is a CFA charterholder.
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STEWART: What is going on, on 
Schedule BA assets? This is the 
Insurance AUM Journal podcast. My 
name is Stewart Foley and I'll be your 
host. We are very fortunate to be 
joined by Danielle Natonson, mana-
ging director of Cardinal Investment 
Advisors. Welcome Danielle.

DANIELLE: Thank you, Stewart, it's 
nice to be here.

STEWART: We're happy to have you. 
Big news flash, for those people who 
are living under a rock for the last 
20 years, who is Cardinal Investment 
Advisors?

DANIELLE: We are an institutional 
investment advisor with a practice 
specialty or expertise in serving the 
insurance industry. Today, we're at 
about 270 billion in assets under 
advisory with about fifty-three insu-
rance cli ents. And that ranges from 
property, casualty, to health insurers 
all across the US.

STEWART: There's a lot going on, 
insurance companies, big news flash, 
everybody needs more yield and 
people are searching for other ways 
to get it. Those assets sometimes end 
up on Schedule BA. The question first 
out of the box is, what's Schedule BA?

DANIELLE: Sure. I don't want to 
call it a catch all, but it's an area of 
the insurance company's balance 
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sheet where you're required to file 
basically anything that isn't done in 
a separately managed account, isn't 
an individual security, is essentially 
an LP or an LLC type structure. This 
could be high yield bank loans that 
are done in a commingled structure. 
It could be non-US investments in 
equity, international equities, where 
it's cheaper to access the asset 
class through a commingled fund 
than it would be in the mutual fund 
for those that are fee sensitive. But 
often we found it's your private equity 
investments, it's maybe private real 
estate. Anything that falls under 
that alternative bucket also falls into 
Schedule BA.

And lately the conver sation has been 
less about private equity, private 
equity being one of the bigger compo-
nents we think that has wound up on 
BA, it's been private credit. We've had 
clients for several years where we've 
spoken to them about accessing the 
credit markets in a private structure 
and often the pushback has been 
is now the time? Where we are in 
the credit cycle, is this is the time to 
allocate to those private sectors? And 
the reality is it's an all weather asset 
class, much like public high yield or 
public investment grade credit, it's 
an asset class that's just sort of been 
underrepresented.

STEWART: There's a lot of fund flow 
going there now and not just now, 

but it continues. I always say, I learn 
more on these deals than anybody 
else because I get to ask really smart 
people questions that I don't know 
the answer to. Here's another one: 
constraints of Schedule BA assets. This 
is an area that not a lot of people are 
well versed in so help me out please.

DANIELLE: Sure. I think one of the 
more important things to note before 
you talk about how it's constrained 
is what it means to put an asset on 
Schedule BA. It is the highest capital 
charge usually that you'll have on 
your schedules. By comparison, an 
investment grade bond has basis 
points of capital charges, equities 
have a 15% capital charge, Schedule 
BA assets wind up with a 20% charge 
which is fairly high. If you're going 
to invest in an asset class and put it 
on Schedule BA, you really have to 
have the return potential or return 
profile that makes that capital 
charge worthwhile. I would say, ten, 
fifteen years ago, Schedule BA was 
constrained in that many insurance 
companies maybe didn't have enough 
capital to really fill out that bucket or 
they weren't willing to do so or they 
had other investments that were 
more strategic in nature that fell on 
Schedule BA.

Now, the issue is probably not capital. 
What we've seen in the industry is that 
capitalization levels are actually pretty 
high, very healthy and Schedule BA 



 Q2 2021 Insurance AUM Journal 34 insuranceaum.com

INTERVIEW: Danielle Natonson 
The Changes Happening on Schedule BA (cont.)

assets themselves if you take a look at 
the AM Best database and look at the 
industry segments over time, whether 
it's PNC mutual, PNC total health, the 
allocations to that Schedule BA, the 
size of those investments has grown 
pretty significantly as a percentage of 
the invested asset. It's not just us who 
have been talking to our clients about 
how to utilize assets on Schedule BA, 
the industry is clearly moving in the 
very same direction.

STEWART: I've asked some guests in 
the past, tell me what you think about 
fund flows to private versus public 
credit. And I've had a lot of people say 
they expect the fund flow to private 
credit to continue to grow. Can you 
talk a little bit about emergence of 
private credit, otherwise known as 
direct lending? Can you just talk about 
the progression if you will and where 
you see it today?

DANIELLE: Yeah. And even direct 
lending, it's a single confirmation of an 
asset class, but it can represent middle 
market, lower middle market, upper 
market. Where it almost resembles 
something that's very similar to senior 
secured, syndicated debt, public 
market debt. On the one hand, those 
direct lending asset classes can carry 
the kind of unlevered yield that is 
attractive. That's probably two to 300 
basis points over public market yields. 
And then as you move up the spectrum, 
whether it is to levered products, 
getting a little bit more yield because 
you've got leverage on the strategy 
or you're going down in the market 
capitalization size so you're going to 
increase the spread again. Maybe it's a 
difference of four to 500 basis points. 
There's definitely an advantage there, 
but I think what it unique is the data 
that we have and that's being more 
accurately spoken about today is both 
the default levels and the recoveries 
that are associated with private credit 
versus public markets.

You tend to have lower default rates, 
you've got better recoveries. And when 

you combine all those components, 
both the higher yield along with those 
better credit metrics and actually 
lower leverage oftentimes, we see 
lower leverage in private deals than we 
would see in the public market, all of 
that adds up to an advantage. And it's 
the realization that the banking model 
of providing credit to middle market 
companies, it doesn't exist. The teams 
that would have made those deals are 
no longer at the banks. They're all at 
private asset management companies 
and providing that much needed 
liquidity. And with the knowledge that 
there's a maturity profile that needs 
to be funded over time. And there's, 
on the side of the private equity 
sponsorship, there's more and more 
deals being done there too and debt 
will eventually become a part of those 
companies' capital structure.

STEWART: All right. You've convinced 
me, I want to go out and search for 
a manager and implement a private 
credit strategy in like 120 seconds, 
how do I do that?

DANIELLE: The public market 
databases are obviously a great 
source for getting that information. 
Nowadays, Prequin is a pretty good 
source, but having been in that 
market, the private markets for a 
very long time, you get to be very 
familiar with the names. And so first 
and foremost, I think the decision 
really has to be where you want to 
play in that segment. Do you want 
lower middle market? Do you want 
true middle market? Do you want 
something that maybe is a little bit 
bigger? Start focusing on the type of 
return profile you want and then sort 
of look to the mandates that would fit 
that. And there's plenty of them. Most 
of the ones that we would meet with or 
speak to are certainly put in manager 
searches or those that are going to 
have multiple credit cycle experience.

There are many that have popped 
up in the last several years, we like to 
see something with a little bit more 

underwriting expertise and horizon 
to it. There's plenty of them out there, 
Prequin being a very good source of 
information for that. The next decision 
would be do you want to access this 
through a closed end fund? There 
are some evergreen funds that have 
begun to crop up. They're not without 
their challenges, but the structure is 
probably the second set of decisions 
that you'd have to make when moving 
into private credit.

STEWART: That kind of segues me 
right into the next, by the way, neither 
one of us have a relationship with 
Prequin one way or the other, so 
just I want to get that out there. Wall 
Street is nothing if not creative, so has 
anybody put together anything that's 
insurance friendly in terms of the 
structures of these deals?

DANIELLE: Absolutely. We've certainly 
seen these types of structures before, 
but I think this is the first time that the 
underlying assets are actually very 
well suited to the type of structures 
that they're creating. Rather than 
keeping it in the LP, which again, sits 
on Schedule BA and carries a very 
high capital charge, they're able to 
separate them into something that 
looks more like a note and sits on a 
different part of the balance sheet and 
can be rated by an NRSRO. Those are 
much more capital friendly. And then 
there would be a sleeve that could be 
held as an equity and literally sit as a 
form of equity on the balance sheet 
and carry again, an advantageous 
charge of 15%.
 
Now, the reason I think these make a 
lot more sense than say several years 
ago, we saw the hedge fund industry 
trying to do the same thing. Package up 
a long short strategy, or maybe credit 
sensitive type strategy and package 
it into a note so it was more capital 
efficient and friendly to the insurance 
investors, but those didn't make a ton 
of sense. Whereas this does, these 
are amortizing assets, they are loans. 
They paid down, they will eventually 
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go away. They will mature or they 
will be paid down early. And you may 
benefit from some prepayment fees 
that go with that. There have been 
efforts, not all insurance managers, 
but many of them are definitely taking 
this route. And as you said, creating 
these insurance friendly structures to 
make it a little bit more accessible.

STEWART: I'm a CIO some place, I'm 
trying to look at what goes on my 
Schedule BA. How do you look at 
ways to test for efficacy or efficiency 
or whatever you want to call it on 
what do I put on my BA?

DANIELLE: Well first we take a look 
at the state regulations. We talked 
about this a little bit earlier when 
we discussed, what are some of the 
constraints that go with BA and again, 
15 years ago, it was probably gee, 
that's a high capital charge. I don't 
know that I want that on Schedule BA 
because that's really going to affect 
my RBC rating, risk based capital, or 
maybe CAR, the best capital adequacy 
rating or ratio. Nowadays it's more 
the constraints that are put in place 
depending on your state of domicile. 
Some states are very restrictive, say 
10% of total admitted assets is the 
limitation so that could be fairly small 
or large, depending on the size of the 
insurer. Other states are far more lax 
in terms of the limitations that you put 
there. Often what we'll do is try to look 
at first, what is the return potential?

Definitely something that's going 
to have an above average, certainly 
above your investment grade fixed 
income return to make it worthwhile 
to put on Schedule BA. But what we 
wind up doing is on an asset allocation 
basis is testing the limits of a lower 
bound of a CAR. As you put more 
assets on your Schedule BA they carry 
a much higher capital charge, you run 
the risk of eroding your RBC or your 
BCAR scores, generally not by enough 
to make a huge difference, but it's still 
a component. And certainly the way 
that AM Best have changed the way 

that they calculate their VaR levels at 
these higher VaR levels, you have a 
much higher capital charge to these 
assets. One way we walk into it is to 
do it from an RBC or BCAR threshold, 
asset allocation decision making level. 
That's the first step.

And then the next would be to again, 
take a look at what the return profile 
is going to be. Maybe you want to take 
a little bit more risk. Maybe you want 
to add a levered strategy to amp up 
the returns of the yields in particular 
that you be getting from these private 
credit vehicles and then comparing 
that to anything else that you might 
be putting on Schedule BA. Again, 
whether it's private equity or any 
other equity like strategy and weigh 
the ups and downs of that.

STEWART: This is, pardon my igno-
rance on this, how transparent is the 
BCAR score model? In other words, 
how closely can you monitor that or 
model it for your clients? Because 
it's a huge deal. And the other thing 
that's interesting is, and is the RBC 
methodology as different than the 
Paccar methodology by a lot so one 
seems to be more transparent than 
the other one, but how are you 
making those determinations?

DANIELLE: Sure. It does need to 
be done through dynamic financial 
modeling. And we need to have the 
various capital charges at each one 
of the VaR levels and they do increase 
from low to high. Generally, what we 
do is start with our current client base. 
They provide us with the BCAR work 
papers. We can then use that as a 
proxy for making forecasts as to what 
those capital charges will be in the 
future. In many cases, if it's a manager 
that we already see at another client, 
we can use those capital charges as a 
proxy for the go forward charges that 
we would expect for a new investor. 
But here's what's interesting and you, 
you bring up an excellent point, for us, 
even from client to client, we see that 
there is discrepancies in the capital 

charges for the very same investment 
strategy, the same manager, the same 
fund, all of it and they're different 
from one client to the next.
 
Some of it's definitely going to be 
based on the relationship that an 
insurance company has with their 
AM Best analyst and walking them 
through the risks of the underlying 
assets that are in these Schedule BA 
assets. And sometimes we've been 
involved in those discussions. We've 
learned quite a bit. Other times we 
just provide as much detail as we 
can, client goes ahead and has those 
discussions with AM Best without us. 
But we can pretty much back into, 
from a calculation standpoint, they're 
pretty clear on the methodology. 
It's the moving parts of whether a 
different charge is seen at a different 
level that could make a big difference 
between the BCAR charges.

STEWART: This is me getting on my 
soapbox and if you want to pass on 
this question be my guest: Regulation. 
Regulation at the end of the day is 
designed to protect a policyholder. 
You crash your car, Geico writes you 
a check, the check clears. Regulator's 
done their job. Whether Geico's 
profitable, not profitable, doesn't 
matter at the end of the day. What's 
the big risk the regulator's trying 
to guard against? Well, default risk. 
You've got capital charges that favor 
fixed income assets and so I'm going to 
create a capital charge structure that's 
based on the likelihood of default. 
That's what I'm going to go with. 
Now, rates fall, now they've bounced 
back, but the ten year note at 175 or 
whatever it is today, bounced off of 
fifty-six basis points or something like 
that. The question is, is that default 
risk the risk to the policy holder? Or is 
it the insurance company's inability to 
earn an adequate rate of return given 
the regulatory regime in place? Go.

DANIELLE: That's a lot to unpack. We 
would agree. Obviously regulations 
are meant to be in place to protect 
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the policy holders and to ensure that 
there is solvency, that there's the 
ability to pay in the event of whatever 
accident or even in catastrophe. That 
does seem very far removed though 
from how assets get treated on an 
insurance company's balance sheet. 
And to that point, we can take, as we've 
talked about here with private credit, 
which yes, default risk is of course 
a big risk, but there's a lot of other 
assets that show up on that Schedule 
BA that are not at all commensurate 
to the type of risk you'd be taking in 
a debt instrument than say private 
equity. You could have a venture 
capital fund alongside a senior 
secured private credit fund, they both 
carry the same exact charge, but the 
true underlying risk of the assets are 
very different. They're literally on the 
other end of the spectrum.

Our hope is that through our 
engagement with groups like ISA and 
other industry groups, that regulatory 
piece catches up to the investment 
world. You mentioned earlier that 
Wall Street is nothing but innovative 
and certainly they are and certainly 
there's good reasons for it in some 
cases. What we need though, is for 
the regulators, whether it's AM Best, 
the NAIC, to also embrace that and do 
a little bit more digging as it relates to 
those types of investment strategies 
because they're certainly not uniform 
and they're not accurately capturing 
the risk that really sits on an insurance 
company's balance sheet.

STEWART: And I think in fairness, you 
look at a Schedule BA and you go, 
"Oh, they're Jolly Roger 3 Fund. What 
the hell is that?" Well, I got to go out 
and buy an expensive subscription 
and whatever to figure it out where 
it's not always obvious when you look 
at the BA what the hell it is. You've 
got to know more than a little to 
figure out what those risks really are. 
I'm not saying the regulator has an 
easy job at all, but I think your point's 
very well taken.

Okay, so you convinced me on these 
private assets and now I've gone out 
and done a wicked cool manager 
search with you and now we've hired 
a manager and I've allocated my 
assets to the point of maxing out 
my BA. Now what? You talked a little 
bit about how the national regulator 
or rating agency is not necessarily 
treated in the same manner as things 
are at the state level. Even something 
as simple as ETF look through gets a 
different treatment. I bang my head 
on my BA limit, now what?

DANIELLE: We do have some clients 
that have reached that point. There 
are some that will freely decide to 
non admit an asset. Essentially treat 
it as though it carries a 100% capital 
charge. It doesn't show up on your 
balance sheet as an admitted asset. 
Like I said, if the capital levels are high 
enough, they're willing to do that. 
It's not always a popular decision, I 
will say that. Very few of our clients 
take that route. The next step would 
be making the decision. And again, 
whether it's an asset allocation 
decision to maximize the return on 
the assets that would show up on 
Schedule BA or to just reallocate. 
Maybe that international fund that 
you've carried in a commingled fund, 
that's saving you five basis points or 
10 basis points in fees doesn't belong 
on Schedule BA. Can you move it into 
a mutual fund?

We've got many of our insurance 
companies simply are not willing to 
take the currency translation issues 
and put it in a separate account 
and that makes a ton of sense. 
But when it comes to the trade off 
between a mutual fund option and 
the commingled fund option, maybe 
that's a slam dunk. Until you realize 
that those commingled funds may 
have huge embedded gains. The 
majority of our client base is taxable 
so that's yet another wrinkle that 
needs to be considered. And maybe 
it's through again, through active cash 
deployment to relieve that pressure 

on Schedule BA. Begin funneling new 
assets into maybe a mutual fund type 
structure, but keeping your asset 
allocation in line. Or you just begin to 
favor other asset classes.

We've had some luck with reallocating 
from commingled funds into 
separately managed accounts if the 
company is large enough. For example, 
a private credit mandate, if you don't 
have, I would go with upwards of fifty 
to a $100 million, and again, that's 
going to be very dependent on the 
type of strategy that you're employing, 
you can't touch a separately managed 
account. That's something that maybe 
has to reside within the Schedule BA 
as a commingled fund. And then again, 
it's cash flows, making changes on the 
fly as rebalancing occurs. That's really 
the only way to relieve that BA upper 
limit pressure.

STEWART: Insurance company, under  - 
writing operation, the CEO is not going 
to the chief underwriting officer going, 
"Maximize premium," because that's 
insane. You're supposed to take risk, 
insurance companies get paid to take 
risk when they underwrite and they get 
paid to take risk when they invest. It's 
both of those operations are levered 
off the same piece of capital. The 
underwriting side of the balance sheet, 
you take risk when you're getting paid 
for it, ie., a hard market and you're 
supposed to be real cautious in a soft 
market. But on the investment side, 
the rate online, the equivalent is yield 
spread. I'm not getting paid a lot to 
take risk and yet, everybody seems to 
be taking on more and more. And oh, 
by the way, you can't just go back to 
core bonds and stick your head in the 
sand. How are you viewing risk premia 
today and where money's going?

DANIELLE: The risk of being in core 
fixed income is probably the greatest 
today than I've ever seen it. There's no 
denying that and everyone is having 
the very same discussion. Is really 
a default risk as great as either an 
inflation pressure or a rising interest 
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rate regime on your core fixed? Are 
those equal risks or is one greater 
than the other? And certainly the 
broad exposure to investment grade 
fixed income feels like a significant 
risk amongst insurers.

STEWART: Well, here's the other 
one, if you think about duration, you 
go, "Well, I got cash inflows and cash 
outflows." Yeah, that's true. But when 
interest rates move, those present 
values go in opposite directions and 
inflation is a big risk, a big cost that's 
very difficult to effectively hedge for 
an insurance company in particular. 
It's interesting. It's a tough problem. 
You're allocating assets and helping 
clients allocate assets in a really 
complicated puzzle. And that's what it 
is. It's a puzzle of how do I put these 
pieces together the best to get the 
client to perform in their maximum 
way, given all the myriad of constraints 
that they face?

DANIELLE: Right. But some of those 
investment constraints today are 
maybe not as significant as they would 
have been again, ten, fifteen years 
ago. There's so much more capital on 
the balance sheets of the insurance 
industry as a whole. Maybe the 
answer is increasing those risk assets 
makes more sense because your fixed 
income portfolio, while it will not do 
well in a rising rate environment on 
a short term basis, mark to market, 
you will eventually reinvest those 
cash flows into a higher rate, which 
is ideally a better deal for insurance 
companies. You will earn more off of 
that reinvestment rate. Now inflation 
is a slightly different story. It has the 
potential to significantly erode returns. 
Unanticipated inflation is really where 
we spend more of our time focusing. 
And there are very few asset classes 
that do a great job of protecting 
against unanticipated inflation.

With that said, capital being what it 
is amongst the insurance industry, 
having a greater allocation maybe to 
risk assets, even at a time where it 

doesn't feel necessarily appropriate 
to do so. But if you're looking at, in a 
way immunizing your reserves, that's 
what your fixed income portfolio is 
there for and your surplus can be 
utilized in those higher risk areas. 
If we saw sustained inflation, some 
of the feedback we hear from our 
clients too, is that wouldn't be the 
worst of all worlds because they may 
be able to take that inflation pressure 
and pass it through as higher 
rates. Depending on whether it's a 
health insurance company or a PNC 
company, of course that may flow 
through differently. That's another 
real life side of the risks that insurance 
companies take in both the way that 
they treat the underwriting, as well as 
the investment strategy.

STEWART: This is the ask me anything 
part of the program that you weren't 
aware of, Danielle. Ready? Here we 
go. This is going to be a lightning 
round. It's the Thursday before a long 
weekend, you look at your email, you 
have no unread messages, you have 
a three day weekend in front of you. 
What is on the agenda?

DANIELLE: If I can access a mountain, 
I'd like to go skiing.

STEWART: All right. Skiing, that's the 
key. All right, cool. And in Chicago, 
of course you can go to Wilmot, but 
other than that, it's an airplane. Okay, 
so here we are, it's graduation day 
from your undergraduate institution. 
Now, regardless of the festivities, the 
evening before, you look bright eyed 
and bushy tailed in your mortarboard 
and gown. And there you are, you've 
waited patiently through umpteen 
million people in front of you whose 
names you can't recall or don't really 
care and you're standing there and 
you've walked up the steps and now 
they read your name and the crowd 
goes crazy. You walk across the 
stage, you shake the president of the 
college's hand, they hand you your 
diploma, quick photo op, down the 
stairs you go elated and you meet 

yourself today. What do you tell your 
21 year old self?

DANIELLE: Oh wow. That's actually 
a very funny lead in, or question, I 
should say. I actually started my career 
with an insurance company. I was in 
the Treasury Department, I did the 
investment accounting. I ran the short 
term portfolio way back in the day 
when you could buy all the Chrysler 
and Ford that you liked and John 
Deere and go to bed at night and wake 
up and it was all fine the next day.

STEWART: Everything was fine.

DANIELLE: Everything was fine.

STEWART: Good old days.

DANIELLE:  Of course. Of course we 
did have a spike in rates during that 
time period without aging myself 
too much and I made the decision 
many years ago that, did I really want 
to work for an insurance company? 
Maybe I wanted to experience some 
more interesting things, broaden 
the horizon. And I did and I'm very 
glad that I did, but it's very funny 
because I've said this many times in 
my life. I started my career working 
for an insurance company and I left 
it and now I work for many insurance 
companies. And I'm so thankful that 
I had that early opportunity and I do 
tell so many young graduates that 
you may think the insurance industry 
is some sleepy, possibly boring 
industry, who wants to work in that? 
It's not exciting. But it is if you have 
the right group. Always changing, very 
challenging, great places to work, 
you can have a lot of job security for 
those who are looking for it and what 
a great start.

STEWART: Amen. Good advice. I love 
this industry too and it's been good to 
me and I think it's been good to you 
as well. And so very happy to be able 
to give back a little bit. Thank you very 
much for being on. Great discussion.
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DANIELLE: Thank you, Stewart. It's 
always a pleasure to see you and 
thanks for all the time you gave to me 
and to Cardinal today.

STEWART: Of course, my pleasure. 
You can find us on all the major 
podcast platforms. If you like us, 
please do and tell your friends. If you 
have ideas for podcasts, please email 
us at podcast@insuranceaum.com.  
My name is Stewart Foley and this is 
the Insurance AUM Journal podcast.

About Danielle Natonson

Danielle joined Cardinal in 2005 as a Consultant. She serves as the lead consultant for several clients and is involved with leveraged finance and hedge fund 
research. Prior to joining Cardinal, she worked for Bloomberg serving buy-side clients including insurance companies and asset managers in Australia. Early in 
her career, she was a fixed income analyst and managed the short-term bond portfolio for a property casualty and life insurer. 
 
Danielle holds a BS in Economics from the University of Wisconsin – Madison. She received her CFA charter in 2004 and became a Member-Owner of Cardinal in 2010.
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STEWART: What is Acord, and what 
do they do? Let's find out today with 
Bill Pieroni, CEO. Welcome Bill. Thanks 
for being on.

BILL: Oh, thanks for the invitation. 
We're very excited to be part of the 
podcast and to speak to your listeners.

STEWART: It's great. My name's 
Stewart Foley. This is the Insurance 
AUM Journal Podcast. Get the 
formalities out of the way. Our 
listeners don't know that you and 
I've just spent the last 15 minutes 
going down memory lane of all the 
work that you've done in Missouri. So 
welcome. Very warm welcome. I don't 
know beans about Acord. What does 
Acord do? Can you tell us a little bit 
about that at 50,000 feet?

BILL: Absolutely. So this is our 50th 
anniversary this year. We have 36,000 
members globally, and we're the 
global standard setting body for the 
insurance industry. And we'll talk 
a bit about those standards, but I 
don't want to bore your listeners too 
much because I know they may be 
in a different part of the insurance 
industry. But we have on 1,200 
standardized transaction types across 
the value chain that help to support, 
apply, quote, bind, claims processing. 
When you look to our 36,000 
members, we've got all of the major 
brokers, all of the major P&C writers, 
life and annuity writers, reinsurers, 
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and solution providers. We are in 100 
plus countries. And our standards are 
used across about 90% of the global 
premiums written worldwide.

We have everything from those 
standards, as I spoke about, to forms. 
We have reference architecture 
components where software providers 
can build solutions for the industry. 
We conduct about 3,000 training 
sessions a year, 300 to 400 events 
and idea sharing platforms. And one 
of the things that we do every year is 
around 20 market studies. And I know 
we're going to talk about P&C Value 
Creator Study in a moment. What's a 
snapshot of what we do every year? 
About 6,000 regulatory submissions 
on behalf of the insurance industry, 
7,000 policy admin underwriting 
claims systems built using the Acord 
standards. In London, almost 13 
and a half million annual message 
transactions, 150 million annual forms 
and structured data assets in the 
United States. And in the US, about a 
quarter of a billion annual messages 
using Acord standards. So that gives 
you a snapshot. These standards are 
technical. They have a lot to do with IT, 
but they're also financially related and 
accounting.

Stewart, back to the studies. We do 
a number of studies. Some of them 
we do every year. Some of them 
we update on a regular basis. We 
have studies around value creation, 

technology, and execution. One of the 
interesting studies that we've been 
doing, that I've been doing personally 
for almost 30 years now, our property 
and casualty value creator study. And 
I know we're going to spend our time 
talking about it. And in anticipation 
for your questions around assets 
and investment portfolio, we did a 
deep dive just for this podcast. And it 
was incredibly interesting. I know we 
caught up before the podcast started. 
But some incredibly interesting 
insights regarding the investment 
portfolio of these value creators. So 
I'll pause right there before we get 
into the study and give you a chance 
to further focus me.

STEWART: So tell me, the name of the 
study is the 2021 Acord US P&C Value 
Creation Study. How are you defining 
value creation?

BILL: That is a great question. So 
when you look to our industry, there's 
a number of things you could look at 
regarding value creation. You can look 
at combined ratio, ratings, growth, 
market share, dividends paid, brand 
positioning, customer satisfaction, 
how attractive you are to talent, social 
responsibility. But for our study, we 
look at cash flow. And this is where I 
think the asset professionals would 
like it. We look at cash flow as a 
percent of capital. So cash flow versus 
cost of capital. And we'll talk a bit 
about the study, but what we do is 



 Q2 2021 Insurance AUM Journal 40 insuranceaum.com

INTERVIEW: Bill Pieroni 
ACORD President and CEO Bill Pieroni Discusses ACORD’s US P&C Value Creation Study (cont.)

we look at cash flow generated from 
underwriting and cash flow generated 
from investment returns.

Now to jump ahead a bit, those firms, 
those carriers who exceed their cost 
of capital through both  underwriting 
and investment, we call sustainable 
value creators. For those carriers 
who exceed their cost of capital 
solely through investment returns, 
but destroy value, had negative cash 
flow from underwriting, we call them 
hollow value creators. And for those 
carriers do not earn their cost of 
capital, we call them destroyers. Now 
backing it up again, we look at the 100 
largest carriers in the United States. 
48 of them are publicly traded. And I 
bring that up because we always like 
to look at total shareholder returns 
to see if our model is predictive. 
Whilst it's only 4% of all the insurers 
in the United States, it's 88% of the 
premium. And the smallest carrier 
in our study is 600 million and the 
largest is 65 billion.

So despite the fact that it's only 104%, 
we're nearly 90% of all the premiums. 
And we're dealing with a statistically 
valid sample size of carriers and 
premiums written. And just to let 
you know, it's 20 years, it's 32 lines of 
business across every jurisdiction in 
the United States. So you think about 
100 carriers, 20 years. That's 2000 
carrier years worth of data across 32 
lines of business across every state. 
And we've been doing it now for 
decades. So you begin to get some 
very useful insight, not least of which 
is the share returns.

So when you look at those three 
tranches, there are some very 
interesting insights for the 48 publicly 
traded carriers.

STEWART: Yeah, it's interesting. So 
let's talk about strategic and tactical 
observations that you've made in 
terms of size, scope, strategies, lines 

of business, and so forth, some of 
the things that you mentioned. What 
did you see?

BILL:  Sure. Let me first take five 
seconds here. The average return 
for our study, out of the 48 publicly 
traded, 52 are mutuals. The average 
share return over the 20 year time 
period study, that's real share price 
appreciation plus dividends, was 
529%. This is 20 year time period. The 
value destroyers had 72%, hollows 
210%, sustainable 727%. So literally 
it's nearly 2X more than the study. 
So just to help the listeners, and to 
keep people from sending you notes, 
I did nothing more than applied Ben 
Graham's techniques from the 1930s, 
1940s, in looking at cash flow is as a 
percent of capital. This is just an EDA-
like model. Now of course, we need to 
adapt it wildly using yellow books or 
statutory filings to take that out. But 
that's what we essentially did.

So a couple of observations regarding 
scale and scope. When you look to 
size, what you find is very interesting. 
So when you look to any metrics, 
whether it's LAE, pure loss, investment 
return, underwriting expense ratio, 
general expense ratio, what you find 
is that the larger you become as a 
carrier, the more you approximate 
the mean. There's a mean reversion. 
But being smaller doesn't necessarily 
mean you do better. So imagine if 
you took a normal curve, turn it at 
45 degrees, you have high levels of 
variation for a smaller carrier. So you 
could have, it looks to us, greater 
degrees of strategic and tactical 
degrees of freedom around superior 
performance, but you also can have 
inferior performance. The larger you 
become, it dampens the volatility 
around performance, but it seems to 
limit the strategic and tactical degrees 
around superior performance. So that 
size here, seems to help and hurt. It 
helps you in that you approximate 
kind of average performance, but the 
larger you become, the more difficult 
it is. It's not to say it's impossible 

because there are some large carriers 
out there doing it.

Now, when you look to our study, 56% 
of the top 100 carriers premium was 
personal lines, 44% was commercial. 
When you look to sustainable, those 
that generated positive cash flow in 
excess of their cost of capital through 
investment and underwriting, the mix 
was 57-43. So in terms of commercial 
versus personal, no real change there. 
When you dig into the commercial lines, 
22% of the study was general liability, 
14% worker's comp, 13% commercial 
multi-peril, 14% commercial auto, 4% 
fire, 30% other. Same. Very close for 
the sustainables. Where they did differ, 
though, is 33% of the commercial lines 
was other. But when you look to the 
sustainables, they assiduously avoided 
some lines, but they also wrote more 
heavily than others.

So where did those sustainables 
write? They were heavier in 
reinsurance. They were heavy with 
allied lines. They did, surprisingly, 
med mal was relatively attractive over 
the time period we studied, and it was 
20 years. Product liability, boiler and 
machinery, mortgage and financial 
guarantee. And then what did they 
avoid? They avoided inland and ocean 
marine. They avoided accident and 
health, crop, farm owners. So it gives 
you some sense as to which lines.

Now, when you look to personal 
lines, the top 100 carriers, 74% of the 
personal lines premium was auto, 
26% home. Of the sustainable value 
creators, 79% auto. A little higher in 
terms of auto. You got some monoline 
auto writers in there with home 
as an accommodation, with home 
being 21%. So that gives you some 
really interesting stats. And I'll give 
you a chance to ask questions, but 
I want to take the listeners through 
the operating ratio trees because 
this is where we're going to get to 
the investment income differences, 
which are very interesting among 
sustainable, hollow, and destroyers.
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STEWART: I love the categorization 
of how sustainable, hollow, and 
destroyers. I mean, that really tells a 
very important story. Do you see a 
correlation of size to sophistication?

BILL: So when you say sophistication, 
do you mean sophistication of stra-
tegic intent, under writing prowess, 
claims, digitization? Because we've 
got multiple dimensions there. So 
help me a little.

STEWART: Yeah, absolutely. All those. 
Does that help?

BILL: Okay. So what we find is that the 
larger you become, the more work it 
is to drive consistency and constancy 
across the enterprise. So you tend to 
see higher sophistication amongst the 
smaller carriers. My hypothesis, only 
because it's easier to execute, right?

STEWART: That makes sense.

BILL: So if you're a regional or a 
state-based carrier, it's easier to 
have a digital... And one of our other 
studies, which we're not talking about 
today, is digital maturity. We tend to 
find, guess what, carriers who are 
relatively smaller, it's relatively easier 
to manage the change journey from 
digital laggard to digital competitor. 
So we tend to see it. So not to trivialize 
what it is now. What is interesting, 
though, is strategic intent. And I know 
you asked about that.

Before we get in the operating ratio 
tree, for those who've heard me 
speak before, I tend to simplify our 
industry. There's only four strategies. 
That's it? You can compete on price, 
operational excellence, right? I don't 
like that because if you compete on 
price, you lose on price. So you're 
efficient. Next you can compete on 
customer intimacy. The experience. 
You compete based on the interaction. 
Next, product leadership. I'm selling 
you a solution that no one really 
sells. It's truly unique. I'm competing 

based on offer quality. And lastly, 
innovation. I'm competing based on 
discontinuous change. Something 
really unique.

Now this last study, Stewart, what we 
did was we tried to classify sustainable, 
hollow, and destroyers into one of 
those four. And we were having a 
difficult time. Because we were finding 
that the sustainables, I couldn't say 
that it was just... By the way, the best 
strategy to use historically was always 
product. If you're selling something 
else that someone else doesn't sell, 
well, it's much more difficult to shop 
for it. And you tend to have differing 
price elasticity of demand, and you 
could do well.

However, what we found is that, and 
this is important for the listeners, in-
creasingly sustainable value creators, 
those exceeding their cost of capital 
through underwriting and investment 
returns, actually were using two 
or more of these strategies. So we 
created another category called 
composite. And composite means 
you're working on two or more of 
these, right? So you've got a good 
price, and you have a unique customer 
experience. Or you're selling a 
differentiated product, and it's priced 
extremely well. And what we found 
is that 52% of the sustainable value 
creators had a composite strategy. 
That's not something that we've ever 
seen before. But by the way, it's much 
more difficult if you're a larger carrier 
to operate that composite strategy. 
Do you know what I'm saying?

STEWART: Absolutely.

BILL: It's very, very difficult to do. Very, 
very difficult.

STEWART: So let's talk about operating 
ratios and operating metrics. Because 
I love these stats. Our listeners will 
love these stats too. So can you talk a 
little bit about all the operating ratios 
so I can geek out on those too?

BILL: If we think about the operating 
ratio is the combined ratio minus 
the investment income. And the 
combined ratio is the underwriting 
expense, plus total loss, plus dividend. 
And underwriting expense ratio is the 
sum of commission, taxes, license, 
fees, acquisition in general, and total 
loss. The sum of pure loss and LAE. So 
let's work from top to bottom.

The operating ratio of sustainable 
value creators over a 20 year time 
period across all lines, and by the way, 
we've got this broken down by state, 
by individual lines, by commercial 
personal. But for the sake of brevity 
today, let's just look at the total 
book of business. Sustainable value 
creators had an operating ratio of 
80.6 versus a study average of 87. 
So wow. That's a big deal, right? 
Seven points better. Now hollow had 
a 90.9, that's 10 points higher than 
the sustainables. And destroyers had 
an operating ratio of 94.7. So again, 
average, 87 operating ratio. 80.6 for 
sustainable, 90.9 for hollow, and 94.7 
for destroyers. So big deal right there.

How did they do it? Well, let's look at 
the combined ratio versus investment 
income. Because the operating ratio 
is the combined minus investment 
income. Now the combined ratio for 
the sustainables was 96.1. Remember 
they generated a cash flow from 
underwriting. So of course, it would 
had to have been under 100. But 
we did not use combined ratio, we'd 
looked at cash flow. The hollows had a 
combined ratio of a 104.3, destroyers 
at 105.7, and a study average of 
109. So out of the three tranches, 
the sustainable, generating positive 
cash flow through underwriting and 
investment, and the hollow only 
through investment, and destroyers 
not getting it. 96.1, 104.3, 105.7, for 
the average of 100.9.

Now let's go to the investment income 
ratio. Now, given that hollow value 
creators relied upon investment 
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returns in order to make up for 
subpar combined ratios, you would 
expect that their investment income 
ratio was highest. It was not. Guess 
what? But we're going to get to a 
very interesting insight regarding the 
absolute return. But the sustainable 
value creators had an investment 
income ratio of 15.5. Now remember, 
that is the investment income divided 
by net premiums earned. So I don't 
want any of the asset managers 
out there saying, "They got 15.5 on 
a 20 year basis." Easy, that's net 
investment income divided by net 
premiums earned. But they had an 
15.5, hollow 13.4, destroyers 11.1. 
So interestingly, good carriers who 
are good at underwriting and good 
at claims are pretty darn good at 
getting investment returns too. And 
those that solely rely upon them, 
they did okay. Destroyers had 11. 
The industry average was a 13.9 on 
that 20 year basis across all lines. 
So sustainables were the only ones 
outperforming the industry average 
on investment income.

I know we're going to dig into 
investment income, but I do want to 
talk a bit about the other dimensions 
here. So underwriting expenses. 
Clearly the sustainables had the 
lowest underwriting expense and the 
lowest total loss. But let's get to the 
interesting piece. One thing I want to 
make clear to all the listeners here, 
the commission ratio was the same, 
nearly the same, 10.6, 10.8, 10.3 for 
sustainable, hollow, and destroyer 
respectively. The idea somehow that 
direct carriers have an advantage, 
no. Not true. They all had roughly 
the same commission levels. In 
fact, another study we did showed 
that two thirds of all the value 
created globally in the insurance 
industry is created by carriers using 
independent agents. Independent 
agents give you great business. Not 
price shoppers, loyal customers, high 
product density. This idea somehow 
that direct is an advantage. It is not. It 
is not borne out in the data.

Now, what's interesting is the sus-
tainables spent less on acquisition, 
6.3, versus an industry average of 
7.6, and less on general expense, 
5.7 versus 6.2. How do they do it? 
We talked about it, digitization. They 
had higher levels of technology. They 
use people to form relationships, 
to educate consumers. But when it 
came to underwriting and pricing 
and rating, that was automated. And 
you saw it. And if you think about 
acquisition in general being summed 
together, they had lower acquisition 
and lower general. And there it was. 
And lower than everybody else.

Now, total loss ratio. Now losses on 
average in the United States property 
and casualty industry averaged 73.5 
over the last 20 years. So 73 and a 
half cents of every dollar spent went 
out the door in claims. Got it. Total 
loss for sustainables was a 70.3. Wow. 
Total loss for destroyers was a 79.5. 
Almost 80 cents of every dollar. Now 
I will tell you, Stewart, historically, if 
you overspend on LAE, you save on 
pure loss, right? If you spend more 
money adjusting, you see... Now, if 
you underspend on LAE, well, you'll 
see it bleed out in the indemnity cost 
because you're not really adjusting it. 
And if you overspend on LAE, you can 
alienate customers.

So there's this triumvirate here of 
customer sat, LAE, pure loss, where 
you make this trade-off. For the first 
time since we've been doing this study 
for over 20 years, we have found that 
sustainable value creators had the 
lowest LAE, 11.3 versus a 12.0 to 
adjust, but they had the lowest pure 
loss, 59.0 versus 61.5. Something has 
occurred over the last several years 
through automations, through the 
application of technology, through 
better business processes, through 
measures, incentives, implications. 
We've got sustainable value creators 
underspending to underspend, right?

And by the way, our sustainable value 
creators had the highest customer 

sat levels, lowest complaints amongst 
insurance commissioners, highest 
product density per household, and 
highest retention. So before people 
say, "Well, yeah, they're alienating 
customers." They are not. So again, 
before we dig into those investment 
income details, I at least wanted to 
say, guess what? Independent agents, 
bedrock of our industry. Forget about 
it. They're great. Great customers. 
Next, acquisition and general 
expense. You have to automate and 
digitize. And lastly, applying that same 
type of technology to claims allow you 
to underspend.

Now, interestingly enough, the 
destroyers had the highest LAE on 
average and the highest pure loss. 
You're overpaying to overpay. In some 
theory, you'd probably be better off 
letting customers self-adjudicate. At 
least you'd have a much lower LAE, 
and how much worse are you going to 
be, right? They were a full five points 
higher than the pure loss ratio for the 
industry. This so interesting to see. 
And by the way, we don't have time 
today, but as you look at lines state by 
state, these messages only become 
more profound and more reinforced.

STEWART: So kind of bridging the 
gap from the operating side of the 
investment side. Buffet refers to flow, 
right? And when you get into cost of 
capital, one minus the combined ratio 
is basically your cost of funds, right? 

BILL: Yeah. We're a leveraged bond. 
We're a leveraged bond fund. That's 
right. That's right.

STEWART: So if the sustainable 
value creators are writing at a ninety-
six and a half, their cost of funds is 
negative three and a half, right? And 
now you're going to take that and 
you're going to invest that money. 
And when you talk about the gearing 
of the invested assets to surplus, you 
can generate a pretty solid ROE out of 
there. And the story, in at least in my 
simpleton way to look at it, the whole 
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thing holds together. What did you 
see with regard to total return among 
insurers in this study?

BILL: Now remember, let me remind 
everybody, net investment income 
is net investment income divided by 
net premiums earned. So those ratios 
of 15.5 for the sustainable versus 
13.9, again, that's the ratio. But when 
you look to the absolute return, the 
absolute return for the industry over 
a twenty year basis year after year 
was 4.2 on a weighted basis. 4.2% was 
the average return. The sustainables 
had an average return of 4.2. The 
hollows had an average return of 
4.4. They did have a better return, 
but their premium to surplus ratio, 
they actually kept more. They were 
leaner from a premium to surplus 
standpoint, right? So when you took 
that net investment income guide and 
net premiums earned, even though 
they had a superior absolute return 
at 4.4, it brought their investment 
income ratio down to 13.4 Because of 
their premium surplus ratio, because 
they had a smaller surplus base, right?

And that's always the trade-off, how 
much surplus and reserve are you 
going to keep, right? So they did by 
themselves two tenths of a percent 
better. The destroyers had a net 
investment income return of 3.7%. So 
they had the lowest, the destroyers, 
right? So to remind the listeners again, 
sustainables investment income ratio, 
15.5. Net investment income, a 4.2% 
average. 13.4 investment income 
ratio. Their return was 4.4. And the 
destroyers had an 11% investment 
income ratio on 11.0. And they had a 
return of 3.7. So what we did though, 
Stewart, was we dug down into where 
they put their investments across real 
estate, cash, stocks, bonds to see 
and to look at the return. And that 
was interesting. And we did that for 
this podcast in particular. And then 
we also tore the bonds apart to see 
how many were single A through 
AAA, how many were BBB, and how 
many were below investment grade. 

And again, we're going to see some 
very interesting stuff here, right? Very 
interesting stuff. But let me see if 
you've got any questions before we 
get into the details.

STEWART: The investment portfolios, 
you've got three value segments, 
sustainable, hollows, and destroyers. 
Were there any material differences 
in the mix of assets, and what those 
portfolios look like?

BILL: Absolutely, Stewart. So inter-
esting to look through it. So when 
you look to the mix, 20 year basis 
weighted average for the investment 
portfolio. 62% were bonds. And we'll 
talk about those bonds. We've got 
the mix of A through AAA, A, and then 
below investment grade. So 62% were 
bonds. 23% were equities. Nine were 
other. And other includes private 
equity, hedge funds, mineral rights, 
aircraft leases, loans, real estate 
mortgages. So we know what other... 
And then 6% was cash.

Now to give you a sense, let's get the 
absolute return. So the gross yield 
on average for the 100 carriers was 
4.2%, as we talked about, right? The 
premium to policy surplus was 0.86. 
So we got that. So the net investment 
income, the net premiums earned 
was 13.9. So good. So when we look 
to the bonds, the bonds returned, on 
average, 4.4% annually over the time 
period. We looked over the 20 years. 
The sustainers had a return in bonds 
of 4.3. And instead of 62% of their 
portfolio, bonds only represented 
54%, right? And you can guess at 
where they made them, they had a 
higher [inaudible 00:25:03]. And so 
you have 54% of the sustainables 
were in bonds. The hollow, though, 
73%, 73 cents of every dollar in their 
investment portfolio over a 20 year 
basis was sitting in bonds. And their 
return was 4.5 versus 4.4 of an average. 
So they did better, but they had nearly 
three quarters set in bonds. And the 
destroyer had 60% in bonds. And they 
had an average return of 4.1%. You 

can imagine why. All AAA, but we'll get 
to that in a second.

Stocks. The average was 23% of the 
investable portfolio was stocks. And 
on average, it had an average return 
of 2.9%. The sustainables had 20% of 
their portfolio in stock, but they had 
a 2.8%. So marginally less than the 
average. The hollows, though, only 
13% of their investment portfolio were 
stocks. But their return was 4% CAGR. 
Much more aggressive, much more 
high levels of volatility, right? They got 
alpha, but they got beta too for it. And 
when you look to the destroyers, 34%. 
34% of the destroyers were invested 
in stock, right? And they only had a 
2.3%. So a very conservative stock 
portfolio. Remember their premium 
to policy surplus ratio is 0.78. So got 
a lot of surplus. So the buy and hold, 
never sell.

Now cash. Interestingly enough, 
normally you'd say, well, who cares 
about cash? Here's what we found. 
6% on average for the industry was 
held in cash over the 20 year basis. 
8% for sustainables. They keep their 
powder dry. They've got it there to 
deploy that. 8%. Only 5% for the 
hollow was cash, and only 3% of the 
destroyer. But remember, they had 
a premium to surplus ratio 0.78. The 
hollow premium to surplus ratio was 
a 1.08, right? So a bit leaner. So you 
can begin to see unique mixes.

Now, when you get to that bond 
portfolio, to remind everyone again, 
62% was the average held in bonds, 
54 for sustainable, 73 for hollow, 
and 60 for destroyer. Now when you 
looked to sustainables, 84.6% of that 
bond portfolio of their 54% of their 
investments held in bonds, were single 
A or better, right? So almost 85%. 
11.3% BBB, and below investment 
grade, below BB, 4.1%. Now, when you 
go to hollows, these are the ones that 
were geared a little more for return, 
had combined ratios north of 100, 
only 83% of their portfolio versus 85 
for the average was A or better. 13.1% 
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BBB versus 11. So a little higher. And 
then they were below investment 
grade, 4.4 versus 3.7.

Now the destroyers, who had the 
lowest investment income ratio, 11.0, 
and the lowest gross yield of 3.7 over 
the 20 year period, they had 93% of 
their bond portfolio sat in A or better. 
5.8% in BBB versus 11.3. And 0.6% 
below investment grade versus 3.7. 
So you begin to see the destroyers. A 
lot of surplus, very conservative. 34% 
were stocks, but they have the lowest 
equity return, and a high skew towards 
A or better, right? 93% of their bond 
portfolio. And that bond portfolio 
represented 60% of the destroyer's 
entire portfolio. So this was incredibly 
interesting to us to see this mix.

STEWART: It is really interesting. The 
work that you've done, it's amazing. 
And over a very long period of time. 
So compare and contrast, you did 
a life study as well. Can you give me 
some high level differences of the 
P&C study versus the life study?

BILL: Yes. And we serve the life 
insurance industry, and property and 
casually, as I said. One hundred  plus 
countries, 36,000 members globally. 
Property and casualty is difficult, 
complex and hard. But I tell you, the 
life insurance industry, really trying 
to look at a cash flow model is so, so 
difficult. Much more difficult, right? I'm 
showing my age here, yellow books, 
blue books. They tell me they don't 
publish them anymore, but you still 
can get your hands on them. In going 
through the blue book, when you 
look at these life products, there is 
such high levels of diversity from life 
carrier to life carrier, from product to 
product. Term, whole, variable, unit, 
fixed annuities, deferred annuities. 
Much, much more difficult to apply a 
free cash flow type model to it.

What we're finding is that free cash 
flow, when you looked at the property 
and casualty industry, has an incredibly 

strong correlation to total shareholder 
returns, right? Sustainable value 
creators, if you used our free cash 
flow model where you take that asset 
base and adjust it for current assets 
and PP&E. Pull out that non-interest 
bearing liabilities, and unrealized gains 
and losses, and then apply the cost of 
capital, you can do it. For life, so much 
more difficult to do it.

You also tend to see a decoupling 
of cash flow return versus share 
price. Where you see a very high 
R-squared between our cash flow 
model and total shareholder returns. 
You see a much weaker correlation. 
In fact, I would argue not statistically 
significant. So we have the life study. 
I like embedded value as a proxy. 
But we don't use embedded value 
in the United States. It's only used 
in other parts of the world. So we 
are still struggling here to come up 
with a model. So I guess I'm saying 
the screaming uncle a little bit. Very, 
very difficult within the life space. A 
lot more complex. Not to diminish 
how hard our business in P&C is, but 
life is a world unto itself. Extremely, 
extremely difficult. Non-trivial to do 
this analysis.

STEWART: You  saw it most recently, 
there's been a couple of big trans-
actions in the private equity space. 
Allstate's selling their book to Black-
stone in basically what is tantamount 
to a regulatory arbitrage. Do you 
see more of that sort of transaction 
happening, given the difficulties that 
you've just outlined?

BILL: Well, when I look to some of 
the forces facing the life insurance 
industry, we could have a period of 
very low returns. Unique, special 
central bank intervention. Not just 
looking at the United States, but 
globally. Perhaps the Japanification, 
right? This somewhat stagnant growth, 
relatively low interest rates. You've got 
emerging consumer segments, young 
people. Not necessarily the same type 

of buyers that we've had historically 
heretofore. You've got a paucity of 
demand for some of these products.

So you've got this perfect storm of 
somewhat muted demand, perhaps 
reduced investment income ratios. 
Obviously all insurance is sold, not 
bought. That's doubly true for the life 
insurance industry. I think there's a lot 
of life writers out there saying, gosh, 
I could use this capital to innovate, 
invest, modernize, transform. I 
would think that it's more likely than 
not that we will see more of it. How 
much of it to the extent I think will 
be driven by macroeconomic factors, 
especially interest rate, yield curves, 
and consumer demand. But I don't 
think any of your listeners would be 
surprised to see that trend continue.

STEWART: Man, what a fire hose of 
information. Fantastic. This is this 
part of the podcast called get to know 
Bill Pieroni. So we have two questions 
in this segment.

BILL: Stewart, you didn't warn me 
about this. So for the listeners, 
whatever I say here now, I had no 
time to even think about it.

STEWART: That's right. No, this is 
straight cold. Don't feel bad, Bill. 
Nobody gets to hear any prep on 
these. It's a three-day weekend. And 
I can assure you with certainty that 
nothing is going to catch on fire at the 
office. What's on your agenda?

BILL: Oh, that's easy. So I work 
out a lot. So I'll work out. I'm Italian 
American. So one of those nights will 
be homemade pizza dough, which I'll 
make in the morning, and let it rise 
slow and cold, which is a real good 
trick. Everybody wants to put it in 
the oven, keep it warm, hot. No, no. 
Let it rise slow so that it has time to 
ferment and develop real flavor. So 
that'll be one of those nights. The 
next one will be, I like going out. I'm 
fortunate. I live the New York area, 
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but not New York City where I can go 
for long walks in the forest. We have 
mountains here. So that definitely 
would involve that.

And then being Italian, in addition to 
the carbohydrate that I got from pizza, 
it would involve a homemade pasta or 
lasagna, right? And I don't know that 
I need a three-day weekend. That's 
probably every one of my weekends. 
But I'm kind of easy to predict what 
I'll be doing Friday. In fact, if I don't 
make pizza on Fridays, the family's like, 
"What's wrong?" I didn't have time. I had 
phone calls. They're like, "Well, what?" 
There's withdrawal for it. So that's a 
fairly constant thing. And working out. 
But I have to work out because I'm 
eating all those carbohydrates. Which 
I don't want to do...

STEWART: You're eating all the pizza.

BILL: ... but I have to. I have to.

STEWART: This is perfect. You got me. 
I'm hooked. I want a Bill Pieroni pizza 
as well. So, second question, here it is. 
It's your college graduation day from 
your undergraduate institution. And 
despite what may have happened the 
night before, you are bright eyed and 
bushy tailed, and looking very spiffy in 
your cap and gown. You wait patiently, 
and you wait for your name to be 
called. You climb the steps, walk across 

the stage. The crowd goes crazy. You 
go up. You get a handshake from the 
president. You get a quick photo op as 
they hand you your diploma. You walk 
down the stairs, and you run into Bill 
Pieroni today. What do you tell your 
21 year old self?

BILL: Let me think hard about that 
one. I would say be more patient. It's 
going to work out. So the same kind 
of energy and enthusiasm you saw, at 
a younger age, it looks impetuous and 
you're rushing things, and you want 
it to happen very quickly. The advice 
would be it's going to work out. Relax, 
right? Stay aggressive, try hard, but 
you don't need to be so enthusiastic 
perhaps. It will just work out for you. 
Don't worry about it, right? So that's 
probably the advice I would give 
myself is it'll work out. So relax, take a 
deep breath, enjoy yourself a little bit. 
It's going to happen for you, right? So I 
think that would be the advice I would 
give myself.

STEWART: That is fantastic.

BILL: But you can only give that 
advice after it works out, right? It's 
always easy to look back on it. And 
then you say to yourself now, would 
it have worked out if I didn't try as 
hard along the way? Would you have 
gotten everything? So it's a bit of a 
conundrum here. If I went back in 

time and gave myself that advice, 
perhaps it wouldn't have worked out 
the way I wanted it to. But that's what 
I would have said.

STEWART: That is fantastic. Bill 
Pieroni, CEO of Acord. Thanks for 
being on.

BILL: Stewart, thank you for hosting 
us, and thank you for your listenership. 
It compelled us to do some analysis 
regarding that investment proposal 
that we had not done heretofore. 
And I learned a lot, and I hope your 
listeners did as well. And you can 
have us back anytime. Thank you for 
hosting Acord and for inviting me to 
speak today.

STEWART: My pleasure. Absolutely. 
You can find us on all the major 
podcast platforms. If you have ideas 
for podcasts, please email us at 
podcast@insuranceaum.com. 
My name is Stewart Foley, and this is 
the Insurance AUM Journal Podcast.
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STEWART: Welcome to another edition 
of the Insurance AUM Journal podcast. 
We have a very special guest today, 
Grace Reyes, CEO of The Investment 
Diversity Exchange, otherwise known 
as TIDE. Welcome, Grace.

GRACE: Hi, I'm happy to be here.

STEWART: We are thrilled to have 
you. Your business connects and 
engages what I would call the 
movers and shakers in this business 
to promote diversity and inclusion 
in the investment industry. Your 
background is finance. You have a lot 
of relationships. I think you're like a 
mega power networker, at least the 
way that I view you. You've been all 
over the place. We're thrilled to have 
you, let's talk about what is TIDE.

GRACE: So, TIDE was just launched 
last year in January 2020, and we 
gained so much traction in a short 
amount of time because we got the 
support of the most high-profile 
asset owners in the industry and very 
well-respected managers. So, when 
you combine that with our rockstar 
advisory board and a network that 
wants to help amplify our mission, 
just like yourself, we became a strong 
force to spark change. And so, yeah, 
we connect movers and shakers 
to promote diversity and inclusion, 
and last year we did this through a 
conference. It was supposed to be 
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in-person, but because of COVID, we 
shifted to digital. And I think because 
of our digital presence and our quick 
pivot, we were able to capture that 
market fairly quickly and do well. And 
so, we've only been in the industry for 
about one year and four months now, 
and doing quite well.

STEWART: I'm really glad to hear that. 
I really am. I want to be a strong voice 
for diversity and inclusion, not only in 
the insurance industry, but also in the 
investment industry. And one of the 
reasons I reached out to you for this 
interview is because it is the topic du 
jour, but I do feel like you are skating 
where the puck is going, not where 
it's been. So, when you're focused 
in this space, there's a lot of people 
promoting this. Why do you think 
there's a need for TIDE?

GRACE: Yes, so I would agree that it's 
a pretty diluted space. I was actually 
talking to a very well-respected asset 
owner a few months ago, and he's like, 
"Grace, why did you start a new group 
when there are a lot of organizations 
out there? Why can't you just work 
with them?" And so, I told him that 
each underrepresented group needs 
their own voice because they face 
different challenges, but there still 
needs to be a United front. So, TIDE 
is uniquely positioned to be like the 
United Nations for diversity. And so, I 
told him if you're an asset owner and 

who's Asian and there's a black fund 
manager, how do you put these two 
together if you're working in silos? 
And so, that's how TIDE has become 
a class of its own, it's because our 
network spans from different groups. 
And so, we're proud of the network 
that we've built so far.

STEWART: That network is large and 
growing. It is an enviable amount 
of interest that you have. Question 
that comes to mind is, what mis-
perceptions do people have about 
diversity initiatives?

GRACE: Yeah. I think those who 
aren't supporters of the cause believe 
that if you're hiring diverse talent or 
allocating to diverse managers, you're 
not choosing based on qualifications. 
So, it's important to understand that 
we can be diverse and qualified, it's 
not binary. And I was speaking with 
a consultant once and he was like, 
"Grace, we don't allocate based on 
ethnicity, and so I don't think it makes 
sense for us to support this kind of 
event." And I was like, "No, that's fine. 
I'm not asking you to invest based on 
ethnicity. What we are asking you to do 
is to make sure that you're selecting 
from a wider range of managers 
and making the effort to widen that 
search." And so, the consultant was 
smart and he's like, "Yeah. Okay, yeah, 
that totally makes sense."
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STEWART: Yeah. I just think that diver-
sity and inclusion aspects of asset 
managers have become more and 
more part of the conversation. In the 
same way that diversity and inclusion 
has become more and more a part of 
board makeups and things like that. 
There's a lot of things to consider 
there. But shifting gears a little bit, 
let's talk about investment trends 
that you're hearing about. You speak 
with a lot of institutional investors, 
not just insurance investors, can you 
share the opportunities that they 
share with you?

GRACE: I'm always speaking to 
different asset owners, but there's 
this one report written by Nuveen 
that summarizes all the things that 
I've been hearing about from institu-
tional investors and it's their investor 
study called Think Equilibrium. And 
so, that study states that 55% are 
planning a strategic shift away from 
public to markets, and then 58% 
of asset owners aren't planning 
to enhance D&I practices or don't 
know if their organi zations will do so.  
I think that's a great summary of what 
I'm hearing and it's a great study if 
you can get a hold of it.

STEWART: So, that's an interesting 
takeaway. I just want to requote the 
numbers that you shared. 55% are 
planning a strategic shift away from 
public markets to private markets. 
I think that's consistent with what 
you've seen in the insurance space. 
This is the one that troubles me, the 
58% of asset owners aren't planning 
to enhance D&I practices, or don't 
know if their organizations will do so. 
To that 58% I'd say, wake up. That's an 
interesting takeaway. Diving deeper 
into the private market space, is there 
anything that's of special interest?

GRACE: Yeah. And actually, before 
I go into the private market space, I 
wanted to address the 58% about the 
D&I not knowing what they're going to 
do. And so, I think that's why there's a 

need for TIDE because, again, there's 
all these initiatives, but yet, there's still 
asset owners that aren't planning to 
enhance their D&I practice. Those are 
the people that we want to get in front 
of, and those are the people that we'd 
like to have conversations with about 
the importance and the benefits of 
D&I. And private credit is in vogue. 
For instance, there are a lot of funds 
in our network that are all private 
credit, but they have different flavors 
and have an array of strategies. And 
they're getting a lot of traction and 
that's because of the sustained period 
of low interest rates, which makes 
private capital and distress that more 
attractive. And so, for the insurance 
industry, these kinds of investments 
match nicely with their liabilities in 
terms of maturity and interest rate 
risk, including managing duration, 
liquidity requirements, and overall 
risk appetite or volatility tolerance.

STEWART: So, you are on LinkedIn, 
not a little bit. I'm so envious of you 
and the way that you are so well 
versed on LinkedIn. And you're always 
seen with people like Scott Chan, 
who is, of course, the Deputy CIO at 
CalSTRS or Ed Fong, who is Senior 
Managing Director at UC Regions. 
People who are extremely elusive, 
hard to get in front of, and yet there 
you are in front of these movers and 
shakers. I love that term. What's your 
secret? How do funds in the industry 
get in front of people like that and 
what's your advice?

GRACE: Well, it helped that Scott 
Chan was my neighbor when I lived in 
California. And perhaps, that's one of 
the things I miss most about California 
are people like Scott and Edmond, 
who I can text and be like, "Hey, let's 
meet for drinks, 5 PM, corner bar." I 
have built up my network over a time 
span of over 10 years, and one thing I 
would say is relationships aren't built 
overnight. For me, getting to know the 
person and establishing a relation-
ship comes first and foremost, and 

asking for the business, only if it's 
win-win, comes later.

I get that we're in the business of doing 
business, but don't be so transactional. 
Don't diminish those that are not in 
power now, just because they can't 
help you, because you know what, 
those same people will be in power 
soon. And I think TIDE's network is 
in that sweet spot. We know those 
people in power now, and those who 
will be in power soon enough. And I 
certainly didn't have this powerful 
network when I first started in finance, 
but I built it over time. So, I would say 
you would have to be patient and at 
the end of the day, you have to invest 
in building relationships.

STEWART: Yeah. And I mean, we say 
it all the time, this is a relationship 
business. And it is in this industry, 
really a relationship business, because 
most searches are not done through 
consultants. They're done directly with 
asset managers. Those relationships 
do take years and years to build over 
time. There's a lot of trust and it's a 
very personal relationship. In my 
experience, and I think yours too, is 
that when you get in front of people, 
the majority of them want to help, if 
given the opportunity to help. And 
we're working on a large educational 
initiative that's similar in that, it's not a 
transactional thing.

In some ways it is a longer run initia-
tive. And in some ways it's a give back 
initiative. And that's why I think the 
diversity and inclusion activities that 
you do that is central to TIDE are so 
important, which is a perfect segue 
into your marquee event, which is 
coming up. You've built an amazing 
network and a speaker lineup that is 
enviable, it's called TIDE Spark. What 
can you tell me about TIDE Spark?

GRACE: So, TIDE Spark is our marquee 
event. And I agree with every one that 
virtual events will never be as good as 
in-person event. However, let's take a 
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look at the advertising industry. Take 
a step away from invest ment for a 
while. It's estimated that companies 
will spend 650 billion in advertising, 
and companies spend so much on 
advertising because they want you to 
be familiar with their brand. Because 
if you're familiar with their brand, 
they're increasing the chances of you 
selecting their brand. And so, that's 
why Insurance AUM Journal is a good 
platform.

STEWART: We hope. We hope, Grace. 
We pray every day, trust me.

GRACE: And this is based on 
psychology. One of the principles of 
attraction is familiarity, and studies 
have shown that we are attracted 
to what is familiar to us and that 
repeated exposure to certain people 
will increase our attractions for them. 
So, that's where TIDE Spark comes in. 
Our event gives funds the exposure 
they need to the right people. We 
have over 9,000 on our distribution 
list, I have over 20,000 followers on 
LinkedIn. In addition, my profile is 
ranked top 1% within investment 
management industry on LinkedIn. 
And so, given the digital world that 
we live in, it's important more than 
ever to find ways to get your fund top 
of mind within these asset owners. 
And so, TIDE had become second to 
none in promoting firms that support 
diversity and inclusion.

STEWART: Where can people find out 
about this event?

GRACE: They can visit our website, 
www.tidexchange.com. Or they could 
follow me on LinkedIn by searching 
for Grace Reyes.

STEWART: You got 20,000 LinkedIn 
followers. I hit 4,000 and nearly had 
a parade in my hometown. Like, "Oh, 
I've got 20,000." I'm like, "Oh, okay, 
great. I'll never ask that question 
again." So, this is the part of every 
podcast that unless our guest has 

listened to a bunch of our podcasts, 
don't know that this is the section 
called ask me anything. And so, 
here we are, Grace, no prep on this 
question. Your graduation day from 
college, regardless of what festivities 
may have occurred before, you are 
looking bright eyed and bushy tailed 
in your cap and gown. You're waiting, 
waiting, waiting. They call your name 
finally, because you're the Rs, And it's 
way down the alphabet. Up the stairs, 
across the stage, get your diploma, 
quick handshake, and a photo op. 
Down the stairs you go and you run 
smack into Grace Reyes today. What 
do you tell your 21 year old self?

GRACE: Wow, that's a tough question.

STEWART: That's a good one, isn't it?

GRACE: Yes, it's a good one.

STEWART: So, what do you think? 
What would you tell your 21 year old 
self? After all the things that you've 
been through, you come at this from a 
unique perspective. I never answered 
this question myself and I grew up in 
rural Missouri. I was a first generation 
college student. I didn't know anything. 
My grandfather went to eighth grade. I 
didn't understand anything about this 
industry, and I didn't know this industry 
existed. And that's not an ethnicity 
thing, that's an exposure thing. And 
when I teach, I've got students whose 
names aren't Smith and Jones, who 
are really talented, that aren't aware of 
these opportunities. And it's for a lack 
of trying, it's not for a lack of effort or 
anything else, they just aren't aware of 
it. And so, I think what I would tell my 
21 year old self is to take a lot of risk 
because I was playing it safe because 
that was a solid job. That's what you 
know. But for a 21 year old kid today, 
that's facing the D&I issues of the day, 
that's a different thing.

GRACE: This one's a funny story, I 
think. My first exposure to private 
equity was Pretty Woman. I'm like, 

how instead of wanting to have Julia 
Roberts' life and being given all these 
gifts, I'm like, "How can I be more like 
Richard Gere?"

STEWART: Exactly.

GRACE: I didn't have exposure to 
private equity growing up, except for 
that. And I would say if I were to go 
back to whenever I finished college 
at UCLA, I would say just continue to 
be true to yourself and be authentic. 
Yeah, I think being true and sticking 
to your values is really important, and 
I think that's really what has helped 
me get through these few challenging 
years. But now. I think everything's 
looking up and all that hard work and 
all those challenges are finally paying 
off. So, I'm quite excited for the future.

STEWART: I love your answer, it is so 
authentic. But it is from the bottom 
of my heart, what you're doing is so 
important. Nobody does it better than 
you do. You are a force, in it is you. 
I mean, you are a force. I could take 
the same mailing list that you've got 
and I couldn't begin to do what you've 
done. So, I really wanted to have you 
on. I really appreciate you taking the 
time out of your schedule, and I really 
applaud your efforts. For anybody 
who doesn't know what TIDE is, and 
that's the TIDE exchange with one E. 
www.tidexchange.com. If you don't 
know, now you know. Grace Reyes, 
thanks for being on.

GRACE: Thanks for having me.

STEWART: This is the Insurance 
AUM Journal podcast. You can find 
us on all the major platforms. If 
you like us, please follow us. We're 
available on LinkedIn as well and 
on our website. If you have ideas 
for podcasts, please email us at 
podcast@insuranceaum.com. 
My name is Stewart Foley, and this is 
the Insurance AUM Journal podcast.

mailto:podcast%40insuranceaum.com?subject=Insurance%20AUM%20Journal


 Q2 2021 Insurance AUM Journal 49 insuranceaum.com

INTERVIEW: Grace Reyes 
Spark Change with Grace Reyes of The Investment Diversity Exchange (cont.)

About Grace Reyes
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STEWART: Today we're talking 
about compensation. Who doesn't 
want to talk about compensation? 
Or do you want to call it rewards as 
our guest does?

My name is Stewart Foley, I'm your 
host of the Insurance AUM Journal 
podcast, joined by Keith Robinson, 
Managing Partner of the Focus 
Consulting Group.

Keith, welcome.

KEITH: Thank you Stewart, glad to 
be here.

STEWART: It is good to have you, my 
friend. This is a hot topic, everybody 
wants to talk about comp, everybody 
wants to see comp surveys. Love, 
love, love to talk about comp, but you 
don't necessarily want to call it comp, 
why do you call this rewards and not 
compensation?

KEITH: This is an interesting time 
of year to have this conversation, 
Stewart, because many organizations 
are paying the bonus, which is a big 
part of total compensation for most 
investment professionals. So we call 
it rewards because frankly, cash is 
interesting, but cash isn't sticky. And 
what do I mean by that? Well, what I 
mean by that is there are other reasons 
why you come to an organization and 
why you stay at an organization. And if 
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we only talk about cash, we're leaving 
a whole big part of that conversation 
out, the intrinsic rewards that are 
equally as important as cash, but very 
rarely get viewed when you design a 
total rewards package.

So while comp is important, we 
know that compensation is only a 
portion of the story. So we use the 
word total rewards to not only frame 
base and bonus, and maybe long-
term incentive, but we also want to 
get at the culture, we want to get at 
feedback, development, all the other 
elements that are intrinsic to how we 
grow and develop our careers over 
time, that are very, very valuable that 
most organizations don't overlook 
because it's sort of like the water that 
the fish are swimming in.

STEWART: It's interesting, not many 
people do what you do. So for those 
of our audience that's never heard 
of Focus Consulting Group, what is it 
that you do?

KEITH: Probably the easiest way to 
frame this Stewart, is we do everything 
talent. And so what do I mean by that? 
In the investment industry, and this 
is the only industry we work in, so 
asset managers, wealth managers, 
you know, anybody that's managing 
money. It doesn't matter if they're 
inside an insurance company or not, 
we work with them. Why? Because, 

we all came from there. We were 
either portfolio managers or on the 
operations side or on the sales and 
marketing side. I happened to be on 
the talent side, right, on the people side 
of the business for more years than I 
care to mention here. But that's what 
we do, we're actually foundationally 
built out of a curiosity about culture.

So we do culture work. And what's 
interesting is, our founder, Jim Ware, 
who I met by the way, at Allstate 
Insurance, when he and I were 
both in the investment department 
there. Jim left Allstate to found Focus 
Consulting because he had a curiosity 
about the power of culture inside an 
organization. And more directly the 
power of culture inside an investment 
organization, so we measure culture. 
We also measure leadership. We 
develop leadership.

One of the unique things that we 
bring is we also have two former CIOs 
and portfolio managers in our stable 
of professionals and they actually 
help investment managers get better 
at process. There really isn't any other 
firm I know that actually from the 
inside out has a full understanding 
of investment process and can help 
improve that. So that is sort of the 
backdrop, culture and strategy. And 
then we do everything that supports 
that, which is talent related or 
investment related.

Compensation in the  
Asset Management Industry 

Keith Robinson
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INTERVIEW: Keith Robinson 
Compensation in the Asset Management Industry (cont.)

STEWART: It's interesting. You 
mentioned our friends at the Allstate 
investments team, they're good 
friends of ours. We've got a lot of 
friends there and give those guys a 
quick shout out. So you talk about 
total rewards package. How do you 
measure whether a compensation 
plan is effective or not?

KEITH: It's a great question and it's 
a tough question to answer mainly 
because it's so personal and so 
individual. So we're looking to tick 
three boxes whenever we go and 
work inside an organization. Fair, 
transparent and simple. We want 
to look and see if the rewards plan 
measures up to those things. So 
let's take them apart for a moment. 
Fairness. Now, fairness like beauty is 
in the eyes of the holder. Now having 
actually developed plans as part of a 
management team, I can always say, 
yeah, this is fair. That's in the view of 
management and that might work for 
management, but it doesn't always 
work for the person being rewarded 
by the plan. So that's the view that 
we want to take, is as you're being 
rewarded by the plan, do you feel 
you're being fairly compensated? That 
doesn't mean you're making the most 
money. I mean, we all would like to 
make more money, but the reality is 
are you getting paid for the value you 
bring to the organization? And that's 
really what we want to get after.

The next one is transparency. So what 
we know is a transparent plan creates 
trust. If I understand, I'm going to date 
myself here Stewart, the old if-then 
statements from basic programming 
a thousand years ago, if I do this, then 
I get that. If I can understand the if-
then statements of the compensation 
program, then likely I'm going to think 
it's fair, assuming it's administered 
fairly. So transparency is important. 
We've worked with quant shops, for 
example, that build these plans that 
even the quants can't remember the 
math that they created to kick out 
what the final amount is going to be.

STEWART: A black box that nobody 
can figure out, right?

KEITH: It's amazing, right? Especially 
when we're in an industry where math 
really rules and dictates so much 
of what we do. They have a black 
box compensation program, and by 
the way, you can have a subjective 
compensation program without it 
being black box, but that requires a 
lot more communication, and sort of 
that third measure, simplicity. Keep 
something that is simple and elegant 
and that's going to get you there. 
Even if it's more subjectively oriented, 
it can still be simple, as long as they 
understand the if-then statement and 
the final output.

We are so blessed in this industry, 
Stewart, that, you know, we make a lot 
of money, no question about that. And 
what's interesting is it becomes more 
an idea of keeping score than it does 
actually of necessarily I need $600,000 
a year to live. We don't. So that's why 
we look at rewards as opposed to just 
cash and bonus, you know, base and 
bonus, because we recognize that 
there's a lot of other things in how you 
administer a plan, how you provide 
feedback and so on, that really, really 
matter in how a plan is delivered and 
used inside an organization.

STEWART: So with regard to the key 
elements of intrinsic rewards, you 
mentioned culture is a big deal, right? 
Some shops keep people a long time, 
some shops seem to not so much. 
How do you break down the key 
elements of intrinsic rewards?

KEITH: So think of it this way. The 
extrinsic are all the things that are 
outside of ourselves, so my base 
salary, my bonus, my longterm 
incentive, a promotion. Those are 
extrinsic rewards. And make the 
mistake, those can be motivating, but 
they're only motivating to a point. So 
one of the things that we discovered 
based on the writings of Dan Pink in his 
book Drive, and I would recommend 

that book to all of our listeners here, 
is there are other things that motivate 
knowledge workers. Once you get 
above a certain economic level, 
mastery, autonomy and purpose are 
key motivators to knowledge workers, 
people who use their brains for a living. 
So it fits very well with our industry, 
right? And mastery is that motivator 
around continuous improvement and 
getting better.

What we know from our culture work 
is that continuous improvement 
and excellence typically our core 
values within any investment team, 
they're always looking for an edge. So 
developing your talent is another way 
that we think of rewards, is helped me 
get better at what I do, help me master 
my craft. Autonomy, we're learning a 
lot about autonomy in the pandemic, 
right? Autonomy is giving people the 
flexibility in their freedom to practice 
their craft the way they want to. So if I 
have a certain investment style, I don't 
want to be handcuffed necessarily to 
somebody else's style, I want to do 
things sort of the way I want to do 
them. We always like to say you never 
want Picasso to paint by numbers. 
It's the same thing with investment 
professionals.

And then finally, purpose. Doing 
something that has meaning both 
individually for me, but collectively for 
our clients, in your case our insureds, 
and so on. And that's important 
to investors as well. So when we 
think of rewards, we think of both 
the extrinsic piece and the intrinsic 
piece around mastery, autonomy 
and purpose. So that's development 
feedback, autonomy, all those pieces. 
And we measure those and whenever 
we build a rewards plan, we want to 
ensure that those are as strong as all 
of the other incentives.

STEWART: I've always heard that 
telling somebody they're doing a 
good job has no hard dollar cost, but 
makes a big difference in how that 
person feels about working where 
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they work. I don't know, is that true or 
urban legend?

KEITH: No, you hit the nail right on the 
head, and there's so much science 
behind that story. And it's interesting 
because we say we work in an ADD 
industry and that is an appreciation 
deficit disorder industry. We are very 
much of what-have-you-done-for- 
me-lately kind of industry and many 
investment professionals have that 
mindset. There's nothing wrong with 
that mindset, but remember exactly 
what you said. You're giving away a 
free option because to appreciate 
somebody for doing their job, to 
appreciate somebody for doing 
a good job, actually appreciation, 
Stewart, can be as simple as just 
paying attention. When somebody's 
speaking to you, making eye contact, 
nodding, repeating back what you 
heard, paraphrasing, those are all 
forms of appreciation.

And the science is real. If you look 
at some of the research by Dr. John 
Gottman, who's done a lot of research 
in this, he will tell you a five to one 
ratio, five appreciations for every one 
criticism will send people over the 
moon as far as motivation, retention 
and really doing a better job. So it's 
a powerful, powerful motivator. We 
measure that as well when we do 
rewards plans, how well is that going.

STEWART: I love that. So when you 
think about extrinsic compensation 
or rewards, what are the key elements 
there?

KEITH: Yeah. So for us, it's about 
making sure that you're paying for 
value. There's a lot of talk and there's 
a lot of research out there, market 
information. You know, data is 
interesting because data can tell you 
kind of what you want to know. And 
we have to be wary of confirmation 
bias and a whole host of other biases 
that are out there, but recognize when 
we look at the extrinsic pieces, base, 
bonus, long-term incentive. First thing 

we want to do is what we call a sanity 
check. So we want to measure, we 
want to look at how well are we paying 
relative to the market. And here's the 
difference. We don't want the market 
dictating what we pay, but we want to 
make sure we're in the game.

STEWART: Right.

KEITH: You know, my partner likes 
to describe it as a bowling alley with 
the bumpers up for the kids, you to 
make sure the ball doesn't go into the 
gutter. And that's really what market 
data is all about, is ensuring that the 
ball doesn't go in the gutter. So we use 
that as a test, kind of a sanity check. 
Beyond that, then it's arriving at what 
we call the value equation. So what is 
that role's value to the organization? 
That helps us get at base and bonus, 
because the bonus, if it's flexible, gives 
then management the opportunity to 
say, Wow, that was a strike, or, you 
left us, what is it, seven, 10 split or 
whatever it is, and you didn't get it.

KEITH: So that allows you then some 
flexibility in the extrinsic piece of I'm 
paying an appropriate base salary 
based on our philosophical belief as 
an organization, and I have flexibility 
in the bonus to pay up or down, 
depending upon how well the person 
contributes. Alpha, for example, 
contributes as a team member, 
contributes as an idea generator 
as an economist, whatever the 
measure of success is, as well as the 
measurement around how well we're 
doing as a team, as the collective.

STEWART: Yeah. And I mean, I think, 
you know, it goes back to sales as 
well, right? I mean, you've certainly got 
incentives that need to line up there 
too. And it is score keeping, right? It's 
not keeping a roof over your head at 
some point, it's, you know, I think this 
business, the scoreboard, is what's 
your AUM and what'd you make last 
year. And at the end of the day, you 
know, there's certainly more to it than 
that, right? So it's very, very interesting. 

And I think I've always heard too, that 
you get what you incent. And you 
need to be careful and not necessarily 
careful, thoughtful, about how this 
stuff is put together.

So are there other considerations for 
rewards that we haven't covered?

KEITH: Yeah, I would start with, I 
think to your point about you get 
what you incent. So when we talked 
about transparency, we always start 
with a philosophy of rewards. Like 
most organizations that are investing 
have an investment philosophy where 
deep, global intrinsic value, it just 
helps us understand how the money 
is going to be cared for. Same thing 
with rewards. You should always have 
a well-stated and consistent rewards 
philosophy for how you're rewarding 
your talent. That matters in, one, 
retaining talent and attracting talent. 
Because if I am somebody who really 
wants to be rewarded, kind of eat what 
I kill, and I come to more of a team-
oriented philosophy, I'm probably not 
going to fit. So you want to make sure 
that that philosophy is out there. It's 
a great recruiting tool, it's also a great 
retention tool. So we would say have 
a strong rewards philosophy like you 
have a strong investment philosophy.

The other thing we like to talk about is, 
and you use this term, so I'll go back to 
it, is compensation is often a relative 
game, which is why if you only go with 
extrinsic, you're not going to see the 
whole picture. And if you'll indulge 
me with a short story. I was doing 
compensation for a hedge fund, we 
were paying out bonuses. We paid a 
portfolio manager a $14 million bonus. 
True story. Not bad, $14 million. That 
actually gained us about two minutes 
worth of happiness until the portfolio 
manager went next door to another 
portfolio manager's office who got, 
guess what, a $15 million bonus.

Now we had a relative problem on 
our hands. So it doesn't matter the 
amount, it matters, all the elements 

INTERVIEW: Keith Robinson 
Compensation in the Asset Management Industry (cont.)



 Q2 2021 Insurance AUM Journal 53 insuranceaum.com

that create how that amount gets 
determined.

STEWART: That is a problem that we 
have not experienced yet at Insurance 
AUM Journal.

So what are the best plans that you've 
seen? And you've seen a lot of them. 
I mean, this isn't your first day and 
Focus has been around a long time. 
So can you give us some general, I 
know you can't get specific, but what 
are the best kind of plans that you've 
seen so far?

KEITH: Yeah, and we have been 
doing this for awhile. I mean, I've 
been doing compensation work for 
well over 20 years on the inside as 
well as the outside, and I can tell you 
what doesn't work, but let's talk about 
what does work. And really what fits 
best is the compensation plan and 
actually the total rewards plan. So 
the intrinsic and extrinsic elements 
that support the firm's culture, that 
support the firm's strategy, that help 
people understand why and how 
they got paid, and that are part of 
the value system within any team or 
any framework of an organization. 
So the short answer is any program 
that is bespoke to that team or to that 
organization, that's the best program.

STEWART: That's interesting. When 
you get into these deals and you're on 
an assignment, you're talking with the 
senior management, I'm sure. Are you 
also talking to the, what I would refer 
to as the rank and file or the people 
who make the donuts. Particularly 
they're younger, I teach and I'm 
always sensitive to this one and wait 
till my ending surprise question, you'll 
see where this is going. Are they 
involved at all? Do you get data points 
from them? I mean, in today's world, 
everybody talks about people coming 
out of college are different than they 
used to be, blah, blah, blah. I do think 
that based on my experience, there is 
a difference in the value system that 
some folks that are newer coming out 

of college are than some of the folks 
that are more our age, with a little 
more gray hair. So do you deal with 
that at all?

KEITH: We do. And I go back to our 
three principles, the first one being 
fairness in the eyes of the person 
being rewarded by the system, not by 
management. So that really means 
that we need to go and talk to each of 
the people that are being rewarded 
by the system. So we do it a couple 
of ways. One, we use a survey to 
help us understand the mindset, and 
then we follow up with focus groups. 
And everybody's invited to a focus 
group, they don't have to come, but 
we would say if you're going to come 
to a focus group, no passengers and 
no prisoners. Meaning come and be 
active and give us your ideas and 
your thoughts. What's working in 
the current system, what is missing, 
what is not working for you. And so 
be very self focused when you're in 
the focus group.

So that really helps us get a good sense 
of the psyche of the organization and 
the psyche of the talent when we do 
it. The reason we're very inclusive in 
our approach, Stewart, is we know the 
minute you start messing around with 
people's pay, you're messing around 
with their security, and people get 
fearful. The only way to help them get 
past their fear by the way, is to get 
them involved in the conversation. 
We make it very clear, they don't 
have decision rights, but they have 
input rights to however we're going 
to design the full of reward system for 
them. And typically what we find is in 
addition to maybe pay is a little lighter, 
maybe it's not, sometimes we find out 
pay is appropriate, but it's how the pay 
is administered that's the problem. It 
could be performance management 
or some other approach that's going 
on within the organization. And that 
really helps us understand.

STEWART: Yeah. I mean, you don't 
want to have a surprise in the bonus. 

If you want a surprise, you want an 
upside surprise, right? But if there's 
an issue, you should have known that 
prior to the bonus conversation.

So here comes the surprise question. 
If you listen to our podcast, and those 
people who are subscribed, thank you 
first of all. And everybody gets to hear 
this question, so here we go. You and 
I are about, we're in the vicinity of the 
same age, so this is going to take you 
back a little bit. So your graduation 
day of your undergraduate institution, 
and there you are. Now, you may have 
had a big night the night before, never 
know. So there you are, you're in your 
cap, you're in your gown, you're looking 
good. And they call your name and you 
walk across the stage, the president of 
the college or university shakes your 
hand, hands you your diploma, there's 
a quick photo and a way you go. And 
you walk down the stairs and you run 
into Keith Robinson today. What do 
you tell your 21 year old self?

KEITH: What a great question. And it 
is related to rewards, by the way. So 
what I would tell my 21 year old self is, 
one, find your genius. Find that thing 
with which you were meant to do. And 
I say, I'm a slow learner, it only took 
me 20 something years to find my 
genius and to find and pursue that, 
which is what I do now. So find your 
genius. And by the way, don't worry 
about the money. If you're working 
in your genius, the money will come 
and it will come when you need the 
money to come.

So that's probably what I would tell 
my 21 year old self, and I have five 
kids, all of which the last is just about 
to graduate. And I tell them all the 
same thing. If you're doing what you 
love, and you know, this is sort of an 
old saying, you never work a day in 
your life. And I really didn't discover 
that until I'd been in the industry for 
a little over 20 years and I found what 
I really, really love and I get to do it 
about 70% of the time. That matters. 
That really, really matters.

INTERVIEW: Keith Robinson 
Compensation in the Asset Management Industry (cont.)
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STEWART: Yeah, it does, and that's 
great advice. I really appreciate 
you coming on and talking about 
something that is near and dear to 
the hearts of our audience, I can 
assure you.

So thanks, Keith, I appreciate you 
being on.

KEITH: My pleasure, Stewart. Great to 
see you.

STEWART: Keith Robinson, Managing 
Partner of Focus consulting Group.

We appreciate you listening to the 
Insurance AUM Journal podcast. 
You can follow us on all the major 
platforms. If you have ideas for a 
podcast, please send us an email at 
podcast@insuranceaum.com.

My name is Stewart Foley, and this is 
the Insurance AUM Journal podcast.

About Keith Robinson 

Keith Robinson is the Managing Partner of Focus Consulting Group and brings over 27 years of global investment experience to his consulting and coaching 
work at FCG. As an expert in human resource and talent management at Allstate Investments, UBS, and Marsh & McLennan, he was selected to develop a 
cutting edge leadership development program for Northern Illinois University.  At NIU he taught masters level accounting students how to lead, effectively 
communicate and collaborate with others. His specialties include: Management and Leadership Development, Compensation, Succession and Talent 
Assessment, Organizational Design and Performance Management. He is the co-author of various FCG white papers, and was recently published in Smart Biz 
magazine for his work on “Managing the Human Portfolio.” Keith holds an MBA from University of Illinois and graduated Summa Cum Laude with a business 
degree from Western Connecticut. 
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Private placement securities may provide attractive opportunities for insurance companies to enhance portfolio income in a 
continued low-rate environment.1 They are typically rated investment grade and may provide higher yields and stronger investor 
protections than are available on public securities with similar ratings and maturities. 

Private placements are typically illiquid, but many insurers may be able to trade some of their current portfolio liquidity to 
potentially capture additional yield. Larger insurers generally have greater exposure to this sector and have effectively addressed 
liquidity issues. Small- to mid-sized insurers may be able to leverage opportunities in private placements by working with invest-
ment managers that can help them assess their liquidity needs and have the requisite experience, capabilities and access to 
deal flow.

Private placements offer a much broader range of maturities than are normally available in public debt, which may enable insur-
ers to customize maturities to match their liabilities. In addition, this sector may be able to provide portfolio diversification, as it 
includes both U.S. and non-domestic issuers who generally are not active in U.S. public debt markets.

As of December 31, 2020.*Past performance is not a guarantee of future results Chart represents average data for all private placement bonds Conning purchased from 2007 through September 2020, 
including two 144A securities purchased in 2010. Prepared by Conning, Inc.  Source: Bloomberg Index Services Limited. Used with permission. Bloomberg is a trademark of Bloomberg Finance L.P. and 
its affiliates (collectively “Bloomberg”). Barclays is a trademark of Barclays Bank Plc (collectively with its affiliates, “Barclays”), used under license. Neither Bloomberg nor Barclays approves this material, 
guarantees the accuracy of any information herein, or makes any warranty as to the results to be obtained therefrom, and neither shall have any liability for injury or damages arising in connection therewith.

Figure 1 Private Placement Yield Premium vs Corporate Bond, 2007-2020
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Factors Driving Greater Yield
The potential yield advantage for private placements versus public issues of similar quality and duration is often between
10 and 40 basis points for more traditional issues and even higher for more complex securities (see Figure 1). The vast
majority of issuance is investment grade and tends to come from traditional groups such as industrials, financials and utilities, 
making the sector more palatable to many insurers.

The yield premium compensates investors for several factors. One is liquidity, as private placements trade infrequently. While 
each insurer must consider its own liquidity needs, an experienced risk management team can help insurers analyze, model 
and stress-test their liquidity position to see if their balance sheet can sustain an allocation to less liquid securities.

Another factor is the greater complexity in private placement issues, which generally require more sophisticated analysis than 
is necessary to invest in public securities. Private placement securities are not SEC-registered and therefore do not require 
standard SEC-required disclosures. Some private issuance may also involve off-balance-sheet transactions such as special 
purpose vehicles (SPVs), which cannot be issued in public markets. 

Issuers may turn to the private market for a variety of reasons, including a desire to avoid SEC registration. Marketing SEC-
registered securities can slow an issuer’s time to market. Issuers may also prefer to keep details of their business private rather 
than release information as required in SEC registration. As one example, professional sports leagues that may want to protect 
their financial and business strategy details from athletes and fans often issue through private placements. Issuer information 
is protected during the marketing phase as non-disclosure agreements are de rigueur.

Investor Protections via Covenants 
When public bond investors are unhappy with a poorly performing security, their main recourse is to sell. However, private 
placement issuance includes covenants, which usually place investors as first-lien creditors on equal footing (i.e., “pari passu”) 
with the issuer’s banks.

Covenants provide investors safeguards when private placement securities underperform or are at risk of default, preventing 
issuers from taking steps that may dilute company assets such as adding additional leverage, stripping company assets and 
buying back stock. Investors have access (if not established relationships) with the issuer’s management team which may shed 
additional light on performance issues and help facilitate additional negotiations regarding investor protections if needed. 

Prepared by Conning, Inc. Source: ©2020 S&P Global Market Intelligence

Figure 2 Private Placement Bond Allocation by Size of Life Insurer
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Covenants are designed to:
• Protect against future actions by borrowers that introduce significant additional risk
• Afford a “seat at the table” for lenders if the borrower’s performance deteriorates substantially
• Provide potentially better default experience and recovery performance 
• Protect against event risk through change-in-control puts or restrictions on leverage.

 

Customizing Cash Flows to Liabilities
A common misperception of private placements is that they mainly feature long maturities and they are assets better suited to 
the needs of life insurance companies than those with shorter-dated liabilities. 

However, the private placement market is very active in a wide variety of maturities, including shorter maturities. The range of 
available maturities is also much broader than the five-, 10-, 15-year maturities commonly found in public issuance. Insurers can 
often find specific maturities to match their unique liability needs (e.g., an eight-year maturity issuance for an eight-year liability).

Investing Like a Large Insurer 
The largest U.S. insurers tend to be more active in private placement investing than smaller firms. Insurers with $20 billion 
or more in assets had 20% of their total bond allocation in private placement securities as of year-end 2019; every other size 
category had less than 15% of their portfolio invested in private placements and their exposure generally declined as insurers’ 
investable asset size became smaller (see Figure 2).  

While larger insurers may have the necessary resources and liquidity appetite to successfully invest in private placements di-
rectly, smaller insurers may find the help they need by working with an experienced asset manager. Not all managers are equal, 
though. Insurers may wish to consider these factors when considering candidates:  

• Access to Deal Flow: The private placement market is heavily relationship-driven and some managers may have long, 
deep relationships with issuers and dealers. While the market is small compared to the public bond market, there is 
still a great deal of private issuance and insurers will want access to as many deals as possible to find the appropriate 
securities to meet their needs. 

• Disciplined Investment Process: The lack of SEC-required disclosures highlights the value of a disciplined investment 
process in helping private placement managers assess issuance. Analysis of fundamentals as well as relative value, 
legal review of securities, investment committee review and ongoing monitoring are among the critical factors investors 
may wish to ensure are part of a manager’s process. 

• Experienced Team: On top of relationships and a disciplined process, there is no substitute for experience. Private 
placement investing offers many challenges and experience in the market can be essential to help properly assess 
securities and the management of issuers. 

• A Manager Focused on Your Needs: Private placement investing should start with a careful understanding of an inves-
tor’s needs. Knowing investor needs and risk tolerance helps drive a manager’s initial assessment of where to look for 
the proper fit by industry, issuer, structure, pricing and geography. Investors should be able to count on a manager to 
sift through all private issuance and deliver a solution that, regardless of size or duration, can work as a core asset in 
an investor’s portfolio until maturity. 

Incremental income from assets like private placements can offer meaningful value to insurers’ portfolios. With their potentially 
greater downside protection and flexibility that enables insurers to customize cash flows to match liabilities, private placements 
may be a good choice for consideration in insurers’ bond portfolios.
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About Conning
Conning (www.conning.com) is a leading investment management firm with a long history of serving the insurance industry. Conning sup-
ports institutional investors, including insurers and pension plans, with investment solutions, risk modeling software, and industry research. 
Founded in 1912, Conning has investment centers in Asia, Europe and North America. 
 
©2021 Conning, Inc. All rights reserved. The information herein is proprietary to Conning, and represents the opinion of Conning. No part of 
the information above may be distributed, reproduced, transcribed, transmitted, stored in an electronic retrieval system or translated into 
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complete or accurate and Conning cannot be held liable for any errors in or any reliance upon this information. Any opinions contained herein 
are subject to change without notice. Conning, Inc., Goodwin Capital Advisers, Inc., Conning Investment Products, Inc., a FINRA-registered 
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family of companies owned by Cathay Financial Holding Co., Ltd. a Taiwan-based company

Disclosures: 
Past performance is not a guarantee, predictor or indication of future results.  Similar investments likely would produce different results under 
different economic and market conditions. 

Footnote:
1 Insurers must be qualified institutional buyers with at least $100 million in assets under management to invest in private placements.

Additional Source Information: 
Copyright 2020, S&P Global Market Intelligence. Reproduction of any information, data or material, including ratings (“Content”) in any form 
is prohibited except with the prior written permission of the relevant party. Such party, its affiliates and suppliers (“Content Providers”) do not 
guarantee the accuracy, adequacy, completeness, timeliness or availability of any Content 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. In no event shall Content Providers 
be liable for any damages, costs, expenses, legal fees, or losses (including lost income or lost profit and opportunity costs) in connection with 
any use of the Content. A reference to a particular investment or security, a rating or any observation concerning an investment that is part 
of the Content is not a recommendation to buy, sell or hold such investment or security, does not address the suitability of an investment or 
security and should not be relied on as investment advice. Credit ratings are statements of opinions and are not statements of fact. 

Risks: 
Market Risk – Market, or systematic, risk is the risk that individual securities may be correlated with general market downturns regardless of 
the particular business conditions and outlook for the individual companies
Credit Risk – Eroding fiscal health in issuing companies resulting in inability to meet debt obligations
Inflation Risk – Inflation erodes the purchasing power of future cash flows from investments. In times of high inflation the value of securities 
may be reduced
Liquidity Risk – Liquidity risk can occur when market conditions do not allow transactions to be made in a quick and orderly fashion in relation 
to indicative market prices

CTech: 12402354A

John Petchler, CFA is a Director and Corporate Bond Research Analyst. Prior to joining Conning 
in 2016, he was a managing director at Member Capital Advisers overseeing a $2 billion private 
placements bond portfolio, and previously was a senior vice president at Citigroup Insurance 
Investments. Mr. Petchler earned a BA from Wesleyan University and an MBA from New York 
University. He has been president of the Private Placement Investors Association since 2013.

Matthew Daly, CFA, is a Managing Director and Head of Corporate and Municipal Teams and a 
member of Conning’s Investment Policy Committee. Prior to joining Conning in 2003, he held 
credit analyst roles with Webster Bank, Brown Brothers Harriman & Co. and FleetBoston. Mr. 
Daly earned a degree in economics and business administration from Gordon College.
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Tax-exempt municipal bonds were one victim of the Tax Cut and Jobs Act of 2017 (TCJA): the lower corporate 
tax rates reduced the relative value of these bonds for many investors, including property & casualty (P&C) 
insurers.

However, with both the new Congress and the Biden administration expressing support for higher corporate tax 
rates, tax-exempt municipals may eventually regain their luster. P&C insurers may want to revisit the sector and 
consider its fit in their investment strategy.

After the passage of the TCJA, P&C insurers needed time to work through the impact on their businesses and 
investment strategies. Similarly, while a higher tax regime may be on its way at some point, policy specifics 
and their impact will take time to sort out. However, Conning believes changes in tax rates and accompanying 
legislation could impact insurers’ businesses, including optimal asset allocation and specifically the appeal of 
tax-exempt municipals.

To examine the potential impact, we offer an early 
view of prospective changes in the municipal mar-
ket, a look at recent trends in tax-exempt municipal 
ownership, and insights into what a new corporate 
tax regime could mean for municipal ownership in 
the P&C industry. 

Positives for the Municipal Market
Tax-exempt municipal bonds have long been a meaningful portion of P&C companies' investment strategy, 
especially prior to the TCJA. Compared to similar-duration taxable bonds, tax-exempt municipals have offered 
many insurers similar levels of yield with higher credit ratings. Additionally, municipals provide an ability to di-
versify issuers among geographies and revenue sources. Along with historically lower default rates, municipals 
have provided insurers meaningful value.

The 2020 elections may provide many positives for the broader municipal market. The American Rescue Plan, 
signed into law March 11, provides $325 billion for state and local governments. Additional funds are targeted 
to help K-12 and higher education institutions. These funds may help ward off rating-agency pressure for more 
troubled governments and be supportive of various municipal sub-sectors including health care and educa-
tion. The white whale of infrastructure spending could be in the future: stimulus could support local and state 
governments as well as the transportation sectors, which have been adversely affected by reduced travel and 
use of mass transit. 

What Was Once Lost May Now Be Found: 

Viewpoint
March 2021

A Leading Global Investment Management Firm

By Matthew Reilly, CFA, Managing Director, Institutional Solutions and
Clint Stonacek, FSA, Assistant Vice President, Institutional Solutions

ASSET MANAGEMENT | WHITE PAPER

(Editors Note: Conning acknowledges the uncertainty regarding future corporate tax rates but believes 
companies should begin thinking about them now, and many clients have asked for help. We outline our 
views below.)

Revisiting the Value of Tax-Exempt Municipals in Anticipation of 
Higher Corporate Tax Rates 

“With Congress and the Biden 
administration expressing support 
for higher corporate tax rates, tax-
exempt municipals may eventually 
regain their luster."
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Corporate Tax Rates’ Impact on P&C Municipal Allocations
The TCJA reduced insurers’ interest in tax-exempt municipals because it lowered tax rates and changed pro-
ration (the percent of income that is not exempt). A bond that previously held a tax-equivalent book yield of 
2.92% upon passage of the TCJA instantly had a tax-equivalent yield of 2.40%; changes like this improved the 
relative attractiveness of many other sectors. In the P&C industry this resulted in a decline in the holdings of 
municipals by about 10% since year-end 2017.1 

 

Should tax rates change again, Figure 1 illustrates how some potential revisions might impact the municipal 
bond market.

For ease of analysis, assume the future higher corporate tax rate is somewhere between the current rate (21%) 
and the former (35%), splitting the difference at 28%. With no changes to the rules regarding proration, the 
multiplier on tax-exempt municipals for rate-paying P&C companies would increase to 1.32 from 1.20. For a 
tax-exempt municipal with a raw yield of 2%, this would raise the value to 2.63% from 2.40%. (The relative val-
ue for tax-exempt municipals increases as the after-tax value of other sectors decreases from higher tax rates.) 

Figure 1 - Potential Impact of Higher Tax Rates on Tax-Exempt Municipal Bonds

Tax Rate Proration
Yield 

Multiplier
Tax-Equivalent Yield 

of 2% Raw Yield After-Tax Yield

Pre-TCJA 35 15% 1.46 2.92% 1.89574%

2017-Present 21% 25% 1.20 2.40% 1.89475%

Hypothetical 28% Tax 
Rate 28% 18.75% 1.32 2.63% 1.89475%

Tax Rate Jump May Raise Interest in Tax-Exempt Munis
A push for higher corporate tax rates would also likely raise demand for tax-exempt municipals. The lower valu-
ations offered by tax-exempt municipals the past few years made many P&C insurers reassess their investment 
strategy and drove them to develop more robust and diversified portfolios. Conning does not believe the trend 
of investing in new fixed income sectors and other alternatives will reverse course. However, we believe P&C 
insurers would be very open to tax-exempt municipal bonds, a sector that has traditionally offered high-quality 
securities with similar or  greater tax-equivalent yields from a broad array of issuers. 

Let’s examine the potential impact of the aforementioned tax change on the P&C industry’s investment strat-
egy. The top chart in Figure 2 demonstrates that, under the current tax environment, the “value” of allowing for 
tax-exempt municipals (blue line) is limited and only adds marginal value in the lower risk portfolios along the 
efficient frontier. The bottom chart shows how, in a world with a 28% tax rate, the added value is meaningfully 
higher than the current tax regime. The efficient frontier with tax-exempt municipals (dark blue) is much higher 
than the gray one without tax-exempt municipals in all portfolios except the highest risk. 

Increases in corporate tax rates could make the tax-exempt component of the municipal market more 
attractive. If the state and local tax (SALT) cap is revisited and states raise taxes, that may drive taxpayer 
interest in tax-exempt municipal bonds. A change in the marginal tax rates of high earners could also add 
to demand for tax-exempt municipals. On the supply side, legislation that rewrites the TCJA limitation on 
tax-exempt refunding could create a greater supply of tax-exempt municipals (at the expense of taxable 
issuance).

However, insurers’ decreased demand for tax-exempt municipal securities did not lead to overall market weak-
ness. Demand from high-income individuals remained strong. Meanwhile, supply tightened: the TCJA limited 
tax-exempt refinancing so municipalities had fewer opportunities to issue new tax-exempt bonds. Municipali-
ties have since become more reliant on taxable issuance.

Prepared by Conning Inc. For illustrative purposes only.
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Given the meaningful shift in the curves in the prospective tax-regime, we believe P&C insurers will seek out 
more tax-exempt municipals in a higher tax rate environment. As certainty over the future of corporate tax rates 
is unlikely to be settled in short order, we would expect those insurers with allocations to hold steady and pos-
sibly look to add to their exposure opportunistically. Additional purchases of tax-exempt municipals that offer 
relative value under the current tax regime may pay even greater rewards if we do see corporate tax rates rise in 
the future. 

Conclusion
Overall, higher tax rates may be a headwind for the profitability of P&C insurers. It is still unknown what other 
implications a tax increase may include. The TCJA also affected the alternative minimum tax (AMT), brought 
about the base erosion and anti-abuse tax (BEAT), changed reserving methodology, and impacted net operating 
loss (NOL) carryback and carryforward.  While it is early to forecast the full implications of any prospective tax 
changes, they are clearly on the mind of many clients and we are helping them understand the potential impact 
and opportunities in tax-exempt municipal bonds. 

We do not believe this exercise should deter P&C insurers from diversifying into other potentially higher-returning 
sectors such as esoteric structured, private placements, lower-rated corporate bonds and alternatives. However, 
we do believe the re-emergence of a sector offering high quality and attractive yields such as tax-exempt mu-
nicipals will be embraced by P&C insurers. As Conning learns more about prospective policies, we welcome the 
opportunity to engage and share our research on the subject.

Figure 2 - Marginal Value of Tax-Exempt Municipal Bonds as Tax Rates Change
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Footnotes:

1 Copyright 2020, S&P Global Market Intelligence. Reproduction of any information, data or material, including ratings 
(“Content”) in any form is prohibited except with the prior written permission of the relevant party. Such party, its affiliates 
and suppliers (“Content Providers”) do not guarantee the accuracy, adequacy, completeness, timeliness or availability of 
any Content 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. In no event shall Content Providers be liable for any damages, costs, 
expenses, legal fees, or losses (including lost income or lost profit and opportunity costs) in connection with any use of the 
Content. A reference to a particular investment or security, a rating or any observation concerning an investment that is 
part of the Content is not a recommendation to buy, sell or hold such investment or security, does not address the suitabil-
ity of an investment or security and should not be relied on as investment advice. Credit ratings are statements of opinions 
and are not statements of fact.

ABOUT CONNING

Conning (www.conning.com) is a leading investment management firm with a long history of serving the insurance 
industry. Conning supports institutional investors, including insurers and pension plans, with investment solutions, risk 
modeling software, and industry research. Founded in 1912, Conning has investment centers in Asia, Europe and North 
America.
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subject to change without notice. Conning, Inc., Goodwin Capital Advisers, Inc., Conning Investment Products, Inc., a 
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the team responsible for the creation of investment strategies and solutions for insurance compa-
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2018. Prior to joining Conning, he was with New England Asset Management. Mr. Reilly earned a 
degree in economics from Colby College.

Clint Stonacek, FSA, is an Assistant Vice President in Conning’s Institutional Solutions group and 
works with insurance companies on developing investment strategies. Prior to joining Conning in 
2015, he was with MassMutual’s VA hedging team and also developed risk models for its stable 
value products. He earned a BS from Bryant University with a double concentration in actuarial 
mathematics and economics.
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Conning ConnText Podcast: April 2021 – Dynamics  
of the Bank Loan/CLO Market with Gretchen Lam,  
Senior Portfolio Manager, Octagon Credit Investors

Conning ConnText is a quarterly podcast that features our firm’s view of capital markets, trends and investment strategies 
for the insurance industry, hosted by Rich Sega, Conning’s Global Chief Investment Strategist. Rich will also host a guest to 
provide additional insight about a particular asset class, investment idea or insurance industry trend.

Conning ConnText is intended to provide just that: context for insurance investing. Conning’s deep understanding of the 
investment environment and the insurance industry helps us to serve the unique needs of insurers.

April 2021: Dynamics of the Bank Loan/CLO Market with Gretchen Lam, Senior Portfolio Manager,  
Octagon Credit Investors

In the Conning ConnText podcast for the second quarter, Rich Sega, Global Chief Investment Strategist, discusses why he 
sees strong economic growth through 2021 but is uncertain about what next year may bring. He is joined by Gretchen 
Lam, senior portfolio manager with Octagon Credit Investors, who explains why her firm is optimistic about the bank loan 
and CLO markets.

Click here to listen  
to the podcast

https://www.conning.com/about-us/insights/conning-conntext-podcast
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March 2021        Regulatory Insights  

Solvency II under review: EIOPA’s  
Final Opinion on the 2020 Review 
 
In its final opinion on the 2020 Review of Solvency II, EIOPA proposes changes to various parts of the 
Delegated Regulation. This paper summarises and discusses the most material changes with a main 
focus on investment-related areas.

 

On 17 December 2020, the European Insurance and Occu-
pational Pensions Authority (EIOPA) published its final opin-
ion on the 2020 review of the Solvency II framework, which 
had been requested by the European Commission (EC). EI-
OPA opines that whilst Solvency II works well overall, evolu-
tionary improvements can be made in several areas. 
 
This paper mostly focuses on the market related aspects of 
the opinion, including: 
 
1. Extrapolation of the risk-free interest rates.  The final 

recommendation includes only a moderate adjustment 
towards the lower benchmark swap rates reflecting the 
substantial impact this would otherwise have. 

2. The Standard Formula for Solvency Capital Require-
ments (SCR).  Notable changes include a more permis-
sive long-term equity treatment, clarifications around 
strategic participations, widening the symmetric adjust-
ment, and likely having the most quantitative impact, re-
moving the interest rate down-shock zero floor. 

3. Long-term guarantee measures.  The Volatility Adjust-
ment is substantially updated to be more relevant and 
less volatile while the Matching Adjustment is updated to 
allow diversification and clarify repacks. 

 
Extrapolation of the risk-free interest rates 
 
Background 
One of the most substantial changes in the publication re-
lates to the calculation of the risk-free interest rate curve 
used in the valuation of liabilities. In general, the economic 
view of an insurer’s balance sheet is that policy obligations 

should be valued as if there were little to no possibility that 
the insurance company might default, i.e. to the system, 
they are risk free. Thus, from a theoretical perspective, all li-
abilities should be valued at a market risk free rate. The 
many practical problems of applying this theory directly has 
led to the adoption of the current method which blends mar-
ket rates with a target long-term rate. 
 
Under the current method, the Euro risk-free rates for matur-
ities before the last liquid point (LLP) of 20 years are directly 
derived from swap rates. But after the LLP, interest rates 
are smoothly extrapolated towards a constant ultimate for-
ward rate (UFR). Since swap market information past the 
LLP is not taken into account in this extrapolation, there can 
be a significant divergence (in particular, in today’s low inter-
est rate environment) between the extrapolated rates and 
the actual swap rates. This divergence and the associated 
concern that the value of liabilities are severely underesti-
mated (see Figure 1) is the basis for supervisory concern 
and EIOPA’s review. 
 

FIGURE 1. ILLUSTRATIVE EXAMPLE OF DISCOUTING EUR 
100 AT THE EIOPA RFR VS. SWAP RATES  

 
Souce: EIOPA; As of 15 February 2021 
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Conclusion and Analysis  
Unsurprisingly, EIOPA has recommended that the current 
method be amended to bring liability discount rates closer to 
the market swap rates. The new method will alter the mech-
anism for smoothing towards the UFR by taking into account 
additional market data about the underlying swaps (see 
technical details below).  Figure 2 shows the final proposal 
as well as the current method and some alternatives. 
 

 
EIOPA reviewed several options for reducing the divergence 
to swap rates, ranging from significant reduction to moder-
ate, but ultimately arrived at a moderate reduction due to 
practical and potentially political considerations.  More se-
vere deviation reductions included extending the last swap 
observation date (LLP) out much further. The analysis of the 
solvency impact for such a change can be seen in Figure 3.  
 

 

For countries like Germany and the Netherlands, solvency 
positions would have been severely impacted due to the 
long-dated nature of life insurance liabilities in those coun-
tries. Additionally, some insurance companies raised the 
concern that moving the LLP to a higher maturity can lead to 
a more volatile discounting curve which itself could cause 
stronger fluctuations in insurers’ own funds and hence in 
solvency ratios. Moreover, moving the LLP could create ad-
ditional pro-cyclicality.  If all insurers increase allocations to 
long-dated bonds or swaps to improve asset-liability match-
ing, this additional demand would place downward pressure 
on risk-free rates and generate further demand for such in-
struments creating a vicious cycle.  
 
Even though the proposed alternative extrapolation method 
will have a less severe impact on the solvency position of in-
surance companies than moving the LLP, it still has a signif-
icant impact on companies with long-dated liabilities. There-
fore, EIOPA proposes a smooth transition to the new 
method through 2032. Additionally, a part of the negative 
capital impact might also be absorbed by the proposed re-
calibration of the risk margin, especially for long-dated guar-
anteed liabilities. The proposed re-calibration allows for a 
relative reduction in the risk margin by approximately 15% 
on average. 
 
Technical Details 
EIOPA suggests an alternative extrapolation method in 
which the current extrapolation is blended with additional 
market data.  This method will smoothly extrapolate interest 
rates from the first smoothing point (FSP) to the UFR by 
means of a last liquid forward rate (LLFR), which is deter-
mined as the volume weighted average of swap forward 
rates before and after the FSP.  
 
The FSP, which serves an analogous purpose to the prior 
LLP, is determined based on the residual bond criterion. 
This criterion is set to the maturity (in years) beyond which 
the cumulative market value of outstanding sovereign bonds 
is less than 6% of all such bonds in the market. In the case 
that this value exceeds the maturity for which markets are 
considered deep, liquid and transparent (DLT), then the 
closest DLT maturity is chosen. 
 
For the Euro, this bond criterion would result in 22 years, but 
the largest DLT point is 20 years (as of YE 2019), resulting in 
an FSP at 20 years.  Finally, to avoid excess discount rate 
volatility, changes to the FSP should only be made if the re-
sidual bond criterion delivers a different result for two consec-
utive years. 
 

FIGURE 2. EXTRAPOLATION OF THE EURO RISK-FREE 
RATE AS OF 15/02/2021  

  
Source: DWS International GmbH. As of: 15 February 2021 

FIGURE 3. IMPACT OF DIFFERENT EXTRPOLATION METH-
ODS ON THE AVERAGE SCR RATIO BY COUNTRY

 
Source: EIOPA. As of: end-2018 
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Solvency Capital Requirement (SCR) for market 
risks 
 
Equity risk 
EIOPA was asked by the EC to conduct a comprehensive 
review of the equity risk sub-module, and in particular to as-
sess the appropriateness of the design and calibration of the 
risk charges for all equity investments that are subject to a 
reduced capital charge of 22%. This includes duration-
based equity investments but also strategic equity invest-
ments and long-term equity investments for which EIOPA 
has not yet provided any calibration. Figure 4 summarizes 
the equity risk charges adopted by the EC and those 
charges initially advised by EIOPA or its predecessor institu-
tion, CEIOPS. In general, EIOPA does not see any need for 
re-calibration of those capital charges for which they already 
have provided a calibration and only suggested changes re-
lated to long-term equity investments and strategic equity in-
vestments.  

 
Long-term equity investments 
 
In March 2019, the EC introduced a lower capital charge for 
specific long-term investments in equities. In order to qualify 
for the long-term equity (LTE) investment treatment, an eq-
uity investment must meet several requirements.  
 
In fact, the LTE investment category can be considered as a 
revision of the duration-based equity risk (DBER) sub-mod-
ule as both concepts aim to capture the risk of equity invest-
ments that are held for a longer period. In particular, the 
DBER sub-module can only be applied by life insurance 
companies that provide certain occupational retirement pro-
visions or retirement benefits and that meet further criteria, 
such as a holding period of at least twelve years.  
 
In contrast, the concept of LTE investments is less restric-
tive while in fact substantively capturing the same type of 
type of equity risk as the DBER sub-module. Hence, in order 

to reduce complexity, EIOPA suggests phasing out the 
DBER sub-module and refining the requirements for LTE in-
vestments (without imposing the same restrictions as for 
DBER investments) to accommodate this type of risk. 
 
EIOPA proposes following changes and additions to the re-
quirements for LTE investments, which may allow a broader 
and easier use of the LTE concept: 
 
̲ Minimum holding period: According to the current reg-

ulation, a LTE portfolio must have an average holding 
period of five years. This requirement is very strict as it 
effectively mandates a buy-and-hold strategy with little or 
no flexibility for ongoing management. Hence, EIOPA 
proposes to relax the requirement to a commitment to 
hold the global exposure to equity in the LTE portfolio for 
a period of more than five years on average. The actual 
management of the portfolio should be frequently re-
viewed against this policy. The current requirement that 
an insurer is not allowed to sell any security in a LTE 
portfolio with an average holding period below five years 
shall be removed accordingly. Consequently, the require-
ment to identify the holding period of each single position 
in the portfolio can be removed. Overall, this approach is 
in line with the commitment-to-hold approach supported 
by the European insurance and reinsurance federation 
‘Insurance Europe’.  

 
̲ Domicile: EIOPA does not propose any changes to the 

requirement that the equities within a LTE portfolio must 
be listed/headquartered in European Economic Area 
(EEA). This substantially restricts the investment uni-
verse and it is also not in line with similar restrictions in 
the Solvency II framework that typically allow invest-
ments in OECD countries as well.   

 
̲ Asset-liability-management: The current version of the 

LTE regulation requires that an LTE portfolio must be 
part of a portfolio assigned to cover clearly identified in-
surance obligations over the entire lifetime of these obli-
gations. EIOPA sees the problem that in many instances 
the lifetime of an insurance contract exceeds the lifetime 
of the corresponding Solvency II obligations. This means 
that assets are typically held longer than what is recog-
nized in technical provisions, e.g. in case of one-year 
non-life contracts with typically high renewal rates. 
Hence, EIOPA proposes that the assignment of the port-
folio has to be maintained in principle (i.e. no switch in al-
location of LTE between liabilities is allowed) but not over 
the entire lifetime of the obligations. This requirement 
should be less material for life insurance companies than 
for non-life given the average lifetime of the obligations. 

 

FIGURE 4. CAPITAL CHARGES FOR DIFFERENT TYPE OF 
EQUITY INVESTMENTS 
 Current Solvency 

II calibration 
EIOPA/CEIOPS 

calibration 

Equity Type I (listed EEA/OECD) 39% 45% 

Equity Type II (listed non-EEA/OECD) 49% 55% 

Infrastructure project 30% 30-39% 

Infrastructure corporate 36% 36% 

Strategic equity investments 22% – 

Long-term equity investments  22% – 

Duration-based equity  22% 22% 

Qualifying unlisted equity portfolios 39% 39% 
 
Source: EIOPA. As of: December 2020 
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̲ “Ring-fencing light”: One of the most criticized require-
ment of the LTE concept is that the assigned portfolio 
and the insurance obligations it covers must be identi-
fied, managed and organized separate from other busi-
ness. This requirement – sometimes referred to as “ring-
fencing light” or “quasi-ring fencing” – is typically not ap-
plicable in practice as in most European countries insur-
ance liabilities are covered generally by a pool of invest-
ments, with no allocation of individual investments to in-
dividual liabilities. EIOPA follows this view and proposes 
that only the assigned portfolio of assets should be iden-
tified and managed separately from other activities but 
not in conjunction with the covered liabilities. Additionally, 
the reference to a separate organisation is to be re-
moved as it might be interpreted as requiring a strict sep-
aration of teams managing the assets. In EIOPA’s view, 
setting up a separate fund/account for the assigned port-
folio of assets is sufficient.   

 
̲ Liquidity/solvency position: The EC requires that an 

insurer must be able to hold an LTE portfolio for at least 
ten years, even under stressed conditions. This makes 
the LTE category less applicable to P&C insurers. Addi-
tionally, the EC has not specified how an insurance com-
pany should demonstrate its ability to hold the portfolio 
for at least ten years. Hence, EIOPA proposes to specify 
different liquidity conditions for life and non-life insurers.   

 
For life companies, EIOPA advises that the assigned 
portfolio of assets must back liabilities with high or me-
dium illiquidity (see Volatility Adjustment) and that the 
Macaulay duration of these liabilities should exceed 10 
years. Insurance Europe has criticizes this target dura-
tion as it is not in line with the average duration of most 
European insurers (6-7 years).  

 
Non-life insurers have to demonstrate a sufficient liquid-
ity buffer for the portfolio of non-life insurance liabilities 
and the assigned portfolio of assets. This is considered 
demonstrated if the ratio of high-quality liquid assets 
(backing all non-life liabilities and applying a defined li-
quidity haircut) to the non-life best estimate liabilities (net 
of reinsurance) is greater than one.  

 
̲ Sub-set of total investments: The current regulation re-

quires the assigned portfolio can only cover a part of total 
insurance obligations. EIOPA proposes to replace it by a 
specific requirement for life insurers only. The require-
ment sets a limit on the proportion of equity assets to eli-
gible liabilities. This avoids the potential abuse of the 

framework, which could be an issue in particular where 
there is no specific allocation of assets to specific liabili-
ties.  

 
̲ Policies: EIOPA does not propose any changes to the 

requirement that the long-term character of LTE portfo-
lios shall be reflected in all relevant policies, e.g. invest-
ment guidelines or risk management policies.  

 
̲ Diversification: The current regulation does not set out 

diversification requirements. Hence, the LTE treatment 
may also be applied to even single equities whereas the 
lower risk charge of 22% was calibrated based on well-
diversified equity indices. Therefore, EIOPA suggests to 
introduce a new requirement on proper diversification of 
LTE portfolios 

 
̲ Exclusion of controlled intra-group investments:  

EIOPA sees a potential overlap between LTE invest-
ments and strategic equity investments. In particular, if 
controlled intra-group investments were classified as LTE 
investments, it could be that the minimum average hold-
ing period of five years is still met even though the rest of 
the equity portfolio is traded daily. Hence, EIOPA pro-
poses to exclude controlled intra-group investments from 
LTE eligibility. Insurance Europe has a critical view on 
excluding intra-group investments since intra-group in-
vestment might meet the LTE criteria (thereby correctly 
receiving lower capital treatment) while failing to qualify 
as strategic participation merely because the qualifying 
condition of lower forward-looking short-term volatility is 
difficult to demonstrate.  

 
In addition to the general framework assessment for LTE, 
EIOPA also performed a quantitative calibration assessment 
of the reduced risk charge of 22%. This reduced charge had 
been set by the EC based on, among other things, the CEI-
OPS calibration of the DBER sub-module in 2010. However, 
when EIOPA used an adjusted version of this work for LTE 
investments, it could not corroborate the 22% charge. De-
spite this, EIOPA does not explicitly propose a change to 
capital charge. 
 
Strategic equity investments (Strategic participations)  
 
Background 
Like LTE investments, strategic equity investments can also 
benefit from a reduced capital charge of 22%. However, the 
motivation and justification for the lower capital charge is dif-
ferent. Whereas the motivation for the LTE charge reflects 
the idea that equities might hold lower risk over a longer in-
vestment period, the charge for strategic equity investments 
is based on the idea that it has some form of lower short- 
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term risk. This can be both the nature of the investment and 
the influence exercised by the investor (the insurance com-
pany) over the related company. However, it has been diffi-
cult for insurance companies to demonstrate this reduced 
volatility.  
 
Conclusion and Analysis 
EIOPA suggests extending the ‘beta method’ already used 
for unlisted equity portfolios to strategic equity investments 
as one method to make this demonstration. The beta 
method is a static formula applied to fundamental data of 
target equity investments which estimates a market “beta”, 
or degree of sensitivity to general market movements. 
 
Besides adding the beta method, EIOPA suggests the fol-
lowing clarifications:  
̲ The required minimum ownership and control threshold 

of 20% should be kept as control is seen as the mecha-
nism to influence volatility.  

̲ The strategic equity treatment should only apply to re-
lated companies. Hence, ‘strategic equity investments’ 
should be renamed to ‘strategic participations’ in order to 
avoid misunderstandings seen in the past.  

 
Finally, since there was a concern that this would be viewed 
as the benchmark method instead of only one-of-many, EI-
OPA suggests introducing the beta method via additional 
guidance instead of a change in the legal text. 
 
Technical details 
For the beta approach, a strategic equity investment has a 
sufficiently lower risk if it has a calculated beta below 0.5641 
for type 1 equities (22% over 39%) and below 0.4590 (22% 
over 49%) for type 2 equities. EIOPA specifies that the ap-
plication of this method is restricted to investments in com-
panies established in the EU or EEA with a majority of reve-
nues generated in EEA or OECD countries. Additionally, it 
should have been larger than small-sized enterprises, as 
defined by the Commission Recommendation 
(2003/361/EC), for the last three years. 
 
Symmetric adjustment  
 
Background 
The symmetric adjustment is an additional variable capital 
charge published by EIOPA on a monthly basis ranging be-
tween +/-10%. The objective of the measure is to dampen 
the volatility of own funds resulting from changes in equity 
prices, thereby in particular reducing the risk of procyclical 
investment behavior of insurance companies (e.g. “fire 
sales”). 

Conclusion and Analysis 
EIOPA assessed both the calibration of the symmetric ad-
justment and the reference portfolio from which the adjust-
ment is calculated.  
EIOPA advises to widen the corridor boundaries of the sym-
metric adjustment from +/- 10% to +/- 17% and to introduce 
a floor of 22% to the equity capital charge. This was based 
on a positive qualitative assessment of the performance of 
the symmetric adjustment through the COVID-19 pandemic 
as an effective measure allowing flexible reaction in case  
of deterioration of insurers’ financial position and a quantita-
tive calibration review since the beginning of 2020 (see  
Figure 5).  
 
EIOPA concluded that there is no need to change the cur-
rent reference index composition due to the high overall cor-
relation among the main stock markets in Europe.  Although 
the country weights of the index, which were set in 2015 
based on the composition of the average equity holding of 
European insurance companies at that time, now have 
changed, it was not views as material due to the high corre-
lations.  

Interest rate risk  
 
Background  
Under the SCR standard formula, the interest rate risk is 
modeled as the implied asset repricing based on a relative 
shift of the risk-free rates curve, with relative shocks declin-
ing by maturity. In the rising interest rate scenario (‘shock 
up’ scenario) the relative shocks range from +70% of the 
based rate for a maturity of one year to +20% for maturities 
beyond 90 years, subject to a minimum increase of 1% for 
all maturities. In the decreasing interest rate scenario 
(‘shock down’ scenario), the relative shocks range from  
-75% for a maturity of one year to -20% for maturities 

FIGURE 5. DEVELOPMENT OF THE SYMMETRIC ADJUST-
MENT (SA), 31/12/1997 – 31/12/2020

 

 

Source: EIOPA. As of: 31 December 2020 
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beyond 90 years.  Critically, the current model applies no 
shock to negative interest rates.  For insurance companies 
with liabilities of longer duration than assets, this rate floor in 
the calculation results in a small or zero risk to the joint as-
set and liability position in the shock down scenario. 
 
Conclusion and Analysis 
EIOPA finds that the current calibration severely underesti-
mates the actual interest rate risk both due to higher ob-
served rate volatility in recent years and that the current ap-
proach does not stress negative rates in the down scenario 
despite the empirical reality that negative rates can continue 
to decrease. 
 
In order to address these issues, EIOPA proposes to com-
bine a relative shift in interest rates with an additional abso-
lute shift component, which will also apply to negative inter-
est rates.  Supported by many stakeholders, EIOPA does 
maintain an adjustable floor of -1.25%, calibrated based on 
historical rates observed for EUR, JPY and CHF swap 
curves and German government bonds with a maturity be-
tween one and ten years. 
 
Besides this combined approach also being widely used by 
internal model users, EIOPA views it as maintaining its over-
all philosophy:  
̲ simple and transparent 
̲ purely data-driven 
̲ risk-sensitive applicable to any yield environment.  

 
Figure 6 shows the risk-free Euro interest rate curve as of 
15 February 2021 (based on EIOPA’s current extrapolation 
method) and the upwards and downward shock scenarios 
with both the current and proposed calibrations. In the falling 
interest rate scenario, the proposed shocks are larger than 
the current shocks for all maturities. For the rising interest 
rate scenario, the proposed shocks are also larger for 
shorter maturities but smaller for longer maturities. The floor 
of -1.25% currently kicks in for maturities of two years and 
below which otherwise would been stressed below -1.4%.  
 
Overall, the proposed calibration will most likely result in a 
significant increase in SCR for insurance companies that 
have material duration gaps. Recognizing this impact, EI-
OPA suggests to implement the new downward shock grad-
ually over a period of up to five years.  
 
Additionally, some of the negative effects of the proposed 
new calibration might be offset by a reduced correlation fac-
tor between the SCR for the interest rate downwards shock 
and the SCR for the spread risk. EIOPA proposes to reduce 
the correlation from currently 50% to 25%.  
 
 

 
Spread risk 
 
Background 
For bonds and loans, the spread risk SCR is determined as 
a function of the credit quality step (CQS) and modified du-
ration with charges increasing both with CQS (i.e. deteriorat-
ing quality levels) and with duration.  EIOPA evaluated the 
option to introduce a framework for lower capital charges for 
specific long-term investments in bonds and loans with simi-
lar conditions as for long-term equity investments. 
 
Conclusions and Analysis 
Ultimately, EIOPA does not propose any changes to the 
spread risk sub-module. 
 
EIOPA concludes that there is no need to further incentivize 
(long-term) fixed income investments as:  
̲ Solvency II may already over-incentivize fixed income in-

vestments due to relatively mild spread risk charges. In 
general, EIOPA finds that the current calibration of the 
spread risk charges is relatively mild compared to the 
calibrations originally proposed by CEIOPS in 2010 and 
by EIOPA in 2011. This is prevalent in bonds and loans 
with a duration between 1 and 10 years where the cur-
rent spread risk charges are approx. 30% lower than the 
original calibrations. With increasing duration, the differ-
ences between the current and proposed calibrations de-
creases. In EIOPA’s analysis, these lower capital 
charges might not reflect the actual spread risk and could 
make fixed income investments more attractive than 
other investments. 

̲ Sovereign bonds issued by EEA member states are al-
ready subject to a zero capital charge. 

̲ The proposed reduction in risk charges was similar to 
matching adjustments already available (though at 50% 
of the matching adjustment reduction due to the lesser li-
ability matching requirements)  

̲ A new long-term treatment would also be inconsistent 
with the 1-year Value-at-Risk (VaR) framework. 

FIGURE 6. EURO RISK-FREE RATE WITH CURRENT AND 
PROPOSED SHOCKS AS OF 15/02/2021 

 
Source: EIOPA, DWS International GmbH. As of: 15 February 2021 
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Property risk 
 
Currently, Solvency II sets a uniform risk charge of 25% for 
all real estate investments irrespective of the type of prop-
erty or its location. Due to limited market data available, the 
25% capital requirement was calibrated solely based on 
data for the UK real estate market, which is deemed to be 
the most volatile property market in Europe. Hence, this was 
viewed as overly conservative and not representative for 
other real estate investments outside the UK.  
 
Overall, EIOPA shares this view but does not see a suffi-
cient improvement in availability of granular historical data, 
which would allow for a re-calibration of the existing shock 
for different real estate markets. Additionally, the impact of 
COIVD-19 would be expected to increase volatility, but EI-
OPA finds it difficult to quantify the potential impact on 
prices for residential and commercial real estate. 
 
Volatility Adjustment (VA) 
 
Background 
Under the VA, insurance companies can add a spread to 
the risk-free discount curve in order to stabilize their Sol-
vency II balance sheet in times of higher spread volatility. 
For each currency, the VA spread is derived from a repre-
sentative portfolio of assets, which is updated by EIOPA on 
an annual basis largely using the average asset allocation of 
European insurance companies. The spread is calculated 
on a monthly basis and is adjusted by a fundamental 
spread, a spread measure that should reflect the long-term 
average default and downgrade risk of the underlying fixed 
income instruments in the representative portfolio (and not 
short-term liquidity effects or similar). Ultimately, 65% of the 
residual (i.e. risk-adjusted) spread is added to the risk-free 
discount curve. In times of a significant spread widening in a 
specific country, a higher VA spread based on a country-
specific reference portfolio is applied. Overall, EIOPA has 
identified key shortcomings in the current design of the VA:  
̲ Company specific circumstances could be better re-

flected in the VA design 
̲ “Cliff-edge” effects during periods where spreads fluctu-

ate around the trigger point of the country-specific VA. In 
the past, this had been a problem for undertakings in 
Southern Europe, for example during the 2011-2013 sov-
ereign debt crisis. 

 
Conclusions and Analysis 
Firstly, EIOPA advises to split the VA into a permanent VA 
and a macro-economic VA, which under the current frame-
work correspond to the currency-specific VA and country-
specific VA, respectively.  
 

The permanent VA should become more company-specific 
by taking into account the illiquidity of liabilities and asset-li-
ability matching features of the individual insurer. This is 
done by the means of two firm-specific application ratios. 
The first application ratio measures the degree of illiquidity 
of liabilities of a company, clustered into three categories of 
high, medium and low illiquidity (see Figure 7). Companies 
with a larger share of less liquid liabilities are allowed to 
make greater use of the VA. 

 
The second application ratio is based on the asset-liability 
spread-sensitivity matching of a company to reduce poten-
tial “overshooting” effects of the VA. Companies with well-
matched sensitivities are allowed to benefit more of the VA. 
Since the introduction of the two firm-specific application ra-
tios reduces some of the uncertainties and risks inherent in 
the VA, EIOPA suggests to increase the general application 
ratio for the VA from 65% to 85%. As outlined in Figure 8, 
only companies with a very high share of highly illiquid liabil-
ities and well-matched assets and liabilities can benefit from 
a higher overall application ratio compared to the current 
general application ratio of 65%. Based on data provided by 
EIOPA, the average overall application ratio across Europe 
would be around 59%. The average illiquidity application ra-
tio and the average asset-liability application ratio is 76% 
and 91% respectively. Especially, the illiquidity ratios differ 
significantly across countries. For example, very high values 
can be observed for Germany, France and Italy while low 
values are observed for the Netherlands in particular. 

FIGURE 7. APPLICATION RATIO BASED ON THE ILLIQUID-
ITY OF LIABILITIES 

Illiquidity category Criteria Application 
Ratio 

Category I –  
High illiquidity 

_ No surrender/cancellation options or 
where the take up of the surrender option 
or the cancellation of the contract can 
never lead to a loss in own funds 

_ Low best estimate impact of mortality risk  

100% 

Category II – Me-
dium illiquidity 

_ Low best estimate impact of permanent in-
crease in lapse rates 

_ Low best estimate impact of mortality risk  
75% 

Category III –  
Low illiquidity 

_ Contracts that do not fall into category I  
or II 60% 

Source: EIOPA. As of: December 2020 

FIGURE 8. OVERALL VA APPLICATION RATIO – CURRENT 
AND PROPOSED METHODOLOGY 

 
Source: DWS International GmbH. As of: February 2021 
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The macro-economic VA is a revised version of the country-
specific VA. Under the current design of the VA, the country-
specific VA is activated if the spread on the country-specific 
reference portfolio exceeds the spread on the currency-spe-
cific reference portfolio by 200% (relative trigger) and the 
country-specific spread is at least 85 bps over the risk-free 
rate (absolute trigger). In that case, the currency-specific VA 
is increased by 65% of the amount of the relative trigger 
spread (i.e. in excess of 200%).  
 
Under the new macro VA, the relative trigger is reduced to 
130% of the scaled risk-adjusted currency spread (the scale 
is based on the proportion of fixed income assets in the rep-
resentative portfolio). The absolute trigger is reduced to 60 
bps after which a linear activation of the country-specific VA 
starts. The full activation occurs at spreads over 90 bps. 
Overall, these proposed changes would make the macro-
economic VA more likely to be activated due to lower trig-
gers as well as more stable as the absolute trigger leads to 
a gradual activation rather than a binary outcome. 
 
Finally, EIOPA proposes two other changes. First is a 
change in the current design of the risk correction.  They 
propose decoupling the risk correction from the fundamental 
spread since analysis indicates a “sticky” risk correction with 
less reflection of recent changes in credit risks. Hence, they 
propose the risk correction be calculated as a fixed percent-
age of current spread levels but with an allowance for a 
higher VA impact when spreads exceed their long-term av-
erage. Overall, the new design of the VA would partially limit 
the benefit of the VA in times of widening spreads.  
 
Second, EIOPA proposes that standard model users should 
not be allowed the usage of the dynamic VA.  However, in-
ternal model users may still use the dynamic VA. This might 
disproportionately impact insurers whose asset allocation 
differs significantly from the reference portfolio. 
 
Matching Adjustment (MA) 
 
In contrast to the VA, the MA has received relatively little at-
tention under the Solvency II review. The MA is currently 
only used by insurance companies in the UK and Spain.  
 
An MA portfolio is a separated portfolio of assets and liabili-
ties in which cash flows are matched and assets assigned to 
that portfolio are exclusively devoted to cover the best esti-
mate of the liabilities included in the portfolio. Like LTE port-
folios, MA portfolios are subject to a “ring-fencing light” but 
not to a legal ring-fencing. Nevertheless, under current treat-
ment, MA portfolios and legally ring-fenced funds are 
treated in the same way by not taking into account diversify-

cation benefits when aggregating the SCR across those and 
other portfolios.  
 
EIOPA noted that this ring-fencing is not symmetric; while it 
is true that the assets in the MA portfolio cannot be used to 
cover losses outside the MA portfolio, other outside assets 
can be used to cover losses from the MA portfolio. Addition-
ally, the assets in the MA portfolio only have to cover ex-
pected losses (best estimate) but not unexpected losses, 
which are covered by assets that back the risk margin and 
the SCR. Hence, EIOPA opines that a higher SCR resulting 
from limited diversification benefits cannot be justified and 
may discourage insurers from using the MA. In fact, there 
are examples where the loss of diversification in the SCR 
exceeds the increase in own funds resulting from the use of 
the MA in the calculation of the liabilities. Therefore, EIOPA 
advises to remove the limitations to the diversification be-
tween the assets in the MA portfolio and other assets in the 
SCR calculation. This is also in line with the methodology of 
most internal model users.  
 
Besides changes to the diversification benefits, EIOPA has 
also reviewed the MA eligibility of restructured assets (i.e. 
assets that may have been restructured specifically to meet 
the MA cash flow requirements) and of assets with an un-
certain timing of cash flows, such as callable bonds.  
 
With respect to restructured assets (e.g. securitisation struc-
tures), EIOPA proposes to introduce a look-through ap-
proach to assess the eligibility of those assets. More specifi-
cally, restructured assets must meet the following conditions 
in order to be eligible for inclusion in a MA portfolio  
̲ The underlying assets have to provide a sufficiently fixed 

level of income. For example, securitisations backed by 
residential mortgages might not be MA eligible in case the 
underlying mortgages are exposed to prepayment risks 
(unless such pre-payments are cured as below).  

̲ The cash flows of the restructured asset must be sup-
ported by loss absorbency features such that those cash 
flows are sufficiently fixed in term. For example, an asset 
can be securitised into a range of tranches where the jun-
ior tranche absorbs specific losses so that the MA-eligible 
senior tranche is only exposed to default and downgrade 
risks.  

̲ Where underlying assets include financial guarantees 
written on the performance of non-MA eligible assets, 
these guarantees cannot provide an additional MA bene-
fit, i.e. the additional spread resulting from the guarantee 
cannot be added to the MA spread.  

̲ The insurance company must be able to properly identify, 
measure, monitor, manage, control and report the under-
lying risks. 
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Besides this, EIOPA also evaluated the option to allow MA 
eligibility for assets with uncertain timing of cash flows given 
that the MA benefit will be calculated based on the yield-to-
worst. However, EIOPA decided to not follow this approach 
as it remains detrimental to the principle of cash flow match-
ing. 
 
Conclusions 
 
Overall, EIOPA describes the proposed changes to the mar-
ket risk module as an evolution rather than a revolution. 
We would agree to this statement. In many aspects the re-
view lacks revolutionary elements. 
 
Nevertheless, some changes will still have a significant im-
pact on the Solvency II balance sheet of European insurers. 
In our view, the most material changes relate to interest 
rates. Even though the proposed methodology for extrapo-
lating the risk-free interest rate curve is only a small step to-
wards greater realism of lower interest rates, it will still have 
a severe impact on the solvency position of insurance com-
panies with long-dated liabilities. Additionally, the proposed 
increase of the downwards interest rate shock will result in a 
significant increase in SCR for companies that run larger du-
ration gaps. Consequently, affected insurers will likely fur-
ther increase their efforts in narrowing their duration gap by 
either increasing their asset duration and/or shortening their 
liability duration for new business and, where possible, for 
in-force business. For increasing the asset duration, compa-
nies may rely on both traditional asset classes such as gov-
ernment bonds or high-rated corporate bonds as well as on 
alternative assets such as infrastructure debt, government-
guaranteed loans or residential mortgages.  
 

A sound asset-liability management will also be encouraged 
by the proposed design of the VA, which will make this 
measure more effective for companies with well-matched 
assets and liabilities. However, the suggested changes to 
the risk correction may dampen the effect to a certain de-
gree and will make the VA probably more volatile. 
  
Besides this, potential changes to the long-term equity in-
vestments treatment may allow a broader and easier use of 
this concept across Europe instead of only the few coun-
tries, which have favourable liability structures. This may en-
courage further passive equity investments and in particular 
private equity investments where the capital benefit is the 
highest and the holding period is anyway rather long-term 
by nature given the illiquidity.  
 
Nevertheless, in the end it is worth noting that EIOPA’s 
opinion is not binding. As we have already seen in the past, 
the European Commission (EC) may decide – e.g., for politi-
cal reasons – not to follow EIOPA’s guidance in certain ar-
eas. In particular we have seen this with regard to changes 
to the interest rate shock previously.  
The current proposal would bind up further more capital in 
the fixed income instruments, which is contrarian to the po-
sitioning of the EC with regard to the Capital Markets Union 
(CMU) where they would want to foster stronger allocations 
to Equity markets from the Insurance Industry.  
Therefore, it remains to be seen if the considered changes 
will be adopted as proposed by EIOPA. 
 
We have looked at the effects on asset-liability management 
from the changes and show the impact on own funds and 
strategic asset allocation. Please reach out for more infor-
mation to your DWS Sales representative or to the authors 
of this paper.  
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May 2021             

Is there incremental yield to be found in the 
U.S. Structured Finance market for insurers? 
The answer is…Yes.  
For insurers interested in casting the net wider in the search for income, delving a little deeper into 
non-established parts of Structured Finance or down in the stack of established segments might  
have the potential to provide increased income.  

 

Executive summary 

_ The Structured Finance market has largely recovered from 
lows reached at the height of the pandemic. But certain 
niches are still offering yields that are comparatively 
attractive.    

_ The Asset-backed Securities (ABS) market, or “catch-all” 
segment, has held up well due to fiscal stimulus, forbearance 
programs, and central bank support. Today, delinquencies 
and defaults are around pre-pandemic levels, and issuance 
is roughly equal to that of 2019. Opportunities would appear 
to exist in some more esoteric areas around timeshare 
bonds, revolving auto loans, “whole business” and mid-prime 
credit card bonds, and better-rated super-prime auto loans.  

_ As in the ABS sector, pandemic relief programs have 
benefited credit fundamentals in the non-agency Residential 
Mortgage-backed Securities (RMBS) market. Forbearance 
programs have caused delinquencies to decline since they 
peaked in mid-2020, and a moratorium on foreclosures could 
be extended through the end of the year. This has yielded 
some attractiveness in relatively new sectors of the  
non-agency RMBS market: Qualified Mortgages (QM),  
non-Qualified Mortgages (non-QM), and Credit Risk  
Transfers (CRT).  

_ From a broader market perspective, Environmental, Social, 
and Governance (ESG) factors is still in its relative infancy in 
Structured Finance. DWS is developing its own framework, 
however, for how to evaluate the asset class. 

_ Even going down in credit, the non-traditional and lower-
rated parts of Structured Finance still demonstrate favorable 
capital efficiency characteristics for insurance companies. 

The elusive search for yield? Maybe not so… 

Insurers have been casting a wider net in the search for in-
come, and an increasing number currently are looking to the 
Structured Finance market, given its size and scope, as a 
means to capture incremental yield. When comparing AAA 
Structured Finance spreads in the Bloomberg Barclays U.S. 
Aggregate Index at the end of March to where the market 
was approximately one year earlier, spreads are trading at, 
or through, pre-COVID levels. We believe the door has been 
opened to potential opportunities in both non-traditional seg-
ments as well as in more established segments but further 
down in the capital stack. With yields generally at historically 
low levels, it may be worth considering these non-traditional 
and overlooked niches.   
 
 
Contributors 
 
Richard Drason 
ABS Research Analyst 

Kevin Fabrizio 
MBS Research Analyst 

Nikita Patil 
Senior Insurance Strategist  

Bernie Ryan 
Insurance Coverage-Americas 

Tom Sweeney 
Sector Co-Head, Structured Securities 



May 2021  /  Investment Insights  

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. 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. Investments are subject to risks, including possible loss of principal amount in-
vested. For institutional investors only. Not for public distribution. DWS International GmbH.  

2 

Asset-backed Securities 

Credit fundamentals 
The ABS market enters, what we hope to be, the latter 
stages of the pandemic in relatively robust health. In the 
early days of the pandemic, record unemployment gave rise 
to concerns about how the market would perform. Although 
performance did weaken between April and June, the 
weakness was short-lived. Financial support to households, 
small businesses, and industries as well as payment 
moratoriums and central bank efforts to promote market 
liquidity, enabled the ABS market to regain its footing 
quickly. Forbearance programs were beneficial in the 
beginning of the pandemic, but these have become less 
necessary as the economy has opened up.  

Consumer credit metrics, including delinquencies and 
defaults, are currently at or near historically low levels, and 
aside from a handful of names, ratings downgrades have 
been rare. Those that have occurred have come mostly in 
areas heavily affected by the economic shutdowns, such as 
the aircraft finance and rental car sectors. (Sources: 
Moody’s, Intex, LCD and DWS, March 31, 2021).     

Outlook   
Credit fundamentals continue to benefit from record levels of 
stimulus and extended unemployment benefits. Financial 
assistance to households should continue to support the 
consumer debt repayment cycle.  For example, as the ABS 
market entered the second-quarter 2021, it was roughly 
back to pre-pandemic supply levels ($61.5bn), with new is-
suance forecast to be consistent with the record levels of 
2019 ($59.3bn), according to Bloomberg data comparing 
March 31, 2021 and March 31, 2019.  
 
Fundamentals could weaken late in 2021 and early 2022 if 
the economic recovery falters, fiscal stimulus is less than 
expected, or some hard-hit households are slow to recover. 
Any deterioration, however, will be off a historically low base 
and therefore not of great concern. 

Historically, the credit card segment is considered “the 
backbone” of the ABS market. Prior to the global financial 
crisis, money center banks issued between $80 billion and 
$100 billion in credit card ABS annually, according to DWS 
research. After the crisis, the landscape changed 
dramatically. New accounting rules, coupled with alternative 
funding sources and smaller financing needs by the banks, 
led to a contraction in credit card ABS supply.  

Today, those supply trends remain in place, and although 
we anticipate some growth as the economy opens up, large 
banks are likely to remain on the sidelines. In 2020, our 

calculations indicated that issuance totaled only $4bn, so 
new supply may be higher this year; but our research 
forecast does not expect a return to levels of $20–40bn as 
seen in 2016-2019.    

Opportunities in the ABS market 
DWS believes the ABS sector generally offers well-structured 
investment opportunities and diversification benefits, 
however, there are factors that require examination.    

First, we prefer issuers that have a successful track record 
with a proven business model and have demonstrated the 
ability to perform through various economic cycles. Second, 
we look for an experienced management team and 
diversified funding sources. We also focus on an issuer’s 
credit profile and their ability to not only originate loans, but 
also to adequately service their portfolio especially during 
times of economic stress.   

Given these factors, we are constructive on the long-end of 
the curve, particularly “whole business” securitizations. 
These issues often have longer durations than traditional 
ABS and BBB-rated, seven-year bonds are offering yields 
between 2.5–3.25% (as of March 31, 2021 based on data 
from Bloomberg Barclays U.S. Aggregate Index).   

At the shorter-end of the curve, we are optimistic about 
credit-linked note transactions, referencing super-prime auto 
loans. BB-rated tranches are offering yields in the 2.4% 
range (as of first-quarter end 2021 based on data from 
Bloomberg Barclays U.S. Aggregate Index).  

Also attractive at the shorter-end but higher in the capital 
stack are BBB-rated issues in the “whole business” sector, 
which are offering yields of approximately 2.7%. In addition, 
three-year BBB-rated timeshares are yielding between 1.8–
2.0%, depending on the issuer (as of March 31, 2021 based 
on data from Bloomberg Barclays U.S. Aggregate Index).   

The timeshare segment is of note because it has been 
surprisingly resilient, especially issuers that have a 
consistent track record through many economic cycles. In 
addition, deal structures today appear more robust, with 
greater credit support and stronger borrower profiles.   

Another sector offering value is a sub-segment of the credit 
card sector—mid-prime credit cards. Among BBB-rated 
bonds, yields are just under 2.5%. However, mid-prime card 
deals are difficult to find in size, as this is a new sector with 
fewer players and smaller transaction sizes (as of first-
quarter end 2021 based on data from Bloomberg Barclays 
U.S. Aggregate Index). 
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Non-agency Residential Mortgage-backed Securities   

Some new developments when evaluating RMBS  
Turning attention to another part of Structured Finance is 
the non-agency RMBS market. This market can be broken 
down by the underlying collateral type. Collateral may be 
classified as “credit dented” or impaired, which includes re-
performing and non-performing loans, legacy, which are 
deals issued prior to 2008, and new origination.  

The new origination subsectors consist of Qualified 
Mortgages (QM), non-Qualified Mortgages (non-QM), and 
Credit Risk Transfer securities (CRT). The QM designation 
is a relatively new category. QMs were initiated after the 
mortgage crisis when the Consumer Financial Protection 
Bureau (CFPB) enacted rules to protect borrowers from bad 
lending practices. The rules also provide lenders with legal 
protections as long as they comply with certain underwriting 
standards. Loans that met the CFPB standards became 
known as “qualified mortgages.”   

The primary differences between a QM and non-QM loan 
are the loan features and the underwriting standards. QM 
loans are generally amortizing, 30-year mortgages. They 
cannot include risky features, such as an interest-only 
period, terms longer than 30 years, or balloon payments. As 
for underwriting standards, the borrower’s debt-to-income 
ratio must be calculated as prescribed by the CFPB and 
must be less than 43%.  

Non-QM borrowers typically fall short of the strict debt-to-
income calculation. Often they are self-employed and do not 
have traditional W-2 income documentation. In addition,  
others may have limited incomes but large asset bases.    

The CRT subsector consists of deals that represent the 
bottom 2.5–5% of risk on Fannie Mae and Freddie Mac 
reference pools. The purpose of CRTs is to remove that risk 
from taxpayers and make it available to investors. CRTs 
have been issued since 2013.    

Credit fundamentals 
From DWS’s analysis, fundamentals have held up better 
than expected since unemployment peaked at almost 15% 
back in April 2020. From a delinquency standpoint, QM 
outperformed Fannie Mae and Freddie Mac loans, and both 
outperformed non-QM since the start of Covid-19. Seriously 
delinquent loans, which are late by 60 days or more, peaked 
in the summer of 2020, with QM hitting 5% and non-QM 
hitting 17%. Since the start of 2021, however, those levels 
have declined to the mid-3% range for QM and around 10% 
for non-QM. Fannie Mae and Freddie Mac collateral, which 
CRT bonds reference, saw similar delinquencies, which 

peaked in the single digits in the 2020 summer, and are in 
the 5% range as of first quarter end 2021. (Source: Intex, 
March 31, 2021).   

Over the past three years QM issuance has averaged about 
$17bn, based on Bloomberg data. While new supply 
tapered off in 2020, we are forecasting a record year in 
2021. Low mortgage rates and higher home prices should 
fuel refinancing activity, and we project close to $30bn in 
new QM issuance for 2021.   

While QM is the larger sector, non-QM has been growing 
faster. New supply grew from $3bn in 2017 to more than 
$23bn in 2019, based on Bloomberg data. In 2020, issuance 
was expected to outpace 2019, but with the pandemic, new 
supply totalled only about $18mn. DWS research expects 
the non-QM sector to improve on last year and reach close 
to $25bn in new issuance for 2021. What is also noteworthy 
in 2020 was the number of issuers, which amounted to 24, 
up from just six in 2017. 

New issuance in the CRT market has also been robust. 
Since the first issue came to market in January 2014, 
agencies have issued close to $90 billion. This year new 
supply could total nearly $12 billion, just from Freddie Mac 
alone. (Fannie Mae has put a hold on their program, given 
potential new regulatory capital requirements.) 

Outlook 
The housing market is in robust health. Mortgage rates are still 
low by historical standards, and homes are still affordable. So, 
we expect demand to pick up as the economy reopens and as 
millennials increasingly enter the market.  

Recent data from the S&P/Case-Shiller Home Price Index 
showed an 11.2% appreciation in home prices year-over-
year, the biggest jump since the global financial crisis. This 
has been driven primarily by a supply shortage that has  
resulted largely from underbuilding over the past 10 years. 
Supply in the single-family market is 3.8 million units short of 
demand, according to Freddie Mac, and likely underpin 
further price appreciation over the next several years.    

Furthermore, price appreciation may also benefit from 
further constraints on supply. The CFPB has proposed 
extending the existing foreclosure moratorium through 2021, 
and forbearance plans have been widely initiated. Unlike in 
the past, loan servicers have allowed borrowers to delay 
payments, without any repercussions. Therefore, our 
outlook on the residential market is similar to our view of the 
consumer sector; we expect positive but slower home price 
appreciation with delinquencies perhaps rising modestly but 
from very low levels currently.   
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Opportunities in non-agency RMBS  
This sector can offer a number of opportunities in the lowest 
risk spectrum as rated by the National Association of Insurance 
Commissioners (NAIC). In the QM and non-QM sectors, over 
99% and 97% of securitizations, respectively, that are 
submitted to the NAIC are rated NAIC-1 (lowest risk). However, 
the risk depends on the securitization and certain aspects of 
the market. CRTs, for example, will tend to have slightly higher 
capital charges. But broadly speaking, going down in the 
capital stack should be attractive to insurance companies, 
given the low capital charges and the additional yield pickup.  

For investors with shorter duration needs, or who are 
looking to pick up some yield versus traditional auto and 
credit card ABS, DWS is constructive on AAA-rated non-QM 
issues, and view those as a “relative value play”. They have 
a two- to three-year weighted average life at issuance and 
are currently yielding around 1.0%, which is attractive 
versus certain other prime ABS AAAs, which are yielding 
around 0.5% (based on March 31, 2021 data from 
Bloomberg Barclays U.S. Aggregate Index). We also are 
constructive on A-rated bonds within these non-QM deals, 
so long as the basis is wide enough to pick up additional 
spread, while keeping a similar risk profile.    

Within QM deals, subordinate bonds would also be worth 
considering. These could be more suited to investors who 
have both yield and duration needs, with an eye toward the 
investment-grade subordinates in these deals as they can 
offer a nice pickup in yield but also limit prepayment 
variability. Ten-year, AA-rated subordinates were yielding 
2.75% to 2.85%, but are richer further down the capital 
stack at BBB, with yields closer to 3.5% (as of March 31, 
2021 based on Bloomberg Barclays U.S. Aggregate Index).    

DWS’s perspective is that while these bonds do have less 
credit enhancement than other non-agency RMBS sectors, 
the super-prime credit quality of the QM borrower, combined 
with the strength of the housing market, should provide 
plenty of compensation for that lower enhancement.  

In CRT bonds, we are constructive toward M2s, which are aimed 
more toward unconstrained investors. These are typically priced 
at a four-year spread duration of around 200 basis points over 
Treasuries or 1-month LIBOR/SOFR depending on vintage. 
While the collateral that backs these pools is fixed-rate, these 
bonds are floating-rate, benchmarked to either the London 
Interbank Offered Rate (LIBOR) for the older deals, or to the 
Secured Overnight Financing Rate (SOFR) for more recent 
deals. We prefer the M2s, which are generally split rated BBB-
BB. We generally prefer the new issues pools given that COVID-
impacted loans are excluded and yield low 2%.   

Some ESG green shoots in structured finance? 

While Environmental, Social, and Governance (ESG) 
considerations are in their relative infancy in the Structured 
Finance market, DWS has taken to developing its own 
framework for the asset class until market standards 
become more accepted. Viewing the segment through a 
sustainable lense, certain sectors would appear to lend 
themselves more-so to responsible investment parameters. 
Examples of this in the ABS market could include solar 
deals and electric vehicle securitizations. Eventually, the 
market may start rating automobile deals by the average 
miles per gallon of the underlying vehicles.   

In commercial real estate, the DWS Structured Finance team 
already has begun integrating LEED certifications into their 
ESG analysis as part of its research process. And in the CLO 
space, we have observed in the past 12 months, a number of 
CLOs coming to market in which the CLO manager can 
invest only in ESG-friendly sectors, which would preclude 
such industries as firearms, tobacco, and nuclear energy.   

A capital perspective for insurance  
general accounts  

Increasing allocations to Structured Finance has been a 
growing theme within the industry given the illiquidity and 
complexity premium that can be earned. While the higher-
rated, more traditional parts of the Structured Finance 
market have typically drawn the most attention over the 
years, broadly speaking non-traditional or more esoteric 
areas of the market would still be capital efficient.  

DWS observes higher risk-adjusted returns for Structured      
Finance compared to corporate credit across the primary risk 
measures that are important to insurers. This can be meas-
ured through incremental yield per unit of risk where risk can 
be defined as volatility (also represented as standard devia-
tion) duration or quality.* This generally translates to greater 
efficiency in U.S. capital models including RBC, S&P and 
BCAR, however, implications on ALM positioning may also 
need to be considered for Life insurers.     
 
Additionally, based on the above-mentioned measures, 
Structured Finance also offers a differentiated correlation 
profile to corporate credit, which can provide enhanced 
portfolio diversification benefits. And if an insurer is concerned 
about rising interest rates, the lower duration profile of the 
asset class, particularly ABS and CLOs, can offer protection 
in such an environment. 

*Data as of March 31, 2021 for Bloomberg Barclays CMBS, ABS and Investment-Grade Corporate Indexes and JPM CLO Index 
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Conclusion 

The search for yield story is persistent and is not likely to 
meaningfully abate in the short- or mid-term. That does not 
mean insurers are devoid of liquid fixed income options that 
are still capital favorable. Sorting through the options in the 
various sub-segments requires the ability and resources to  

 

install a process to identify and analyze esoteric options. 
And with just the right tug of the net insurers might be able 
to realize some meaningful yield pickup over 
comparable Treasuries. 

 

 
 
 
 
 
 
 
 
 
Risk disclosure  
 
Bonds are subject to interest rate risk. When interest rates rise, bond prices fall; generally the longer a bond’s maturity, the more sensitive it 
is to this risk. Bonds may also be subject to call risk, which is the risk that the issuer will redeem the debt at its option, fully or partially, be-
fore the scheduled maturity date. The market value of debt instruments may fluctuate, and proceeds from sales prior to maturity may be 
more or less than the amount originally invested or the maturity value due to changes in market conditions or changes in the credit quality of 
the issuer. Bonds are subject to the credit risk of the issuer. This is the risk that the issuer might be unable to make interest and/or principal 
payments on a timely basis. Bonds are also subject to reinvestment risk, which is the risk that principal and/or interest payments from a 
given investment may be reinvested at a lower interest rate. Investing in high yield bonds, which tend to be more volatile than investment 
grade fixed income securities, is speculative. These bonds are affected by interest rate changes and the creditworthiness of the issuers, and 
investing in high yield bonds poses additional credit risk, as well as greater risk of default.  
 
Structured Finance investments are subject to interest-rate and credit risks. Floating rate loans tend to be rated below-investment grade and 
may be more vulnerable to economic or business changes than issuers with investment-grade credit. Adjustable rate loans are more sensi-
tive to interest rate changes. The strategy may participate in the primary and secondary market. Because of the limitations imposed by ap-
plicable law, the presence of the advisor's affiliates in the market may restrict the ability to acquire some issues, or affect the timing or price 
of such acquisition. Also, because the strategy may wish to invest in the publicly traded securities of a borrower, it may not have access to 
material non-public information regarding the borrower to which other lenders have access. Investing in derivatives entails special risks re-
lating to liquidity, leverage and credit that may reduce returns and/or increased volatility. Investing in foreign securities, particularly those of 
emerging markets, presents certain risks, such as currency fluctuations, political and economic changes, and market risks. In certain situa-
tions, it may be difficult or impossible to sell an investment at an acceptable price. Deteriorating market conditions might cause a general 
weakness in the market that reduces the overall level of securities prices in that market. This strategy is non-diversified and can take larger 
positions in fewer issues, increasing its potential risk. At times, market conditions may make it difficult to value some investments and the 
strategy may use certain valuation methodologies for some of its investments, such as fair value pricing. Portfolio management could be 
wrong in its analysis of industries, companies, economic trends and favor a security that underperforms the market. 
 
Investments are subject to various risks, including market fluctuations, regulatory change, possible delays in repayment and loss of income 
and principal invested. The value of investments can fall as well as rise and may not recover the amount originally invested at any point in 
time. Furthermore, substantial fluctuations of the value of the investment are possible even over short periods of time.  
 
 
Disclaimer 
 
DWS is the brand name of DWS Group GmbH & Co. KGaA and its subsidiaries under which they operate their business activities. The re-
spective legal entities offering products or services under the DWS brand are specified in the respective contracts, sales materials and other 
product information documents. DWS, through DWS Group GmbH & Co. KGaA, its affiliated companies and its officers and employees (col-
lectively “DWS”) are communicating this document in good faith and on the following basis. 
 
This document has been prepared without consideration of the investment needs, objectives or financial circumstances of any investor. 
Before making an investment decision, investors need to consider, with or without the assistance of an investment adviser, whether the 
investments and strategies described or provided by DWS Group, are appropriate, in light of their particular investment needs, objectives 
and financial circumstances. Furthermore, this document is for information/discussion purposes only and does not constitute an offer, rec-
ommendation or solicitation to conclude a transaction and should not be treated as giving investment advice. 
 
The document was not produced, reviewed or edited by any research department within DWS and is not investment research. Therefore, 
laws and regulations relating to investment research do not apply to it. Any opinions expressed herein may differ from the opinions ex-
pressed by other legal entities of DWS or their departments including research departments.  
 
The information contained in this document does not constitute a financial analysis but qualifies as marketing communication. This market-
ing communication is neither subject to all legal provisions ensuring the impartiality of financial analysis nor to any prohibition on trading 
prior to the publication of financial analyses. This document 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 state-
ments expressed constitute the author‘s judgment as of the date of this document. Forward looking statements involve significant elements 
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of subjective judgments and analyses and changes thereto and/ or consideration of different or additional factors could have a material im-
pact 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 infor-
mation contained in this document. Past performance is not guarantee of future results. 
 
We have gathered the information contained in this document from sources we believe to be reliable; but we do not guarantee the accuracy, 
completeness or fairness of such information. All third party data are copyrighted by and proprietary to the provider. DWS has no obligation 
to update, modify or amend this document or to otherwise notify the recipient in the event that any matter stated herein, or any opinion, pro-
jection, forecast or estimate set forth herein, changes or subsequently becomes inaccurate. 
 
Investments are subject to various risks, including market fluctuations, regulatory change, possible delays in repayment and loss of income 
and principal invested. The value of investments can fall as well as rise and you might not get back the amount originally invested at any 
point in time. Furthermore, substantial fluctuations of the value of any investment are possible even over short periods of time. The terms of 
any investment will be exclusively subject to the detailed provisions, including risk considerations, contained in the offering documents. 
When making an investment decision, you should rely on the final documentation relating to any transaction.  
 
No liability for any error or omission is accepted by DWS. Opinions and estimates may be changed without notice and involve a number of 
assumptions which may not prove valid. DWS or persons associated with it may (i) maintain a long or short position in securities referred to 
herein, or in related futures or options, and (ii) purchase or sell, make a market in, or engage in any other transaction involving such securi-
ties, and earn brokerage or other compensation. 
 
DWS does not give taxation or legal advice. Prospective investors should seek advice from their own taxation agents and lawyers regarding 
the tax consequences on the purchase, ownership, disposal, redemption or transfer of the investments and strategies suggested by DWS. 
The relevant tax laws or regulations of the tax authorities may change at any time. DWS is not responsible for and has no obligation with 
respect to any tax implications on the investment suggested. 
 
This document may not be reproduced or circulated without DWS written authority. The manner of circulation and distribution of this docu-
ment 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 con-
trary 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. 
 
 
 
 
© 2021 DWS International GmbH 
 
In Hong Kong, this document is issued by DWS Investments Hong Kong Limited and the content of this document has not been reviewed by 
the Securities and Futures Commission. 
 
© 2021 DWS Investments Hong Kong Limited 
 
In Singapore, this document is issued by DWS Investments Singapore Limited and the content of this document has not been reviewed by 
the Monetary Authority of Singapore. 
 
© 2021 DWS Investments Singapore Limited 
 
In Australia, this document is issued by DWS Investments Australia Limited (ABN: 52 074 599 401) (AFSL 499640) and the content of this 
document has not been reviewed by the Australian Securities Investment Commission. 
 
© 2021 DWS Investments Australia Limited 
 
 
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-Ber-
mudian 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. 
 
© 2021 DWS Group GmbH & Co. KGaA. All rights reserved. I-083143-1  
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Asian Investment Grade Bonds: An Attractive 
Fit For European insurers? 
Insurers globally have grappled with low interest rates for the past decade. Low yields have been a challenge for money 
managers globally, but arguably more so for European insurance companies. In the hunt for yield, many insurers in Europe 
have chosen to take on more credit and/or liquidity risks in their fixed income portfolios by investing into lower rated bonds or 
by moving into private debt. Others have started to look for opportunities in the US dollar investment grade space, potentially 
offering a yield pick-up after currency hedging as well as diversification benefits without necessarily sacrificing credit quality or 
liquidity.  
 
Over the last years, a maturing subset of the US dollar fixed income market has gained particular interest among insurance 
companies, namely USD-denominated bonds issued by Asian issuers. Besides offering attractive fundamental features, Asian 
investment grade bonds may also provide superior capital-adjusted returns under Solvency II. The recent interest in the asset 
class by European insurers has also been driven by its resilient performance during the Covid-19 crisis as well as by the 
significant decrease in FX hedging costs for Euro-based investors.  
 
 
Asian Investment Grade Credit Comes of Age 

The growing stability of Asian Investment Grade (IG) Credit has been appreciated by Asia-based investors for some time with 
rising participation from in-region investors over the recent years (see Chart 1.). Outside of Asia however, the asset class has 
often been overlooked by global investors drawn to regions like Latin America, where historically yields have on average been 
higher1. Indeed, the persistent under-allocation to Asia relative to its market weight in emerging market indices has been a 
striking feature of many global emerging market portfolios (see Chart 2.). The relatively smooth functioning of the investment 
grade portion of Asian credit markets through the Covid-19 induced sell-off in March 2020 has however, reinforced a trend to 
allocating to Asian IG credit on a stand-alone basis. Indeed, while not completely immune to the unfolding crisis, Asian IG 
credit fell just -3.7%2 in March 2020 (see Chart 3.), significantly better than almost all other major fixed income components, 
with the exception of treasuries. 
 
CHART 1: JACI INVESTMENT GRADE: NEW ISSUE ALLOCATION BY REGION 

 

As of: December 31, 2020; Source: Bond Radar, Bloomberg and J.P. Morgan.   

                                                           
1 In the past 10 years, CEMBI Asia Yield to Worst (YTW) has consistently been lower than CEMBI Latin America YTW, with an average of 
4.34% and 5.81% respectively. As of 30/4/21. 
2 JPM JACI Investment Grade Index, drawdown between 28/2/20 – 31/3/20 
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CHART 2: REGIONAL ALLOCATION OF EM CORPORATES WITHIN EM FUNDS VS CEMBI INDEX 

 

As of December 2020; Source: JPM estimates, IPREO, Bloomberg. Based on portfolio holdings of 301 EM FI funds with $237bn AUM. The 
CEMBI index is a smaller, more liquid subset of the CEMBI Broad index (global EM corporates benchmark). Asia’s weight in the CEMBI Broad 
index as of December 2020 is 50.1%.  

CHART 3: TOTAL RETURN OF MAJOR ASSET CLASSES DURING THE SELL-OFF IN MARCH 2020 

 

Past performance is not a reliable indicator of future returns. Indices used: Asia Credit, Asia IG, Asia HY = JPM JACI indices, US IG: Bloomberg 
Barclays US Credit Index; US HY: Bloomberg Barclays US Corp High Yield Index; EUR IG: Bloomberg Barclays Euro Credit Index; EUR HY: 
Bloomberg Barclays Pan-European High Yield Index; EM Credit: JPM CEMBI Broad Diversified Index; Returns for EUR IG, HY, Euro Stoxx 
are in EUR terms; Blue = JPM JACI IG Index. Source: Bloomberg, DWS Group GmbH & Co. KGaA, As of 31 December 2020.  
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Structural Trends Driving Growth of Asian Investment Grade Credit 

Today, the size of the dollar-denominated Asian credit market is more than US$1.2 trillion3, having grown at an annualised 
rate of approximately 20%4 since the Global Financial Crisis. This growth is even more impressive when looking at corporate 
bonds in isolation, with Asia accounting for 83%5 of the total growth in external EM corporate debt stock since 2014.  
 
The rapid growth of the Asian credit market can largely be attributed to the expansion of investment grade issuance, which 
accounts for more than three-quarters of the JPM Asia Credit Index (“JACI”). The Asian IG credit market is now over US$900 
billion in size which represents approximately a 9-fold increase since the GFC. The growth of Asia’s investment grade market 
is partly a reflection of Asia’s continued economic development and the corresponding improvements in sovereign credit 
ratings of several key markets like Indonesia, the Philippines and India which have attained investment grade status at the 
sovereign level. 
 
We believe further growth in market size can be expected, in part because demographic dynamics demand it. Asia accounts 
for 45% of global GDP6. With the region’s household incomes among the fastest growing of emerging markets and a savings 
ratio well above the global average, Asian households are becoming an increasingly powerful investor constituent. As with 
other established markets, investors in the first instance have tended to look to their home regions for investment options. At 
the same time, population aging has occurred more rapidly in Asia. Both dynamics should be supportive for bond markets in 
Asia as in-region savers rotate into income bearing securities.  
 
The “Asian” Bid 

Asia-based investors are by far the largest buyers of new Asian investment grade credit, taking up 72%7 of total new issue 
supply in 2020. On balance, we believe the predominantly local investor base has been a source of stability historically, helping 
to backstop the asset class when hot money flows have turned negative. This is likely one reason behind the region’s 
historically lower realised volatility and better risk-adjusted returns when compared to other EM regions, which don’t 
necessarily enjoy the same degree of in-region investor support (see Chart 4.). 
 
Low Interest Rates  

With policy rates in developed market economies seemingly anchored, at least over the near term (witness for example the 
US Federal Reserve’s recent suggestion that interest rates are unlikely to be increased till 2024 at the earliest), even small 
valuation differentials are likely to be of interest with the global stock of negative yielding debt reaching beyond US$12 trillion8, 
with a further US$15 trillion of assets offering between 0-50bps9. In this context, the current spread premium of 72bps10 offered 
by Asia IG over equivalent US IG debt, is not insignificant and is towards the upper end of the historical range (the range 
between the two was c.7 - 88bps11 over the last 3 years). 
  

                                                           
3 JPM Asia Credit Index market cap, as of 19/5/21. Source: J.P. Morgan 
4 JACI Index market cap, CAGR calculated from 2008 – 2020. Source: J.P. Morgan, DWS Investments GmbH. As of 31/12/20. 
5 EM Corporate Bond Stock (Non Quasi). Source: J.P. Morgan, DWS Investments GmbH. As of 31/12/20. 
6 GDP for Asia Pacfic region based on purchasing power parity. World Economic Outlook, International Monetary Fund, April 2021.  
7 Source: Bond Radar, Bloomberg and J.P. Morgan. As of 31/12/20. 
8 Source: Bloomberg. As of 19/5/21 
9 Source: Bloomberg. As of 19/5/21. 
10 Asia IG = ICE BofA Dollar IG Corporate Index; US IG = ICE BofA US Corporate Index. Source: Bloomberg, DWS Investments GmbH. As 
of 19/5/21. 
11 Asia IG = ICE BofA Dollar IG Corporate Index; US IG = ICE BofA US Corporate Index. Source: Bloomberg, DWS Investments GmbH. As 
of 19/5/21. Excludes period between 9/3/20 – 7/4/20 where US IG temporarily offered a spread premium over Asia IG during the sell-off.  
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CHART 4: HISTORICAL RISK-RETURN PROFILES OF ASIA IG VS OTHER EM IG REGIONS 

  
Asia IG LATAM IG EM Europe IG Middle East IG Africa IG 

Ann. Return 5.3% 6.6% 6.2% 5.9% 5.7% 
Volatility 3.7% 7.3% 5.8% 4.7% 9.5% 
Vol-Adjusted Return 1.43 0.91 1.08 1.28 0.60 
Yield-to-Worst 2.7% 3.5% 2.8% 2.7% 2.6% 
Spread-to-Worst (Trsy) 143bps 192bps 172bps 126bps 152bps 
Duration-to-Worst 4.9y 7.3y 4.0y 6.0y 4.9y 
Past performance is not a reliable indicator of future returns. In USD terms. J.P Morgan CEMBI IG+ Regional Indices used.  
Risk (volatility) is calculated with monthly total return data from 31.12.2009 – 30.4.2021, annualized. As of: April 30, 2021. Source: J.P Morgan, 
DWS Group GmbH & Co. KGaA. 
 

Asian Investment Grade Market Composition 

Beyond the growth in market size, the structure of the Asian investment grade credit market has changed materially over the 
years. Per table 1., there are more than four times as many issuers in the market today compared to 2006, whilst the weighting 
of the top 20 issuers has shrunk from 63.8% to 40.0%, resulting in a far more diversified market, dominated by corporate 
issuers. The inclusion of new markets such as Indonesia, Philippines, Taiwan and Macau, which combined represents 18.5%12 
of the JACI IG index has further diversified the opportunity set.  

TABLE 1: JACI INVESTMENT GRADE INDEX – COMPARING 2006 & 2020 

 2006 2021*   
Market Size $116bn $980bn   
Number of Issues 197 1444   
Number of Issuers 90 395   
Number of Markets 7 11   
Top 20 issuers (weight in %) 63.8% 40.0%   
Sovereigns (weight in %) 12.6% 14.6%   
Quasi-Sovereigns (weight in %) 28.7% 27.3%   
Corporates (weight in %) 58.8% 58.1%   

 

*As of 19 May 2021; Source: DWS Investments GmbH, J.P. Morgan.   

                                                           
12 Source: J.P. Morgan, DWS Investments GmbH. As of 19/5/21. 
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For investors in Europe and elsewhere, the composition of Asian credit markets offers the prospect of increased sectoral and 
issuer diversification, offering access to relatively larger Real Estate and Energy sectors, and an expanding TMT sector, which 
has quickly grown to represent 7.1%13 of the Asian IG market. 
 
While China remains the indispensable component of Asian credit markets and boasts a range of world-leading technology 
and industrial groups, there also remains approximately $498bn in investment grade bonds outstanding from Asia ex China 
(from 674 issues by 170 issuers14) from which to select. 
 
 
Why Now?  
 
Spread Pick-Up 

Asian IG currently offers a spread pick up of 72bps and 74bps respectively over its US IG and EUR IG equivalents (see Chart 
5.). While pockets of intransparency remain, in most respects Asian IG is increasingly demonstrating developed-market-like 
characteristics. Though spreads have tightened substantially since its peak in March 2020, Asian IG credit spreads remain 
wider relative to end-2019 levels and historical lows going back to 2011. In contrast, EUR IG and US IG spreads are now 
trading below pre-pandemic levels (as of 31.12.2019), and touching historical lows (see Chart 6.). 
 

CHART 5: SPREAD DIFFERENTIAL BETWEEN ASIA IG, US IG & EUR IG CORPORATES 

 

As of: May 19, 2021; Source: DWS Group GmbH & Co. KGaA. Past performance is not a reliable indicator of future returns. Asia IG = ICE 
BofA Asian Dollar IG Corporate Index; US IG = ICE BofA US Corporate Index; EUR IG = ICE BofA EUR Corporate Index  

  

                                                           
13 Source: J.P. Morgan, DWS Investments GmbH. As of 19/5/21. 
14 Source: J.P. Morgan, DWS Investments GmbH. As of 19/5/21. 
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CHART 6: US, EUR & ASIA IG CREDIT SPREADS – CURRENT LEVELS AND HIGH/LOWS SINCE 2011 AND OVER 3YRS 

 

 US IG Credit EUR IG Credit Asia IG Credit 

Spread High / Low, since Jan 2011 347 / 81 330 / 62 341 / 109 

Spread High / Low, last 3Yrs 347 / 81 203 / 72 278 / 118 

Spread (May 19, 2021) 82 73 147 

Spread Duration (May 19, 2021) 8.02 6.14 5.82 
 

As of: May 19, 2021. Source: J.P. Morgan, DWS Group GmbH & Co. KGaA. (1) Vertical black line indicates the spread range from 3/1/2011 
to 19/5/2021. (2) Teal rectangular blocks for each sub-index indicate 3Y spread range from 18/5/2018 to 19/5/2021. (3) Blue triangle for each 
sub-index shows 19 May, 2021 levels. (4) Blue line for each sub-index shows historical average level since 3 Jan 2011. Past performance is 
not a reliable indicator of future returns. US IG: Bloomberg Barclays US Credit Index; EUR IG: Bloomberg Barclays Euro Credit Index; Asia 
IG: Bloomberg Barclays EM Asia USD Credit High Grade Index. Spread= OAS over Treasury. 

 
Spread Volatility  

Spread volatility of Asian IG credit has fallen below US and EUR IG in recent years. Indeed spread volatility increased more 
sharply in both the US and Europe during the sell-off in March 2020, when compared to Asian IG credit.   
 
Competitive Risk-Adjusted Returns  

Since 2009, Asian IG credit15 has delivered an annualized return of +4.7% p.a., comparable to US IG16, +4.6% p.a. Asia has 
done so however, with lower volatility and as a result, yielded better risk-adjusted returns over the period. At an index level, 
the duration of the Asian IG credit universe at (5.4y) means investors are taking on less interest rate exposure per unit of yield 
when compared to US IG (8.1y). 
 
For life insurers looking to immunize longer-dated liabilities, there remains a sizeable market at the long-end with ~$350bn of 
bonds having a tenor beyond 7yrs. Credit quality of a longer-dated Asia IG market remains robust, with a credit rating of A-. 
This could allow insurers with long-dated liabilities to potentially harvest the yield pick-up of Asia IG over US IG whilst 
maintaining credit risk charges. 
 

                                                           
15 JACI IG Index (Duration = 5.4y); Risk (volatility) is calculated with monthly total return data over 10 years, annualized. Period: 31/12/09 – 
31/3/21. Source: DWS Group GmbH & Co. KGaA, Bloomberg, as of 31/3/21. 
16 Bloomberg Barclays US Agg Credit Index (Duration = 8.1y); Risk (volatility) is calculated with monthly total return data over 10 years, 
annualized. Period: 31/12/09 – 31/3/21. Source: DWS Group GmbH & Co. KGaA, Bloomberg, as of 31/3/21. 
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Stable Credit Fundamentals 

Fundamentals17 for Asian IG corporates have strengthened in recent years, with net leverage at ~2.1x and cash position 
improving to ~35% of total debt as of end-2020. By comparison, US IG corporates have steadily increased their net leverage 
to ~2.7x18 as of end-2020. While there was a weakening in profit margins in 2020, a robust new issuance market allowed many 
investment grade issuers to rebuild their balance sheets and ensure that near-term refinancing risks are likely to remain low. 
Interest service ratios have remained stable in line with lower borrowing costs and liquidity remains adequate19. Indeed, one 
of the more striking aspects of corporate Asia has been the tendency of corporate issuers to maintain higher cash balances, 
which has proven to be a boon given recent volatility. 
 
Rating Migrations 

Crucially for insurers, the number and volume of fallen angels20 has been exceptionally low despite challenging conditions in 
2020. Asian investment grade saw just US$5.2 billion of bonds downgraded to High Yield in 9M2020, equating to c.1.4% of 
total Asian investment grade stock. This is only marginally higher than the 10-year average of c.1.2%. In contrast, US IG and 
EM IG saw c.4.0% and c.9.0% of the market downgraded to high yield. This is particularly an important point for European 
insurers as downgrades would cause increased capital consumption under Solvency II. This may exacerbate capital 
requirements during times of market stress. 
  
Potentially Lower impairments 

In assessing risk metrics for the broader Asian credit market it is worth noting that within the high yield segment, Asia has 
experienced lower default rates and higher recovery rates when compared to its US equivalent. Despite challenging 
circumstances in 2020, the trailing 12-month default rate for Asia was 4.1%, as compared to 9.8% for the US21. In addition, 
Asia’s recovery rate historically has been amongst the highest of the various high-yield markets22. For insurers able to hold 
lower-rated credits this could potentially result in lower impairments for expected credit loss under IFRS 9. 
 
Capital Efficiency under Solvency II  

The average credit rating and duration of the Asian IG market is comparable to that of the Euro IG corporate market and both 
asset classes therefore are subject to a similar solvency capital requirement (SCR) for the spread risk under Solvency II. 
However, when taking into account the spread pick-up, Asian IG bonds offer a higher spread per unit of SCR which renders 
the asset class more capital-efficient. As outlined in Chart 7, our long-term capital market assumptions (LTCMAs) also support 
the superior capital-adjusted return over an investment horizon of 10 years which may render Asian IG bonds an interesting 
addition to insurers’ strategic asset mix.  
 

                                                           
17 Source: J.P. Morgan. “Asia Credit Outlook and Strategy – Reflation, Reflection and Repositioining”, as of 12/4/21.    
18 Source: J.P. Morgan. “US High Grade Credit Fundamentals”, as of 18/3/21.    
19 Source: J.P. Morgan. “Asia Credit Outlook and Strategy – Reflation, Reflection and Repositioining”, as of 12/4/21.   
20 Source: JP Morgan. “Asia Credit Conference 2020: Key takeaways and summary of panel discussions”, as of 22/10/20.  
21 Souce: BofA Global Research, as of 28/2/21. 
22 Souce: BofA Global Research, as of 31/3/21. 

Past performance is not a reliable indicator of future returns. No assurance can be given that investment objectives will be achieved. 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.  
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CHART 7: DWS LONG-TERM CAPITAL ASSUMPTIONS FOR SELECTED FIXED INCOME ASSET CLASSES  

 

*Regulatory costs under Solvency II = Spread SCR * Cost of Capital (6%) 
As of: December 30, 2020. Source: DWS. Past performance is not an indicator of future results. 

 
Also when compared to the US IG corporate bond market, Asian IG credit allows European insurers to harvest a yield pick-
up whilst even enjoying a lower SCR for the spread risk due to a lower average duration (5.4y for Asia IG bonds vs. 8.1y for 
US IG equivalents).  
 
Attractive FX hedging costs  

Since their peak in late 2018, the costs for hedging US dollar exposures into Euro using short-term forwards have consistently 
reduced. Chart 8 shows the development of the annual hedging costs since 2015, split into the interest rate differential and 
cross-currency basis. A significant drop in hedging costs occurred with the start of the Covid-19 crisis in 1H2020 following the 
Federal Reserve’s rate cuts. Since then, the annualized hedging costs have remained at a fairly stable level of around 0.85%, 
far from their peak of almost 3.5% in 2018. This means that Euro-based investors could in theory currently obtain a yield after 
hedging costs of 1.80 %23 p.a. on Asian IG compared to 0.41%24 p.a. on Euro IG equivalents, resulting in a yield pick-up of 
1.39% p.a. 
 

                                                           
23 Asia IG = ICE BofA Dollar IG Corporate Index; Source: Bloomberg, DWS Investments GmbH. As of 19/5/21. 
24 EUR IG = ICE BofA EUR Corporate Index; Source: Bloomberg, DWS Investments GmbH. As of 19/5/21. 
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CHART 8: SHORT-TERM HEDGING COSTS USD-EUR, 02/01/2015 – 19/05/2021 

 

As of: May 19, 2021. Source: Bloomberg. Past performance is not an indicator of future results.  

 
The picture looks similar for insurers based in the UK or Switzerland. Hedging costs have also reduced significantly since the 
start of the Covid-19 crisis and have remained fairly stable at 0.10% to 0.20% for GBP and 1.00% to 1.10% for CHF 
respectively.  
 
 
Summary 
 
Faced with persistently low interest rates, investors globally have had to adjust their asset allocations in order to maintain 
adequate returns and income levels. If the sell-off during the Covid-19 crisis proves to be an accurate indication, Asian IG 
certainly possesses the right ingredients to become a viable alternative to conventional developed market IG. This is 
particularly relevant for European insurers that are looking for a yield pick-up over local corporate bonds at an attractive 
solvency capital consumption.   
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Risks  
_ Bond funds: increase in yields of price decreases on the bond markets and/or an increase in spreads on higher-interest securities 

_ Country risk, issuer, counterparty creditworthiness and default risk 

_ Use of derivative financial instruments, if applicable 

_ Currency-exchange risks, if applicable 

_ The unit price may at any time fall below the purchase price at which the customer acquired the unit 
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Insurance investors’ jobs have perhaps never been more challenging than they are 
in today’s market environment – the COVID pandemic is entering its second year, 
interest rates remain near historic lows, and credit spreads in public fixed income 
provide very little compensation for bearing credit risk. This has led a great many 
insurers to look to alternative assets for more attractive return opportunities.  One 
such alternative is private real estate, which insurers may find attractive for a variety 
of reasons: 

• Meaningful income generation
• Total return upside potential
• Diversification relative to existing portfolio exposures
•  Opportunities across the debt and equity spectrum that enable insurers to invest  

in a capital-efficient way 

Undoubtedly many insurers already invest in real estate – at the end of 2019 
(most recent year-end available)*, the average allocation to real estate debt was 
13% (Life) and 1.3% (P&C) while real estate equity was 0.5% (Life) and 0.8% (P&C)-
- but there remains significant potential for this to increase as insurers add to 
existing allocations or enter the space for first time.  This piece highlights the key 
considerations when investing in private real estate and provides a roadmap for 
insurers considering entering, or adjusting current exposures within, this space.

When investing in private real estate here’s a roadmap for insurers you may want to 
consider. It may involve considering entering, or adjusting current exposures within, 
this space. Here are three areas private real estate investors should be aware of: 

 Know your 
objectives

Understand your 
constraints

Consider 
implementation

Roadmap to 
private real 
estate investing
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The first step in navigating a private real estate allocation, as with any investment 
strategy, is to clearly articulate one’s objectives.  Is the primary goal generating steady 
income?  Is it achieving total returns similar to those found in other alternatives like 
private equity or distressed debt?  Is minimization of required capital a necessity?  

Answering these questions will bring into focus the subset of strategies that are most 
appropriate – namely, debt vs. equity broadly, and within those broad categories, the 
sub-strategies of greatest interest (for example, senior vs. mezzanine debt, core vs. 
value-added vs. opportunistic equity).  It is important to think of these sub-strategies 
along a spectrum rather than as distinct silos with bright lines separating them; for 
example, core equity can provide attractive income while also providing potential for 
upside performance as well. 

Primary objectives across a spectrum

INCOME ORIENTED RETURN- ORIENTED

Book Yield
Generate a high level  
of stable reported 
income while 
protecting regulatory 
risk-based capital

Modified Total Return
Outperform stated 
portfolio benchmark 
while considering 
income and 
accounting objectives

Total Return
Outperform market-
based benchmark 
with limited portfolio 
constraints

Source: Invesco Real Estate as of March 2021.

Know your 
objective

The next step is to consider constraints — capital requirements, internal risk limits like 
geographical exposure, operational details, internal expertise, and so on. One of the 
most frequently cited constraints is risk-based capital (RBC) requirements, and while 
there are pending proposals to reduce charges for life companies (from 15% to 10% 
for Schedule A assets, and from 23% to 10% for Schedule BA assets), even at current 
RBC levels private real estate can be capital-efficient. 

Commercial real estate debt can be particularly capital-efficient, especially for 
life insurers seeking mezzanine exposure – depending on loan-to-value and debt 
service coverage metrics, equity-like returns are possible with RBC charges similar 
to that of BBB-BB rated corporate bonds. And while P&C and health insurers face 
somewhat higher RBC charges, they are still considerably lower than charges for 
other higher-return strategies like traditional equity (30% and 20% for Life and P&C/
Health, respectively). For insurers considering real estate equity investments, RBC 
requirements increase relative to debt as one would expect – but it’s important to note 
these requirements are similar to, and often lower than, traditional equity requirements 
depending on the type of insurer and real estate equity exposure.  Additionally, for 
insurers with low initial allocations to equity and other non-fixed-income assets, the 
effective capital requirements – after considering covariance benefits – are lower than 
these headline numbers.

Objective returns and RBC

RBC
Return Life P&C/Health

D
eb

t Senior 4-6% ~1-2% 5%

Mezzanine 7-10% ~2-8% 5%

Eq
ui

ty

Core 6-8% 15-23% 10-20%

Value-Add 10-14% 15-23% 10-20%

Opportunistic 14-18% 15-23% 10-20%

Source: Invesco Real Estate as of March 31, 2021. For illustrative purposes only. Performance results will vary 
depending on the client’s investment objectives and constraints. There can be no assurance that the same or 
similar results to those presented above can or will be achieved.

Understand 
your  
constraints
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Once objectives and constraints have been considered, you can address 
implementation questions. Will management of the real estate portfolio be handled 
in-house, or via outside managers?  Will investments be made directly or via a fund 
vehicle?  How much diversification is desired within the portfolio? The answers to 
these and other implementation questions largely depend on the internal resources 
available and the insurer’s desire to control decision-making vs. giving outside 
specialists management discretion.

Private real estate

Direct ownership/
Separate account Fund or multiple funds

Bespoke

4 to 12

Fund Multiple 
Funds

Fund of
Funds

10 to 100 50 to 500 100 to 5k

VEHICLES

STRUCTURE

NUMBER OF
ASSETS

TRADE-OFFs
High Low

Control        Specific        Management      Time

HighLow
Liquidity       Divisibility        Diversification      Leverage

Source: Invesco Real Estate as of March 31, 2021.

The following case studies highlight how the framework described above has 
recently been put into practice with two of Invesco’s insurance clients.

Consider 
implementation



Case study 

1
Real estate debt – Life insurer

Profile: One key motivation was to complement the portfolio of senior 
loans managed by their in-house team; thus, their focus was in the 
mezzanine debt space.

 

 

Objective: In addition to seeking a higher-return strategy, working 
with an external manager meant they could access resources 
complementary to their own with different perspectives, sourcing 
capabilities, research teams, and so forth. 

 

Outcome: While their senior debt portfolio emphasizes direct lending, 
we encouraged them to access the mezzanine space via a commingled 
fund for several reasons. 

•  Easier for administrative and reporting purposes to handle a single 
line-item on their balance sheet, particularly since modest leverage  
is often used in the mezzanine space.

•  The strategy’s adherence to certain loan-to-value and debt service 
coverage parameters at the underlying loan level meant that it was 
expected to qualify for CM3 treatment which carries a 3% capital 
charge.

•  Although investing via a commingled fund means the investor gives  
up some control, this client was willing to accept that cost in favor of 
the benefits.

4

Case study 

2
Real estate equity

 

Profile: This insurer’s focus was on optimizing both allocation and 
implementation – as a mega-cap insurer with  more than $1 billion 
to invest in the asset class, they have the scale to access real estate 
equity in a variety of ways

 

 

Objective: Initially their plan was to access the market via direct 
investments, with an eye toward direct control over the investments 
being made and fee savings relative to fund investments. After 
analyzing the tradeoffs between Core, Value-Add, and Opportunistic 
real estate- building efficient frontiers, examining how each real 
estate segment would complement the existing portfolio, assessing 
RBC impacts – it became clear that an emphasis on Value-Add and 
Opportunistic real estate was warranted. 

 

Outcome: Investing directly, as opposed to via funds, would modestly 
reduce capital charges (from 23% to 15%).  However, we found that 
after considering covariance benefits, the advantage of investing 
directly was reduced. While the client has the scale and expertise to 
invest directly, it became clear that doing so would consume too much 
of their time and attention.  As a result, our client turned their attention 
to choosing real estate funds that would complement one another,  
and their broader general account portfolio, with the added benefit  
of streamlining their operational needs and oversight.



Summary The benefits of real estate investing have been well-documented:  

Real estate can be a strong portfolio diversifier

Can act as an inflation hedge

Generation of meaningful income

Can drive meaningful returns in a low interest  
rate world

 Be a complex asset class, with wide variation across 
property types and geographical exposures.

This makes the selection of a real estate manager critically important. As one of the 
world’s largest real estate managers, investing in direct property and publicly traded 
real asset securities, Invesco offers investors a proven track record of investing 
across the risk/return spectrum, across the globe, and throughout the capital stack.
an insurance company faces and can serve as a trusted partner to address these 
challenges.
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Maximizing the expertise behind your investments
At Invesco, we specialize in the core fixed income insurers need most, plus strategies 
beyond - expertly crafted to complement your portfolio. We manage over $35 billion in 
insurance client assets. As part of our specialized investment teams, we have over 200 
fixed income specialists. Our insurance team has over 50 years of experience working 
with insurance clients.

Global Insurance Solutions
We provide bespoke solutions across asset classes: core fixed income, bank loans, 
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private equity. These solutions are delivered in various ways including active, passive 
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CLO Equity in a Low Yielding World, It’s Worth a Look 

Often an overlooked and misunderstood asset class, Invesco believes that CLO equity deserves strong consideration 
as a strategic allocation given its attractive cash-on-cash return, time-tested structure designed to capitalize on market 
dislocations, and front-ended return profile, Which can complement both traditional and alternative assets alike.

Click here to learn more

https://www.invesco.com/us/en/insights/clo-equity-in-low-yielding-world.html
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The Allure of Specialty Sectors in Real Estate

Real estate investments have historically coalesced around four broadly defined property types: multifamily, industrial, 
office and retail. But, after the corona shock of 2020, it may make sense for investors to reconsider specialty property 
sectors – for a more tailored approach to the post-COVID world. 

Click here to learn more

https://www.invesco.com/us/en/insights/specialty-sectors-in-real-estate.html
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STEWART: The long and winding 
road: Opportunities and challenges 
facing insurance companies. That's 
the topic of today. My name is 
Stewart Foley. This is the insurance 
AUM Podcast. We are joined by Ruth 
Farrugia, global head of insurance 
asset management for MetLife 
investment management, otherwise 
known as MIM. Welcome Ruth.

RUTH FARRUGIA: Thanks Stewart 
and thanks for having me today. It's 
great to be here. What I thought might 
be helpful for our audience today is to 
walk you through our macro outlook 
and potential risks that we are see-
ing on the horizon, but also looking to 
how we're navigating these markets 
as well, where we're finding relative 
value, good risk adjusted returns for 
our life insurance portfolio clients, but 
also looking at the different opportu-
nities as well across interest rate 
environments. And finally, I thought 
I'd touch upon ESG considerations in 
our investment strategy.

STEWART: That's great. Obviously, 
everybody knows MetLife massive 
general account portfolio manage-
ment effort, MIM managing money on 
a third-party basis. And so, your views 
are very important on both sides of 
that. So, can you set the stage for 
what MIM's macro outlook for the US 
economy is? And within that answer, 
what are some key risks that you're 
watching closely?

Interview

The Long and Winding Road: Opportunities  
and Challenges Facing Insurance Companies

Ruth Farrugia  
MetLife Investment Management

Guest Q&A

RUTH FARRUGIA: That's a great 
Stewart. I would say as a starting 
point, we do not know what the new 
normal is going to look like. Once 
we're past COVID, recovery could 
actually be bumpy. On the demand 
side, it's unclear at this juncture 
what's post COVID consumption 
patterns are going to look like. We 
don't know how this pandemic has 
changed people's preferences as a 
starting point. We do not know where 
this consump tion will take place. It's 
important to almost define that and 
provide some context there. 

There's a lot of demands, which may 
be for services, which is unlikely to 
create a sustainable boost to overall 
activity. And perhaps conversely, 
further demand for goods may stress 
available production of goods as well. 
Our view is that even with strong 
outputs, growth will not return to the 
pre-COVID trends until 2023.

And I think I would say finally as well, 
and this is very topical, it's been very 
discussed as well. We do not know 
whether an aging population will 
consider holding onto the savings 
that they've generated during this 
pandemic, rather than immediately 
returning to what I would call the 
higher level of consumption. On 
the supply side, firms have difficulty 
returning to a normal level of 
production in an efficient and timely 
way as well. The demand estimates 

here, I think word of caution demand 
estimates might be faulty. As you 
think now through the implications, 
what are the implica tions here? 
The implications are that I would 
say investment products that are 
consumer based are likely to have 
stable to fall in credit risk. But I 
think when it comes to stand alone 
companies on a name by name basis, 
that's where I think there's going 
to be a bit more of a shift to idio-
syncratic risks.

You have to look at risk almost on a 
name by name basis, as opposed to I 
would say systematically. I think when 
we focus on areas like real estate, for 
example, real estate performance, it 
will differ across type and location. 
But maybe Boyd as well by rising 
inflation concerns. I think touching 
upon the word inflation here, I think 
the key concern that comes out in 
every discussion in every room is 
inflation. I think we do see a higher 
level of inflation over the next year 
as low inflation readings heading 
into the crisis emerge on the other 
side with what can be defined as 
commensurately higher inflation. But 
this is likely to pull up the average 
inflation over a 10-year period. But 
we believe that this is not likely to 
be sustained enough to prompt a 
response from the Fed.

That said, ongoing supply disruptions 
and the rising number of commodities 
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in short supply do raise the possibility 
that inflation remains above the Fed's 
target for a longer period of time. But 
we believe that the Fed will tolerate 
inflation, that they see as transitory. 
And I think that's key. The risk for the 
Fed is not so much about realized 
inflation, but rather surging inflation 
expectations, as the Fed can overlook 
a brief period of inflation that appears 
to be high relative to recent past. But 
then what happens with yields? This 
is where when we think about it, the 
rise in yields that could come out of 
this scenario, coupled with sustained 
shortages, may be difficult for the 
Fed to restrain without hiking rates. 
This would further add, I would say 
to the tail risk of a distribution across 
different outcomes.

STEWART:  It's a really interesting 
idea about a Fed tolerating or having 
a more flexible, if you will, policy for 
this transitory inflation period. I think 
it's anecdotally something that I've 
seen even in the availability of, there 
are certain shortages that you just 
don't think of. Automobile production 
due to chips and things that you just 
don't think of and it's really interesting 
to think about that in terms of a 
transitory inflation risk and how 
the Fed might just accept that for a 
period of time. I've never considered 
that. I think that's really interesting. 
Given the macro backdrop, insurance 
companies think about not only 
strategic, but also tactical allocations 
in the current environment if you 
have continued low interest rates.

RUTH FARRUGIA: That's a great 
segue as well when it comes to 
thinking about investment strategy 
for insurance portfolios. Strategic 
asset allocation is applied I would say 
to determine portfolio positioning 
overall. For us, it's based on an asset 
liability management process. So 
broadly speaking, we're relying on 
the maturity structure of our liabilities 
or predefined liabilities because our 
investors are liability driven at the end 
of it. We're generally focused on risk 

adjusted returns over a longer-term 
horizon. It's important to set the scene 
I would say at the outset because that 
is the starting premise. To that end 
and on this point, we work closely with 
our insurance clients to understand 
their objectives and constraints and 
there's no one size fits all here.

STEWART:  Absolutely not.

RUTH FARRUGIA:  The aim here is to 
come up with an optimal asset alloca-
tion and an effective ALM program, if 
you will, to manage through varying 
interest rate environments. And 
then ultimately make tactical asset 
allocations to basically pivots along 
with changing markets. That's I would 
say sort of the starting premise and 
the overall context here. But now 
bring that to looking at the current 
backdrop, which as we just said is 
complexity. We're definitely at an 
interesting juncture here. But strong 
central bank support globally pretty 
much, further stimulus, these are 
all positive headwinds for credit. 
We've seen this trans lating in public 
markets with spreads tightening for 
their across asset classes, will close or 
ads, cycle tights at the moment. And 
in essence, I would say this has really 
shifted the opportunity set. Valuations 
are generally rich in category. If you 
look at IG spreads, they're particularly 
rich, especially when you measure 
them on a duration adjusted basis.

There are some pockets of relative 
value across some of the public 
markets, which we'll discuss as 
well later on. But I think as I think 
through strategic asset location and 
just generally asset allocation teams, 
which we believe will continue to be 
a focus for life insurance companies, 
I think the main team will still very 
much revolve around the investment 
in private markets. I think for life 
insurers, although there are regional 
differences and I stress that from the 
outset, we feel that the outlook for 
long-term emetic drivers for investing 
in private markets remains positive 

at this point in time. Especially 
as investors adapt to a series of 
structural shifts as we just spoke 
about, but also increased focus on 
responsible investing, which we're 
going to touch upon later on as well. 
It's important to bear in mind that as 
long-term investors, life insurers have 
the benefit to look beyond the short 
term and deploy capital and what I 
can sometimes describe as perhaps, 
a patient way of looking at long-term 
horizons and long-term returns.

So, to that end, we believe that private 
assets form an integral part of strategic 
asset location and that discussion. 
And we have seen increasingly shifts in 
tactical asset allocation towards these 
markets accelerated perhaps last 
year. In Q2 2020, we saw a dramatic 
spread contraction following the 
highs of spreads volatility in March. 
We saw the spread contraction at 
the back of Fed announcements. And 
basically, essentially what we saw 
was a shift towards private assets 
that were benefiting from a bit of a 
lag in healthier spread premiums, if 
you will. I think if I think of the current 
environment, a yield-based strategy 
continues to tilt that shift towards 
these asset classes.

With the focus I would say for life 
insurance clients on the investment 
grade side. Where we've seen 
increased demands for investment 
grade private credit, residential and 
commercial loans, but also in private 
structured credit where we're seeing 
very healthy spread premium to 
publics. And as I said up till the end 
of last year, the opportunities in the 
private markets continue to reflect 
that legged effect of the public market 
dislocation we saw earlier in the year. 
They've come back since then. And 
there's been that contraction that we 
saw in spreads and the strong global 
technicals that we've seen in public 
markets has resulted in contraction 
in private markets as well, but we 
can still find very good relative value 
in private markets across some of 



 Q2 2021 Insurance AUM Journal 110 insuranceaum.com

INTERVIEW: Ruth Farrugia, MetLife Investment Management 
The Long and Winding Road: Opportunities and Challenges Facing Insurance Companies (cont.)

the asset classes. I would expect this 
trend to carry on.

STEWART: It's interesting when you 
bring up the duration adjusted risk in 
some of those public markets. I'm a 
certified bond geek, the lower rates 
go, the longer those durations get. 
And it's not the same, a hundred basis 
points spread when the basis is 5%, is 
a whole lot different than a hundred 
basis point spread when the basis 
is 150 basis points. It's a different 
animal. I think it's really interesting 
and insightful that you're looking at 
those risks on a duration adjusted 
basis in particular. As we emerge into 
a post-COVID world where, and this is 
a tough question, I'm sorry, but where 
do you see pockets of opportunity 
for both ALM and total rate of return-
oriented investors?

RUTH FARRUGIA: That's such a great 
question. And I'm glad that you're 
making that differentiation as well in 
terms of the different return profiles 
and different return requirements 
across the different balance sheets 
because obviously the objectives will 
differ. Return profiles, risk profiles, risk 
appetite as well are very important 
considerations always as we think of 
different insurance portfolios. I would 
say, to add to the previous point 
and to our notes, at current spreads 
within public markets, I think there 
are some pockets of value within 
emerging market debt. Although I 
would say within the investment grade 
space, emerging markets spreads for 
sovereigns, I think hovering around 
150 basis points on corporates, 
slightly higher, slightly around 170 
or thereabouts. One could argue 
that they are rich on a standalone 
basis, but then relative to USIG, we 
feel that they still offer good spread 
pick up and actually are fairly cheap 
compared to some of the historical 
averages. In general, corporate credit 
quality, much better than sovereigns 
and this latest stage of the pandemic.

What's interesting about an emerging 
market allocation, it can be used 
across multiple strategies depending 
on the risk appetite and portfolio 
requirements. Dynamically managed 
portfolio, alpha generation for total 
rate of return, fits very well within that 
investment strategy. For more liability 
driven, longer term requirements 
in portfolios, then generally there 
would be perhaps a bit more of 
a long-term orientation mind set 
because inves  tors here would be 
predominantly income driven. I think 
to that end, one may be rewarded 
by holding, actually even adding 
emerging markets, selectively and 
opportunistically to market volatility. 
I think it's important to be cognizant 
of risks across both environ ments 
and being able to differentiate risk. 
I think with life insurance investors 
as well, managing downgrade risks 
is extremely important because of 
capital implications.

STEWART:  Absolutely. And to your 
point around risk tolerance and risk 
appetite, my experience in running 
money is that there's no benchmark 
language that gets spoken. I've never 
met an insurance CEO that didn't say, 
we have a conservative investment 
philosophy. But what that means to 
each company, that's a conversation. 
That is a, “what are your objectives?” 
conversation.

RUTH FARRUGIA: That's right.

STEWART: You covered emerging 
market debt. Can we talk a little bit 
about bank loans and high yield?

RUTH FARRUGIA: Sure. Again, very 
topical. And again, I would say at a 
very interesting juncture there as well. 
I think I would say, start with leverage 
loans. We like the relative value on the 
bank loan side at this point in time. I 
think there's also here, the floating 
rate structure can help mitigate as 
well as some of the duration risk in 

a rising rate environment. And act 
as a hedge as well for inflation. The 
liable floors as well, which provides 
some structural protections. But 
we've also seen some good, I would 
say, attractive risk adjusted returns 
across both investment grade loans 
and below investment grade. I think 
within the investment grade space it's 
interesting because you can get 50 to 
60 basis points of extra spread versus 
your triple B investment grade bonds 
on a three-year and five-year juncture. 
Right now, it's a good spot to be.

Overall, I would say valuations in the 
high yield space, think the market 
continues to price in strong economic 
growth and a strong recovery and 
improving fundamentals. That was 
validated by Q1 earnings as well, 
which are showing strong year on 
year growth and a good recovery 
there. What we've seen with high 
yield spreads, and I think they've 
tightened around 70 basis points 
since the start of the year. I think high 
yield remains at or near record lows 
of overall oil in yields of around 4%. 
I think there's another interesting 
dynamic at play here when it comes 
to high yield bonds.

If you look at the secondary market, 
roughly 70% of the high-yield market 
is trading to coal. So it's quite tight. 
It's not a new dynamic, but it's an 
interesting dynamic. The new issue 
market continues to offer as a result 
some opportunities in some of the 
segments where you can buy some 
good quality credits at some discounts 
to secondaries. But I think in terms 
of, if you think about a rising rate 
environment, we could see double B 
spreads widen if rates tick up because 
of rate sensitivity there. That presents 
again, an interesting dynamic. And 
again, I would say higher rates, that 
signals stronger economic growth. 
There would be a positive, as we 
said, for overall credit, for underlying 
credit fundamentals and would also 
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benefit the high-yield asset class. 
We would expect here some tactical 
shifts along the way.

STEWART: Okay. Moving on to real 
estate, how do you see commercial 
mortgage loans, those impacted most 
by COVID-19, what's your view of that 
asset class?

RUTH FARRUGIA: That's such an 
interesting question. As we think of 
emerging opportunities in private 
markets, when it comes to commer-
cial mortgage loans in particular, 
especially areas that were mostly 
impacted by COVID-19, when we think 
of originations as a starting point, 
we've seen origination activity starting 
to gain more momentum across the 
different lender times. And we expect 
origination activity to continually 
improve in the coming months. Those 
sectors, such as office, where there's 
some lingering post-COVID I would 
say uncertainty might not reach pre 
COVID origination levels in the very 
near term. The market dislocation 
created by the pandemic may produce 
some short-term opportunities here 
to acquire assets at discounts to long-
term values whilst also obtaining I 
would say good, attractive lending 
spreads in underserved parts of the 
hospitality market. I think just to take 
a step back here as well, the hotel 
sector has been the most directly and 
severely impacted by COVID-19.

Perhaps this is a more, I would say, 
complicated asset class. A more 
complex sub sector to land on, 
compared to the more core property 
times with long-term leases, such 
as office and retail and warehouse. 
Capital market conditions here 
remain, I would say strained and 
stressed. This is despite the quickly 
recovering occupancy and room 
rates that we've seen in recent 
months. Currently I would say 
there still remains limited liquidity 
and investment capital available 
to the sector. But given the steady 
progress with vaccine distribution in 

the U.S. especially, we believe hotel 
occupancies have likely troughed at 
this juncture and will steadily recover. 
Until reaching pre COVID demands, 
we estimate 2022 and 2023 in terms 
of time horizon. But that said, the 
recovery will likely be uneven across 
the hotel subtypes. And ultimately, we 
believe that this will create pockets of 
investment opportunities for a real 
estate lending platform.

We'd expect the leisure hotel assets 
to recover faster than hotels more 
dependent on group and business 
travel. That's due in part to both pent 
up demands for leisure travel, but 
also equally the opposite is true for 
increased, I would say adoption of 
virtual meetings. To that end I think, 
where are we right now in terms 
of from an RV perspective, hotels 
are attractively priced in our view at 
this point in time. In the commercial 
mortgage sector, hotels are pricing 
at roughly 300 basis points spread 
premium over publics. Just to provide 
some perspective there in some 
contexts, this is generally normal 
times around 100 basis points. 
There's very good relative value there. 
And I think shifting gears a bit to the 
equity space, we estimate that hotels 
are pricing at roughly, I would say, 15% 
in terms of discount when compared 
to pre-COVID levels.

I think to move maybe more to your 
earlier points in terms of the total rate 
of return space and sticking perhaps 
to the equity side of things, we do 
like the attractive total returns of real 
estate equity. I think that's from a kind 
of total rate of return perspective, 
it's a good asset class. I think once 
again, given the complexity and 
bearing in mind the origination time 
to completion of a transaction, there's 
an illiquidity consideration here to 
keep in mind. But we do think about 
this as an illiquid asset class, which 
carries a yield premium, attractive on 
a total rate of return basis. Perhaps, 
not so much from an NII or income 
perspective because your returns 

come to appreciation and capital 
gains. But we believe that the asset 
class as well, adds diversification. 
There's this additional benefit, if 
you will, at the asset class level, but 
also with time if you have the right 
origination platform, you can create 
diversified portfolios as well.

STEWART: No discussion of oppor-
tunities is complete without private 
credit, in particular infra structure. 
Infrastructure requires, not just every-
body can play an infrastructure. You've 
got to be of a certain size in order to 
be effective there. I know that this 
is an area that MetLife investment 
management has a substantial effort. 
Could you just hone in on the private 
credit infrastructure opportunity set 
as you see it?

RUTH FARRUGIA: That's such a 
great point because at the end of 
the day, I think to operate effectively 
and efficiently in these markets, you 
do need to have deep origination 
platforms. You do need to have these 
market relationships, but I think when 
it comes to private credit, I think 
we've seen some very good relative 
value overall when it comes to private 
credit. I think as we mentioned earlier 
as well, they're a good match for 
long duration portfolios as well. They 
check the ALM bucket as well in terms 
of the additional incremental benefits 
I would say for life portfolios. With 
infrastructure I think it's been I would 
say a very interesting start to the 
year because once again, we've seen 
origination picking up, the market has 
picked up, especially when it comes to 
certain segments. The production, as 
we said, tends to be longer dated. In 
terms of weighted average life, we're 
talking about the 15, 16 years.

So as I said, sort of a very good fit 
for a long duration portfolio needs 
and very healthy spread premium to 
publics. We're talking ninety to one 
hundred basis points. And I think 
in terms of the pipeline, we see the 
pipeline continues to be very strong 



 Q2 2021 Insurance AUM Journal 112 insuranceaum.com

INTERVIEW: Ruth Farrugia, MetLife Investment Management 
The Long and Winding Road: Opportunities and Challenges Facing Insurance Companies (cont.)

across different geographies as well. 
In Europe we've seen good origination 
and a good pipeline in housing, in 
utilities, in sports and in power. And 
we're seeing good ramp up activity 
in the U.S. as well, especially as 
we're heading into May, June in the 
U.S. as well with renewables, with 
energy savings, utilities, but also 
in digital infrastructure. So again, 
there’s tangential points as well, 
which is extremely important as we 
talk, to sustainable and responsible 
investing. As you think through 
relative value as well for these asset 
classes, the relative value and the 
spread premium to publics is very 
reflective of the complexity of the 
underlying assets, the region, the 
issuers themselves.

STEWART:  You mentioned private 
asset classes for insurance companies. 
I think the data bears out that there 
has been a lot of flows to private asset 
classes for the reasons that you've 
pointed out about the relative value. 
But are there other considerations 
that should be factored in when talking 
about private placements above and 
beyond just what's the yield.

RUTH FARRUGIA:  When you think 
about these asset classes and their 
characteristics, incremental yield 
potential, they're efficient from a 
capital point of view as well. If you 
think about U.S. regime, both from an 
RBC perspective, as well as economic 
capital, you've got downside protec-
tion, structural protections as well. And 
ultimately, they expand the investible 
universe. So, these are all benefits, but 
ultimately I think one of the primary 
considerations that we touched upon 
earlier is you need to have a broad and 
deep origination platform with specific 
relationships, direct marketing, to 
effectively operate in these markets. 
There might be barriers to entry here 
as well. For some investors, this might 
not be cost effective.

You'd need to look at third party asset 
managers that are heavily involved 

within these asset classes. I would 
say to that end, the outsourcing 
dynamic has been a key point of 
discussions over the last few years 
for investors who do not have direct 
access to these platforms. And also, 
because there is an appreciation 
of the poten tial benefits that these 
asset classes provide, and that 
they might add significant value 
to insurance portfolios. But it’s 
important I would say, always to 
bear in mind that you need to have 
a strong origi nation platform to 
be able to operate and originator 
effectively these asset classes.

STEWART: I totally get that. It has a 
tremendous impact on your deal 
flow which is the name of the game. 
The thing that everybody talks about 
is liquidity. What we can refer to as 
the illiquidity factor. How much is too 
much in private asset classes?

RUTH FARRUGIA: That's such a great 
question and I like how you've defined 
it as the illiquidity factor because 
I think when it comes to many of 
these asset classes, as we alluded to 
before, they're a good match against 
longer dated liabilities. They have 
spread duration, contribution and 
good ALM benefits there. But private 
assets operate in different markets. In 
some instances, you are able to find 
some pockets of liquidity, but this is 
very asset class dependent. I think in 
reality here, the question goes back to 
asset allocation. To the point that you 
made, which is the most important 
point. And how much should we 
and can we allocate to these asset 
classes within a portfolio? The answer 
here will vary by insurance company. 
Largely dictated by the underlying 
business mix and by the nature of the 
underlying liabilities and the actual 
liquidity requirements for portfolios.

This will vary materially across insur-
ance balance sheets. I would say when 
it comes to insurance companies, our 
experience has been here that most 
insurance companies will have very 

defined liquidity limits. This is based 
on the underlying business mix, as we 
said, the underlying liabilities, but will 
also be based on stress testing their 
balance sheets. Looking at historical 
experiences, which they will review 
very regularly. Ultimately this will also 
determine the asset allocation mix 
and the amount of allocation that you 
have to private assets. Ultimately, I 
mentioned earlier on, ALM discipline. 
We would view this as an integral part 
of management of, part of the ALM 
process, management of liquidity. It 
ties into a strong ALM philosophy and 
management of ALM.

STEWART: No investment discussion 
is complete without including ESG. 
We are partners with PRI. We're also 
signatories. It's a big topic, big topic 
today. Major focus for insurers, asset 
managers, regulators, and so forth. 
How does ESG factor into an insurance 
company's investment strategy?

RUTH FARRUGIA: This is a strong 
team. To your point, we've seen an 
acceleration of focus across the 
boards. But I think it's probably safe 
to say that a strong ESG platform is 
critical for any issuer to effectively 
perform through time. But let's just 
take a step back. When it comes to 
an investment process, it's founded 
on discipline fundamentals, research 
and underwriting. There's a rigorous 
security selection process and 
this would also include a specific 
evaluation of each and every 
issuer's ESG philosophy. That would 
include environmental issuers, labor 
practices, as well as the governing 
structure. To that end as well, we're 
also seeing increased focus on ESG 
reporting. I would say as an asset 
manager, I feel that our role is critical 
in supporting our clients with their 
ESG objectives. It starts with research 
integration and engagement with 
our issuers. Analysts seek to fully 
understand company objectives and 
ensure they consider material ESG 
factors when identifying business 
risks and opportunities.
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One other point, which I think is, 
we're seeing again an acceleration 
and increasingly ESG considerations 
are becoming an integral part of 
portfolio construction. Part of the 
decision-making process when build -
ing and managing portfolios. So, the 
expec tation here is that ESG factors 
will become a key part of strategic 
asset allocation. Ultimately, this ties 
in with the long-term top-down asset 
allocation as well that is strategic 
asset location. I think here perhaps 
it's also important to bear in mind that 
factor in risk management into this 
discussion, given that ESG risks have 
systematic long-term implications 
as well as an asset class. The market 
and at the sector levels as well, and 
they fit into wide global teams. I think 
perhaps the best example is sizing up 
exposures to climate transition risks. 
Which is extremely topical as well. 
These risks are structural long-term in 
nature. A natural consideration as well 
here when it comes to the long-term 
horizons that underpin and define 
strategic asset location. Remain very 
actively focused here on ESG as a 
team, at the different levels of the 
investment process. I would expect 
this heightened focus is here to stay.

STEWART:  That's fantastic. So, here's 
the portion of the program that you 
probably didn't prepare for. It's called 
the ask me anything portion. Part of 
my real core is to be the loudest white 
male voice in America for diversity 
and inclusion in the insurance asset 
management space, in the insurance 
industry and the asset management 
business in general. I want to take you 
back to a particular day in your life that 
I have a feeling you'll remember well. 
This is your graduation to getting your 
undergraduate degree in college. 
Now, no matter what happened the 
evening before, whatever celebrations 
there may have been, there you 
are bright eyed, and bushy tailed in 
your robe and cap and gown and 
everything else and it's all good. Now 
you like me, your last name starts with 
F so it's not too long of a wait and they 
read your name and across the stage 
you go, you get a quick handshake, 
you get your diploma, a quick photo 
op and you go across, you're waving 
to the crowd. And as you walk down 
the stairs, you run into yourself today. 
What do you tell your 21-year-old self?

RUTH FARRUGIA:  That's such a great 
question. I love that question. I would 

tell my 21-year-old self to stay focused, 
to work hard and be committed always 
to her work. I would tell her to manage 
her career very closely. It's extremely 
important and to be fearless in her 
decisions because ultimately, I think 
it's extremely important to take 
constructive and well-informed risks 
in your career. Same as I would say, 
investment philosophy.

STEWART:  That is such great advice 
and it is obvious to me that you've 
taken it because you are Ruth 
Farrugia. the global head of insurance 
asset management for MetLife. Thank 
you very much for a great global 
market overview, for some very good 
advice and for taking time out of your 
day. Thanks for being on Ruth.

RUTH FARRUGIA:  Thanks, Stewart.

STEWART:  Thanks very much for 
listening to another edition of the 
insurance AUM journal podcast. If you 
have ideas for podcasts, please email 
us at podcast@insuranceaum.com. 
My name is Stewart Foley and this is 
the Insurance AUM Journal podcast.

mailto:podcast%40insuranceaum.com?subject=Insurance%20AUM%20Journal


 Q2 2021 Insurance AUM Journal 114 insuranceaum.com

INTERVIEW: Ruth Farrugia, MetLife Investment Management 
The Long and Winding Road: Opportunities and Challenges Facing Insurance Companies (cont.)

services. The views expressed herein 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. Subsequent developments may materially 
affect the information contained in this article. Affiliates of MIM may perform services for, solicit business from, hold long or short positions in, or otherwise 
be interested in the investments (including derivatives) of any company mentioned herein. This article may contain forward-looking statements, as well as 
predictions, projections and forecasts of the economy or economic trends of the markets, which are not necessarily indicative of the future. Any or all forward-
looking statements may turn out to be wrong. All investments involve risks including the potential for loss of principle.  

1 MetLife Investment Management (“MIM”) is MetLife, Inc.’s institutional management business and the marketing name for the following affiliates that provide 
investment management services to MetLife’s general account, separate accounts and/or unaffiliated/third party investors: Metropolitan Life Insurance 
Company, MetLife Investment Management, LLC, MetLife Investment Management Limited, MetLife Investments Limited, MetLife Investments Asia Limited, 
MetLife Latin America Asesorias e Inversiones Limitada, MetLife Asset Management Corp. (Japan), and MIM I LLC.

L0521013859[exp0523][All States]



Open for Business:  
Our Summer 2021 Commercial 
Real Estate Outlook

REAL ESTATE

April 21, 2021

Executive Summary
• The economic recovery has not been evenly distributed; a “K-shaped” recovery.

• Cap rates may compress during the second half of 2021, despite rising Treasury yields.

• Office leasing was weak in New York, San Francisco, and Seattle, but strong in Las Vegas, 
Orlando, and Pittsburgh, in recent quarters.

• Industrial demand growth may be dependent on faster e-commerce delivery speeds,  
not e-commerce sales growth.

• E-grocery doubled over the last year, and grocers without a strong omni-channel strategy  
may struggle in 2021 and beyond.
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Economy
The outlook for the U.S. economy and commercial real estate continued to improve in the first 
quarter of 2021. Vaccine effectiveness has been as strong as expected1, and should be available 
to the general public in the U.S. in a matter of weeks. This helps alleviate one of the primary risks 
(vaccine distribution) that we outlined in our 2021 Outlook report, The Winding Path to Recovery.  

The unemployment rate is less than half of peak unemployment from the early months of the 
outbreak, and we expect it to reach 5.0% by the end of the year. The recently passed $1.9 trillion 
economic stimulus package, and potential $3 trillion infrastructure package that is still being 
worked on in Washington, suggests GDP growth could be at least 5.5% this year2. 

Real Estate & Reflation
A recovering economy and multiple rounds of fiscal stimulus have stoked inflation fears and sent 
treasuries sharply higher in recent months. Shown in Exhibit 2, the U.S. 5-yr inflation breakeven 
rate – an indicator of where the market believes inflation will be in five years – recently reached its 
highest level (2.45%) since the wake of the Global Financial Crisis.
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Exhibit 1. Job Losses Persist for Low-Income Workers

Source: MIM, St. Louis Fed, as of March 2021.
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While we anticipate a modest pickup in inflation during 2021, we suspect it will be more 
transitory, and a function of the volatility in price levels exhibited during 2020. We do not believe 
inflation is likely to remain high until slack from the labor market is removed, however. Although 
this may occur in 2022 or beyond, for now we do not believe sustained inflation is likely to occur 
while the unemployment rate remains above 4%.

Still, inflation fears have begun impacting interest rates, and the bellwether 10-year treasury  
rate could end the year at 1.75% (from 0.92% in 2020), and the CPI-U could rise to 2.0% in 2021  
(1.4% in 2020).3 

Although rising interest rates tend to translate into fears of rising cap rates, history suggests that 
they are rarely correlated. In fact, because real estate is pro-cyclical, the trend between interest 
rates and cap rates can be negatively correlated during times when the economy is expanding 
or contracting (Exhibit 3). As an example, from 2003 – 2007 when the economy was improving, 
treasury rates rose from 3.3% to 5.1%, while cap rates compressed from 8.0% to 5.7%. From 2008 – 
2012, when economic conditions were depressed, treasury rates declined from 4.1% to 2.6%, while 
cap rates rose from 5.1% to 6.6%.

Looking forward, we expect an improving economy to drive down risk premiums across the 
investment spectrum, including commercial real estate. We believe this will translate to a 
compressing cap rate spread to the 10-year treasury, and declining cap rates, even as treasury 
rates rise off their COVID lows. If treasuries rise to the mid-2% range, and U.S. GDP growth remains 
in the 5% to 7% range, then we would begin to be concerned about potential cap rate expansion. 

*U.S. cap rates. Treasury yield is lagged 4 quarters to account for appraisal e�ect.

Source: MIM, Moody’s, as of January 2021.
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Office Sector Update
So far, it’s been challenging to make sense of how firms are planning to adjust their office 
footprint today, and even more so in the future. Almost every week a Fortune 500 company is 
announcing a large new office lease renewal or expansion, while another is announcing they are 
making work-from-home permanent. We’ve also noticed these types of mixed trends in the MIM 
office portfolio, and from the leasing brokers and corporate real estate professionals that we 
work with. 

That said, when we cut beyond headlines to aggregated leasing statistics, we find that the 
average U.S. office vacancy rate rose from 12.8% to 15.0% over the last year5, slightly less of 
an increase than we were expecting when we wrote Back to Work: Office Demand in a Post 
Pandemic World in May of 2020. Looking forward, we continue to expect vacancy to rise 
modestly above the peak levels realized during the Global Financial Crisis (16.7%)6 later this year 
or in early 2022. By 2023, however, and as we also detailed in Back to Work, we believe many 
firms will be reversing their decisions to work remotely permanently. 

One issue with using an aggregate vacancy statistic is that it is a lagging indicator, and to some 
extent the increases in vacancy will be limited by the pace at which typical 5- or 10-year office 
leases are maturing. To potentially help answer the question of what companies have been 
doing, we developed a tool that estimates the percent of expiring office space being renewed 
across markets . Although only a rough approximation, we believe it has historically been a useful 
barometer of market-level office performance in the past. 

In Exhibit 4, we modeled renewals for both 3Q20 and 4Q20. Markets such as San Francisco, 
New York, and Seattle have experienced some of the lowest average rates of office space 
renewal, compared to the rest of the U.S., which averaged an 80% renewal rate. On the flip side, 
of the total office space that was up for renewal during the second half of 2020, more than all of 
it was absorbed / renewed in markets such as Orlando and Jacksonville (each over 100%). The 
standard vacancy statistics also confirm this trend, with markets like San Francisco rising from 
5.2% to 11.7%, and markets like Minneapolis only rising from 18.5% to 18.9%.

Source: MIM, CBRE-EA. As of March 2021.
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In our most recent office whitepaper, The Pandemic Pitfall, we outline how this office work-
from-home adoption could vary by city based on factors such as public transit usage, household 
income levels, the concentration of tech workers, and the age of the office using workforce. We 
expected weakness in San Francisco, Seattle, and Denver7, although also said that we believe 
those markets could offer some of the best tactical/pricing opportunities in the near-term. We 
continue to believe that to be the case, although acknowledge that none of these markets are yet 
pricing office assets at meaningful discounts to pre-Covid levels, in our view.

Industrial
The industrial sector continues to shine relative to other core property types as the pandemic has 
accelerated preexisting demand growth (Exhibit 5). Stay-at-home orders related to the pandemic 
accelerated e-commerce adoption as we 
estimate the number of people regularly 
buying goods online jumped from 55% 
pre-Covid to around 75% today8. That 
said, rather than just the absolute level of 
e-commerce sales growth, we believe the 
continued push for faster delivery times is 
driving the outperformance.

Industrial occupiers are more willing to 
absorb large rent increases in assets that 
are located in densely populated areas, 
also referred to as “infill” assets. These 
buildings enable third party logistics 
providers to satisfy the burgeoning demand 
for faster delivery times, and have notably 
outperformed their regional counterparts 
over the last cycle. Since the GFC, infill 
industrial rent growth has averaged 6.3% 
annually, while regional assets averaged 
3.9% annually (Exhibit 5). Source: MIM, CoStar, as of February 2021.
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We believe infill industrial demand will remain strong until four-hour delivery is available in most 
markets, down from 1 to 2-day delivery speeds that are typical today. As a result, we believe 
it is appropriate to expect 5% to 10% in cumulative additional rent growth from 2021-2024 for 
infill assets as compared to rural/regional distribution assets. At the national level, we therefore 
expect around 3.3% annual rent growth 2021-2024 for regional assets, and 5.3% annual rent 
growth for infill assets.

Retail
Retail assets – particularly those with non-essential tenants – have generally struggled 
throughout the pandemic as stores temporarily closed and foot traffic fell dramatically. 
Additionally, leading up to the pandemic, the retail sector was already experiencing secular 
challenges as consumers increasingly shopped online, and we believe the pandemic has likely 
accelerated this trend of e-commerce adoption. 

Around 25,000 retail stores were closed last year9, although the challenges were not evenly 
distributed. Malls, for instance, make up less than 10% of total existing retail space, yet they 
accounted for roughly 35% of the existing retail footprints of all of the retailers that announced 
closures in 2020.10 On the flip side, shopping centers anchored by essential retailers such as 
grocery stores have remained open, and rent collections remain strong at nearly 100%.11  

This outperformance in grocery anchored 
retail is not a new trend for real estate 
investors as the sector is widely regarded for 
being more resilient e-commerce spending 
(Exhibit 6). However, we believe e-grocery 
spending patterns – also accelerated by 
the pandemic – could be worth monitoring. 
In 2019, only around 5% of groceries were 
purchased online; that figure rose to 10% in 
2020 and could reach 12% by 2025.12 In our 
view, similar to the retail sector as a whole, 
grocers who are unable to enhance their 
omnichannel strategies going forward (ex: 
curbside pickup) could be at risk to rising 
online grocery trends.

Zooming out more broadly, we believe there 
could be select opportunities in the retail 
sector going forward, particularly those 
offering experiential elements. Over the 
past several decades, consumers across 
all generations have been spending more 
on experiences and less on goods, and 

Source: MIM, NCREIF, as of March 2021.

Exhibit 6. Grocery Retail Centers  
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we expect this trend to continue. Although these experience-based retailers such as gyms, 
restaurants, etc. are struggling with social distancing measures today, we believe these types of 
tenants could outperform in the long-term. 

Apartment
Demand growth moderated only slightly for the apartment sector in 2020 as vacancies ticked up 
from 4.1% to 4.5%.13 That said, assets located in central business districts (CBD) have struggled 
more than their suburban counterparts, and rents in CBD locations remain below their pre-
pandemic peaks14. With employees no longer commuting to the office and working from home, 
the appeal of living in high-cost urban areas has temporarily shown signs of deterioration; as 
such, densely populated gateway markets such as San Francisco and New York have struggled 
over the last 12 months (Exhibit 7).

We believe fundamentals in densely populated urban areas will remain soft during the remainder 
of 2021. However, given we expect workforces to largely return to an office environment, 
employees who migrated out of city-centers could return to the “live, work, play” dynamic that 
they enjoyed prior to Covid-19. 

Source: MIM, CBRE-EA, as of March 2021.

Exhibit 7. 2020 Rent Declines: Laggards Concentrated in Densely Populated
                   Gateway Markets (Market-Level)
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One additional important and sometimes 
overlooked dynamic of apartment leasing 
over the last year has been the demand 
for larger vs smaller units. As illustrated 
in Exhibit 8, three-bedroom apartment 
rents never skipped a beat throughout the 
pandemic, and have been growing at a 
faster clip relative to other unit types. 

In our view, the higher rent growth for 
larger unit types could be attributable to 
the need for employees to enhance their 
remote working accommodations, as well 
as the Millennial generation due to the 
cohort aging into their 30s and forming 
households, a trend that we identified in a 
2016 whitepaper Echoing the Boom. When 
considering only 12% of apartment units in 
the U.S. have three or more bedrooms15, we 
expect fundamentals to remain healthy for 
assets with a higher concentration 2 and 3 
bedroom units.

Hotel
The hotel sector has been the most directly and severely impacted by Covid-19. Virtually 
overnight, leisure and business travel came to a halt, and many hotels were forced to temporarily 
close their doors. As we detail in our recent whitepaper, A Stigmatized Sector – Our Outlook for 
U.S. Hotel Investments – the hotel sector is currently in a liquidity and capital markets crisis, but 
we believe there’s light at the end of the tunnel.

Given the steady progress with the vaccine distribution in the U.S., we believe hotel occupancies 
have likely reached a trough and will steadily recovery until reaching pre-Covid demand by 2022 
or 2023. That said, the recovery will likely be uneven across hotel subtypes. On one hand, the 
K-shaped downturn and recovery suggests leisure hotel demand could recover even quicker, 
a thesis that is already supported by summer reservation data within the MIM portfolio. On 
the other hand, we expect segments reliant on group and business travel to recover at a much 
slower rate due to the increased adoption of virtual meetings.

Wide bid-ask spreads persist in the equity investment market, but we believe there could be 
attractive opportunities in the near-term. In the mortgage space, we believe both senior and 
subordinate pricing is attractive, and readily available at scale.

Source: MIM, CoStar, as of March 2021.

Exhibit 8. Burgeoning Demand for Space 
(E�ective Rent Growth)

95

100

105

110

115

120

125

2019 2020 2021 2022

Studio 1 Bed 2 Beds 3 Beds

Wide bid-ask spreads persist in the equity investment 
market, but we believe there could be attractive 
opportunities in the near-term. 



MetLife Investment Management 9

Conclusion
Economic downturns can often create attractive investment opportunities, and while they 
are more challenging to find today than was the case after the 2008 global financial crisis, 
we feel they are still abundant in commercial real estate. In our view, the hotel debt sector 
presents some of the most compelling, and scalable, opportunities available today. We believe 
fundamentals remain positive for apartment and industrial assets, and select opportunities 
remain available for careful investors in the office and retail space. The cap rate to 10-year 
treasury spread continues to suggest strong value in the real estate sector, in our view, and we 
expect flat to modestly compressing cap rates during the remainder of 2021.

Endnotes
1 John’s Hopkins OpEd in WSJ, as of February 2021.
2 MIM Forecast, as of February 2021.
3 MIM Forecast, as of February 2021.
4 MIM, Moody’s, NCREIF, as of March 2021.
5 CBRE-EA, as of February 2021.
6 Ibid.
7 Ibid.
8 MIM, Axciom, as of 3Q20.
9 Coresight Research, as of January 2020.
10 CoStar, as of February 2021.
11 Green Street, as of 3Q20.
12 Bain & Co. forecast, as of March 2021. 
13 CBRE-EA, as of February 2021.
14 CoStar, as of January 2020.
15 Census Bureau, as of June 2020.
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A Stigmatized Sector— 
Our Outlook for U.S.  
Hotel Investments
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Executive Summary
• The hotel sector has been dramatically impacted by the COVID-19 pandemic and is currently in a 

liquidity and capital markets crunch.

• The K-shaped economic downturn suggests leisure and transient hotel demand could recover 
quickly post-pandemic; summer reservation data also suggests this. Group travel, however, is 
likely to be slow to recover.

• Flexible working arrangements, and the “digital nomad” workforce, is likely to boost hotel demand, 
helping to mitigate headwinds from virtual meetings.

• Although the equity investment market remains relatively frozen, with wide bid-ask spreads 
persisting, senior and subordinate debt markets are becoming more active. 
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Quantifying the COVID Impact
2020 was the most challenging year on record for hotel owners, far surpassing the lows reached 
following the 2008 and 1981 recessions. In order to project how and when hotels will recover, 
we believe it is worth separating the recession’s purely economic impacts from the “stay home” 
COVID impact. 

Historically, estimating hotel performance has been easier than one might think. Using only hotel 
construction completions and employment changes, for instance, we were able to model1 74% 
of annual RevPAR2 growth within a given year, from 1992-2019 (See figure 1). The relationship 
obviously disconnected in 2020 as the pandemic began.

Specifically, RevPAR declined by 47.5% in 
20203, but the above model suggests only 
3.5 percentage points of the decline can 
be attributed to typical demand factors 
(i.e. employment declines) and supply 
coming online (see figure 2). We attribute 
the remaining 44.0 percentage points to 
the COVID-related demand impact, driven 
by social distancing and stay home orders, 
and we believe this gives us a reasonable 
starting point from which we can forecast 
the post-covid recovery in hotel demand 
and thus RevPAR.

Hotel Demand in a Post-COVID World
As we noted in a 2019 report, A New Dawn in Retail, experiences (versus goods) are capturing an 
increasing share of personal expenditures, and hotels have benefited from this trend over the past 
several decades. As seen in figure 3, even following the introduction and rapid expansion of a major 
competitor (Airbnb) in the last decade, hotels’ share of personal consumption has steadily increased. 
We do not believe the pandemic has altered the secular shift toward experienced based spending. 

Figure 1: Job Growth and New Construction Drive RevPAR in Normal Years

Modeled RevPARObserved RevPAR

Source: MIM, STR, Moody’s
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In addition to consumer preferences favoring 
experiences over goods, the nature of this 
downturn suggests that those who are most 
likely to spend on travel will have the means 
to do so once vaccines are widely distributed 
and travel is considered safe. Our base case 
assumption is that vaccine distribution will 
allow for herd-immunity to be achieved in the 
U.S. by mid-summer.4

Individuals earning over $70,000 per year 
have historically been responsible for 75% 
of hotel spending.5 For this demographic, 
the recession effectively ended shortly after 
it began in April of 2020. Job losses have 
recovered, and employment has now even 
surpassed pre-COVID levels.6 Personal 
savings has also increased sharply.7 This is 
very much different than in prior recessions, 
such as the Global Financial Crisis, when 
higher income groups contended with elevated unemployment for several years, and leisure travel 
was slow to recover. We believe the economic picture alone suggests a surge in leisure travel later 
in 2021, even before accounting for pent-up demand that surveys suggest has been growing over 
the last six months. Data from online vacation services support this view, showing a correlation 
between vaccine distribution and summer 2021 travel bookings.8 Beyond 2022, we believe the 
secular trend of experienced based spending growth9 will continue to boost leisure travel, and 
leisure hotel demand will remain in excess of pre-COVID levels. 

Our outlook for leisure travel is positive, but post-pandemic business travel may be more 
challenging to forecast. Although we believe the historical relationship between job growth and 
RevPAR (cited earlier) is a reasonable starting point in the forecast, there are some additional 
considerations. Hotels that cater to large group/conference travel may experience a delayed 
recovery given that social distancing advisories may be in-place through 2022. Group hotels face 
the additional burden of deriving a larger portion of revenues from food & beverage components, 
unlike limited-service hotels more commonly associated with transient travel. As such, these assets 
may not fully recover until 2025. 

Hotels that support transient business travel10 may also face challenges in coming years. We 
estimate that corporate travel budgets will be 25% below pre-covid levels in 2021, and 15% below 
in 2022. That said, the slowdown in 2021 may have been front loaded, and we expect temporary 
rebound in transient travel as offices reopen during the second half of 2021. Additionally, a mix of 
industries from entertainment to biomedical engineering have experienced rapid growth during the 
pandemic, and certain roles in those sectors could benefit from travel, in our view.

Figure 3: Dollars Spent On Hotels as % of 
Annual Personal Consumption

Source: MIM, BEA
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The slowdown in 2021 may have been front loaded, 
and we expect temporary rebound in transient travel 
as offices reopen during the second half of 2021.



MetLife Investment Management 4

Over the medium and longer term, we expect business transient demand to face headwinds from 
the increased adoption of virtual meetings. Based on a variety of industry surveys conducted pre-
and-post COVID, we expect a 15% structural decline in transient business demand. 

Lastly, international travel is likely to be slower to recover as many countries have less vaccine 
access than the U.S., making extended flights less safe. Although this could suggest a slower 
recovery in markets like New York, Miami, Los Angeles, and San Francisco, increases in 
domestic leisure travel are already helping to offset it. For example, hotels in Miami experienced 
occupancy rates nearing 80% during the Martin Luther King holiday weekend in January, similar 
to pre-COVID levels.11

Figure 4: Forecast of Hotel Demand by Source

A Softer Landing
The COVID pandemic has introduced some long-term structural headwinds for hotels, but we 
believe it has also offered two self-correcting mechanisms that help offset the risk; namely, a 
reduced supply pipeline and the rise of digital nomads as a new source of hotel demand.

Leading into the COVID crisis, the hotel sector was contending with an elevated supply pipeline, 
with U.S. hotel stock projected to increase 13.5% between 2020 and 2025. Today, forecasts show 
the supply pipeline has moderated, and now stands at 9.2% of current stock.12 This figure also 
does not reflect the likelihood of a portion of hotel stock that may go offline or be converted to 
an alternative use such as multifamily, further constraining supply. New York, for example, has 
proposed zoning changes for hotels in order to support housing affordability in the metro.13

In addition to a moderating supply pipeline, COVID-19 has also created a new source of hotel 
demand in the form of the digital nomad. An acceleration in flexible working arrangements means 
individuals can work from anywhere and are not consigned to working in their homes. The extended 
duration of hotel stays during lockdown provides some early evidence of this, and we believe the 
trend will persist in a post-pandemic world. 

Prior to COVID, U.S. employees took on average 17 days off per year and used 8 days for travel. The 
top 3 reasons for individuals not traveling more during the year all reflected a lack of workplace 
flexibility.14 We believe newly formalized remote or flex working policies among 10’s of millions of 
office workers could increase the average number of travel days per year, adding to hotel demand.
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Capital Market Conditions
Unlike other real estate sectors, and unlike the broader non-real estate investment universe, we 
believe the hotel sector is experiencing a capital markets and liquidity crunch. In hotel equity 
markets, we estimate that prices declined between 10% and 60% depending on the asset 
characteristics.

Part of the reason our price estimate is so wide relates to varying characteristics of hotel assets, 
with limited-service hotels generally faring better than full-service hotels. Limited-service hotels 
have historically had lower volatility NOI changes, and we believe this is largely due to the lower 
average fixed costs limited-service hotels have compared to full-service hotels. Full-service hotels 
are also more exposed to group travel, which as we outlined has seen the most severe COVID-
related demand impact.

A second reason our price decline estimate is so wide relates to the bid-ask spread that persists, 
and depressed levels of transactions that are occurring. Just $12 billion in hotel properties changed 
hands in 2020, and nearly half of that occurred in the first quarter (before the Covid recession 
began). This total is down from an average of $37 billion per year in 2017-2019.15 Transaction volume 
has grown during the early months of 2021, but is unlikely to recover to pre-covid levels in the 
near-term, in our view. Current owners of hotels are largely unwilling to accept what they view as 
discounted offers for their properties in hopes of a significant rebound in business once a greater 
portion of the population is vaccinated and/or herd immunity is achieved.

Lending activity has also slowed materially. Hotel originations across lender types declined by 79% 
year-over-year in 2020, a more significant decline than retail (-72%) and office (-56%).16 Although 
activity has been modestly picking up in 2021, we believe it will also remain well below pre-COVID 
levels in the near term, similar to equity markets. 

In the mortgage investing space, many non-CMBS lenders have been willing to grant payment 
deferments (but not forgiveness). We believe patience to keep deferring is coming to an end, and 
we expect subordinate debt and preferred equity opportunities to become more prevalent.

In the CMBS space, we estimate 15% of conduit hotel loans are 90+ days delinquent, or $7.5 billion 
of principal balance, as of this writing. We believe these borrowers may also contribute to a growing 
universe of subordinate debt and preferred equity offerings.
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Aside from level of distress in the hotel 
sector, the CMBS universe also reveals that 
there is simply a lot of debt that will need to 
be refinanced over the next several years. 
About 30% of outstanding hotel loans in 
CMBS matures in 202117, though some of that 
$25 billion set to mature could be pushed 
into 2022, and to a lesser degree 2023, via 
extension options. This likely mirrors maturities 
schedules across other lender types. In 
addition, we have observed that many hotels 
that are not facing refinance risks have 
nonetheless been seeking “rescue” operating 
capital. Traditional financing sources have 
been requiring higher coupons, and these 
sources alone may not be sufficient to support 
the demand for hotel liquidity during the 
remainder of 2021 and into 2022. As such, we 
believe the number of attractive opportunities 
for investors in the hotel debt space could 
remain strong in coming quarters. 

Conclusion
This past year became the most difficult on record for investors in the hotel sector. Market 
turbulence, though, often presents opportunities to investors who remain in the market. Today, the 
hotel sector continues to face challenges, but we believe the most difficult period for hotel demand 
is behind us. In the very short-term, we believe investors who can provide liquidity to the hotel 
market could be rewarded with outsized returns. 

Endnotes
1 The modeled RevPAR depicted in Exhibit 1 was calculated with a linear regression of office using employment and hotel 

construction levels to estimate changes in hotel Revenue Per Available Room (RevPAR). The linear regression, or “modeled 
RevPAR” explained 74.1% of observed RevPAR changes. Data sources included BLS and Moody’s Economy.com for employment 
growth, STR for hotel construction, and STR for RevPAR changes. Data queried in March 2021.

2 Revenue Per Available Room.
3 STR. February 2021.
4 Based on current run-rate of 2.2 million vaccine doses per day, with 18% of the U.S. receiving at least one dose, March 10, 2021. 

Also see: https://www.nytimes.com/live/2021/03/10/world/covid-19-coronavirus#biden-will-announce-he-intends-to-secure-
another-100-million-doses-of-johnson-johnsons-vaccine

5 US Census. Data queried in February 2021.
6 Opportunity Insights, as of December 2020, Queried March 2021.
7 St. Louis Fed, as of January 2021, Queried March 2021.
8 https://www.cnbc.com/2021/03/24/is-it-safe-to-travel-this-summer-optimistic-travelers-booking-now-.html
9 See also: The Age of Experienced Based Retail, by MetLife Investment Management.
10 Transient business travel is individuals or small groups administering client support, business development, etc.
11 https://www.hospitalitynet.org/news/4103163.html
12 CBRE-EA, 4Q2020.
13 https://therealdeal.com/2021/01/20/state-proposes-zoning-override-for-commercial-to-resi-conversions/
14 U.S. Travel Association, State of American Vacation. 2018.
15 RCA, February 2021.
16 Mortgage Bankers Association, 4Q2020.
17 Bloomberg. February 2021.

Figure 5: CMBS Hotel Maturity Schedule
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PRIVATE CREDIT

Introduction

2020 is still closely in the rear-view mirror and it feels somewhat 
cliché to note what a wild ride it was for markets. The pandemic 
fueled sell-off and financing scramble in the first half of the year 
created significant challenges and opportunities for investors, 
particularly during the “closure” of the broadly syndicated, 
asset-backed new issue market. There were highly attractive 
private structured credit (PSC) investments in consumer loans, 
RMBS and CMBS. However, the spreads and opportunities we 
saw at that unprecedented time did not endure.

Here we are - back to where we started 2020 with low rates, 
tight spreads, and warnings from some that asset prices across 
sectors may be overheated. What are fixed-income investors 
to do now? For MIM’s PSC strategy, it’s back to the basics – 
seeking to avoid crowded asset sectors and find deals that fall 
through the cracks in the market. This means trying to identify 
higher-yield, investment grade opportunities that don’t fit neatly 
into the traditional asset-backed securities market or private 
securities market and work with borrowers to find financing 
solutions for these non-conforming sectors. 

Avoiding  
the Crowds: 
Finding Opportunities in 
Private Structured Credit

March 25, 2021
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In markets where spreads are incredibly tight, we search for bonds backed by less commonly-
funded assets, which may have some complexity to them and can potentially lead to greater 
opportunities. We have interest in transactions where other investors may lack expertise and 
fewer investors are adequately positioned to invest in the market. An example of this could be a 
diversified pool of low-income housing assets. Fewer traditional ABS investors pursue these assets 
for two reasons. First, low-income housing is generally not funded through CMBS transactions. 
Senior debt in low-income housing debt carries significant tax credits that result in specific buyers 
and market structures that provide a lower cost of debt for issuers than the CMBS market. On 
the other hand, traditional low-income tax credit investors are not set-up to invest in a large pool 
of assets that are not tax advantaged. In addition, many investors lack expertise in low-income 
housing or have it separated from other investment teams. This investment ends up not fitting well 
in any one sector for many investors.

We also find it is advantageous to search for transactions that require a collaborative investment 
approach involving both asset and structuring expertise. We look to leverage our Private 
Placements team’s asset experience to provide us with insights and how we can best utilize any 
prior due diligence we may have conducted as part of a past relationship. We look to layer on the 
PSC team’s expertise in structuring and modeling a diverse pool of assets. The complex nature and 
higher risk profile of these investments gives us the opportunity to potentially pick up significant 
spread over similarity rated corporate bonds in the market. 

Deep relationships play a key role in sourcing opportunities for a PSC portfolio. Major players are 
often searching for partners with deep pockets who can deliver all the unique financing needs of 
the transactions and at the same time have demonstrated the ability to understand sophisticated 
structures. An example is a transaction that requires underwriting a deal with multiple special 
purpose vehicles, tax implications, and international legal reviews. To complete these transactions, 
you need a collaborative team including underwriters familiar with the asset class, internal and 
external counsel and tax experts.

These examples illustrate how fixed income investors can find value by sourcing deals that 
otherwise fall through the cracks of traditional investing platforms. By working in these less 
crowded corners of the markets, we aim to deliver investment opportunities that have the potential 
of coming with enhanced yields. With fixed income spreads at or near all-time tights in many 
areas, the need to widen the investment funnel is more important now than ever. For investors 
that can allocate to less liquid investments, the PSC strategy is based on the belief that finding 
deals without natural homes is a better path to yield enhancement than moving down the capital 
structure in more publicly-traded alternatives.  

Figure 1  |  MIM Private Structured Credit 
 Portfolio Breakdown By Sector

Figure 2  |  MIM Private Structured Credit 
 Portfolio Breakdown By Ratings

Source: MetLife Investment Management, December 31, 2020
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Figure 3  |  MIM Private Structured Credit Portfolio Weighted Average Purchase Spread
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About MetLife Investment Management
MetLife Investment Management (MIM),1 which had over $659.6 billion in total assets under 
management as of December 31, 2020,2 serves institutional investors by combining a client- 
centric approach with deep and long- established asset class expertise. Focused on managing 
Public Fixed Income, Private Capital and Real Estate assets, we aim to deliver strong, risk-adjusted 
returns by building tailored portfolio solutions. We listen first, strategize second, and collaborate 
constantly as we strive to meet clients’ long-term investment objectives. Leveraging the broader 
resources and 150-year history of the MetLife enterprise helps provide us with deep expertise in 
navigating ever changing markets. We are institutional, but far from typical.

For more information, visit: investments.metlife.com
1 MetLife Investment Management (“MIM”) is MetLife, Inc.’s institutional management business and the marketing name for 
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America Asesorias e Inversiones Limitada, MetLife Asset Management Corp. (Japan), and MIM I LLC.

2 At estimated fair value. Includes MetLife general account and separate account assets and unaffiliated/third party assets.
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As the saying goes, there’s no rest for the weary, and many bond investors understand that feeling right 
now. After spending the last decade navigating a difficult fixed income environment, they’re now faced 
with new (and historic) challenges. Yet, those investors willing to expand their strategies can likely still 
achieve their investment goals.

The current fixed income market is a demanding one

Extraordinary monetary policy, uncertain economic growth, demographic shifts and fiscal imbalances have  
kept interest rates near all-time lows. However, today’s fixed income landscape is more challenging than just a  
low-yield environment: it’s not hyperbole to say that these are some of the least attractive rates in modern times. 
For instance, as of April 12, 2021: 

• The yield on the 30-year Treasury bond is under 2.4%—well below its lowest point during the 2008 financial crisis. 

• The Bloomberg Barclays U.S. Aggregate Bond Index yields only 1.6%.

• Investment-grade spreads have dipped under 100 basis points. 

• High-yield spreads are just 2.9% above Treasurys. 

Generating attractive income is no longer just a matter of moving further out along the yield curve or down 
the credit quality spectrum.

Strategies for navigating  
an unrecognizable bond market  

Principal Global Insights

April 13, 2021

For Public Distribution in the United States.  
For Institutional, Professional, Qualified and/or Wholesale Investor Use Only in other 
Permitted Jurisdictions as defined by local laws and regulations.

The fixed income market is in unusual territory
Exhibit 1: Historical interest rates
10-year and 2-year Treasury yields

Source: Federal Reserve, Clearnomics, Principal Global Investors. Data as of April 12, 2021. 
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An example of how challenging this environment is for investors? The spreads on mortgage-backed securities are 
under 10 bps. That’s about one-third of their average spread over Treasuries since 2009, a low no doubt exacerbated 
by U.S. Federal Reserve (Fed) purchases. Simply put, yields aren’t just compressed; they’re nearly nonexistent. And 
that’s even before considering whether investors are truly compensated for risk.
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Yield isn’t what it used to be
Exhibit 2: Traditional sources of bond yield
Current yields and averages since 2009

Focusing on yield is no longer enough

Recent elevated interest rate volatility has made it 
difficult not only to find yield, but also to achieve price 
returns and portfolio diversification. 

Many investors have tried to adapt to this  
environment by increasing their risk exposures to 
“reach for yield.” For some, this has naturally led to 
a barbell approach—a strategy that traditionally 
combines bonds at opposite maturity ends of the  
yield curve to generate income while offsetting  

interest rate risk. Although this may have worked 
over the past market cycle, the strategy becomes 
less attractive (and less effective) as term premia and 
spreads compress further. 

Investors would be well suited to consider the benefits 
of an updated approach to the barbell strategy—one 
that incorporates other segments (and other risks) of 
fixed income universe.

Rethinking the barbell

The barbell approach of old renders a portfolio unbalanced today. Whereas investors were historically taught 
to utilize the barbell to alleviate duration risk, today’s environment is forcing fixed income investors to be more 
aware of the lopsided risks on their portfolios. These can include textbook bond risks, like credit, reinvestment, and 
illiquidity. However, since broader macroeconomic risks can also impact these respective areas, it’s important for 
investors—both individual and institutional—to increase the scope of their fixed income investments to manage 
both ends of the barbell. By combining fixed income investments across the full risk spectrum, investors may be 
better positioned to balance their investment objectives in today’s market.

Source: Bloomberg, Clearnomics, Principal Global Investors. See page 6 for index descriptions. Data as of April 12, 2021.
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On the lower-risk side of the barbell, fixed income 
remains an undeniable component of a diversified 
portfolio. Despite challenging valuations, a bond 
allocation can still provide portfolio stability during 
times of market and economic stress. Consider how 
Treasuries and high-quality bonds benefited from a 
flight to safety during the COVID-19 crisis. 

At the same time, rates can move up suddenly, 
and that risk needs to be managed. Many investors 
became familiar with this during the Taper Tantrum 
of 2013, when the Fed hinted at reducing its asset 
purchases: the 10-year yield backed up quickly from 
around 1.6% to just above 3.0% over the course of  
the year. 

The most direct way to manage this risk is to reduce 
duration. An allocation to shorter-maturity fixed 
income in an investor’s portfolio can help minimize 
drawdowns when interest rates swing unexpectedly.  

In fact, as of April 12, 2021, the benchmark Bloomberg 
Barclays Short-term Corporate Index has a duration  
of only 0.5 years, making it extremely insensitive to 
rising rates.

Despite tighter spreads, high-yield bonds tend to  
have lower interest rate risk as well, due to their 
shorter maturities. While the duration of investment-
grade corporate bonds averages 8.5 years, high yield 
bonds have less than half that sensitivity to rate 
moves, as they average only 3.8 years of duration. 
Although utilizing high yield bonds on the “stability 
and diversification” end of the new barbell approach, 
rather then on the longer maturity end of the 
traditional barbell may be counterintuitive by historic 
standards, in today’s market, when many super short 
duration assets are in negative yield territory, that new 
thinking is one way that investors can aim position a 
portfolio that accounts for more of the risks facing 
fixed income.

Source: Refinitiv, Standard & Poor’s, Clearnomics, Principal Global Investors. Stocks/bonds represented by S&P 500 and iShares Core U.S. 
Bond Indices, before expenses and fees. Data as of April 12, 2021.

The diversification benefits of bonds still exists
Exhibit 3: Asset allocation performance
Total returns of hypothetical stock/bond performance, December 31, 2019 - August 18, 2020
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Managing macroeconomic and policy risks

Many investors have recently expressed worry about inflation spiking and other possible consequences from the 
record pace of monetary and fiscal stimulus flowing into the global economy and markets. Their concerns may 
be warranted: the Fed, for instance, has stated it would allow the U.S. economy to run hot in order to achieve 
maximum employment. Meanwhile, historic fiscal stimulus from governments worldwide has added to fears of a 
financial system awash with liquidity. 

There are also questions regarding fiscal imbalances and future tax-rate changes to pay for trillions of dollars of 
short-term emergency spending. In the U.S., specifically, the Biden administration has already outlined plans for 

The new barbell: Achieving stability and diversification
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some higher individual and corporate tax rates. While 
the timing of these changes is uncertain, investors 
should begin preparing for higher federal taxes as fiscal 
deficit pressures build.

Although uncertainty around tax policy is an ever-
present risk for non-tax-exempt investors, particularly 
in today’s market, tax-exempt securities like municipal 
bonds can help mitigate that risk. Not only do munis 
offer the potential to generate tax-free income, but 
the overall sector has also maintained its value as 
government finances have stabilized. 

Attractive fixed income investments are not confined 
to the U.S. and investors have found that monetary 
stimulus has also affected global assets and currencies.

For example, both local-currency and dollar-
denominated emerging market debt (EMD) have 
performed well during different market environments 
over the past decade and can also provide attractive 
risk-adjusted yield premium opportunities. And further 
weakening of the U.S. dollar—which has fallen to nearly 
three-year lows—may very well continue to provide 
a tailwind for local-currency EMD, by supporting 
emerging market (EM) currencies and preventing 
capital outflows. Moreover, many EM regions also 
stand to benefit from both a global growth pick-up and 
higher commodity prices. In other words, investors who 
can take advantage of global market inefficiencies will 
be able to find attractive opportunities outside of U.S. 
bond markets, as well.

The new barbell: Gaining yield and total return

At the risk-seeking end of the barbell, investors seeking to generate yield and total return may need to explore 
areas of fixed income that are less well trodden, such as private credit and preferred securities.

Exploring private credit 

One area of the fixed income markets where investors 
are seeing opportunity for yield is with investments in 
private credit. Through direct, non-bank lending that 
targets different parts of the capital structure, investors 
can gain fixed income exposure that is often less 
correlated with public bonds, while also less sensitive to 
public market price volatility. 

Due to their differentiated and illiquid nature, private 
credit investments often command high yields and 
offer unique risk and reward profiles, further providing 
unique industry and secular trend exposures, as well 
as the ability to protect against rising rates via floating 
rate structures. However, investors must also consider 
that private credit is more difficult to access then 
publicly traded bonds. Particularly for institutional 
portfolios with mandates and time horizons that can 
take advantage of the illiquidity risk premium, private 
credit can offer particularly attractive opportunities.

Diving deeper on preferred securities 

While they fit within a fixed income allocation, 
preferreds securities often have equity-like attributes 
that can improve yields and reduce a portfolio’s 
correlation to U.S. and global bond markets. And 
while preferred spreads have tightened from historic 
standards, they still represent a significant value 
relative to treasuries and corporates. 

It is also important to remember that the current 
economic environment should be supportive of 
preferred securities spreads. Banks and financials, 
who issue more then 2/3 of all preferred securities, 
should continue to be supported by fiscal stimulus, 
a likely infrastructure spending bill and an improving 
roll-out of COVID-19 vaccines. Therefore, for investors 
seeking fixed income exposure that is often considered 
investment grade quality, preferred securities can 
offer yield and diversification benefits without 
sacrificing quality.
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Fixed income positioning should consider a wider variety of risks
Exhibit 4: Fixed income performance
Annual bond sector and preferred stock total returns

Navigating an unyielding bond market 

Although the bond market is currently experiencing historically low interest rates, that’s only part of the 
fixed income landscape. Spreads have compressed to record lows, interest rate volatility has risen, and 
macroeconomic uncertainty persists. 

For bond investors, an expanded strategy will be needed to achieve greater diversification, generate income, 
preserve capital, and protect against inflation. Investors that consider fixed income investments across 
the full risk spectrum—including private credit, preferreds, tax-exempt municipal bonds, and certain EM 
segments—may be better poised to navigate the environment to achieve their investment goals.

2008  2009  2010  2011  2012  2013  2014  2015  2016  2017  2018  2019  2020  2021 

High Yield
-26.2%

Treasuries
-3.6%

Munis
2.4%

EMD Local
-2.0%

Treasuries
2.0%

TIPS
-8.6%

EMD Local
-5.2%

EMD Local
-14.3%

Munis
0.2%

Treasuries
2.3%

EMD Local
-6.9%

MBS
6.4%

EMD Local
3.5%

EMD Local
-5.4%

Preferreds
-25.8%

MBS
5.9%

MBS
5.4%

Preferreds
-1.2%

MBS
2.6%

EMD Local
-8.3%

High Yield
2.5%

High Yield
-4.5%

Treasuries
1.0%

MBS
2.5%

EMD USD
-4.3%

Treasuries
6.9%

MBS
3.9%

Corp
-3.9%

EMD USD
-12.0%

Agg
5.9%

Treasuries
5.9%

High Yield
5.0%

Agg
4.2%

EMD USD
-5.3%

TIPS
3.6%

TIPS
-1.4%

MBS
1.7%

TIPS
3.0%

Preferreds
-4.3%

Munis
7.5%

Munis
5.2%

Treasuries
-3.9%

EMD Local
-5.9%

TIPS
11.4%

TIPS
6.3%

MBS
6.2%

Munis
6.8%

Treasuries
-2.7%

Treasuries
5.1%

Corp
-0.7%

Preferreds
1.9%

Agg
3.5%

Corp
-2.5%

TIPS
8.4%

EMD USD
5.3%

EMD USD
-3.3%

Corp
-4.9%

Munis
12.9%

Agg
6.5%

EMD USD
7.3%

TIPS
7.0%

Munis
-2.6%

Agg
6.0%

Agg
0.5%

Agg
2.6%

Munis
5.4%

High Yield
-2.1%

Agg
8.7%

High Yield
7.1%

Agg
-2.9%

Munis
-2.5%

Corp
18.7%

Corp
9.0%

Agg
7.8%

Corp
9.8%

Agg
-2.0%

MBS
6.1%

Treasuries
0.8%

TIPS
4.7%

Corp
6.4%

TIPS
-1.3%

EMD Local
10.1%

Agg
7.5%

TIPS
-1.3%

TIPS
-2.4%

EMD Local
21.7%

EMD USD
12.2%

Corp
8.1%

High Yield
15.8%

Corp
-1.5%

EMD USD
7.4%

EMD USD
1.2%

Corp
6.1%

High Yield
7.5%

Agg
0.0%

High Yield
14.3%

Preferreds
8.0%

MBS
-0.8%

Agg
5.2%

EMD USD
29.8%

Preferreds
15.0%

Treasuries
9.8%

EMD USD
17.4%

MBS
-1.4%

Corp
7.5%

MBS
1.5%

EMD Local
10.0%

Preferreds
9.1%

Treasuries
0.9%

Corp
14.5%

Treasuries
8.0%

Munis
0.2%

MBS
8.3%

Preferreds
45.0%

High Yield
15.1%

Munis
10.7%

EMD Local
17.5%

Preferreds
-0.2%

Munis
9.1%

Munis
3.3%

EMD USD
10.2%

EMD USD
10.3%

MBS
1.0%

EMD USD
15.0%

Corp
9.9%

High Yield
1.5%

Treasuries
13.7%

High Yield
58.2%

EMD Local
15.4%

TIPS
13.6%

Preferreds
18.6%

High Yield
7.4%

Preferreds
14.1%

Preferreds
5.5%

High Yield
17.1%

EMD Local
14.7%

Munis
1.3%

Preferreds
17.6%

TIPS
11.0%

Preferreds
2.1%

Source: Bloomberg, Clearnomics, Principal Global Investors. See page 6 for index descriptions. Data as of April 12, 2021.
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Index descriptions:

Bloomberg Barclays U.S. Treasury Total Return Index (Treasuries): Measures U.S. dollar-denominated, fixed-rate, nominal 
debt issued by the U.S. Treasury. Treasury bills are excluded by the maturity constraint, but are part of a separate Short 
Treasury Index. STRIPS are excluded from the index because their inclusion would result in double-counting. 

Bloomberg Barclays U.S. MBS Index (MBS): Tracks fixed-rate agency mortgage backed pass-through securities guaranteed 
by Ginnie Mae (GNMA), Fannie Mae (FNMA), and Freddie Mac (FHLMC). The index is constructed by grouping individual 
TBA-deliverable MBS pools into aggregates or generics based on program, coupon and vintage. 

Bloomberg Barclays U.S. Aggregate Bond Index (U.S. Agg, Agg): A broad base, market capitalization-weighted bond 
market index representing intermediate term investment grade bonds traded in the United States. Investors frequently use 
the index as a stand-in for measuring the performance of the U.S. bond market.

Bloomberg Barclays U.S. Treasury Inflation-Linked Bond Index (TIPS): Measures the performance of the U.S. Treasury 
Inflation Protected Securities (TIPS) market. Federal Reserve holdings of U.S. TIPS are not index eligible and are excluded 
from the face amount outstanding of each bond in the index. 

Bloomberg Barclays Municipal Bond Index (Munis): Covers the USD-denominated long-term tax exempt bond market. The 
index has four main sectors: state and local general obligation bonds, revenue bonds, insured bonds and prerefunded bonds. 

Bloomberg Barclays U.S. Corporate Index (Investment Grade, Corp): Measures the investment grade, fixed-rate, taxable 
corporate bond market. It includes USD denominated securities publicly issued by U.S. and non-U.S. industrial, utility and 
financial issuers. 

Bloomberg Barclays Short Term Corporate Index: Includes bonds in the Bloomberg Barclays U.S. Aggregate Index (U.S. 
dollar denominated investment-grade taxable bonds) with remaining effective maturities between one and five years.

JP Morgan GBI-EM Core Index (EMD Local):  Tracks the performance of bonds issued by emerging market governments 
and denominated in the local currency of the issuer.

JP Morgan EMBIG Diversified Index (EMD USD): An unmanaged, market-capitalization weighted, total-return index tracking 
the traded market for U.S.-dollar-denominated Brady bonds, Eurobonds, traded loans, and local market debt instruments 
issued by sovereign and quasi-sovereign entities.

S&P Preferred Stock Total Return Index (Preferreds): Designed to serve the investment community's need for an investable 
benchmark representing the U.S. preferred stock market. Preferred stocks are a class of capital stock that pays dividends at 
a specified rate and has a preference over common stock in the payment of dividends and the liquidation of assets.

Bloomberg Barclays U.S. High Yield Index (High Yield): Measures the USD-denominated, high yield, fixed-rate corporate 
bond market. Securities are classified as high yield if the middle rating of Moody's, Fitch and S&P is Ba1/BB+/BB+ or below. 
Bonds from issuers with an emerging markets country of risk, based on Barclays EM country definition, are excluded.

iShares Core U.S. Aggregate Bond ETF: The investment seeks to track the investment results of the Bloomberg Barclays 
U.S. Aggregate Bond Index. The index measures the performance of the total U.S. investment-grade bond market.

Standard & Poor's 500 Index: A market capitalization-weighted index of 500 widely held stocks often used as a proxy for the 
stock market.
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Risk considerations
Investing involves risk, including possible loss of principal. Past 
performance is no guarantee of future results.  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 particular, in a 
bankruptcy preferred security are senior to common stock but 
subordinate to other corporate debt.   Private Credit including 
leveraged loans, middle market loans, and mezzanine debt, are 
subject to various risk factors, including credit risk, liquidity risk 
and interest rate risk.

Important Information
Index performance information reflects no deduction for fees, 
expenses, or taxes. Indices are unmanaged and individuals cannot 
invest directly in an index.
This material covers general information only and does not take 
account of any investor’s investment objectives or financial 
situation and should not be construed as specific investment 
advice, a recommendation, or be relied on in any way as a 
guarantee, promise, forecast or prediction of future events 
regarding an investment or the markets in general. The opinions 
and predictions expressed are subject to change without prior 
notice. The information presented has been derived from sources 
believed to be accurate; however, we do not independently verify 
or guarantee its accuracy or validity. Any reference to a specific 
investment or security does not constitute a recommendation 
to buy, sell, or hold such investment or security, nor an indication 
that the investment manager or its affiliates has recommended 
a specific security for any client account. Subject to any contrary 
provisions of applicable law, the investment manager and its 
affiliates, and their officers, directors, employees, agents, disclaim 
any express or implied warranty of reliability or accuracy and any 
responsibility arising in any way (including by reason of 
negligence) for errors or omissions in the information or data 
provided. 
This material may contain ‘forward-looking’ information that is not 
purely historical in nature and may include, among other things, 
projections and forecasts. There is no guarantee that any forecasts 
made will come to pass. Reliance upon information in this material 
is at the sole discretion of the reader.
This material is not intended for distribution to or use by any 
person or entity in any jurisdiction or country where such 
distribution or use would be contrary to local law or regulation.
This document is intent for use in: 

• The United States by Principal Global Investors, LLC, which is 
regulated by the U.S. Securities and Exchange Commission. 

• Europe by Principal Global Investors (EU) Limited, Sobo Works, 
Windmill Lane, Dublin D02 K156, Ireland. Principal Global 
Investors (EU) Limited is regulated by the Central Bank of 
Ireland. United Kingdom by Principal Global Investors (Europe) 
Limited, Level 1, 1 Wood Street, London, EC2V 7 JB, registered 
in England, No. 03819986, which is authorised and regulated by 
the Financial Conduct Authority (“FCA”). 

• In Europe, this document is directed exclusively at Professional 
Clients and Eligible Counterparties and should not be relied 
upon by Retail Clients (all as defined by the MiFID). The contents 
of the document have been approved by the relevant entity. 
Clients that do not directly contact 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 authorised and regulated within 
Europe and in any such case, the client may not benefit from all 
protections offered by the rules and regulations of the Financial 
Conduct Authority, or the Central Bank of Ireland. 

• In Dubai by Principal Global Investors LLC, a branch registered in 
the Dubai International Financial Centre and authorized by the 
Dubai Financial Services Authority as a representative office and 
is delivered on an individual basis to the recipient and should 
not be passed on or otherwise distributed by the recipient to 
any other person or organization. This document is intended for 
sophisticated institutional and professional investors only. 

• Singapore by Principal Global Investors (Singapore)Limited 
(ACRAReg.No.199603735H), which is regulated by the Monetary 
Authority of Singapore and is directed exclusively at institutional 
investors as defined by the Securities and Futures Act (Chapter 
289). This advertisement or publication has not been reviewed 
by the Monetary Authority of Singapore. 

• Australia by Principal Global Investors (Australia) Limited (ABN 
45 102 488 068, AFS License No. 225385), which is regulated 
by the Australian Securities and Investments Commission. This 
document is intended for sophisticated institutional investors 
only. 

• Switzerland by Principal Global Investors (Switzerland) GmbH. 
• Hong Kong SAR (China) by Principal Global Investors (Hong 

Kong) Limited, which is regulated by the Securities and Futures 
Commission and is directed exclusively at professional investors 
as defined by the Securities and Futures Ordinance. 

• Other APAC Countries, this material is issued for institutional 
investors only(or professional/sophisticated/qualified investors, 
as such term may apply in local jurisdictions) and is delivered 
on an individual basis to the recipient and should not be passed 
on, used by any person or entity in any jurisdiction or country 
where such distribution or use would be contrary to local law or 
regulation.

• Nothing in this document is, and shall not be considered as, an 
offer of financial products or services in Brazil. This presentation 
has been prepared for informational purposes only and is 
intended only for the designated recipients hereof. Principal 
Global Investors is not a Brazilian financial institution and is 
not licensed to and does not operate as a financial institution in 
Brazil.

Insurance products and plan administrative services provided 
through Principal Life Insurance Co. Principal Funds, Inc. is 
distributed by Principal Funds Distributor, Inc. Securities are 
offered through Principal Securities, Inc., 800-547-7754, Member 
SIPC and/or independent broker/dealers. Principal Life, Principal 
Funds Distributor, Inc., and Principal Securities are members of the 
Principal Financial Group®, Des Moines, IA50392.
© 2021 Principal Financial Services, Inc. Principal, Principal and 
symbol design, and Principal Financial Group are trademarks and 
service marks of Principal Financial Services Inc., a member of the 
Principal Financial Group. Principal Global Investors leads global 
asset management at Principal®.
MM12052 | 1580641

For Public Distribution in the United States.  
For Institutional, Professional, Qualified and/or Wholesale Investor Use Only in other Permitted Jurisdictions as defined by local 
laws and regulations.
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Principal Global Insights

Global Asset Allocation Viewpoints
2Q 2021: Investing through the pandemic

The first quarter launched 2021 on a positive note. Risk markets ignored 
short-term economic setbacks and outperformed in anticipation of 
additional fiscal stimulus and widespread vaccine distribution. The equity 
market turnaround since COVID-19 lows has been astonishing, with the 
S&P 500 up 75%—the biggest 12-month increase since 1936. 

The vaccine rollout and policy support continue to drive 
the global economic recovery.
• The vaccine rollout is proving successful in some developed

markets, with the United States, United Kingdom, and Israel
the standout performers. But low vaccination rates in other
countries have enabled global COVID-19 infection rates to rise, 
with the spread of new variants once more strengthening the
link between increasing mobility and infections. 

• Monetary and fiscal policy continue to support economies and
drive risk market performance. The $1.9 trillion stimulus in the
U.S. will likely supercharge consumer spending as households
spend excess savings. Fiscal stimulus and re-openings are
threatening inflationary pressure, raising concerns about U.S. 
Federal Reserve (Fed) policies.

• The Fed’s response to the crisis has been a vital factor in
the market’s impressive recovery over the last year. The
central bank has strongly signaled an intention to keep
rates on hold through the forecast period to 2024, thereby 
maintaining extremely easy accommodative conditions for
the foreseeable future.

Economic data suggest a continuation of the 
strong rebound.
• Global GDP growth weakened in the first quarter, in line with

renewed COVID-related restrictions. While services sectors
have generally struggled, manufacturing has continued to
thrive. As social restrictions ease, pent-up demand should help
drive a sharp recovery in economic growth.

• The re-opening of the U.S. economy is already nudging
along a rebound in leisure and hospitality—an area of the
economy particularly hurt by the pandemic. In Europe, 
government furlough schemes have diminished the impact of

slower economic activity on the labor market, but extended 
lockdowns are taking their toll.

• Europe has fared worse than the U.S. overall, potentially 
experiencing a first quarter contraction. Yet, most economic
indicators suggest that European activity has likely troughed
and should recover in the second quarter. 

With inflation concerns looming, investors have 
questions about the outlook for 2021 and beyond:   
• What’s the base case for markets and economies

going forward?

• How will central banks respond to the improving
growth outlook?

• What is the lasting impact of the pandemic and where
are the opportunities?

For Public Distribution in the United States.
For Institutional, Professional, Qualified and/or Wholesale Investor Use Only in other Permitted Jurisdictions as defined by local laws and regulations.
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Macro insights: Global economies

Markets stayed broadly optimistic, despite 
challenging conditions.
The S&P 500’s 12-month gains are the largest in 
85 years.

The performance of the equity markets over the 
last year has been astounding. Since the March 
2020 trough, the S&P 500 has risen 75% over the 
rolling 12-month period, a return not seen since 
1936. Unprecedented levels of fiscal stimulus and 
vaccine confidence helped to spur equity market 
performance, even as some indicators pointed to 
slowing economic momentum.  

S&P 500 Price Return Index
Index level, January 2017 - present
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3,000 –
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2,000 
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 – –  – –

Source: Bloomberg, Principal Global Investors.  
Data as of March 31, 2021.

March 31, 2021: 3,973

While global GDP growth weakened in the first 
quarter, current economic data signal a strong 
rebound and a favorable outlook for risk assets. 
Lockdowns have proven to be less disruptive on 
global economic activity than at the pandemic’s 
start, reflecting the fact that current social 
restrictions have been both less stringent and more 
targeted. Manufacturing has continued to thrive with 
the global Purchasing Managers Indices hitting new 
highs in March. 

Europe has fared worse than the U.S., experiencing 
a potential GDP contraction in the first quarter. 
Nevertheless, most economic indicators suggest 
that European activity should recover in the second 
quarter. While most emerging markets have had a 
slow start to the vaccine rollout due mostly to supply 

delays, as vaccine distribution improves in the second 
quarter, those same markets stand to benefit from a 
synchronized global economic upturn.

COVID-19 is on the rise again.
Success of the vaccine rollout varies significantly.

Social restrictions and the vaccine rollout are limiting 
the increase in COVID-19 cases but the virus has 
continued to be a key dynamic for both the economy 
and financial markets. 

The spread and mortality of COVID-19 was broadly 
positive during the early part of 2021, but has started 
to increase again in parts of Europe, Brazil, and India, 
among others. Total global cases rose to 129 million 
at the end of March, and the seven-day average of 
daily new cases rose to 586,000—an increase from 
February, but still significantly lower than the 806,000 
peak in early January.   

Daily new confirmed COVID-19 cases
7-day moving average, September 1, 2020 - present
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Source: Bloomberg, Johns Hopkins CSSE, Principal Global Asset 
Allocation. Europe – France, Germany, Italy and Spain. Emerging 
Markets – Brazil, Chile, India, HK SAR, Mainland China, Malaysia, 
Mexico, Singapore. Global is cumulative of all reporting countries. 
Data as of March 31, 2021.

 – – – –  –

In countries where COVID-19 infection rates have 
continued to fall, the improvement seems primarily 
due to social restrictions, but the successful vaccine 
rollout in countries such as Israel, the U.K., and the 
U.S. is certainly stemming the spread, enabling these 
countries to begin to emerge from lockdown. Clearly, 
though, the success of the rollout varies significantly 
from country to country. While the U.K. and U.S. 
had vaccinated 46% and 30% of their populations 

Global total

Europe

U.S.

EM
 –
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respectively by the end of March, Europe had only 
vaccinated around 10%. Safety concerns, bureaucracy, 
supply problems, and low vaccine take-up continue 
to plague Europe’s rollout. As a result, infection rates 
remain elevated, prolonging restrictions. 

The emerging markets have generally had a slow 
start to the vaccine rollout, largely due to delays 
in vaccine supply. Exceptions include Russia, India, 
and China, which have their own pipelines, as well 
as Chile, which ranks third globally for most doses 
administered per capita. Most other emerging 
markets are struggling to acquire vaccines. This 
stands in stark contrast to the U.S., where President 
Biden has announced his administration expects to 
have enough available vaccines to inoculate every 
adult by the end of May. 

Vaccination rates in selected countries
% of population that has received at least one vaccine dose

Source: Our World in Data, Principal Global Investors.  
Data as of April 1, 2021.
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Notwithstanding the slow start in the emerging 
markets, the vaccine roll out is likely to accelerate 
in the second quarter as manufacturers expand 
capacity, new vaccines are approved, and acceptancy 
rates rise in response to news of limited side effects.

The pace of the vaccine rollout will have a direct 
impact on mobility. 

In developed markets, the increasing vaccine 
availability means that restrictions are likely to ease 
early in the second quarter of 2021. In the U.S., 
certain states have already re-opened and mobility 

has trended higher, while in many European countries, 
re-openings will come later and will face a delayed 
recovery as the U.S. leaps ahead.

The million-dollar question is when, exactly, will 
normality return? Inevitably, capacity constraints will 
extend beyond economic re-openings, while masks, 
testing, and an increased reliance on technology at 
home and work may become a permanent feature 
in our lives. But in most of the developed world and 
in parts of the emerging markets, we anticipate 
economies settling into a “new normal” by the third 
quarter of 2021.

As re-openings enter full swing, job 
growth will gain momentum.
Ultimately, economies needn’t wait for a return 
to normality before experiencing the benefits of 
re-openings. The re-opening of the U.S. economy, 
underway across much of the country, is already 
helping spur a recovery in leisure and hospitality—an 
industry particularly crushed by the pandemic. Even 
as employment remains around 8.5 million below 
pre-pandemic levels, payroll growth will likely gain 
momentum as re-openings increase, likely leading to 
a further drop in the U.S. unemployment rate. 

Civilian unemployment rates
Seasonally adjusted, percent, 2000 – present
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Source:  Bureau of Labor Statistics, Bloomberg, Principal Global Asset 
Allocation. Data as of March 31, 2021.
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Macro insights: Global economies  (continued)

Despite the rapid turnaround in the U.S. labor market, 
the pandemic will have a lingering impact on the 
workforce as many unemployed find it difficult to 
find a new job in a permanently changed economy. In 
February, 13.3 million people reported they had been 
“unable to work because their employer closed or lost 
business due to the pandemic,” while more than 40% 
of the total unemployed have been out of work for 27 
weeks or more. 

In Europe, government furlough schemes have clearly 
diminished the impact of slower economic activity on 
the labor market, but extended lockdowns are taking 
their toll. In Germany, unemployment rose in January 
for the first time in eight months, while in the U.K., 
unemployment has hit its highest rate in almost five 
years. The unemployment rate has fallen in France, 
but that reflects a worrying drop in the participation 
rate and suggests that a significant number of the 
unemployed are feeling discouraged from looking 
for work. Once furlough schemes are eventually 
terminated, likely this summer, labor market pain 
may become more evident in Europe, particularly if 
countries are lagging in re-openings.

Fiscal stimulus: A rising tide lifts all boats.
Savings rates have soared and may unleash a 
spending boom.

Inevitably, as restrictions ease, pent-up demand 
should drive a sharp recovery in economic growth. In 
the U.S., consumer demand will be further reinforced 
by an additional—and considerable—infusion of fiscal 
support. The passage of the $1.9 trillion American 
Rescue Plan Act of 2021, one of the largest U.S. 
government interventions in the post-World War 
II economy, will meaningfully raise households’ 
spending power. 

As individuals received stimulus checks last year but 
were restricted in their ability to spend, household 
savings rates in much of the developed world soared 
to record highs. In the U.S., the savings rate jumped 
to around 34%. In Europe and parts of Asia, the 
savings rate has equally jumped to historic highs. 
However, the additional $1.9 trillion stimulus package 
that is expected in the U.S. will likely supercharge the 
country’s consumer spending. In response to this, 
we’ve raised our U.S. growth estimates from 4.8% to 
6% for 2021. 

U.S. economy will reach pre-pandemic levels in the 
second quarter. 

Our growth forecast for the U.S. implies that GDP 
will reach its pre-pandemic level in the second 
quarter, but also will exceed its pre-pandemic path 
in 2022. In other words, the pandemic will leave no 
lingering impact on the size of the U.S. economy 
and, if anything, GDP will actually be greater than we 
would have expected in the absence of the pandemic. 
Considering the disruption and economic upheaval 
of the last year, this is quite incredible. Even more 
remarkable considering that, after the Great Financial 
Crisis, largely due to the meager immediate fiscal 
response, the U.S. economy never regained its pre-
recession path.  

Real GDP in perspective
Quarterly real GDP, indexed to 100 one quarter prior 
to cycle peak
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Source: Bloomberg, Principal Global Investors.  
Data as of March 31, 2021. 

Global Financial Crisis

COVID-19 Pandemic

The U.S. isn’t alone in adding fiscal stimulus. 
Meaningful discretionary fiscal measures in Japan, 
Germany, Canada, and India will add to overall 
global support this year. By contrast, Europe’s total 
discretionary fiscal stimulus will likely be relatively 
small, at just 1% of GDP. However, the extent of the 
U.S. fiscal support is so considerable that meaningful 
demand spillovers in key trade partners will lift global 
growth. According to the OECD, the American Rescue 
Plan adds 1.1% to global growth this year, raising 
global GDP growth to 5.6% and securing the global 
economic reflation narrative this year.
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GDP impact of U.S. fiscal stimulus on global 
economies
% increase in expected global GDP growth as a result of the 
American Rescue Plan

Source: OECD (2021), OECD Interim Economic Outlook, OECD 
Publishing, Principal Global Asset Allocation. Note: The chart shows 
the average percentage difference in GDP relative to baseline over 
the first full year of the package (2021 Q2 – 2022 Q1). Simulation 
of the planned fiscal stimulus in the United States, set out in the 
American Rescue Plan. The new measures are worth up to USD 1.9 
trillion (around 8.5% of baseline GDP). Measures are assumed to take 
effect over 2021 Q2 – 2022 Q2. Data as of March 31, 2021. 
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Of course, running a high-pressure economy isn’t 
without risk.  

As a result of the sheer speed and strength of the 
expected U.S. recovery, the market has become 
increasingly preoccupied with the risk that the 
U.S. spending package will overheat the economy, 
resulting in a significant run-up in inflation. For the 
first time in decades, inflationary concerns have 
become a major conversation for investors, and these 
concerns drove first quarter market volatility.

U.S. breakeven rates, a measure of future inflation 
expectations, had dropped meaningfully last year in 
reaction to COVID-19 disinflationary shock. Since late 
2020—in unison with the market rally in response to 
positive vaccine news and hints of further U.S. fiscal 
stimulus— breakeven inflation rates have inverted. 
This is a signal the market expects an inflation 
surge in the immediate months ahead, but also that 
inflationary pressure will only be transitory.

Inflation is largely anticipated to stem from the 
supply side of the economy. Pandemic-related global 
supply chain disruptions have resulted in supply 
bottlenecks, driving up manufacturing input prices. 

As the U.S. economy re-opens over the coming 
months and pent-up demand unleashes, there 
won’t be sufficient capacity to satiate the surge in 
consumer demand and, as a result, supply constraints 
will intensify. However, these constraints will likely 
be short-lived. While it typically takes time to rebuild 
inventories, once the wheels start moving, we expect 
that supply will rise sufficiently and price pressures 
will once again ease. Importantly, the transitory 
nature of this type of inflation is typically not a 
concern to the Fed, and therefore they are unlikely to 
act as a result of this dynamic. 

U.S. inflation breakeven curve
Percentage on June 1, 2020, March 31, 2021,  
and avg. 2010-2020
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Source; Bloomberg, Principal Global Asset Allocation.  
Data as of March 31, 2021.

As of June 1, 2020

Average 2010-2020

As of March 31, 2021

However, the Fed would be more reactive to a rise 
in wage pressures passed onto consumers. Despite 
the impressive labor market recovery, there is still 
a considerable amount of slack, as measured by 
economic output. Employment remains some 8.5 
million below the pre-crisis level, so even as fiscal 
stimulus surges through the economy and activity 
accelerates, there should be plenty of capacity for 
the labor market to absorb the ensuing jobs recovery 
without triggering economy-wide wage increases. 

Moreover, structural deflationary forces such as 
technology, globalization, and demographic trends 
haven’t been simply eradicated by the COVID-19 
crisis and will continue to suppress inflation pressures. 
To that end, we foresee near-term U.S. inflation rising 
to about 3% before falling back toward the Fed’s 
2% target.

Macro insights: Global economies  (continued)
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Macro insights: Global economies  (continued)

Even as it faces inflation, the Fed will 
remain patient. 
Fed tapering would still mean balance sheet 
expansion.

The Fed’s response to the crisis has been a vital factor 
driving the market’s impressive recovery over the last 
year. It’s no wonder then that investors have become 
increasingly nervous that a rise in inflation may 
trigger premature tightening in Fed policy. 

Yet, as fiscal stimulus and re-openings create inflation 
pressure, the Fed is focusing on the temporary 
nature of the surge. It emphasizes policy patience—
waiting for inflation to overshoot its 2% target 

for a sustained period, and for the labor market 
to reach full employment –before considering 
raising rates. As such, the central bank has strongly 
signaled an intention to keep rates on hold through 
the forecast period to 2024, thereby maintaining 
extremely accommodative monetary conditions 
for the foreseeable future. The Fed’s balance sheet 
will still be expanding, but at a slower pace. From a 
global central bank perspective, it’s possible that the 
stronger U.S. economic performance and resulting 
rise in global bond yields encourages other central 
banks to increase asset purchases and even extend 
their programs. 

Source: Federal Reserve, Clearnomics, Principal Global Investors. Data as of March 31, 2021. 

FOMC participants’ projections for target level for the federal funds rate
March 2021
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Economic recovery is driving a cyclical rally.
Easy conditions and low rates will remain. 

Real interest rates should remain low and global 
financial conditions easy throughout 2021. The 
combined balance sheets of the G4 central banks 
(Federal Reserve, European Central Bank, Bank of 
England, Bank of Japan) are forecast to grow by more 
than $4 trillion in 2021 to well over 60% of their GDP 
by the end of 2021, as they continue to stimulate 
the economy through quantitative easing measures. 
Financial conditions, which broadly denote the ease 
of access to capital and have played a crucial role 
in shaping equity market performance, will tighten 
marginally due to higher nominal interest rates, but 
their level will remain accommodative and supportive 
of risk assets.

Reflecting improved growth dynamics, the nominal 
U.S 10-year Treasury yield has risen by 104 bps over 
the last six months, which is drawing comparisons 
with the 2013 taper tantrum, when Treasury yields 
surged after the Fed announced a tapering in its 
quantitative easing program. 

However, there are several significant differences 
worth noting. First, the recent rise in bond yields has 
been mainly driven by a rise in breakeven inflation 
expectations (a proxy for growth), whereas during the 
2013 taper tantrum breakevens actually fell. Second, 
the rise in real yields during the current market 
turbulence is considerably smaller than during the 
taper. Finally, real yields remain deeply in negative 
territory and well below where they stood in 2013. So 
while financial conditions have tightened slightly, they 
don’t pose a headwind to the economic recovery.  

Valuations are high but fundamentals support 
positive equity returns.

After an extremely strong performance since the 
March 2020 lows, the entire equity universe looks 
expensive. Stocks are pricing robust economic 
recovery, elevating valuations to extraordinary levels 
in nearly every corner of the globe. 

On the face of it, valuations might imply a difficulty in 
finding attractive investment opportunities, but the 
global earnings rebound gives us reasons to believe 
that there is upside left in equities. S&P 500 earnings 

are forecasted to grow 28% this year, with earnings 
per share (EPS) exceeding the 2019 level by about 
8%. Many emerging markets are also set to show 
positive EPS growth compared to 2019, but Europe is 
likely to just fall short of full recovery. Such impressive 
earnings performance should validate extended 
valuations and sustain a positive outlook on equity 
returns in an environment where core fixed income 
remains challenged due to rising bond yields and 
tight spreads.   

Source: Bloomberg, MSCI, Principal Global Asset Allocation.  
Last twelve months returns are total return and in USD terms. 
% Time Cheaper is relative to PGAA Equity Composite Valuation 
history. PGAA Equity Composite Valuation is a calculated 
measure, comprised of 60% price-to-earnings, 20% price-to-book 
and 20% to dividend yield. Composite started in 2003. Data as of 
March 31, 2021.

Index

LTM Return (%) % Time Cheaper

MSCI Emerging Markets 58.4% 98%

MSCI All Country World 54.6% 100%

MSCI Brazil 46.5% 77%

MSCI China 43.6% 95%

MSCI EAFE 44.6% 100%

MSCI Europe 44.9% 100%

MSCI Germany 59.3% 99%

MSCI India 76.4% 98%

MSCI Japan 39.7% 84%

MSCI Russia 44.3% 76%

MSCI UK 33.6% 72%

MSCI USA 58.6% 100%

MSCI USA: Cap-structure

Large 55.9% 100%

Mid 75.8% 100%

Small 94.4% 99%

MSCI USA: Style

Value 48.8% 100%

Growth 66.3% 99%

Valuations remain high throughout the equity universe
Equities are priced with the assumption of a robust recovery

Cyclical sectors dominate the equity landscape 
amid rising interest rates.

The rebound in the economy has led to a rally for 
the most economically sensitive, or cyclical stocks. 
In the first quarter, the best performing sectors were 
the ones most often closely linked to economic 
cycles as measured by their long-term correlation 

Macro insights: Equities
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Macro insights: Equities  (continued)

to the change in 10-year U.S. Treasury yield. Energy, 
materials, and real estate stocks all outperformed 
while stocks in more defensive sectors, such as 
utilities and health care, underperformed. Financials, 
which had a nearly zero long-term correlation, had 
some of the highest returns due to decreased default 

risk and the increase in the slope of the yield curve. 
Industrials outperformed too, riding a recovery in 
spending on capex and positive base effects from 
the expected reopening of travel-related and high 
contact segments of the economy. 

Low quality firms have surged to market leadership.

Another defining feature of the current equity 
market rally is the repricing of firms in the low-quality 
space. In many ways, the significant support from 
fiscal stimulus programs and ultra-accommodative 
monetary policy, as well as progress on vaccinations, 
has boosted investor allocations away from quality. 
Since the third quarter of 2020, low quality firms 
have outperformed high quality ones on renewed 
optimism—not just about their survival, but also their 
ability to generate profits. 

It’s pertinent to note that a significant number of 
companies went bankrupt in the aftermath of the 
Great Financial Crisis. Given the magnitude of the 
growth shock when COVID-related disruptions hit 
the global economy in the first half of 2020, it was 
natural for investors to fear a similar occurrence this 
time around, perhaps of even larger magnitude than 
in 2008-09. But that didn’t happen due to the size of 
stimulus programs, which provided a much-needed 
lifeline. And now, as global growth gathers steam, 
these firms are poised to do well on the earnings 
front, drawing investor allocations. 

–  –  – –
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MSCI All Country World sector correlation to U.S. 10-year yield vs. YTD sector performance
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Polarized performance in global style distinctions 
continues.

From a style perspective, performance was highly 
polarized in the first quarter, driven by themes of 
higher growth and inflation. U.S. value outperformed 
U.S. growth by the largest margin since 2008. Growth 
styles faced headwinds globally too, underperforming 
in Europe, Japan, and emerging markets. 

As value has surged, it’s natural to evaluate if 
the decade-long secular earnings growth story 
that propelled mega-cap tech names in the U.S. 
is coming to an end. We believe these companies 
are still well-positioned for future growth and will 
continue to generate substantial free cash flows. 
Indeed, the projected free cash flows for the tech 
giants through 2023 show extraordinary growth, 
giving us confidence that the secular theme remains 
in place. Additionally, owning these stocks can 
provide a potential hedge against deeply cyclical 
portfolio exposures.

15% –

10% –

5% –

0%

-5% –

-10% –

-15% –

Russell 1000 U.S. Growth less Value 
Total return, quarterly, 2008 – present

Source: Bloomberg, Principal Global Asset Allocation.  
Data as of March 31, 2021.
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Growth 
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Q4 2020

Q1 2021

Q1 2020
Q2 2020

Emerging markets stand to benefit from a 
synchronized global upturn. 

Generally speaking, emerging markets should benefit 
from an improving global economy, given their strong 
historical correlation with global reflation trades. 
Emerging markets such as China, Taiwan, and Korea 
remain well-placed to ride the recovering global 

growth through exports. Brazil is benefiting from a 
significant improvement in its terms of trade, brought 
about by higher metal prices. Mexico stands to 
benefit from its close association to U.S. growth. 

However, emerging markets do face some near-
term headwinds. A resurgence of COVID-19 in 
several of these countries (India, Brazil and some 
smaller countries) is becoming a concern, and has 
the potential to dent growth recoveries in the near-
term. In addition, some emerging markets are also 
being challenged by the rise in U.S. treasury yields, 
which has strengthened the U.S. dollar. Recovering 
inflation amid a setting of very low policy rates has 
already caused emerging markets such as Turkey, 
Brazil, and Russia to hike rates, with more expected 
down the line. That has tightened financial conditions 
in emerging markets relative to developed markets, 
which could negatively impact the liquidity going into 
their risk assets. 

Today, investing in emerging markets is less of a 
broad strategic allocation for investors and more of 
an idiosyncratic, selective allocation. 

Relative FCI, developed and emerging markets
Z-score, January 2007 - present

Source: Bloomberg, Principal Global Asset Allocation. FCI = Financial 
conditions index. Data as of March 31, 2021.
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Macro insights: Equities  (continued)
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Core fixed income is challenged. 
The first quarter was the fourth worst quarter for 
bonds since 1976. 

Rising long-term bond yields are certainly presenting 
challenges for bond investors. Core fixed income 
suffered its fourth worst quarterly performance since 
1976, with a return of -3.4%. While the negative 
return is headline grabbing, it takes little away 
from the diversification benefit bonds can offer in 
balanced portfolios. Their current drawdown has to 
be evaluated in the light of the significant downside 
protection they offered in the first quarter of 2020 
when risk assets sold off sharply. While fixed income’s 
forward-looking return potential is low due to the low 
level of core yields, the asset classes effectiveness 
in hedging portfolios during risk-off periods 
remains intact. 
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Bloomberg Barclays U.S. Aggregate Index 
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Source: Bloomberg, Principal Global Asset Allocation.  
Data as of March 31, 2021.

1Q 2021: 
-3.4%, 4th worst quarter since 1976

Inflation uncertainty: The long end of the curve 
moves higher. 

Since the end of 2020, our forecast for long-term 
U.S. nominal Treasury yields has shifted toward our 
economic upside scenario as inflation expectations, 
term premiums, and, to a lesser extent, real rates 
have risen. While higher yields are inevitable given the 
current growth-monetary-fiscal setting, the speed of 
the normalization and yield curve steepening caught 
investors by surprise.

As the current yield curve gets steeper, historic 
evidence suggests that certain parts of the fixed 
income universe will perform well, while others will 

struggle.  During these “bear steepener” periods, the 
Bloomberg Barclays U.S. Aggregate Bond Index—
representing core bonds—suffers the most as do 
long-duration sovereign bonds. Preferred securities 
also end up negative, though less so than core bonds. 
Asset classes with low interest rate duration and high 
credit load (high yield, EM bonds) tend to do well in 
such environments, generating positive return. In 
the current environment of tight credit spreads, EM 
hard currency high yield bonds offer a substantial 
yield pick-up over their U.S. counterparts, which 
can enhance total portfolio returns using active 
management skills. 
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Historic performance during curve environment
Monthly index returns USD, bps, September 1, 2001 - present
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Source: Bloomberg, Principal Global Asset Allocation. Data as of 
March 31, 2021. Bear Steepener: widening of yield curve caused by 
long-term rates increasing at a faster rate than short-term rates. This 
causes a larger spread between the two rates as the long-term rate 
moves further away from the short-term rate.

Macro insights: Fixed Income

U.S. 10-year Treasury yield curve
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Macro insights: Base case scenario

Global economies are responding favorably to policy stimulus, even as pandemic-
related restrictions constrain some economies. A successful vaccine rollout, along 
with continued monetary and fiscal stimulus, suggests improving earnings and a 
more rapid global recovery. In this cyclical environment, we maintain a preference 
for risk assets, including cyclicals, small cap, and real assets. 

Massive stimulus from developed-market 
central banks continues.   

• Although stimulus will come at a slower pace, it will 
still provide support for risk assets through 2021.  

The U.S. economy grows by 6.0% in 2021.

• U.S. economy to lead global growth, with GDP 
reaching new high in 2Q 2021.

Risk appetites will be less sensitive to  
virus activity and more sensitive to 
inflation fears.

• Even as they face inflation, central banks will keep 
rate rises on hold for the foreseeable future. U.S.  
personal consumption expenditure (PCE) inflation 
will end 2021 between 2.25% - 2.5%. 

U.S. EPS will exceed the 2019 peak by 8% 
by year end.  

• In several other markets, EPS will exceed pre-
COVID levels. Emerging markets to show positive 
growth from 2019, while Europe and Japan lag. 

1 2 3Growth scare:  
Additional waves of virus 
worsened by missteps 
in vaccine distribution, 
efficacy, or acceptance, 
triggering bankruptcies 
and additional job losses.

Premature tightening: 
Inflationary pressures build 
up quicker than expected, 
raising questions around the 
Fed’s dovish resolve.

Regulatory clampdown: 
The U.S. Congress 
accelerates sweeping 
regulatory, competition, 
and taxation reforms of 
the tech sector. 

We see three key risks that could disrupt our base case:

These are the current views and opinions of Principal Global Asset Allocation and is not intended to be, nor should it be relied upon in any 
way as a forecast or guarantee of future events regarding particular investments or the markets in general.
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Asset allocation Investment preference

Less    Neutral    More

Equities

U.S.

Large Cap

Mid Cap

Small Cap

Ex-U.S.

Europe

Japan

Asia ex Japan

Emerging Markets

Fixed income

U.S.

Treasury

Mortgages

Investment Grade 
Corporates 

High Yield
Preferreds  
(debt & equity)

Ex-U.S.
Developed  
Market Sovereigns
Developed  
Market Credit
Emerging Markets

Alternatives

Return Enhancing

Risk Reducing

Real Assets

   Current quarter’s preference

   Previous quarter’s preference (if absent, no change)

Source: Principal Global Asset Allocation. Alternatives asset classes include REITs, international real estate, MLPs, commodities, TIPS, multi-
alternatives, and cash. Allocations across the investment outlook can be proportionately adjusted so magnitudes across categories do not 
have to net to neutral. Data as of March 31, 2021.

Investment outlook 
A deeper dive for investors and their portfolios
We believe there are multiple ways to invest in this cyclical environment. These include investing in a set of asset 
classes that benefit from cyclical trends, actively positioning portfolios with specific biases, and/or by selecting 
managers that have the right exposures to benefit from cyclicality. 

We remained constructive on risk assets, continuing to overweight equities. We’re underweight risk-reducing 
alternatives and fixed income, including developed market sovereigns, Treasurys, and mortgages. Return 
enhancing alternatives remain attractive and we increased our exposure to real assets.

Equities

• We remain overweight U.S. large cap, but strong growth, 
rising inflation, and bond yields are nudging us gently 
away from U.S. large cap technology stocks. 

• We’re reallocating toward the more cyclical side of the 
markets, such as value-oriented large caps. 

• We continue to maintain a preference for small caps, 
the U.S., and Japan. We have shifted emerging markets 
to a neutral from overweight. Europe remains a key 
underweight region. 

Fixed income

• We remain biased toward spread assets, including high 
yield, preferred securities, and emerging market debt.   

• Reduced duration risk in U.S. Treasurys, given how 
much they’ve risen this year, could make us revisit our 
underweight to it in the coming months. 

• In the non-U.S. space, we remain underweight developed 
market sovereigns while preferring credits. 

Alternatives

• Our alternatives exposure falls into three distinct 
categories: return enhancers, asset classes like private 
equity and private debt; risk reducers, including cash 
and hedge fund-of-funds; and real assets, such as 
commodities and real estate. 

• We expanded our tactical preference for real assets 
further. Real assets remain our preferred tactical way  
to participate in a cyclical recovery.

Key positioning changes over 
the quarter:
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Within our current investment outlook, we continue to see opportunities for 
investors across asset classes.

Investment outlook  (continued)

Equities    
Focus on U.S. small cap 
and secular mega caps.

• Cyclical participation via overweight to small caps

• Secular growth and strong fundamentals via mega cap tech exposure 

Consider implementing with:

• Small-cap strategies

• Mega-cap exposure

• Large-cap exposure

Alternatives  
Pursue non-correlated 
real assets and return 
enhancers.

• Real return-focused strategies gain attractiveness when nominal 
growth slows. 

• REITS, private real estate equity are early participants in cyclical 
expansion   

Consider implementing with:

• Specialized real asset strategies

• Private real estate equity

• Global REITs

Fixed income  
Deploy risk budget 
across higher volatility 
asset classes.

• High-yield spreads appear attractive, supported by fundamentals.

• Preferred securities offer income and diversification benefits.

• We recommend a low duration bias.

Consider implementing with:

• High-yield strategies 

• Preferred securities

Emerging markets  
Emerging market financial 
conditions expected 
to tighten more than 
developed markets.

• Overall, offers a hedge against developed market political and macro risks.

• EM credit offers attractive yield premium over developed markets credit.

Consider implementing with:

• Unconstrained EM debt strategies
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Index Descriptions

Bloomberg Barclays Global Aggregate Bond Index comprises 
global investment grade debt including treasuries, government-
related, corporate, and securitized fixed-rate bonds from 
developed and emerging market issuers. There are four regional 
aggregate benchmarks that largely comprise the Global Aggregate 
Index: the US Aggregate, the Pan-European Aggregate, the 
Asian-Pacific Aggregate, and the Canadian Aggregate Indices. The 
Bloomberg Barclays Global Aggregate Bond Index also includes 
Eurodollar, Euro-Yen, and 144A Index-eligible securities and 
debt from other local currency markets not tracked by regional 
aggregate benchmarks. ©2020 Bloomberg Finance L.P. All  
rights reserved.

Bloomberg Barclays U.S. Corp High Yield 2% Issuer Capped 
Index is an unmanaged index comprised of fixed rate, non-
investment grade debt securities that are dollar denominated. The 
index limits the maximum exposure to any one issuer to 2%. 

Bloomberg Barclays U.S. Corporate Investment Grade Index 
includes publicly issued U.S. corporate and specified foreign 
debentures and secured notes that meet the specified maturity, 
liquidity and quality requirements. To qualify, bonds must be SEC-
registered. The corporate sectors are industrial, utility and finance, 
which include both US and non-US corporations.

Bloomberg Barclays U.S. Treasury Index measures U.S. dollar-
denominated, fixed-rate, nominal debt issued by the U.S. Treasury. 
Treasury bills are excluded by the maturity constraint. STRIPS are 
excluded from the index because their inclusion would result in 
double-counting.

MSCI AC Asia ex Japan Index captures large and mid cap 
representation across 2 of 3 Developed Markets (DM) countries 
(excluding Japan) and 9 Emerging Markets (EM) countries in Asia.

MSCI ACWI Index includes large and mid cap stocks across 
developed and emerging market countries. © 2020 MSCI Inc. All 
rights reserved.

MSCI Brazil Index is designed to measure the performance of the 
large and mid cap segments of the Brazilian market.

MSCI China Index captures large and mid cap representation 
across China A shares, H shares, B shares, Red chips, P chips and 
foreign listings (e.g. ADRs).

MSCI EAFE Index is listed for foreign stock funds (EAFE refers to 
Europe, Australia, and Far East). Widely accepted as a benchmark 
for international stock performance, the EAFE Index is an 
aggregate of 21 individual country indexes.

MSCI Emerging Markets Index consists of large and mid cap 
companies across 24 countries and represents 10% of the world 
market capitalization. The index covers approximately 85% of the 
free float-adjusted market capitalization in each country in each of 
the 24 countries. 

MSCI Europe Index captures large and mid cap representation 
across 15 Developed Markets (DM) countries in Europe.

MSCI Germany Index is designed to measure the performance of 
the large and mid cap segments of the German market.

MSCI India Index is designed to measure the performance of the 
large and mid cap segments of the Indian market.

MSCI Japan Index is designed to measure the performance of the 
large and mid cap segments of the Japanese market.

MSCI Russia Index is designed to measure the performance of the 
large and mid cap segments of the Russian market.

MSCI United Kingdom Index is designed to measure the 
performance of the large and mid cap segments of the UK market.

MSCI USA Growth Index captures large and mid cap securities 
exhibiting overall growth style characteristics in the US. The 
growth investment style characteristics for index construction 
are defined using five variables: long-term forward EPS growth 
rate, short-term forward EPS growth rate, current internal growth 
rate and long-term historical EPS growth trend and long-term 
historical sales per share growth trend.

MSCI USA Index is a market capitalization weighted index 
designed to measure the performance of equity securities in the 
top 85% by market capitalization of equity securities listed on 
stock exchanges in the United States.

MSCI USA Large Cap Index is designed to measure the 
performance of the large cap segments of the US market.

MSCI USA Mid Cap Index is designed to measure the performance 
of the mid cap segments of the US market.

MSCI USA Small Cap Index is designed to measure the 
performance of the small cap segment of the US equity market. 

MSCI USA Value Index captures large and mid cap US securities 
exhibiting overall value style characteristics. The value investment 
style characteristics for index construction are defined using three 
variables: book value to price, 12-month forward earnings to price 
and dividend yield.

PGAA Global Cross Asset Class Vol: Commodity, Equity, Currency 
and Fixed income implied volatility measures combined and 
rebased to 100 = 12/31/2002.

PGAA Global Manufacturing PMIs: GDP Weighted Country 
Purchasing Managers Indexes (PMI).

Russell 1000® Index measures the performance of the large-cap 
segment of the US equity universe. It is a subset of the Russell 
3000® Index and includes approximately 1,000 of the largest 
securities based on a combination of their market cap and current 
index membership.

Standard & Poor’s 500 Index is a market capitalization-weighted 
index of 500 widely held stocks often used as a proxy for the stock 
market.

Market indices have been provided for comparison purposes only. 
They are unmanaged and do not reflect any fees or expenses. 
Individuals cannot invest directly in an index.



Global Asset Allocation Viewpoints  |  2Q 2021    15

Investment Risk Warning

Investing involves risk, including possible loss of principal. Past 
performance is no guarantee of future results.  Asset allocation 
and diversification do not ensure a profit or protect against a loss. 
Equity investments involve greater risk, including higher volatility, 
than fixed-income investments. Fixed-income investments are 
subject to interest rate risk; as interest rates rise their value will 
decline. International and global investing involves greater risks 
such as currency fluctuations, political/social instability and 
differing accounting standards. Commodity futures contracts 
generally are volatile and not suitable for all investors.  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. The opinions 
and predictions expressed are subject to change without prior 
notice. The information presented has been derived from sources 
believed to be accurate; however, we do not independently verify 
or guarantee its accuracy or validity. Any reference to a specific 
investment or security does not constitute a recommendation 
to buy, sell, or hold such investment or security, nor an indication 
that the investment manager or its affiliates has recommended 
a specific security for any client account. Subject to any contrary 
provisions of applicable law, the investment manager and 
its affiliates, and their officers, directors, employees, agents, 
disclaim any express or implied warranty of reliability or accuracy 
and any responsibility arising in any way (including by reason 
of negligence) for errors or omissions in the information or 
data provided.  

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

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.

• The United States by Principal Global Investors, LLC, which is 
regulated by the U.S. Securities and Exchange Commission.

• Europe by Principal Global Investors (EU) Limited, Sobo Works, 
Windmill Lane, Dublin D02 K156, Ireland. Principal Global 
Investors (EU) Limited is regulated by the Central Bank of 
Ireland.  United Kingdom by Principal Global Investors (Europe) 
Limited, Level 1, 1 Wood Street, London, EC2V 7 JB, registered 
in England, No. 03819986, which is authorised and regulated by 
the Financial Conduct Authority (“FCA”). 

• In Europe, this document is directed exclusively at Professional 
Clients and Eligible Counterparties and should not be relied 
upon by Retail Clients (all as defined by the MiFID). The 
contents of the document have been approved by the relevant 
entity. Clients that do not directly contact 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 authorised and regulated 
within Europe and in any such case, the client may not benefit 
from all protections offered by the rules and regulations of the 
Financial Conduct Authority, or the Central Bank of Ireland.

• Switzerland by Principal Global Investors (Switzerland) GmbH.

• Singapore by Principal Global Investors (Singapore) Limited 
(ACRA Reg. No. 199603735H), which is regulated by the 
Monetary Authority of Singapore and is directed exclusively at 
institutional investors as defined by the Securities and Futures 
Act (Chapter 289). This advertisement or publication has not 
been reviewed by the Monetary Authority of Singapore.

• Hong Kong SAR (China) by Principal Global Investors (Hong 
Kong) Limited, which is regulated by the Securities and Futures 
Commission and is directed exclusively at professional investors 
as defined by the Securities and Futures Ordinance.

• Australia by Principal Global Investors (Australia) Limited (ABN 
45 102 488 068, AFS License No. 225385), which is regulated 
by the Australian Securities and Investments Commission. 
This document is intended for sophisticated institutional 
investors only.

• In Dubai by Principal Global Investors LLC, a branch registered in 
the Dubai International Financial Centre and authorized by the 
Dubai Financial Services Authority as a representative office and 
is delivered on an individual basis to the recipient and should 
not be passed on or otherwise distributed by the recipient to 
any other person or organization. This document is intended for 
sophisticated institutional and professional investors only. 

• Other APAC Countries, this material is issued for institutional 
investors only(or professional/sophisticated/qualified investors, 
as such term may apply in local jurisdictions) and is delivered 
on an individual basis to the recipient and should not be passed 
on, used by any person or entity in any jurisdiction or country 
where such distribution or use would be contrary to local law 
or regulation.

• Nothing in this document is, and shall not be considered as, an 
offer of financial products or services in Brazil. This presentation 
has been prepared for informational purposes only and is 
intended only for the designated recipients hereof. Principal 
Global Investors is not a Brazilian financial institution and is 
not licensed to and does not operate as a financial institution 
in Brazil.

Insurance products and plan administrative services provided  
through Principal Life Insurance Co. Principal Funds, Inc. is  
distributed by Principal Funds Distributor, Inc. Securities are  
offered through Principal Securities, Inc., 800-547-7754, Member  
SIPC and/or independent broker/dealers. Principal Life, Principal  
Funds Distributor, Inc., and Principal Securities are members of the  
Principal Financial Group®, Des Moines, IA 50392.

© 2021 Principal Financial Services, Inc. Principal, Principal 
and  symbol design and Principal Financial Group are registered  
trademarks and service marks of Principal Financial Services, Inc.,  
a Principal Financial Group company. Principal Global Investors 
is  the asset management arm of the Principal Financial Group. 
Principal Global Asset Allocation is a specialized investment 
management group within Principal Global Investors.
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Insurance Quarterly:
Perspectives, challenges, and opportunities

The U.S. Federal Reserve’s (Fed) response to the crisis has been a 
vital factor driving the market’s impressive recovery over the last 
year. Yet, this current backdrop of easy conditions has many investors 
concerned about inflation and rising rates and has even drawn 
comparisons to the 2013 taper tantrum. 

In this issue of Insurance Quarterly, our strategists and portfolio 
managers offer their expertise in valuations, credit and interest rate 
risks, and offer a variety of opportunities for finding yield and value 
across the asset class spectrum.

First Quarter  |  2021

1 As of March 31, 2021.

Market Insights  
Investing through the pandemic
Contributor: Seema Shah, Chief Strategist - Principal Global Investors

The first quarter launched 2021 on a positive note. Risk markets ignored short-term 
economic setbacks and outperformed in anticipation of additional fiscal stimulus and 
widespread vaccine distribution. The equity market turnaround since COVID-19 lows has 
been astonishing, with the S&P 500 up 75%—the biggest 12-month increase since 1936.  

While markets stayed broadly optimistic in the face of challenging conditions, bouts of 
volatility arose during the quarter as a stronger global growth outlook triggered inflation 
concerns, driving up bond yields and raising questions around future central bank policy.   

The vaccine rollout and policy support continue to drive the global 
economic recovery.
• The vaccine rollout is proving successful in some developed markets, with the 

United States, United Kingdom, and Israel the standout performers. But low 
vaccination rates in other countries have enabled global COVID-19 infection rates 
to rise, with the spread of new variants once more strengthening the link between 
rising mobility and infections. 

Highlights

• $13.7 billion in insurance 
company assets under 
management1

• Nearly three decades of 
insurance investment 
experience externally and 
five decades managing 
the general account for 
Principal Life

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

• An established global 
investment manager with 
$550.6 billion in AUM more 
than 900 institutional 
clients worldwide1

Industry Insight page 3

Spotlight on 
Portfolio Allocation 
Strategies page 4

Asset Class 
Perspectives page 6
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• Monetary and fiscal policy continue to support 
economies and drive risk market performance. 
The $1.9 trillion stimulus in the U.S. will likely 
supercharge consumer spending as households spend 
excess savings. Fiscal stimulus and re-openings are 
threatening inflationary pressure, raising concerns 
about Fed policies.

• The Fed’s response to the crisis has been a vital factor 
in the market’s impressive recovery over the last year. 
The central bank has strongly signalled an intention to 
keep rates on hold through the forecast period to 2024, 
thereby maintaining extremely easy accommodative 
conditions for the foreseeable future.

Economic data suggest a continuation of the 
strong rebound.
• Global GDP growth weakened in the first quarter, 

in line with renewed COVID-related restrictions. 
While services sectors have generally struggled, 
manufacturing has continued to thrive. As social 
restrictions are eased, pent-up demand should help 
drive a sharp recovery in economic growth.  

• The re-opening of the U.S. economy is already nudging 
along a rebound in leisure and hospitality—an area 
of the economy particularly hurt by the pandemic. In 
Europe, government furlough schemes have diminished 
the impact of slower economic activity on the labor 
market, but extended lockdowns are taking their toll.

• Europe has fared worse than the U.S. overall, 
potentially experiencing a first quarter contraction. 
Yet, most economic indicators suggest that European 
activity has likely troughed and should recover in the 
second quarter. 

Fiscal stimulus and re-openings are creating 
inflation pressure
• Inflation is largely anticipated to stem from the supply 

side of the economy. It typically takes a bit of time to 
rebuild inventories but, eventually, once the wheels 
have started moving, supply will rise sufficiently, and 
price pressures will once again ease.  Importantly, the 
transitory nature of this type of inflation means that 
that the Fed typically looks through such an increase 
and will not act upon it.

• The Fed’s response to the crisis has been a vital factor 
driving the market’s impressive recovery over the last 
year. No wonder then, that investors have become 
increasingly nervous that the rise in inflation may 
trigger a premature tightening in Fed policy. 

• Yet, the Fed has focused on the temporary nature 
of the inflation surge and has also emphasized their 
policy patience. As such, the central bank has strongly 
signalled their intention to keep rates on hold through 
the forecast period to 2024, thereby maintaining 
extremely easy accommodative monetary conditions 
for the foreseeable future. 

• The rise in bond yields, stemming from the stronger 
economic outlook in the U.S., has raised concerns 
about a repeat of the 2013 taper tantrum. Yet there are 
several differences. The recent rise in bond yields has 
been mainly driven by the rise in breakeven inflation 
expectations – during the 2013 taper tantrum episode, 
breakeven rates actually fell. The rise in real yields 
during the current market turbulence is considerably 
smaller than during the taper tantrum and, in fact, 
are no higher than the levels reached last November. 
Moreover, real yields remain deeply in negative 
territory. Similarly, although financial conditions have 
tightened slightly, they are still extremely easy and do 
not pose a headwind to the economic recovery.  
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Industry Insight  
Decisions on RBC loom for regulators 
Contributor: Sam Early, Actuary - Principal Financial Group

After years of proposals, negotiations, fits and starts, the 
National Association of Insurance Commissioners (NAIC) 
appears ready to make a final call to approve new risk-based 
capital (RBC) factors for bond investments. Somewhat less 
certain is a tag-along project to update RBC factors for real 
estate investments. The next few months will provide clarity for 
insurers as final decisions are made for 2021.

Bonds – Finish Line in Sight?

The NAIC’s Life RBC working group is weighing competing 
proposals for bonds. The American Academy of Actuaries 
(the Academy) has presented a crude update to the factors 
that has drawn criticism from industry interested parties. The 
Academy factors will lead to a material increase in required 
capital for most insurers and would hit insurers with the 
smallest portfolios hardest. A recent alternative proposal 
has been developed by Moody’s Analytics, with support from 
the American Council of Life Insurers (ACLI). The Moody’s 
factors will likely also lead to an increase in required capital, 
but at more modest levels. The Moody’s proposal is still under 
development and is up against a tight timeline for regulators 
to consider it. If Moody’s can get their proposal finished 
and convince regulators that they are an upgrade from the 
Academy’s, there is a good chance the Moody’s factors will be 
approved in 2021.

Real Estate – Is Now the Time?

ACLI has been pushing to reduce the RBC factors for real estate 
equity investments for several years, and regulators are finally 
listening to the proposal in early 2021. Principal and a group of 
peers have led the efforts to develop the proposal and advocate 
for its adoption. The proposal would reduce the RBC charge 
for directly held real estate on schedule A and for indirectly 
held real estate on schedule BA. The proposal also includes 

a reduction to the RBC charge for properties when market 
value exceeds book value, which creates a lower risk of loss. 
These changes are well supported by decades of real estate 
investment performance and would alleviate capital pressure 
on real estate investments.

While regulators are receptive in concept to the proposal, there 
are two primary forces working against it. First, regulators are 
hesitant to reduce capital requirements on real estate during 
the pandemic. Second, regulators are skeptical about relying 
on insurer’s reported statutory real estate market values, which 
receive very little scrutiny from regulators or examiners.

Outlook for 2021

Regulators continue to push to enact changes to the bond 
factors in 2021, hoping to put to bed a project that has dragged 
on for the better part of a decade. They also consistently 
state a desire to implement the real estate changes at the 
same time as the bond changes, as they will move in opposite 
directions for most companies. The question is whether enough 
regulators will be comfortable enacting lower charges for real 
estate during the pandemic, or if they will feel compelled to 
take the conservative approach and wait until they know more 
about the effects of the pandemic on real estate. Quite possibly, 
industry will have to keep working over the next couple years to 
get regulators comfortable with the real estate proposal.
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Spotlight on Portfolio Allocation Strategies 
Why middle market private high yield and why now? 
Contributor: Tim Warrick, CFA, Portfolio Manager - Principal Global Fixed Income

Are current market valuations really compensating investors 
for credit and interest rate risk? For many investors, this is a 
question regularly being asked. But what choice is there with all 
the central bank intervention and demand from yield starved 
global investors? There is a clear choice in middle market 
private high yield, an asset class that we believe many investors 
(specifically insurance companies) have a lower than optimal 
allocation. The generally predictable and long-term liability 
profile of insurance companies creates tremendous flexibility 
for investing in alternatives. In addition to being compensated 
for credit risk, investors should appropriately seek liquidity 
risk. After all, with a stable and long-term liability profile, 
having a significant allocation to higher yielding and return 
seeking assets that have lower liquidity than public securities 
should be very attractive. Middle market private high yield has 
proven time and again to deliver higher yield and return, lower 
volatility, and better default and loss experience than public 
alternatives.  

Though volatility of public fixed income sectors, such as broadly 
syndicated leveraged bank loans and public high yield, was 
significant last year; and yields spiked in conjunction with 
the COVID-19 crisis, the ability for investors to meaningfully 
increase allocations was cut short. Even for those investors that 
did take advantage of the short-lived opportunity, valuations 
are now elevated by almost any measure. This rapid recovery 

in valuations was partly driven by market support from the Fed 
and other central banks. While public sectors often experience 
volatility that may or may not represent fundamental company 
and economic conditions, middle market private high yield 
valuations are consistently more stable, reflecting credit risk, 
a liquidity risk premium, and additional premium that is driven 
by the less efficient nature of the middle market direct lending 
asset class. This premium is also driven by the desire of private 
equity sponsors and borrowers to have certain and consistent 
access to capital through the relational lending offered by 
middle market direct lenders.       

Middle market private high yield proved to be resilient during 
the sharp COVID-19 downturn, significantly outperforming 
public high yield loans and bonds. The private high yield sector 
maintains a discipline to require reasonable compensation for 
the liquidity risk and credit risk through market cycles, whether 
cyclical or systemic. This market is not driven by broad market 
risks, or the binge and purge of liquidity that affects valuation 
(and creates excess volatility) for public market corporate loans 
and bonds. Ultimately the stability of capital sources drive 
liquidity. When the sources of capital ebb and flow, it could 
be argued the liquidity risk of public market sectors is often 
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mispriced and swings too rich and too cheap. The stability of 
capital for private middle market high yield may make it even 
more attractive than many may think. Flows don’t fluctuate 
dramatically compared to public markets, and in fact “dry 
powder” of committed capital continues to build in funds 
and institutional commitments through separately managed 
accounts. Not only is much of this capital from stable sources, 
such as insurance and pension liabilities, it is often required to 
be held in funds and investment vehicles for certain periods.  

Much of the yield premium for private high yield is a result of 
greater spread compared to public high yield loans and bonds. 
However, a considerable yield pick-up also is realized from 
LIBOR floors of typically 1%, and an average original issue 
discount (OID) of around two points, which are both standard 

in middle market loans. The OID plus additional call protection 
also supports the internal rate of return that we expect will be 
considerably higher than the going in yield. Another attractive 
feature that supports our expectation for strong performance 
compared to public alternatives is the lower leverage profile, 
with the equity contribution from private equity sponsors on 
leveraged buyouts averaging well over 50%. In addition, middle 
market private high yield is predominantly a first lien asset class 
with meaningful covenants. As we have all witnessed, nearly 
75% of the public loan market has shifted to covenant-lite while 
less than 2% of middle market loans are considered covenant-
lite (source: Refinitiv). There are many compelling reasons to 
believe this floating-rate asset class will continue to deliver 
strong risk-adjusted returns, including the ability to generate 
strong performance in a rising rate environment.
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In addition to this yield and return premium, the correlation benefit associated with the lower volatility, floating rate nature of the 
middle market private high yield asset class should improve investors’ efficient frontier (please see 4Q Newsletter). Even within 
the asset class there is an ability to benefit from inefficiencies and the relational nature of the direct lending market. Larger middle 
market loans tend to offer considerable yield and return pick-up (6.57%) compared to public alternatives during fourth quarter 
2020. The core and lower middle market opportunities ($100 million or less term loan facility) can provide further yield pick-up 
(7.44%), as there tends to be less competition and more required resources for origination and underwriting. During the quarter, the 
Principal Alternative Credit team realized an average yield of 8.60% on loans originated, underwrote and closed. These deals also had 
attractive risk profiles, all being first lien with at least two maintenance covenants, and average leverage around four times Senior 
Debt to EBITDA and 40% Loan-to-Value. In addition, this asset class is generally very efficient from a risk-based capital perspective.  
A majority of our loans are rated NAIC 3, with some carrying NAIC 4 and NAIC 2 ratings. 

MM 1st Lien Term Loan Yields - Direct Lenders Only Direct Lenders MM Yield Premium (over Large Corp.)Large Corp. Term Loan Yields

Source: Refinitiv, S&P Global LCD as of 12/31/2020.
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Asset Class Perspectives 
Short duration stance benefitting emerging market debt  
Contributor: Damien Buchet, CIO-Total Return Strategy - Finisterre Capital

March remained in line with 2021 so far: higher core 
rates, stronger dollar, and firm developing markets 
equities. Resurgent COVID-19 and vaccination missteps 
are taking a particular toll on the EUR.   

What we’re keeping an eye on

China – United States relations - The tensions between 
Beijing and Washington that characterized the Trump 
administration will not be easily resolved as evidenced 
during the ill-tempered talks between the two countries’ 
respective senior foreign policy teams. 

Peru’s presidential election - Peru’s presidential election 
heads to a run-off in June between Pedro Castillo, a 
lesser-known extreme left candidate and Keiko Fujimori, 
daughter of late president Fujimori, whose own legacy is 
tainted by various corruption scandals.

Turkey’s Central Bank - President Erdogan abruptly 
fired the third Central Bank Governor in less than a year 
representing a huge credibility blow, given the fact that 
the appointment of the new Governor and Finance 
Minister just four months ago had led to a constructive 
change in policy direction and also led to the return of 
portfolio inflows, slowdown in dollarization, and positive 
performance in Turkish assets since November 2020. 

U.S. rates and global re-opening momentum - The 
U.S. has moved ahead of the western world in terms of 
vaccinations, providing upward momentum to activity 
indicators in the country. The U.S. has led global growth 

higher and it remains to be seen when Europe and 
then large emerging markets (EM) will get COVID-19 
under control and roll out vaccines to allow for their 
own economic rebound. As a result, we expect range-
bound markets with U.S. rates expected to move higher 
albeit at a slower pace than we have seen in first quarter 
2021. Markets will remain largely data-driven looking 
at better growth/jobs figures as a positive but inflation 
overshooting as a potential negative for risk assets. EM 
asset classes will remain hostage to the trade-off of 
COVID-19 spread against vaccinations in the rest of the 
world, looking for a path towards catching up with the U.S. 
on vaccinations and safe reopening. 

Looking ahead

We retain a short duration stance but have taken some 
profits after the sizeable move in U.S. rates. We remain 
cautious on EM currency given the potential for continued 
USD strength, but we are watching the EUR move in 
recent days as a bellwether of a potential chink in the 
USD armour. Likewise, we are focused on bottom-up 
fundamental carry and value opportunities across EM to 
buy on weakness such as steep local interest rate curves, 
selected sovereign and corporate high yield credits, 
and foreign exchange that benefits from economic 
normalization led by developing markets (RUB, INR, MXN, 
KRW, and CE3 economies). As ever, and maybe more than 
usual, we are focused on idiosyncratic improvement stories 
in the sovereign and corporate space. 

REAL ESTATE EQUITY 
Not to "D?" How about value-add real estate?  
Contributor: John N. Urban, Managing Director, Portfolio Manager - Principal Real Estate Investors

Spring and wider access to COVID-19 vaccines in the U.S. 
are leading to an uptick in economic activity, with a strong 
rebound in GDP expected this year. While interest rates 
are rising, many insurance companies still have an interest 
in the higher yields that alternative assets can generate, 
including equity real estate.

Last quarter we touched on the “D” word – Development 
investing. If that is not a fit for your firm, the next best 
higher yield alternative is to invest in value-add real estate, 
sometimes with operating partners, sometimes without, 
depending on the particular asset challenge.
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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. 
While we did not see widespread distress in commercial 
real estate markets as a function of COVID-19 (outside 
of particular property sectors), Principal Real Estate 
Investors is still seeing value-add opportunities in the 
apartment, office (need to be selective), data center and 
life science sectors, among others. We expect to see 
levered returns in the high single digits to low double 
digits for these opportunities. We see very few real value-

add opportunities in the industrial sector given robust 
investor demand for that property type.  

If this type of property strategy seems to be a fit for 
your portfolio needs, there are two main ways to access 
these opportunities in the private market equity real 
estate world. First is by acquiring direct ownership of 
the properties either with or without a joint venture 
operating partner. This generally means a historical cost 
accounting profile is used which is helpful in protecting 
against GAAP losses in a downturn. However, it also 
results in a GAAP depreciation charge against operating 
income and appreciation is not recognized until sale. 
Alternatively, investing through a fund generally brings 
fair value accounting with both income and appreciation/
depreciation flowing through above the line. 

Real Estate Private Debt 
Commercial mortgages continue to provide strong upside for life insurers   
Contributor: Christopher Duey, Senior Managing Director, Debt Portfolio Management - Principal Real Estate Investors

Per the American Council of Life Insurers (ACLI), overall 
commercial real estate lending volumes by life insurance 
companies posted a sharp rebound in fourth quarter, 
increasing 67% from third quarter levels and rounding 
out 2020 at approximately $46.8 billion. Although this 
level was down sharply from 2019 levels, the industry did 
enter 2021 at a relatively good pace as borrowers took 
advantage of low interest rates and life companies opened 
the year with new allocation targets.  

One challenge to volume levels continues to be the lack of 
investment sales activity within the commercial real estate 
sector, thus forcing life companies to focus on refinance 
opportunities to meet their goals. With positive progress 
on the vaccination front and a stronger economic forecast, 
investment sales activity should pick up throughout 2021, 
thus presenting an even broader opportunity set for life 
companies. Although treasury yields did steepen during 
the quarter, mortgage spreads did adjust, thus keeping 
overall interest rates attractive to borrowers. For lenders, 
spreads still provide strong values relative to corporate 
bonds.

Lenders continue to venture outside of core strategies to 
enhance both yields and overall volume. Two common 
non-core strategies are bridge lending (transitional 

properties) and construction lending. For us, we tend to 
barbell our core lending with our construction lending 
program, which provides a nice bump in spreads and 
strong relative values. With our construction program, 
we focus on multifamily and industrial product, the two 
property sectors that continue to exhibit the strongest 
market fundamentals. We also tend to focus on the 
markets and regions that are forecast to provide strong 
economic activity and growth.

Historically, most life companies were active in the four 
primary property types: multifamily, industrial, office, and 
retail.  In addition, some life companies would provide 
financing on hotels. With the post COVID-19 strain 
impacting tenant demand, many lenders have reduced 
their demand for office, retail, and hotel loans.  In an 
effort to broaden our investable universe, we are actively 
researching and enhancing our knowledge around 
several niche property types to identify which ones 
provide the most attractive risk and return profile. These 
niche property types include life sciences, self storage, 
manufactured housing, data centers, senior housing, and 
mixed use. We have invested at some level in several of 
these niche strategies in the past with good success and 
will likely look to increase our activity in the future.    

Principal Real Estate 
Investors is still 
seeing value-add 
opportunities in the 
apartment, office, 
data center, and life 
science sectors
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Real Estate 
CMBS: Spreads end quarter relatively flat after major rate sell-off 
Contributor: Marc Peterson, CFA, Chief Investment Officer-CMBS - Principal Real Estate Investors

It was a tale of two halves for CMBS spreads during 
first quarter 2021. Spreads initially rallied as rates were 
selling off through mid-February but then leaked wider 
with spreads softer in the secondary market and a weak 
print on the last deal of the quarter from Credit Suisse. 
This spread performance came during a period of much 
lower conduit CMBS issuance. Conduit issuance ended 
the quarter at $5.9 billion which was 49% lower than 
the first quarter 2020. Higher yields and less supply did 
act as a tailwind for spreads through mid-February, but 
spreads retraced the move tighter to end the quarter 
flat to marginally wider except for BBB-. The move wider 
in spreads reflected weakness in broader fixed income 
markets as fund flows turned negative when 10-year 
interest rates moved from 1.10% mid-February to 1.74% 
to end the quarter.

Even with this move in 
spreads during the second 
half of the quarter, CMBS 
yields continue to offer 
an attractive spread 
premium to similarly 

rated corporate bonds which continues to help drive 
demand for CMBS as investors look for attractive yield 
opportunities. This yield advantage also comes during a 
period where the outlook for the fundamental recovery 
of commercial real estate improved, and delinquency 
rates trended lower as investors looked past the second 
wave of COVID-19 into a post-vaccine environment late 
2021 and 2022.

There was an update from the NAIC providing guidance 
for the risk-based capital criteria for 2021. The new 
criteria would move from comparing the intrinsic price 
of a security to the investor’s book price to comparing 
the intrinsic price to specified breakpoints for each 
NAIC rating. This change would be expected to limit 
the number of NAIC 3 and 4 rated securities that were 
driven by high premium book prices under the current 
method. The changes are out for comment and have not 
been finalized but this would be a positive change for 
insurance companies that hold CMBS.

 1Q21 1/1 - 2/12 2/12 - 3/31 QTD

AAA -7 +13 +4

AA- -22 +25 +3

A- -38 +43 +5

BBB- -65 +50 -15

Source: JPMorgan as of 3/31/2021.

CMBS yields continue 
to offer an attractive 
spread premium 
to similarly rated 
corporate bonds

Delinquency transition - total conduit

Source: JPMorgan, Trepp as of 3/31/2021.
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Municipal Debt 
Taxable muni bonds - A resilient source of high-quality credit
Contributors: Nick Pierce, CIPM, Director-Alternative Credit Operations - Principal Global Fixed Income; Andrew Dion, Managing Director 
and Chief Operating Officer - Principal Global Fixed Income; Garrett Schmid, Product Specialist - Principal Global Fixed Income

The volatility of rates in 
the first quarter of 2021 
resulted in sub-optimal 
returns for fixed income 
securities, but just as with 
the COVID-19 crisis in 
2020, this tumultuous time 
proved again that taxable 

municipal bonds can weather these inevitable storms 
better than other fixed income asset classes.  

Taxable munis are most commonly compared to U.S. 
investment grade corporates, but the advantages of 
taxable munis over investment grade (IG) continue to  

 
demand attention; one specific differentiator of note is 
the rate of credit migration in the two asset classes. 

Investors in high quality corporate credit witnessed  
$79 billion of A rated bonds downgraded to BBB in the 
first quarter of 2021, and $60 billion of debt migrating 
from AA to A. This leaves only $91 billion of AAA and 
$510 billion of AA index eligible debt in IG corporates. 
AAA and AA rated investment grade credit now 
represents only 8% of its index making taxable municipal 
bonds a logical fit for investors that are looking for highly 
rated debt with lower historic ratings migration.

The resiliency of taxable munis can be seen in their 
relative returns in the first quarter 2021. 

Taxable municipal 
bonds may be a 
logical fit for investors 
that are looking for 
highly rated debt with 
lower historic ratings 
migration

Source: Bloomberg as of 3/31/2021.

The swift and sharp upward movement in the 10-year 
treasury rate hit longer duration asset classes like taxable 
munis harder than shorter dated indexes, but the resiliency 
of the taxable muni market is evident as trading in the first 
quarter continued to be orderly (remember, taxable munis 
are dominated by institutional buy and hold investors and 
has relatively low retail investor participation), and spreads 
continue to be range bound to tighter in spots. Further, 

issuance trends remain elevated even in the face of rising 
rates, with $33 billion of issuance in the quarter, which was 
the highest start to a year since 2010.

Outsized cash flows into mutual funds pushed valuations 
near historical tights for tax-exempt munis and as such we 
believe taxable munis are a more attractive investment at 
this time, especially for P&C insurers.

First Quarter 2021 Returns
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High Yield Debt 
Robust new issue volumes in high yield 
Contributors: Jeffrey Stroll, Chief Investment Officer & board member - Post Advisory Group

2021 got off to a positive start in high yield with the Bloomberg 
Barclays US Corporate High Yield Index grinding higher in each 
month of first quarter 2021, finishing the quarter with a total 
return of 0.85%. Investor optimism about significant progress 
in vaccinations and the passage of a nearly $2 trillion stimulus 
package was enough to overcome somewhat weaker technicals 
and rising treasury rates. 

Similar to fourth quarter 2020, the optimism in the market 
was primarily expressed in lower rated credits, as CCC-rated 
credits returned 3.58% versus B-rated credit returns of 1.16% 
and BB-rated credit returns of -0.15%. Similarly, the industries 
most heavily impacted by COVID-19 related concerns, such 
as airlines, leisure, and retailers were the strongest gainers 
during first quarter 2021. In addition, an approximate 20% 
increase in oil prices boosted the energy sector, with Oil Field 
Services posting particularly large gains. At the other end of the 
spectrum, utilities, supermarkets, wirelines, and wireless all had 
negative returns in first quarter 2021.

With 10-year treasury yields rising 82 bps to 1.74% during the 
quarter, spread compression was a significant factor in driving 
returns, as the OAS on the Index tightened by 50 bps to  
310 bps, a new post-Global Financial Crisis quarter-end low; 
CCC spreads tightened 110 bps, B spreads tightened 46 bps, 
and BB spreads tightened 38 bps. It is worth noting that 
the leveraged loan market, which has many of the same 
fundamental credit drivers as the high yield bond market 
without the same interest rate risk, outperformed high yield. 
The S&P/LSTA Index returned 1.78% in first quarter 2021.

In spite of the generally bullish sentiment, technicals were 
slightly weaker, as high yield mutual funds saw outflows each 
month and totalled $10 billion for the quarter. Meanwhile, 
gross/net new issue volumes were robust, totalling $159 billion 
and $36 billion, respectively. Thus, the high yield market was 
able to absorb a relatively large volume of new supply amid 
mutual fund outflows and rising treasury rates and still post 
positive returns for the quarter. Technicals were better in the 
leveraged loan market, with loan mutual funds seeing quarterly 
inflows for the first time since fourth quarter 2018, totalling 
$11 billion and the CLO bid returning with CLO AAA liabilities 
tightening approximately 20 bps in the quarter, improving the 
arbitrage opportunity for CLO equity investors.

High yield materially 
outperformed other fixed 
income assets classes in first 
quarter 2021: Barclay’s IG 
Index -4.65%, Barclay’s EM 
USD Index -3.23%, S&P 10-year Treasury Bond Total Return 
Index -6.96%. Recent economic data has been supportive of 
credit fundamentals, and reports on the most recent stimulus 
checks suggest that they may give the already elevated 
personal savings rate another boost which is further good news 
for the health of consumers. Add in continued progress in the 
vaccine rollout and optimism about economies reopening, and 
we believe many of the potential headwinds facing the market 
one quarter ago are somewhat less concerning. On the other 
hand, we believe the risk of rising interest rates is an ongoing 
challenge, particularly given relatively tight spread levels, so 
careful credit selection is as paramount as ever. 

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 $550.6 billion in assets 
under management, and more than 900 institutional clients globally (as of March 31, 2021). Forty-eight of those 900 
clients are external insurance companies. They trust Principal Global Investors to manage more than $13.7 billion in 
assets, ranging from private real estate debt and equity, to specialized debt and equity strategies. 

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

Recent economic 
data has been 
supportive of credit 
fundamentals.  



  11For Institutional, Professional, Qualified and/or Wholesale Investor Use Only in Permitted Jurisdictions as defined by local laws and regulations.

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. 
Europe by Principal Global Investors (EU) Limited, Sobo Works, Windmill Lane, Dublin D02 K156, Ireland. Principal Global Investors (EU) Limited is regulated 
by the Central Bank of Ireland.  United Kingdom by Principal Global Investors (Europe) Limited, Level 1, 1 Wood Street, London, EC2V 7 JB, registered in 
England, No. 03819986, which is authorised and regulated by the Financial Conduct Authority (“FCA”).  In Europe, this document is directed exclusively at 
Professional Clients and Eligible Counterparties and should not be relied upon by Retail Clients (all as defined by the MiFID). The contents of the document 
have been approved by the relevant entity. Clients that do not directly contract with Principal Global Investors (Europe) Limited (“PGIE”) or Principal Global 
Investors (EU) Limited (“PGI EU”) will not benefit from the protections offered by the rules and regulations of the Financial Conduct Authority or the Central 
Bank of Ireland, including those enacted under MiFID II. Further, where clients do contract with PGIE or PGI EU, PGIE or PGI EU may delegate management 
authority to affiliates that are not authorized and regulated within Europe and in any such case, the client may not benefit from all protections offered by the 
rules and regulations of the Financial Conduct Authority, or the Central Bank of Ireland. •In Dubai by Principal Global Investors LLC, a branch registered in 
the Dubai International Financial Centre and authorized by the Dubai Financial Services Authority as a representative office and is delivered on an individual 
basis to the recipient and should not be passed on or otherwise distributed by the recipient to any other person or organization. This document is intended 
for sophisticated institutional and professional investors only. •Singapore by Principal Global Investors (Singapore)Limited (ACRAReg.No.199603735H), 
which is regulated by the Monetary Authority of Singapore and is directed exclusively at institutional investors as defined by the Securities and Futures 
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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 to talk about 
opportunities across the entire 
private credit spectrum with three 
senior folks who are very, very well 
versed in this space. And I'm going to 
introduce them one at a time and then 
we can all chime in. Andrew Kleeman, 
senior managing director, head of 
corporate private placements at SLC 
Management. Andrew, welcome.

ANDREW: Thank you.

STEWART: Chris Wright, managing 
director, head of private markets at 
Crescent Capital. Chris, welcome.

CHRISTOPHER: Thanks, Stewart. 
Thanks for having us.

STEWART: Absolutely. We're very 
happy that you're here. John Bowman, 
managing director Crescent Capital. 
John, how are you?

JOHN: Good afternoon, Stewart.

STEWART: The guy who always 
learns the most out of these deals is 
me, because I get to interview really 
senior people who are at the top of 
their game in these various asset 

Interview

Opportunities across the  
private credit spectrum

Andrew Kleeman,  
Chris Wright, 
John Bowman

Guest Q&A

classes. What would really be helpful 
and my questions come from genuine 
curiosity, can you provide a high level 
overview of the IG and below IG 
private credit market? And talk about 
the opportunity set just broadly?

CHRISTOPHER: Sure. Sure. I can 
kind of kick off. This is Chris Wright. 
Great question. Look, I think, we, and 
I'll refer my comments specific to the 
below investment grade corporate 
credit market, which is where we 
focus at Crescent. There are a number 
of drivers and a number of secular 
tailwinds that are fueling the market 
right now. Certainly the amount of dry 
powder that's in the hands of private 
equity sponsors sets up for a very 
nice, robust M & A market as we look 
forward. We're also seeing significant 
activity for private credit lenders as 
banks continue to decrease their focus 
on lending, creating opportunities for 
us to invest up and down the capital 
structure in senior, as well as junior 
and even preferred in minority equity 
investments, alongside private equity 
sponsors. If they continue to get out, 
private lenders like ourselves are 
filling that void and that's creating a 
tremendous tailwind.

I think as well, sponsors are really 
recognizing the value of having pri-
vate lenders in their capital structure. 
When you go through a period like 

we just went through with COVID, it's 
important to understand that having 
good partners in your capital struc-
ture, allow you to adjust to quickly 
moving activities that may impact 
their portfolio. 

STEWART: One of the things that you 
often hear with regard to differences 
between public and private, so public 
versus private, we can talk about 
being negotiated. The thing that 
most people think of when they hear 
private is a liquidity give. At least my 
experience is that insurers tended to 
say, "Boy, we need a lot of liquidity," 
but they really didn't need as much as 
they thought, perhaps. Can you talk 
a little bit about public private and 
the liquidity tradeoffs and whatnot? I 
think that's something that matters to 
insurance investors.

Yeah. This is Andy Kleeman. Two 
things, one is most life insurance 
companies and even P&C or other 
types of insurance companies, 
probably aren't going to liquidate their 
entire portfolio in a given year, unless 
something really tragic has happened. 
Speaking from the perspective of a 
life insurance company, if you have 
a $10 billion fixed income portfolio 
and a quarter of that is in privates 
that can earn anywhere from 30 to 
70 basis points of illiquidity premium 
and for the investment grade private 

SLC Management is the institutional asset management business of Sun Life, a global financial services organization. They offer clients access to a spectrum of 
investments across public and private fixed income, real estate and infrastructure. Crescent Capital Group invests in private fixed income debt securities at all 
levels of a company’s capital structure and specializes in below investment grade private credit.
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placements, that's the same capital 
charge that you're getting on your 
public A and BBB rated public bonds, 
all that additional yield falls to the 
bottom line year in and year out.

Is it at the expense of some illiquidity? 
Sure. But again, I don't know if anyone 
actually turns over their entire 
investment grade bond portfolio in 
a given year. And to counteract that 
illiquidity, we have covenants which 
protect us from the downside and 
you get a more diversified portfolio. 
Frequently you get collateral, but 
the loss history in investment grade 
private placements is superb. Better 
than public bonds, frankly. It's kind of a 
no brainer to add when you're looking 
at any kind of allocation optimizer 
between publics and privates.

STEWART: We talked a little bit 
about the reduced volatility. I think 
the consensus is we've got lower 
for longer interest rates for the 
foreseeable future. And there's 
increasing pressure on insurers 
to generate investment income by 
getting creative and looking at asset 
classes that they might already may 
not have previously. Are you seeing 
flows? Are you seeing demand to 
privates versus publics, generally 
speaking? That's my sense of where 
money is going, but you guys are a lot 
closer to it than I am.

JOHN: I'll touch on that. This is John 
Bowman. I think as Chris mentioned, 
the early driver of private credit was 
in fact sort of the banks exiting and 
being consolidated and leaving a 
huge space or void in the delivery 
of private credit, particularly on the 
senior side. As we got into that lower 
rate environment, Stewart that you 
mentioned, which first came after 
the last recession in 2009, 2010. With 
LIBOR very low, you really needed 
to, I guess it was for Chris and I, the 
first search for yields dynamic, really 
coming supercharged. And here we 
are ten years later through a second 

event, the pandemic. And once 
again, the search for yield is now 
even more pronounced.

And so during that period, absolute 
returns have come down and the 
need and the value of getting that 
extra yield is now more important 
than ever. And so the flows into the 
space are significant, whether it's 
senior capital, junior capital, large 
cap, small cap, the flows are very, very 
significant. And then as Chris said, 
the product is now been delivered 
privately for a number of years where 
the private equity community and the 
other issuers are accustomed and 
prefer generally a private execution, 
particularly in the non-investment 
grade side. You have kind of the 
perfect storm right now, away from 
the pandemic, of course, in terms of 
both capital flowing in and the need 
for private credit and yield really 
driving the space.

STEWART: And I guess in spite of 
those flows, I get the sense that 
sometimes insurers are not sold on 
the asset class. Do you think they are? 
And can you talk a little bit about the 
hurdles that clients need to get past? 
I think maybe it's getting rid of some 
old thinking and looking at today's 
current market with a fresh brush. 
Can you talk a little bit about the kind 
of hurdles that clients need to get past 
when they take a look at this thing for 
the first time?

ANDREW: I think on the investment 
grade side, part of it is clients, when 
we describe an investment grade 
private placement as more diverse, 
issuers that aren't in the public 
market, covenants, spread premiums, 
smaller working groups, better loss. 
The question comes, why would 
anyone issue in that market if they're 
paying a 50 basis point premium 
over public? And part of that is just 
explaining the types of deals we do 
and the structures that we do. And 
there are entities that are private 

companies that want investment 
grade profiles, but don't want to 
make their financials public.

There are certain entities like 
accounting firms and such who don't 
have access to the public market 
because they want to closely control 
who holds their debt. They don't want 
to have any of their clients holding 
their debt because of the conflict of 
interest. There are certain structures 
where maybe an issue or tranche is 
less than $300 million, so it doesn't 
get index eligibility. And so there's 
no pricing advantage to go to the 
public market. It's not more risk in 
the private market, it's just a lot more 
work underwriting and originating 
and the operational aspects of getting 
through the deal legal mechanics.

CHRISTOPHER: I was just going to 
add a couple things for the below 
investment grade market. I think, 
look, on where we operate below 
investment grade, it's what I would 
call the spicier end of the market. 
And not all private credit managers 
are created alike in our space. And 
so we have obviously seen a big 
growth in this end of the market 
over the last five or six years, but 
there are a number of us that have 
been out there for 20 years and have 
long track records and can be easily 
evaluated. I think, number one is 
really getting to know the manager 
and making sure you're comfortable 
with their default history and their 
recovery history and their loss history 
and their ability to generate returns. I 
think the second thing in our market 
is liquidity versus illiquidity. What we 
have found is liquidity sounds great, 
but when you want it, even in the 
syndicated markets, when you want 
it, it's not there.

And so we have certainly been on 
an education course with groups 
and talking about that and offering 
insights into how we think about 
liquidity and that there should be 

INTERVIEW: Andrew Kleeman, Chris Wright, John Bowman 
Opportunities across the private credit spectrum (cont.)
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position in your portfolio to generate 
the incremental yield that we're able 
to deliver, albeit maybe at a small cost 
of illiquidity. But I think, that is another 
area that is sometimes a hurdle. And 
then the third area that we spend a 
lot of time with insurance companies 
on is risk based capital. There's been 
a lot of technology over the last few 
years to address risk based capital. 
Whether that be commingled funds, 
whether it be getting ratings, whether 
it be doing an SMA, whether it being 
a rated note structure, we try to be 
flexible, just like we offer a solution for 
the sponsors that we're investing with 
in their buyouts. We try to address 
and offer solutions for our investors 
as well and try to be flexible with the 
broad platform that we have.

STEWART: It's interesting just to 
kind of look at the capital charge. 
For example, there's a lot of things 
that we talk about on this show, and 
on our website more broadly, that 
are so narrow. It's all insurance asset 
management. And so the capital 
charges really matter. And you 
guys manage money for insurance 
companies and you get the joke on 
that and you understand. The thing 
that Andy said earlier is that insurance 
companies are often buy and hold. 
You're not seeing people blow out of 
an asset class and come back in it, it 
doesn't work that way. That seems to 
be a good fit to going down in liquidity. 
Am I on target there? Or am I off base?

ANDREW: You're absolutely on 
target. For the investment grade 
private credit market, we estimate 
it's probably somewhere around a 
trillion dollars of outstandings. And 
it's hard to get a number on that 
because it's of course, private. And 
there's a lot of deals that we wouldn't 
know were done. I think two to three 
billion a year actually trades. People 
hear that there's a kind of a pucker 
factor, but it's because the insurance 
companies that hold these assets 
feel this goal. They appreciate the 
covenants. They value the covenants 

and the downtime protection. They 
want to earn that illiquidity premium 
over time. And so when we do see 
good credits come into the secondary 
market, they trade well for the most 
part. Every situation is unique based 
on how many investors are in a deal 
and how that credits performed, 
but I think illiquidity sometimes is 
overstated and it's something that the 
major players in this industry aren't 
concerned about at all.

CHRISTOPHER: I'd also add, when we 
look at it in a number of our structure, 
our commingled funds and obviously 
there's been a growth in the secondary 
markets of LP interests there's some 
trading in everybody's funds. But 
what I would say to your point is, I 
don't remember the last time senior 
requests by an insurance company 
to trade a secondary position out of 
one of our funds. We'll see it every 
once in a while with endowments or 
foundations or sovereign wealth or 
pension plan. But I don't remember 
the last time an insurance company 
went in and was looking to move its 
position in the fund. It sort of speaks 
to that point that when they do come 
in, they are long term investors, they 
have long-term liabilities and obviously 
that matches up very well with a longer 
term investment that can derive higher 
MOIC and can offer the premium that 
we're talking about here.

STEWART: We've talked a little 
bit about mainly life insurance 
companies and this is just my own 
curiosity. What's the business mix P& 
C to life? My understanding from what 
I've heard is that P&C companies are 
beginning to show up into a market 
that heretofore has been pretty much 
exclusively the life industry. Can you 
talk a little bit about that? If you're 
seeing flows out of P& C space too?

ANDREW: In my side, it definitely is 
starting to happen. And again, it's just a 
search for yield. It's been a nice change 
because we're seeing historically it's 
been 10 year fixed rate deals and 

there's flexibility, but it'd be set into the 
seven to thirty year fixed rate bullets, 
or sometimes amortizing structures. 
And with more P&C companies in the 
market, we're seeing more demand for 
shorter deals, three to five years, three 
to seven. And so it's bringing more 
issuers to the market and it's allowing 
the investment grade private credit 
market to be a more bespoke solution 
to those issuers. It's been a positive 
having that demand in the market.

STEWART: Yeah. That makes total 
sense to me. We talked about IG, 
we talked about below investment 
grade. How do they work together? 
Oftentimes insurers, they're going 
to have some of each. Do they 
complement each other? Or are they 
in competition? Are they completely 
separate? How do you guys view the 
IG versus below IG interaction?

JOHN: I would say what we're seeing 
is a lot of our clients, whether it's on 
the liquid side or the IG side, are using 
privates to just blend up that ultimate 
yield on their portfolio. When flows 
started to first come in in a meaningful 
way after the 08, 09 downturn, when 
rates were low, I think in the early 
years, some folks thought of private 
credit, particularly on the senior side 
as it might've been an opportunistic 
temporary need for that extra yield. 
And then here we are ten years later 
with LIBOR at less than 25 BPS and 
maybe it's not so temporary. And I 
think what that's done is transition 
insurance companies, I know on 
the below investment grade side to 
gravitate their thinking to “no, this 
is a permanent part of my asset 
allocation.” In fact, when I got in early, 
I might have been in the two percent 
to five percent area, but now I'm 
moving up with many insurers to five 
percent to 10 percent of their asset 
allocation into a below investment 
grade private credit.

I think as people have become more 
comfortable with the asset class, 
and as Andy has said, you get used 
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to the nature of the transaction. 
People are saying, "Yeah, I do have 
adequate liquidity so I don't need 
this portion of my cap structure to 
be or my portfolio to be liquid and 
monetizeable and it should really be 
a permanent allocation. And then I 
can shift between different markets 
within private credit." Which is one 
of the things we at Crescent can 
really do quite well and why the SLC 
Management/Crescent transaction, I 
think it's really interesting.

ANDREW: I would add on that. I 
think that the investment grade 
private credit is a great gateway drug 
to the below investment grade for 
insurance companies that are looking 
to understand illiquidity, because on 
the investment grade side, you get 
the same capital charges. And you're 
getting a yield pickup. And then once 
they've been doing that for a while and 
they get comfortable with how much 
illiquidity they can handle as they 
continue to look for more yield and a 
more diverse portfolio, it blends nicely 
into that below investment grade 
range. But in this yield environment, 
I think people are turning over every 
stone looking for every basis point of 
return they can get.

STEWART: The investment shops at 
these various insurance companies 
are smart money shops. They're 
sophisticated. They come to you 
and you're explaining your views 
of an asset class. At what level are 
you starting that conversation? In 
other words, what questions are you 
getting from your clients and from 
prospective clients?

CHRISTOPHER: Look, we're all credit 
geeks so I think the first question is 
always focused around principal 
preservation, how you protect your 
principal and your philosophy around 
diligence. It’s talking about default 
rates and how that compares to the 
liquid market, talking about recovery 
rates and how that compares to the 
liquid market. Whether it's senior, 

junior, what's the yield pickup for 
where you sit in the capital structure? 
And then more fully understanding, 
where in the economy you're 
investing, whether it's lower middle 
market, middle market or upper 
middle market. And so we spend a lot 
of time talking through different parts 
of the capital structure and how we 
focus on principal preservation.

I think on the private side as well, 
one of the big differentiation points 
is origination. We spend a lot of time 
talking through how we originate, 
what differentiates us from other 
originating sources and what our 
relationships look like. And so I think 
that's something that really means a 
lot and we spend a lot of time on.

And then I guess what I would say the 
last part then is really, what's the value 
add post investment? Our job on the 
private side is, we're not investing to 
trade, we're investing to hold. And 
so our job's not done when we make 
the investment. It's how involved are 
we with the company? Do we control 
tranches? Do we have a required 
lender status? Are we an agent? It's 
those types of questions and where 
we're adding value post investment. 
It does translate into lower defaults 
and high recoveries, which ultimately 
generates the yield premium that 
we're talking about. But I would say 
those are kind of the three to four 
main focus areas that we spend a lot 
of time on with investors.

STEWART: I think it's interesting. I 
think it would be hard to argue that 
size doesn't help you in this market. 
Deal flow and origination for sure. 
What's the biggest misconception 
about this asset class that you would 
like to address?

JOHN: I would say on the below 
investment grade side – and I spend 
more time on senior in the early days 
of investors coming into the space 
– as Chris said, it was a very heavy 
focus on “how can I get hurt? I need 

to preserve capital. I hear you on 
the yield premium. Everybody wants 
a yield premium, but at the end of 
the day, I need to pay my retirees or 
generate an adequate return to cover 
my annuity payments”, et cetera. No 
one wants to lose principal. And I 
think the early days of private credit 
on the senior side twenty years ago 
and on the mezzanine side, probably 
thirty years ago plus, and Crescent 
was one of the early players in private 
mezzanine. The statistics are now 
there and investors can see the 
default rates, the recovery rates, the 
premium returns and it just takes a 
certain amount of time for investors 
to get up the curve, get comfortable, 
dip their toe into the water, whether 
it's in a commingled fund, if they're 
larger and have some experience, 
then they may move to a separate 
account of size.

And then, Chris and I work together, 
for example, a lot on constructing a 
solution to get to a targeted return. 
We will mix different asset classes. 
I will consider putting leverage 
on a vehicle. What is the target 
return? What is the risk profile? 
Okay. We can create that product 
for you. In the early days, there's an 
education phase, as investors get 
up the curve, large, small insurance 
codes, et cetera, they become more 
sophisticated in the asset class. And 
then they hone in on, how can I 
continue to generate higher returns 
and manage risk appropriately?

STEWART: Yeah. And they're effec-
tively riding on the benefits of your 
size. Particularly smaller insurance 
companies that it's just really about 
getting access to the asset class and 
getting access to the deal flow.

JOHN: That's right.

STEWART: Okay. That's been a great 
discussion about private credit across 
the credit spectrum. And clearly you 
guys are leaders in this space, you 
know this space and I think there's 
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a lot more to learn here, but there's 
clearly value. But I want to turn my 
last question – I always ask the same 
question. People are like, “oh brother.” 
Here's my question. And I'm going 
to pick on Chris. Okay, so Chris, you 
come out of undergraduate school, 
so here we are. It's COVID-19, I teach 
as an adjunct and I have students 
that are wigged out about career 
opportunities and “what should I do?” 
And on and on and on.

I had a young man email me today 
about career choice. You're walking 
across the stage in your cap and 
gown. And by the way, you're looking 
good that day. Not that you had a 
big party the night before at all. And 
the president of the college sticks 
out their hand and shakes your 
hand, hands you your diploma, you 

walk across, you're all stoked, you go 
down, you walk down the stairs, at the 
bottom of the stairs you meet Chris 
Wright today. What do you tell your 
twenty one year old self?

CHRISTOPHER: That's an interesting 
question. I think, when I was twenty 
one, the world was a lot different, but 
certainly, the opportunities that exist 
today for career advancement and 
for defining success are immense. As 
I look at it and I look back and what 
we always talk to our people about is, 
"Put your head down. The early years 
are going to be a lot of hard work, 
put your head down, persevere and 
learn all that you can. And as you're 
in that process of learning, you're 
going to find out what really excites 
you and then pursue that with an 
incredible passion."

STEWART: That is good advice. We'll 
leave it there. I just want to say thank 
you very much. Andy Kleeman, SLC 
Management, Chris Wright, Crescent 
Capital, John Bowman, Crescent 
Capital. Thanks very much for being 
on, guys.

JOHN: Thank you.

CHRISTOPHER: Great. Thanks Stewart.

STEWART: Thanks for listening to us. 
If you like us, please follow us on all the 
major podcast platforms. If you have 
ideas for podcast, please email us at 
podcast@insuranceaum.com. Thanks 
for listening. My name is Stewart Foley 
and this is the Insurance AUM Journal 
podcast.
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contained herein. Further, Crescent and Sun Life Capital Management (U.S.) LLC make no representation, and it should not be assumed, that past investment 
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Emerging market debt (EMD) continues to be one of 
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markets. New developments are challenging some of the 
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particular, the case for indexed EMD exposure has grown 
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Emerging Market Debt  
Indexing on the Rise 

In the past, an active management approach to investing in EMD was perceived to be the best way to gain 
exposure to the asset class based on a few key assumptions: 
 
• An indexed exposure cannot be implemented efficiently in the asset class.  

• The fixed income markets of emerging countries are inefficient; detailed fundamental knowledge should 
enable active managers to identify and extract value.  

• There are some obvious ‘weak’ segments of the universe that could hamper performance; active 
managers can avoid these. 

The reality is that the majority of active managers have failed to consistently outperform their benchmarks 
over the longer term. More importantly, active managers have not been able to protect capital in periods 
of heightened volatility and drawdown; the recent COVID-19-driven sell-off and accompanying crash in oil 
prices provided the latest confirmation of this. The EMD universe has evolved and an indexed approach is 
increasingly accepted as an attractive way to harness the performance potential of this complex exposure.
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The Expanding  
EMD Universe

 Hard Currency Sovereign 

 Hard Currency Corporate

 Local Currency Sovereign

  Local Currency  
Inflation Linked

Percentage of Active 
Managers Who 
Fail to Outperform 
Their Benchmarks

We undertook a comprehensive study of the active managers in the Morningstar database, tracking two 
flagship EMD indices: JPM GBI-EM Global Diversified Index (GBI-EM) for local currency and JPM EMBI 
Global Diversified Index (EMBI-G) for hard currency. The majority of active managers, both in the local and 
hard currency universe, have been unable to outperform their respective index over one-year, three-year, 
and five-year periods.   

1 Year (%) 3 Years (%) 5 Years (%)

Local Currency Sovereign Universe 61 79 73

Hard Currency Sovereign Universe 48 81 48

Source: Morningstar Direct, as of December 31, 2020. Past performance is not a guarantee of future 
results. Funds in the Morningstar universe managed to the JPM GBI-EM G Index for local currency and 
to the JPM EMBI-G Index for hard currency and having at least five years’ track record used for analysis. 
Number of funds used = 56. Net-of-fee performance shown for the Institutional share class. Index 
returns are unmanaged and do not reflect the deduction of any fees or expenses. Index returns reflect 
all items of income, gain and loss and the reinvestment of dividends and other income as applicable.

While active managers have indeed outperformed in individual years, a key concern is their inability to 
consistently outperform and to protect capital during periods of significant drawdown, such as the  
COVID-19-related sell-off in Q1 2020. 
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Active Manager Performance Over Discrete Years  

Performance of both local and hard currency active managers appear procyclical and in line with market 
performance. A larger percentage of managers tend to outperform during strong years, such as 2016 and 
2017, while in negative years, such as 2015 and 2018, the opposite is true. 

Based on Morningstar data from the past five years, active managers seem to struggle when there is a 
significant directional market change from positive to negative. When both hard currency and local currency 
debt delivered solid returns in 2016 and 2017, a majority of active managers outperformed in both segments. 
However, in 2018, there was a notable reversal from positive to negative. Local currency debt was down 
-6.21 percent while hard currency was down -4.26 percent.1 As market sentiment turned, a large majority of 
active managers — 83 percent in local currency and 90 percent in hard currency — underperformed their 
relative index. In Q1 2020, after double-digit returns in 2019, emerging market bonds sold off sharply amid 
the COVID-19 crisis and active managers underperformed sharply. 

EMD investors tend to appreciate that a bottom-up, fundamentally driven active approach should provide 
protection, yet our analysis does not support the claim that such approaches provide any meaningful 
downside mitigation. 

This holds true in the hard currency universe where the diversified profile and absence of currency effects 
should create optimal conditions for active managers. We looked at five significant negative return events 
in recent years that were driven by individual or multiple countries in the EMBI-G Index or by broader macro 
events. In general, these events were driven by factors such as a sharply deteriorating economic outlook, 
political instability, debt restructuring, or a broad-based sell-off in risk assets. Some were perhaps easier 
to foresee, such as the Venezuela and Argentina restructurings, while others, such as Russia’s annexation 
of Crimea and the Taper Tantrum, were not. In any case, either active managers were unable to predict 
these developments effectively or certain behavioral biases impacted their ability to manage these events 
profitably. Active managers underperformed the index during each of these periods. 
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as of 31 March 2020. Performance is in US Dollars and is net of fees. Excess returns are calculated 
versus the primary benchmark of JP Morgan EMBI Global Diversified Index. Past performance is not a 
guarantee of future results. 

Average Excess 
Return of Active Hard 
Currency Managers 
During Periods of 
Market Downturn

The median return compared to the JPM EMBI Global Diversified Index was -3.36 percent for the period, 
so the average underperformance wasn’t influenced by a couple of outliers. In the local currency debt 
space, active managers underperformed on average by -1.3 percent. The worst return lagged the GBI-EM 
Index by -5.08 percent, with the median underperforming by -1.46 percent.2 While average performance in 
local currency was better than in hard currency, only three managers among the 30 largest in Morningstar 
outperformed the GBI-EM Index after fees. The relatively better performance of local currency managers 
leads us to believe that this had something to do with liquidity, which was more challenging in hard currency 
than in local currency markets.

The volatile nature of the EMD sector is likely one of the key causes of active manager underperformance. 
Returns are often misaligned with fundamentals, as they are also heavily driven by investor sentiment, 
political risk and central bank actions; these can be difficult to predict and can often lead to binary 
outcomes. More specifically, active managers face different challenges in hard and local currency debt. 
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Challenges Faced by Active EMD Managers

In local currency debt, performance has two key drivers of return — the currency (FX) component and the 
rate component. Over the long term, our research shows that while rates are the key driver of returns, the FX 
component accounts for approximately 70 percent of the volatility. EM currencies are the main adjustment 
valve to reflect market sentiment, which means that making the right call, especially in times of heightened 
market volatility, is particularly difficult. Because EM currencies are priced against the US dollar (USD), 
active managers have to consider the likely direction of USD, which is notoriously difficult to predict and 
time. The performance of USD in 2020 provides a good case in point. 

In Q1 2020, the dollar benefited from its “safe haven” status as the COVID-19 pandemic began to unfold. 
However, it subsequently weakened as the Federal Reserve announced unlimited quantitative easing (QE), a 
negative for the currency. Since then, USD fluctuated between positive and negative performance as these 
factors and others including US growth, the US presidential election, and changing risk sentiment drove 
its performance. 

EM currencies, on the other hand, are driven by their own fundamentals, monetary policy, political 
backdrop, and flows. Predicting which of these factors will prevail is a key challenge for active managers. 
Unsurprisingly, active managers struggle to get it right on a consistent basis.

In hard currency debt, performance is often driven by the high yield issuers in the index, as investment grade 
issuers are typically more fairly priced and provide fewer opportunities for alpha generation. Importantly, 
within the high yield sub-index of the EMBI-G, positioning towards distressed issuers determines a 
manager’s performance versus the index. For example, making the right calls on events such as Argentina’s 
litigation with holdout creditors or Venezuela’s willingness and ability to meet its debt obligations have been 
key to active manager performance. While many of these countries represent only a small part of the index, 
they make a big difference in performance, due to their distressed nature, high yield, and volatile returns. 

Breaking down the performance of the high yield sub-index of EMBI-G by rating category from highest 
(BB) to lowest (C) quality illustrates this point. The lowest quality bucket (C) of the EMBI-G index contains 
distressed issuers and bears a historically volatile performance profile. 

Breakdown of the High 
Yield Sub-Index of the 
EMBI-G Index

March 31, 2013– 
March 31, 2021, Monthly

EMBI-G Div. 
High Yield  
Sub-Index

BB B C

Total Return (ann.) (%) 4.51 6.50 4.01 -2.08

Volatility (ann.) (%) 11.18 8.27 12.31 25.95

Sharpe Ratio 0.34 0.70 0.27 -0.11

Max Drawdown (%) -22.93 -14.37 -25.87 -60.10

Source: Bloomberg Barclays, JP Morgan, State Street Global Advisors, as of March 31, 2021. Historical 
returns for the time period March 31, 2013–March 31, 2021, monthly. Past performance is not a reliable 
indicator of future performance.

An index designed to avoid the lowest quality sectors of the hard currency EM debt markets may give 
investors an opportunity to generate more consistent returns with lower volatility. An example of this 
approach was taken in designing the benchmark of the SPDR® Bloomberg Barclays Emerging Markets USD 
Bond ETF (EMHC), where the index includes a ratings floor that excludes bonds with at least one rating of 
CCC- or lower. This custom Bloomberg Barclays Emerging USD Bond Core Index exhibits a modestly more 
favorable risk-adjusted return profile versus the JPM EMBI Global Diversified Index.
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Bloomberg 
Barclays EM USD 
Core Index versus 
JPM EMBI Global 
Diversified Index 

March 31, 2013– 
March 31, 2021, Monthly

Bloomberg Barclays 
EM USD Core Index

JPM EMBI Global 
Diversified Index

Difference

Total Return (ann.) (%) 4.54 4.45 0.09

Volatility (ann.) (%) 8.05 8.27 -0.22

Sharpe Ratio 0.47 0.45 0.02

Max Drawdown (%) -14.20 -14.68 0.48

Source: Bloomberg Barclays, JP Morgan, State Street Global Advisors, as of March 31 2021. Historical 
returns for the time-period March 31 2013–March 31 2021, monthly. Past performance is not a reliable 
indicator of future performance.

The high cost of replication and market volatility and inefficiency were traditionally seen as the main 
obstacles to index strategies in the EMD space. Although these concerns initially appeared valid, indexing 
techniques have advanced from simply buying all the constituents of the benchmark. There are a variety of 
practical steps that experienced EMD index managers can take today to deliver beta.

The cost of replication is no longer prohibitive. Trading costs for EM hard currency have decreased and 
the cost for local-currency-denominated securities is a fraction of that. In addition, experienced and highly 
specialized EMD trading desks and portfolio managers (PMs) work to keep portfolio implementation costs 
very low.  

Index turnover directly affects returns via rebalancing costs, and EMD indices typically experience high 
levels of turnover compared to other fixed-income benchmarks. Experienced PMs are able to minimize 
turnover by proactively anticipating index changes, gaining exposure through primary market placements 
and working with traders to access liquidity pools with both well-known investment banks and local brokers. 
Examples of this include using the primary market to access illiquid markets prior to their inclusion in the 
index, managing risk through the forward or non-deliverable forward market, and ultimately delivering 
benchmark returns through a thoughtful, but risk-controlled, investment process.
 
One additional and important aspect of local currency markets is the existence of both withholding and 
capital gains taxes, which can be a significant drag on performance if not managed carefully. A sophisticated 
investment management process that understands the risk-reward trade-offs between fully replicating the 
benchmark and alternative positions or proxies can minimize this tax drag without compromising the tight 
risk tolerances relative to the benchmark. 

Our EMD Capabilities

State Street Global Advisors has been managing indexed EMD strategies for over a decade and holds 
nearly $32 billion in assets under management across local currency and hard currency debt, sovereigns, 
and corporates.3 This investment expertise is evident in our consistent and efficient delivery of benchmark 
returns across our indexed EMD strategies and funds. 

Our indexed EMD strategies are far from passive when it comes to portfolio construction and security 
selection. Our experienced PMs will consider market dynamics, liquidity, and other factors when choosing 
securities in order to gain the required underlying exposure in the most effective and performance-
enhancing way.
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Endnotes 1 Morningstar Direct, as of December 31, 2020.

2 Morningstar Direct, as of December 31, 2020.

3 State Street Global Advisors, as of December 31, 2020.
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Investing involves risk including the risk of 
loss of principal.

The views expressed in this material are 
the views of Matthew Bartolini, Emily 
Theurer, Marvin Loh, Lyubka Dushanova 
and David Furey through the period ended 
March 31, 2021 and are subject to change 
based on market and other conditions. 
This document contains certain 
statements that may be deemed 
forward-looking statements. Please note 
that any such statements are not 
guarantees of any future performance and 
actual results or developments may differ 
materially from those projected.

Diversification does not ensure a profit or 
guarantee against loss.

Prior to 02/26/2021, the SPDR Blackstone 
Senior Loan ETF was known as the SPDR 
Blackstone / GSO Senior Loan ETF.

While the shares of ETFs are tradable on 
secondary markets, they may not readily 
trade in all market conditions and may 
trade at significant discounts in periods of 
market stress.

This communication is not intended to be 
an investment recommendation or 
investment advice and should not be 
relied upon as such. 

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

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

The whole or any part of this work may 
not be reproduced, copied or transmitted 
or any of its contents disclosed to 
third parties without SSGA’s express 
written consent.

All information has been obtained from 
sources believed to be reliable, but its 

accuracy is not guaranteed. There is no 
representation or warranty as to the 
current accuracy, reliability or 
completeness of, nor liability for, decisions 
based on such information and it should 
not be relied on as such.

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

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

High-yield municipal bonds are subject to 
greater credit risk and are likely to be more 
sensitive to adverse economic changes or 
subject to greater risk of loss of income 
and principal than higher-rated securities.

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

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

Issuers of convertible securities may 
not be as financially strong as those 
issuing securities with higher credit 
ratings and may be more vulnerable to 
changes in the economy. Other risks 
associated with convertible bond 
investments include: call risk, which is the 
risk that bond issuers may repay 
securities with higher coupon or interest 
rates before the security’s maturity date; 
liquidity risk, which is the risk that certain 
types of investments may not be possible 
to sell at any particular time or at an 
acceptable price; and investments in 
derivatives, which can be more sensitive 

to sudden fluctuations in interest rates or 
market prices, potential illiquidity of the 
markets and potential loss of principal.

Senior Loan will result in a reduction in the 
value of the Senior Loan and consequently 
a reduction in the value of the Portfolio’s 
investments and a potential decrease in 
the net asset value (NAV) of the Portfolio. 
Securities with floating or variable interest 
rates may decline in value if their coupon 
rates do not keep pace with comparable 
market interest rates. Narrowly focused 
investments typically exhibit higher 
volatility and are subject to greater 
geographic or asset class risk. The fund is 
subject to credit risk, which refers to the 
possibility that the debt issuers will not be 
able to make principal. 

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

Investments in emerging or developing 
markets may be more volatile and less 
liquid than investments in developed 
markets and may involve exposure to 
economic structures that are generally 
less diverse and mature and to political 
systems which have less stability than 
those of more developed countries.

Foreign investments involve greater 
risks than US investments, including 
political and economic risks and the risk of 
currency fluctuations, all of which may be 
magnified in emerging markets.

Non-diversified funds that focus on a 
relatively small number of securities tend 
to be more volatile than diversified funds 
and the market as a whole.

Passively managed funds hold a 
range of securities that, in the aggregate, 
approximates the full index in terms of key 
risk factors and other characteristics. This 
may cause the fund to experience tracking 
errors relative to performance of the index.

BLOOMBERG®, a trademark and service 
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affiliates, and BARCLAYS®, a trademark 
and service mark of Barclays Bank Plc, 
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registered trademarks of Standard & 
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Jones is a registered trademark of Dow 
Jones Trademark Holdings LLC (Dow 
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Indices LLC (SPDJI) and sublicensed for 
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Jones, S&P, their respective affiliates and 
third-party licensors and none of such 
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STEWART: EM Asia, a very interesting 
market from a risk return perspective, 
particularly given today's prevailing 
interest rate environment. My name's 
Stewart Foley. This is the insurance 
AUM journal podcast. And we're joined 
today by Sheldon Chan of T. Rowe 
Price. Sheldon is a portfolio manager 
of the Asia credit bond strategy and 
the fixed income division. You're 
located in Hong Kong. You've been 
at this awhile. Your career started 
way back in 2004. You're a product of 
Cambridge university and you stayed 
up late to be here, Sheldon, thanks 
for being on.

SHELDON: Hi Stewart, I hope you're 
doing well as well. Thanks very much 
for having me on.

STEWART: You are in Hong Kong. It 
is very early in the Midwest and very 
late there. So thank you for taking the 
time. A lot of people are talking about 
EM in this current rate environment, 
your specialty is Asia. Can you give 
us a backdrop of your view of that 
market in this rate environment in 
general to start?

SHELDON: Yeah, sure. So the 
incentive to move into yield enhancing 
asset classes such as emerging 
markets is definitely going to be there. 
I think within that, for me, I do feel Asia 
credit is a fairly compelling story. I 
think you do have more defensive and 
higher quality segment of the market, 
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The Compelling Story of Asia Credit

Sheldon Chan
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a good place for investors to start on 
that journey into emerging markets. 
So right now, if you think about Asia 
credit, the Asia credit universe, right 
now the average yield available is up 
three percent. At the same time, you 
can also get that with less duration 
risk than most developed market 
fixed income products as well. And so 
on the back of that, we have started 
seeing an increase in engagements 
with U.S. insurance companies. They 
are obviously looking to enhance yield. 
We did recently start to partner with 
one insurer to create a customized 
yield oriented investment grade 
portfolio. And for that one, I think Asia 
credit was a key part of the portfolio 
construction for some of the reasons 
that I touched on.

STEWART: And no discussion of any 
sort of investment these days goes 
without a discussion of ESG, right. 
We've done a number of podcasts 
on ESG. Could you talk a little bit 
about Asian corporate and sovereign 
sectors as far as governance goes? Is 
it weaker for example?

SHELDON: Yeah, sure. So I think 
when it comes to governance and ESG 
challenges, I think trying to navigate 
some of those, that's pretty much par 
for the course, when you're talking 
about investing in Asia and more 
broadly in the EM disclosure, that is 
certainly one issue. I do think what we 
find is that there is a wide variance in 

standards across different countries 
and across different companies. And 
for sure there are going to be some 
where you will see disclosures much 
weaker then what we're going to 
be used to develop markets in the 
USA. But I think also on top of that, 
another key issue is knowing the 
key shareholders and the key actors 
behind the different issuers. A lot 
of the time, those are the sponsors 
and they really can drive the credit 
narrative. One of the more unique 
factors within Asia:  most companies 
almost or most issuers that come 
into the market.

They have a typical ownership struc-
ture. That's going to be dominated 
either by one, a government and 
state ownership or two, a founding 
family and with a chairman or 
chairperson that continues very much 
to call the shots as part of corporate 
management. I remember the story, 
in this case, there was a company 
chairman. He was getting grilled by 
investors because the company was 
making certain investments. And so 
the investors in the room were saying, 
“Why are you doing this? This is really 
good for the company strategy.”  And 
he started to get a bit fed up towards 
the end and he announced to the 
room that it's his company, his money, 
he's going to choose what he wants to 
do with it. So that's areas where you 
want a bit of warning signs when as a 
creditor and a bond holder, you feel 
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your incentives with the management 
aren't so much aligned.

So the story about obviously tradi-
tional credit analysis of looking at 
balance sheets and profit margins, 
that alone probably doesn't tell you 
everything you need to know in our 
space. So instead of having a lot of 
the local knowledge and having local 
insights helps. So what we find in Asia 
at T. Rowe is that we do get a lot of 
good perspectives from our equity 
colleagues, because what happens 
as well is a lot of issuers that come 
to print and come to the primary 
markets and fixed income, they often 
do so having earlier done equity 
roadshows and listed in IPO first. So 
the track record within that market 
tends to be longer.

You touched on sovereigns: I think 
definitely political regulatory risk. 
That's another key factor, EM election 
cycles. You know, often we do have to 
follow those closely because there will 
be some implications on policy and 
policy direction, but again, probably 
where Asia stands out a bit more 
versus the rest of EM politics tends 
to be more stable. And also that the 
implementation of macro economic 
policies is pretty well institutionalized. 
So we don't see things... the stability 
tends to be there.

And then just to round out the ESG 
discussion, we talked a lot about 
governance, but environmental issues 
definitely have gotten a lot more 
attention in the last couple of years. 
Asia does screen as particularly reliant 
on fossil fuels. I think that we have a 
statistic where if you look at all the 
fixed income benchmarks globally, 
Asia credit actually has the highest 
carbon footprint per dollar of revenue. 
And that's from countries such as India 
and Indonesia still having very carbon 
intensive power generation systems.  
They’re still fairly reliant on coal, which 
for all the environmental negatives, it's 
cheap and abundant and it's allowed 
those economies to get electrified. 

So in all of these senses, Asia is still 
very much an emerging region, but 
naturally as the markets become 
more mature, better institutional 
frameworks, I think disclosures will 
get better. So I like to think of it also 
as an opportunity for improvement. 
So getting invested now, and you 
hopefully get the upside of some 
future compression and the spread 
and risk premiums.

STEWART: That's a great overview. 
So let me look at something a little 
more specific. I often say to people 
that the person who learns the most 
out of these podcasts is me and this 
one's particularly of interest. Chinese 
property sector. Is that sector creating 
concentration risk in the asset class?

SHELDON: Yeah, it's definitely a 
very important sector within your 
opportunity set. It's been growing fast 
over the past 10, 15 years. There's 
now about 70 Chinese developers 
within the entire opportunity set. It's 
about 12% of the outstanding bottom 
stock. So it's definitely meaningful. And 
historically a lot of these are high yield 
names. So they offer attractive yields, 
low duration as well. And you know, if 
you've been invested in it, you've been 
able to get pretty strong, positive 
returns over the years in this sector. 
Right now, there is, justified, there is 
a fair amount of focus on the industry 
because I think we are facing some 
headwinds of tightening domestic 
policy. The Chinese government has 
a long stated mantra: Housing should 
be for living and not for speculating. 
And so we saw China's economic 
recovery from COVID started to firm 
up well in the second half of last year.

And then we saw as a response, the 
domestic policy tighten up particularly 
for the housing sector. We've had a 
number of different policies come 
into place, capping bank exposure to 
developer loans, capping mortgages, 
you have targeted purchase restric-
tions in some cities as well, and also 
quotes as for bond issuance. A lot 

of these are really just a place, more 
regulatory oversight on access to 
funding. And you might've heard this 
one, this policy has had quite a bit of 
airtime. It's known as “the three red 
lines:, a nice sort of catchy summary.  
Basically developers have to watch 
three specific credit ratios and they 
have to over time improve that balance 
sheets to make sure that within 
the guidelines that the government 
is setting for them. I actually think 
this will be healthy in the long term 
because developers will have to be 
more prudent, they're going to have 
to pare back some of their debt and 
their leverage, but in the near term, 
that will be some volatility.

Some of these developers are going 
to find themselves unable to access 
the funding that they need. They may 
run into refinancing pressure, and 
you could even see some defaults 
start to emerge as well. So right now, 
from a shorter term, nearer term 
view, I think it makes sense to have a 
diversified portfolio and to look and 
to get some of your yield exposure 
from other countries and industries 
as well. But it's definitely not all bad. 
I think likely in any industry you're 
going to have winners and losers. So 
having that toolkit to select the credits 
is going to be pretty important. You 
step on a landmine and you'll have 
downgrades, you'll have impairments, 
but if you pick a winner, not only can 
you get some of the attractive yields 
that are there, but also the upside in 
capital appreciation.

For example, if I look back to last 
year, a couple of the best performing 
names within the entire opportunity 
set were actually China real estate 
developers that had originally come 
to market as high yield credits. But the 
track record with the one holds the 
community and actually got upgraded 
into rising stars in it's an investment 
grade over the course of 2020. So 
definitely some positive opportunities 
to look out for.
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STEWART: It's interesting. You said at 
the very beginning of your answer that 
you've got some yield without a lot of 
duration and as you well know, insur-
ance companies have been extending 
for a long period of time to capture the 
additional yield of an upwardly sloping 
yield curve. And as rates have backed 
up rather aggressively, I think a lot of 
people have said, wow, there's a huge 
impact there. So it's interesting that 
you bring up the duration com ponent 
of the asset class as well. So here's 
a big question that is impossible to 
answer: how about the impact of 
political tensions between the US and 
China? That relationship has been 
changing to say the least. What's your 
view there?

SHELDON: Yeah, it sounds like we've 
definitely warmed up into the tricky 
ones now. 

STEWART: Yeah, there you go. The 
easy ones are over Sheldon. Now it 
gets difficult!

SHELDON:  No, no. As you say, I think 
it's an important topic. It's going to 
remain pretty high up on the agenda. 
I think the markets have had to deal 
with it for some time since the last 
administration with the trade war 
and a lot of other verbal jousting 
that's gone on between the two 
groups over the years. it's been a 
source of volatility, is going to clearly 
be something we're going to have 
to continue dealing with for the 
foreseeable future as well. My thing 
on the one hand that that bipartisan 
support in the U.S. for a “tough on 
China'' policy.   So far, very few signs 
that the current administration is 
going to take a soft turn on that. But 
on the other hand, China is still a 
very much a large player, very deeply 
integrated in the global economy. So 
there's going to be areas where you'll 
need to have that cooperation, even 
if there's going to be that element of 
strategic competition going forward.

So, so many branches, let me boil it 
down to a couple of things. I think 
where I think the U.S.- China story has 
really impacted our asset class. So the 
first is on sanctions.  Sanctions from 
the U.S., specifically, there were these 
investment restrictions that came 
and were initiated by the outgoing 
President Trump administration. So 
last year we had the Pentagon name 
a bunch of companies as Chinese 
communist  military companies on 
account of them being controlled 
by the Chinese People's Liberation 
Army. And then in the fall that was 
followed up in November when the 
president had issued this executive 
order, basically banning U.S. inves-
tors from owning and trading 
securities in these names, there's 
about forty-three companies on this, 
and by our estimate, that impacts up 
to 90 billion us dollars. That would 
be about nine percent of our Asian 
dollar bond opportunity set, so not 
an insignificant amount.

I think a couple of things I should make 
clear.  Firstly, there isn't a material 
fundamental impact on these issues. 
Most of them have very little if any 
business in the US and they will all 
have ample funding channels in China 
domestically as well, but trying to 
transact some of these securities and 
sell them in markets when the trading 
liquidity can be poor  can be fairly 
one sided that has and continues 
to lead to some fairly volatile swings 
and spreads.  And I think we're still 
very much watching as to how that 
list develops. So we're going to have 
more names added or not. So it's still 
an area of uncertainty. The second 
implication is tied to the risk policy 
response from China. So I touched on 
this a little bit with the property sector, 
but the competitive tension with the 
U.S has led the Chinese leadership 
to shore up resilience and lots of key 
areas, including trade technology, 
manufacturing, but particularly the 
domestic financial system.

They really want to double down on 
that commitment to reduce risks and 
reduce leverage within the financial 
system. For instance, we saw China 
was one of the earliest to pair back 
credit growth in the second half of 
2020 as the economy kind of got 
back on its feet. And so not only has 
it impacted the real estate sector, but 
it's also fed through to state-owned 
enterprises. You've heard a lot about 
SOE reform over the years and trying 
to get rid of the zombie companies 
where zombies aren't really that 
productive.   But it's impacted our 
space where you've had names 
that have previously traded on this 
assumption of implied government 
support. SOEs because our sovereign 
state can be a fairly significant part 
of credit markets because that 
government ownership is typically 
seen as the positive and that a lot of 
these have been able to raise a large 
amount of debt and bonds into the 
market because of that factor.

But now with the direction of the 
government policy, they want to intro-
duce a more market driven approach 
to credit pricing, and they clearly are 
sending this message: you don't want 
to take state support for granted. 
So I think there is an example right 
now going on, and it's actually a 
pretty fascinating story. It's a large 
Chinese state owned distressed debt 
manager, over the years, it's become 
one of the largest issuers in Asia, one 
of the largest issuers in the entire 
emerging market, corporate debt 
space, and fairly widely owned by both 
Chinese and global investors as well. 
But they had this business strategy 
that deviated fairly meaningfully from 
the original and policy role, so not just 
investing in the country's bad debt.  
But so far year to date, you've had 
a couple of negative headlines and 
data points, and the market's been so 
fast to change its assumption about 
the state support.
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So this credit was trading like an 
investment credit should be in the 
hundred odd handle at the beginning 
of the year, and now most of its bonds 
are trading more than a thousand 
basis points. You've had bonds sort 
of dropped down by thirty or forty 
points since the start of the year. 
The situation is still fairly uncertain, 
still very much in flux, but I think one 
implication here going forward is I do 
think you're going to see a lot more 
differentiation and how the market's 
going to price Chinese state-owned 
enterprises going forward.

STEWART: So when you look at 
Asia versus other EM fixed income 
markets, how is Asia distinct? And 
there's a couple of different aspects 
of this, right? There's domestic 
savings, currency risk, et cetera. How 
do you see, and you've talked about 
this somewhat to this point, but some 
distinctions between Asia and other 
fixed income markets?

SHELDON: Yeah. So a lot of angles to 
choose from. I'll try to unpack that in 
a few points. So reiterating the point 
I made at the beginning, I think the 
first thing to say:  Asia is definitely 
the higher quality segment of the EM 
opportunity set. So twenty percent of 
that universe is from Singapore, Korea 
and Hong Kong. So these are AAA, AA 
economies, and pretty much as close 
to developed markets as you'll get 
anywhere. And even outside of those 
three, I think macro fundamentals for 
most of the region has been seeing 
steady structural improvement 
over the last ten, twenty years. The 
lion's share of the Asia corporate 
opportunity set is from countries 
that are typically very well anchored 
when it comes to fiscal sustainability, 
your balance, the payments positions, 
and also the political and institutional 
infrastructure. Most of these also 
have an investment grade sovereign 
rating and have seen upgrades over 
the past few years.

But, if you contrast that with some 
of the other EM regions, you have 
economies like Brazil, South Africa, 
Turkey that actually went in the 
opposite direction and became from 
investment grade into fallen angels.

And speaking of external vulnera-
bilities, I think Asia does tend to have 
as a whole, higher domestic savings 
and the current account surpluses, 
which does make it much more 
insulated when it comes to periods 
of global market volatility. Even when 
you think about countries like India, 
Indonesia, they were very much 
under scrutiny when we had the last 
paper tantrum in 2013, but that kind 
of account balances have improved a 
lot since then. And they should be in a 
much better position to weather any 
of those external shocks as well. The 
second point in terms of some of that 
difference is, market size for one, but 
also the technicals in the Asia market 
tend to be pretty strong.

The dollar bond market in Asia has 
grown very significantly and outpaces 
the growth of the rest of the EM 
market. It's now a $1.2 trillion market, 
which is pretty comparable in size to 
some of the more established and 
mainstream asset classes, like for 
instance, U.S. high yield, where there's 
less upside pressure on the issue and 
on the primary market growth as well. 
And the growth we've seen in Asia has 
been rather an average annual rate 
of mid-teens for the last decade and 
more. And because of that relative 
trend of primary activity, you get a lot 
more issuance now in Asia than you 
do in the rest of the EM. It's basically 
the fastest growing region within the 
broader EM, fixed income universe. 
And in terms of the technicals, I think 
there's the other side of that: the 
supply is growing, but the demand 
is also pretty strong and it's also the 
demand that's coming from within 
the region.

So when we were coming out of the 
financial crisis in 2008-2009,  roughly 
half of the region's primary debt was 
being placed into Asian investors and 
the remaining 50% spread across 
Europe and U.S. in the major financial 
centers, but by 2020, that percentage 
has gone up to about 75% to 80%. 
So you have more of this dynamic 
of Asia buying Asia, and it's a bit of a 
home bias mentality. So again, when 
you have a global market sell off, you 
have these investors in the same 
region who are happy to hold on to 
the credit stories that they earn from 
and they're familiar with.

And I think the third point I'll make 
is on the sector mix. And I think 
what's worth noticing is that Asia, 
generally speaking, is less reliant on 
some of these extractive commodity 
economies. So you don't see that 
same magnitude of swings in boom 
and bust or commodity cycles. Like 
when you, you saw in default rates in 
Asia tended to stay pretty low in 2015 
and 2016, when you had oil prices 
dropped so sharply and that pattern 
again, it shows up when you compare 
the high yield default rates, not just 
with the EM, but also more broadly 
with some of the developed markets 
as well.

STEWART: And you just used the 
word default in the last answer right at 
the end. So that leads me straight into 
the next question, which is: defaults 
in Asia, feel like a real risk for the first 
time in your mind, what's behind that? 
And what's the impact on investors?

SHELDON:  Yeah. Nowadays you kind 
of troll through Bloomberg and it's 
hard to read any articles about fixed 
income in Asia without seeing the 
word default in them. So definitely a 
very topical story. So what's behind 
that? I think in terms of the backdrop, 
it comes down to the same point 
as before the policy objective in 
China to reduce risks in the financial 
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system, reducing moral hazards in 
domestic credit markets and trying 
to get investors to have more credit 
discipline, and a much more market 
driven approach to pricing, bonds 
and pricing credit. So defaults are 
definitely going up, but it's only from 
a low base. So if you look back at in 
2017 high yield default rates and the 
onshore Rehmann B market, that 
was well below 0.5%. So basically 
distressed companies are getting 
bailed out, losses weren't being 
imposed on investors. I think it's fair 
to say that 0.5% is a very artificially low 
number for a default rate.

Since then, we've seen the default 
rates go up. They're probably closer 
to 1.5% to 2% now. So rising, but 
from a super low base and still on the 
global context properly, I'd say fairly 
on the low side as well. So I wouldn't 
be surprised if that sort of stays 
relatively elevated going forward. I 
think the other observation to make 
though, is that policymakers have also 
wanted to calibrate that tightening 
policy in such a way that we don't see 
too much impact on the stability and 
confidence in financial markets. I like 
to think of it as a sort of a :two step 
forward and one step back” approach 
when it comes to managing the 
reforms of the onshore market. So 
if we are to see any spillover effects 
into onshore markets, I'd expect them 
to loosen markers and loosen policy 
accordingly to provide a bit of a boost.

Now, in terms of the impact on Asia 
dollar credit, I think there are some 
contagion risks we need to be mindful 
of. There is more correlation these 
days between spreads in the onshore 
market and offshore. Also if you find 
that onshore funding channels tend to 
shut off, that does raise some of the 
refinancing risks for potentially some 
of the names within our universe. You 
may also trigger some cross defaults 
into the dollar short bonds too. I 
think in part, market valuations are 
reflecting that, we're seeing a much 

more dispersion in credit spreads. 
Now five or 6% of our Asia opportunity 
set is now trading at more than a 
thousand basis points of credit spread. 
So these names are ready at distress 
levels. If one of them were to default, I 
don't think it's going to spook markets 
at all. Again, sort of the point I made 
similar about winners and losers in the 
property sector, I think is a similar thing 
to say here as well, defaults, credit 
impairments. That's going to remain 
very much a case by case thing. And so 
if you have a good bottom up process 
and credit selection, I think you can 
certainly navigate that. And I'm not 
so worried that the default rate story, 
which has been around for a while, 
I'm not so worried that it's going to 
dampen prospect for the asset class 
more broadly.

STEWART: So over the course of your 
answers, you mentioned that Asia 
is different than other EM markets 
in a variety of ways, right?  Fastest 
growing area, a lot of differences 
in the structure of the market, 
which gets me to: do you see the 
differences warranting a standalone 
allo cation to Asia EM?  That's my 
term, right. But the Asia EM market 
as a standalone allocation?

SHELDON: Yeah. And I think to 
be fair, I think EM is a good way to 
characterize it too. So yeah, I think 
there are definitely arguments to 
make in favor of that. We touched 
on some earlier about the size of 
the markets getting too big to ignore 
in a way and that higher quality bias 
as well. So what does a standalone 
Asia credit actually look like? So we 
talked about the high-quality bias 
versus the rest of the EM. It would 
be a BBB plus asset class, 75% of 
the opportunity set is investment 
grade, $1.2 trillion available total, it's 
a sizeable opportunity set and a high 
quality one for people to get involved 
with. It's an under-penetrated market 
too, right? So the bond markets are 
still very much opening in Asia. You 
see a lot of new IPOs, those are going 

to be future issuers into the market.
And we're still seeing lots and lots of 
debut issuers coming every year to 
tap that market for, for new capital. 
I think the number is something like 
a hundred new credits coming to 
the market every year. And these 
are often going to be unfamiliar to 
the bondholder community. And 
when that adds some uncertainty to 
the price discovery process that can 
often lead to the dislocations and 
some of the attractive yields that 
you can achieve within portfolios. So 
I think that feature of being under 
penetrated, I think, makes a good 
case. And I think the second point, if 
you are making a dedicated Asia credit 
allocation, I think the real opportunity 
you're getting is an attractive risk 
adjusted return profile. So long term 
average returns have been about 6%, 
so pretty decent, and that has also 
come with lower historical volatility 
and lower drawdown risk then you 
get in more broadly.

And I think what's even more 
compelling is this comparison with 
developed market credit. So if you 
were to look at the March 2020 
COVID sell-off, and I'm just going to 
compare here investment grade with 
investment grade, the investment 
grade segment of Asia credit actually 
outperformed U.S.. IG markets on 
the way down. So you had spreads 
widened in Asia, but they widened 
with about half of the BiTA we saw in 
U.S. IG. And this isn't a one-off, I think 
we've seen this pattern repeated 
over the years, maybe not to that 
magnitude, but certainly when you 
have periods of global credit sell-offs, 
Asia IG tends to be mostly as defensive 
as developed markets, if not more in 
some other cases. So the pitch I make 
is I think essentially you can own Asia 
investment grade credit with higher 
income, lower duration than U.S. IG, 
plus all the factors we've talked about 
earlier, and you can achieve some 
of that similar downside protection 
property as well.
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STEWART: So can you talk a little bit- 
at the very outset you had mentioned 
T. Rowe and you're working with 
insurance companies. What are you 
seeing from--to the extent that you 
can talk about it--What are you seeing 
from insurance companies in this 
market segment?

SHELDON:  Yeah, probably just sort 
of reiterate the point I was making a 
little bit early, I think, in this low yield 
environment, just the opportunity 
to enhance your income and get 
that with a reasonable amount of 
volatility, I think is attractive. And 
those are certainly the engagements 
we've had recently with some of the 
U.S. insurers. The messaging is along 
those same lines. This particular 
client we had is looking to create 
a more customized solution. We 
think that Asia credit does provide 
a lot of the tools for that portfolio 
construction process.

STEWART:  It's really interesting that 
you had mentioned the risk adjusted 
return aspects. I think as, as the 
industry has taken on more and more 
risk chasing, more and more yield, it's 
certainly compelling, particularly from 
the duration perspective. So, I always 
end every podcast with the same 
question. And it's one that you've not 
prepared for but prepared for all your 

life. So I'm going to take you back to a 
day that you, I know you'll remember 
well, which is the graduation from 
your undergraduate institution. So 
no matter what happened Sheldon 
the night before, any sort of revelry or 
celebration, you are bright eyed and 
bushy tailed in your robe and cap and 
everything ready to go, right? So you 
wait, you wait, you wait, they call your 
name, up across the stage you go, you 
get a handshake and a photo op, as 
they hand you your diploma, you wave 
to the crowd. The crowd's going crazy, 
by the way,  and as you go down the 
steps coming off the stage you run in 
to Sheldon Chan today. What do you 
tell your 21 year old self?

SHELDON: Yeah, that's a good one. 
I did engineering at university and 
straight out of that I went into finance.

STEWART: Well that's a natural path. 
I mean, what's wrong with that? That's 
totally normal.

SHELDON:  Absolutely. Absolutely. 
A couple of things, so the first would 
probably be: it's important that 
the career path and the things you 
choose to do are something that 
you enjoy or at least be motivated 
by, right? Have a good reason to 
get out of bed and go to work every 
morning. And I think a crucial thing 

alongside that is, I think, good people 
that you're working with. I think that's 
super important to the enjoyment of 
the role. So we spent so much time 
working with our colleagues, whether 
it's in person, hopefully, but obviously 
these days are maybe a little bit more 
virtually for some, but I think if you can 
surround yourself with good people 
from different backgrounds, from 
different experiences, have different 
schools of thought, I think that makes 
your experience more enriching. 
So having good people to work with 
asking questions and learning from 
each other, I think certainly when I 
look back that's what's made sort of 
really enhance the enjoyment of my 
career so far.

STEWART: Good advice and good 
stuff. EM Asia with Sheldon Chan of 
T. Rowe Price. Sheldon, thanks for 
staying up late and being on with us.

SHELDON: Not at all. It's been a 
pleasure. I've really enjoyed this. 
Thanks a lot Stewart.

STEWART: I'm very glad to hear that.  
To our audience. Thanks for listening. If 
you have ideas for a podcast, we always 
want to hear them. You can email us 
at podcast@insuranceaum.com. 
My name is Stewart Foley, and this is 
the Insurance AUM Journal Podcast.
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KEY INSIGHTS
	■ Duration has become a key driver of credit returns over the past decade, 

highlighting the importance of active duration management for credit investors.

	■ Techniques to manage duration include using structural curve positioning, 
allocating across regions and currencies, and using derivatives.

	■ Actively managing the total duration of a portfolio by adjusting duration exposure 
for short periods can also significantly enhance returns.

Why Credit Investors 
Need to Become Active 
Duration Managers
The importance of duration for credit performance and 
five ways to improve it.

C redit investors typically pay 
little attention to duration, 
seeing themselves primarily as 

bottom‑up investors who specialize in 
sector and security selection. However, 
over the past decade, duration has 
become a major driver of credit total 

returns, making it increasingly difficult 
to ignore. Managing duration is likely 
to be a key source of performance 
for credit investors in the future—
giving investors who are skilled in it a 
major potential advantage.
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Duration Has Been a Major Driver of Credit Returns Over 10 Years
(Fig. 1) In most strategies, it has exceeded returns from credit impact
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 As of December 31, 2020.
Past performance is not a reliable indicator of future performance.
Sources: Bloomberg Barclays U.S. Corporate Bond Index, Bloomberg Barclays U.S. ABS Index, 
Bloomberg Barclays Euro Corporate Bond Index, Bloomberg Barclays U.S. High Yield Bond Index, 
and Bloomberg Barclays EM Sovereign and Quasi Sovereign Bond Index (see Additional Disclosure). 
Analysis by T. Rowe Price.
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The fixed income market has evolved 
considerably since the global financial 
crisis. Vast injections of central bank 
liquidity have driven down bond yields 
and encouraged corporate issuers 
and investors to extend out the curve—
bonds of more than 10 years’ maturity 
now comprise more than 28% of the 
Bloomberg Barclays Global Aggregate 
Corporate Index (As of December 31, 
2020). The average credit investor now 
holds a lot more duration than in 2009: 
The duration of the index has increased 
by around two years, or around 
1.4 times, since then. And while credit 
strategies have performed very well over 
that time, much of that performance 
has been effectively “engineered” by 
central banks supressing sovereign 
bond yields. Changes in underlying 
risk‑free rates—the duration impact—have 
accounted for the majority of the returns 
of U.S. and European investment‑grade 
debt, emerging market hard currency 
bonds, and U.S. asset‑backed securities 
over the past 10 years and have 
contributed significantly to the returns 
of U.S. high yield strategies using index 
returns as a proxy (Figure 1). 

The Post‑pandemic Recovery May 
Pave the Way for Inflation

The strong influence of duration 
on credit returns has not been a 
problem while yields were trending 
lower. However, with most of the major 
central banks at their lower bound on 
interest rates, the downtrend in yields is 
probably at its end. Indeed, the market 
has already started to price a return to 
more normal conditions as vaccination 
programs ramp up and fiscal stimulus 
takes the reins from monetary policy. 
If economies bounce back quickly once 
restrictions are lifted, anticipation may 
build about central bank rate hikes and 
the cessation—or slowing down—of asset 
purchase programs, posing a risk for 
credit investors. 

This has echoes of 2013, when 
market panic over the prospect of the 
U.S. Federal Reserve cutting back its 
quantitative easing programs triggered 
the “taper tantrum” as government 
bonds sold off dramatically, causing 
large losses for credit investors 
(the Bloomberg Barclays Global 
IG Corporate USD Hedged Index 
declined 5% in less than two months). 

...the market has 
already started 
to price a return 
to more normal 
conditions as 
vaccination 
programs 
ramp up...
— Kenneth Orchard
Portfolio Manager

Credit Duration Has Increased Since 2010
(Fig. 2) U.S. and European investment‑grade indices have become more sensitive to 
rate rises

Index Date
Rates + 
25bps

Rates + 
50bps

Rates + 
100bps

European 
Investment‑Grade 
Corporates

Dec. 31, 2020 ‑1.38% ‑2.72% ‑5.40%

Dec. 31, 2015 ‑1.34 ‑2.68 ‑5.28

Dec. 31, 2010 ‑1.12 ‑2.23 ‑4.37

U.S. Investment‑Grade 
Corporates

Dec. 31, 2020 ‑2.17 ‑4.26 ‑8.20

Dec. 31, 2015 ‑1.67 ‑3.29 ‑6.37

Dec. 31, 2010 ‑1.60 ‑3.14 ‑6.10

As of December 31, 2020.
Shows the hypothetical performance impact from different potential increases in interest rates based on 
index composition as of each date.
Sources: Analysis is based on the Bloomberg Barclays Euro Corporate Bond Index and Bloomberg 
Barclays U.S. Corporate Bond Index. Bloomberg PORT (see Additional Disclosure). Analysis by 
T. Rowe Price. Analysis based on the Bloomberg PORT full valuation model. The model assumes a 
parallel Treasury curve movement. Stress testing is hypothetical, for illustrative purposes only, and 
figures do not represent actual investment results. Actual investment results may differ materially.
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Although we believe there is no 
immediate prospect of rate hikes, the 
enormous amount of monetary stimulus 
injected into the global economy since 
the coronavirus swept the world will 
have to be reduced at some point and 
could potentially cause sovereign bond 
yields to spike even higher.

This is not the main risk to credit 
investors, however. Central banks are 
determined to avoid another taper 
tantrum and equally determined 
to avoid a premature withdrawal of 
monetary stimulus, preferring instead 
to maintain easy liquidity conditions 
until the economic recovery is well 
advanced. This means the greatest risk 
to credit is that the surge in economic 
activity after the coronavirus restrictions 
are lifted fuels inflation, resulting 
in a further steepening of the yield 
curve—and losses for long‑duration 
bond portfolios.

The current combination of very low 
sovereign yields and credit spreads 
puts credit bondholders in a vulnerable 
position. Long‑duration sovereign 
and investment‑grade credit bonds 
have already suffered losses this year 
as vaccine rollouts, economic recovery, 
and rising inflation expectations 
move into view. In the past, holding 
corporate debt has often helped to 
mitigate the impact of sovereign yield 
spikes as credit duration was lower 
and spreads were able to compress, 

cushioning the blow from rising 
risk‑free rates. This diversification 
impact has diminished over the past 
decade, however, as U.S. and European 
investment‑grade corporate indices 
have become more sensitive to rate 
rises (Figure 2).

Dynamically Managing Duration Risk

This does not mean, however, that credit 
investors should systematically reduce 
the duration of their bond portfolios. 
On the contrary, we believe that 
duration will continue to provide 
some beneficial properties to credit 
portfolios, particularly as the correlation 
between sovereign bond and credit 
returns should remain low. This means 
that during higher‑volatility “risk‑off” 
periods in financial markets, the 
duration component of credit should 
offset some of any spread widening, 
helping to reduce the overall volatility 
of the portfolio. Credit investors who 
systematically reduce the duration of 
their bond portfolios must be prepared 
to accept higher volatility in their returns, 
especially during more turbulent times.

A better approach, in our view, would be 
to try to mitigate the impact of rising 
yields through portfolio construction 
and dynamically managing duration risk. 
There are five ways to do this:

1. Structural Curve Positioning: 
One way to do this would be to use 

structural curve positioning, specifically 

Central banks 
are determined to 
avoid another taper 
tantrum and equally 
determined to 
avoid a premature 
withdrawal of 
monetary stimulus...
— Steve Boothe
Portfolio Manager

Duration Management in Practice
Five ways to actively manage interest rate risk
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by adopting curve steepener initially, 
followed by a curve flattener. Curve 
steepeners are typically constructed by 
underweighting the long end of the 
credit curve and using short‑maturity 
government bond futures or interest rate 
swaps to make up the lost duration. 
They typically work well when markets 
are concerned about inflation and the 
possibility of rate hikes in the more 
distant future, and they have the added 
benefit of improving the carry and 
roll‑down profile of the portfolio, which 
should boost returns even if the yield 
curve remains unchanged. Once central 
banks start to withdraw monetary 
accommodation, however, it may be 
prudent to consider shifting to a curve 
flattener position. Curve flatteners 
should outperform if central banks are 
able to anchor long‑term inflation and 
rate expectations later in the cycle.

2. Allocating Across Regions 
and Currencies can also help to 

mitigate duration risk. Many investors are 
wary of emerging market corporate debt, 
for example, as they regard it as too high 
risk. Yet there are many 
investment‑grade issuers in emerging 
markets these days, and emerging 
market credit has lower duration as well 
as higher yields than developed market 
credit—at the end of December, 
the Bloomberg Barclays Emerging 
Markets USD Aggregate Corporate 
Index had a yield of 3.81% and a 
duration of 4.73 years, compared with a 
yield of 1.37% and a duration of 7.49 for 
the Bloomberg Barclays Global 
Corporate Index. Allocating to emerging 
market credit can, therefore, should 
provide greater yield while 
simultaneously lowering duration risk. 

3. Holding Euro‑Denominated 
Credit may also help to offset 

duration risk in the current environment. 
The European Central Bank is likely to 
be slower to hike interest rates than other 
central banks, and when it does 
eventually raise rates, it will probably be 
by less. This means that, over the longer 
term, the euro yield curve could be more 

resilient to sell‑offs than the U.S. dollar 
yield curve and, therefore, that 
euro‑denominated corporate bonds 
should offer a degree of insulation 
against future spikes in yields.

4. Allocating to Shorter‑Maturity 
Bonds is an obvious way of 

reducing duration risk, but one that 
comes with the disadvantage of 
providing less yield than investing in 
longer‑dated bonds. This can be 
overcome by using derivatives in the 
form of credit default swap indices 
(CDX). Investment‑grade CDX offer a 
way of gaining exposure to a benchmark 
without taking on the duration risk of 
longer‑dated securities. Combining an 
allocation to short‑duration bonds with 
exposure to investment‑grade CDX 
therefore enables an investor to 
construct a portfolio that has similar 
carry and spread to the benchmark, 
but with less duration.

5. Active Management of Total 
Duration: Finally, it is worth 

pointing out the potential benefits of 
actively managing the total duration of 
the portfolio. While significantly reducing 
the overall duration of a portfolio is 
probably not a desirable long‑term 
option, adjusting the overall duration 
exposure for short periods, depending 
on circumstances, can significantly 
boost returns. Doing this well will not be 
possible for everyone. It requires a 
rigorous monitoring of macroeconomic 
factors and government bond markets, 
on top of developments within industries 
and individual securities, which may not 
come naturally to all credit managers 
given their typical preference for 
focusing on bottom‑up analysis. 

Duration Management Set to 
Become a Key Driver of Returns

Lockdown measures imposed to control 
the spread of the coronavirus led to 
the worst global economic contraction 
since World War II. The rollout of 
vaccination programs across the world 
is expected to fuel a rapid recovery 
this year, although some economies will 

...adjusting the 
overall duration 
exposure for short 
periods, depending 
on circumstances, 
can significantly 
boost returns.
— Kenneth Orchard
Portfolio Manager
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require continued government support 
for a while yet. As the recovery gathers 
momentum, inflationary pressures 
may build, leaving central banks with 
the difficult choice of when to begin 
raising rates: Hiking rates too early 
could damage a fragile recovery; doing 
it too late could mean inflation rises too 
quickly, meaning more aggressive hikes 
will be required further down the line.

We believe central banks will be 
reluctant to raise rates in the near term 
because of the vulnerable state of the 

global economy. However, if inflation 
pressures build, anticipation of 
future rate rises may cause yield curves 
to steepen. As duration in credit has 
steadily risen over the past decade, 
corporate bonds no longer offer the 
same degree of insulation against 
sovereign yield spikes as they did in the 
past. Credit investors who add dynamic 
duration management to their traditional 
skills of sector and security selection are 
therefore likely to perform better over the 
next few years than those who do not.

Additional Disclosure

Bloomberg Index Services Limited. BLOOMBERG® is a trademark and service mark of Bloomberg Finance L.P. and its affiliates (collectively “Bloomberg”). 
BARCLAYS® is a trademark and service mark of Barclays Bank Plc (collectively with its affiliates, “Barclays”), used under license. Bloomberg or Bloomberg’s 
licensors, including Barclays, own all proprietary rights in the Bloomberg Barclays Indices. Neither Bloomberg nor Barclays approves or endorses this material, 
or guarantees the accuracy or completeness of any information herein, or makes any warranty, express or implied, as to the results to be obtained therefrom 
and, to the maximum extent allowed by law, neither shall have any liability or responsibility for injury or damages arising in connection therewith.
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T. ROWE PRICE INSIGHTS
ON GLOBAL FIXED INCOME

KEY INSIGHTS
	■ We have endeavored to gain more cyclical exposure in market segments tied to 

the overall economic recovery, including sectors impacted by the pandemic.

	■ Perhaps best known for historically performing well in rising rate environments, 
floating rate bank loans provide a unique combination of high yield potential and 
low duration.

	■ The long‑term historical performance of the asset class in a range of rate 
environments speaks to its durable nature and value as a strategic allocation. 

Loans May Provide Solid 
Returns in Multiple 
Rate Environments
The asset class offers a low‑duration profile, attractive yields.

Many investors tend to focus on 
bank loans only when there is 
a broad consensus about the 

Federal Reserve raising interest rates 
in the short term. While loans have 
historically performed well under those 
conditions, we believe the asset class 
can add value as a strategic allocation 
in various market environments 
within the economic and interest rate 
cycles. Loans have provided investors 
with positive returns in 23 out of the 
last 24 years.1 This speaks to the 
historically durable nature of the asset 
class over time. Due to its unique 
low‑duration2 profile, the loan asset 
class has generally been negatively 
correlated with many fixed income 
alternatives. Therefore, it can act as an 
effective diversifier in a broader fixed 
income portfolio. 

The current macro environment has 
led to an increase in intermediate‑ and 
long‑term Treasury yields as investors 
contemplate whether a broad economic 
recovery could trigger inflation, bringing 
duration risk to the foreground. The 
floating rate feature of loans—where 
coupons adjust based on a short‑term 
benchmark rate such as the London 
Interbank Offered Rate (LIBOR)—gives 
them a low‑duration profile, which 
means that they should perform well 
relative to other fixed income asset 
classes as rates increase. As a result, 
loans should offer some degree of 
insulation from rising rates while 
delivering attractive yields. 

Meaningful Income From Bank Loans

Given the current prevalence of 
higher‑quality assets with very low or 
negative yields, the loan asset class is 

April 2021

Paul Massaro, CFA
Head of Global High Yield Team, 
Lead Portfolio Manager of Floating 
Rate Bank Loan Strategy

Stephen Finamore, CFA
Portfolio Manager of Floating Rate 
Bank Loan Strategy

1 Based on the performance of the S&P/LSTA Performing Loan Index as of December 31, 2020.
2 Duration measures a bond’s sensitivity to changes in interest rates.

FOR INVESTMENT PROFESSIONALS ONLY. NOT FOR FURTHER DISTRIBUTION.



2

one of the few fixed income segments 
where investors can find relatively 
greater income. In 2020, after the global 
pandemic stalled new issuance, issuers 
incentivized investors to reengage in the 
loan market with favorable deal terms, 
including LIBOR floors—a minimum 
value imposed on the benchmark 
component of the floating rate coupon—
and original issue discounts (loans 
issued at prices below par value). 

If the Fed remains on hold for the next 
year or two, we believe loan investors will 
be fairly compensated with solid income 
relative to other fixed income alternatives. 
On the other hand, if inflation picks up 
and the Fed is compelled to normalize 
rates earlier than anticipated, bank loan 
coupons will reset higher. The potential 
resiliency of loan income in differing rate 
scenarios contributes to the attractive 
value of the asset class.

Relatively Lower‑Risk Way to Access 
Sub‑Investment‑Grade Credit

Loans generally have high yield credit 
ratings but provide a lower‑risk way to 
access the sub‑investment‑grade credit 

market relative to high yield bonds. As 
an asset class, loans have a higher 
repayment priority than high yield bonds 
if an issuer defaults. Historically, this 
has resulted in higher recovery rates in 
default situations. At the end of 2020, 
for example, the long‑term recovery rate 
for high yield bonds was around 40%, 
compared with roughly 65% for loans. 
Even so, we expect default activity to 
decline this year from elevated 2020 
levels as pandemic‑related economic 
stress impacted the profitability and 
liquidity of several issuers. However, in 
the wake of the March 2020 sell‑off, 
most loan issuers who needed new 
capital successfully raised it to bolster 
liquidity enough to participate in the 
economic recovery.

Historically, loans have tended to yield 
less than high yield bonds due to their 
higher‑quality characteristics, but today, 
the two options have roughly similar 
yields. Given their shorter‑duration 
profile and seniority in the capital 
structure, the loan asset class provides 
investors a more defensive way to add 
exposure to below investment‑grade 

Higher Income With Lower Duration
Duration and yield across fixed income sectors
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names while also providing attractive 
income. Still, bank loans can become 
illiquid during periods of market stress, 
and the asset class is subject to credit 
risk. Therefore, selecting winners and 
avoiding troubled credits through active 
management is critical. 

Collaboration May Foster 
Better Outcomes

Our long‑tenured team has significant 
experience and scale in the bank 
loan market. T. Rowe Price’s 
sub‑investment‑grade platform is a 
single research team covering high 
yield bonds and bank loans, which 
allows us to try to capture relative 
value and inefficiencies across both 
asset classes. Furthermore, our below 
investment‑grade analysts are part of 
a much broader research organization. 
The ability and willingness to share 
information and insights between the 
Equity Division and all fixed income 
teams are crucial in striving to generate 
better outcomes for our clients over time.  

Fiscal stimulus and continued Fed 
support for risk assets have created 
a constructive backdrop, and we 
believe that coronavirus vaccines are a 

game changer. We expect the default 
rate to decline in 2021 and believe the 
earnings outlook is improving. We have 
endeavored to gain more cyclical 
exposure in market segments tied to the 
overall economic recovery, including 
sectors impacted by the pandemic. 

At the onset of the pandemic, we were 
underweight sectors directly hit by the 
economic fallout of lockdowns. This 
gave us the flexibility to take advantage 
of the value we later found in some of 
these market segments. Specifically, we 
increased our allocation to the airlines, 
retail, gaming, and automotive industries.

In the gaming segment, we invested 
in issuers with greater exposure to 
regional casinos, which we believe 
will recover faster than destination 
resorts as restrictions are eased. After 
collaborating with the firm’s equity and 
investment‑grade bond analysts, we 
participated in new deals tied to the 
customer loyalty programs of major 
airlines. These loans are collateralized 
by cash payments from major U.S. 
banks’ credit card rewards programs 
and provide opportunities to benefit 
from a recovery in consumer spending.

The potential 
resiliency of loan 
income in differing 
rate scenarios 
contributes to the 
attractive value of 
the asset class.

WHAT WE’RE WATCHING NE X T 
The emergence of virus variants that could delay the reopening 
of the economy from the impact of the pandemic is an important 
consideration. Although progress in vaccine distribution, fiscal 
stimulus, and accommodative central bank policy can help offset this 
key risk, it is one we are closely monitoring.

Additional Disclosure

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

Information has been obtained from sources believed to be reliable but J.P. Morgan does not warrant its completeness or accuracy. The index is used with 
permission. The Index may not be copied, used, or distributed without J.P. Morgan’s prior written approval. Copyright © 2021, J.P. Morgan Chase & Co. All 
rights reserved.
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T. ROWE PRICE INSIGHTS
ON FIXED INCOME

KEY INSIGHTS
	■ An increase in Chinese SOE credit events signals rising tolerance for defaults as 

policymakers focus on deleveraging and reducing risks in the financial system.

	■ Recent volatility in Huarong International bonds highlights the market’s concerns 
about potential repricing of the government support mechanism.

	■ Actively assessing SOE fundamentals could help identify high‑quality entities 
better able to withstand volatility during periods of uncertainty.

Implied Support:  
A Supporting Actor, Not the 
Lead Role in Asia Credit
Chinese SOE defaults reaffirm importance of 
fundamental research.

Since the 1970s, China’s 
state‑owned enterprises (SOEs) 
have undergone continuous 

reform efforts guided by central 
government policies. After decades of 
consolidation, streamlining operations, 
implementing market‑based ownership 
mechanisms, and improving corporate 
governance, the SOEs of today are 
significantly different entities from before.

The market expectation for implicit 
government support has also changed, 
especially given China’s commitment 
to deleveraging and reducing risks in 
the financial system. In 2020, SOEs 
accounted for just more than half of 
onshore bond defaults in China, a 
significant reversal of the previous trend 
where private enterprise produced the 
majority of defaults. With a combined 
sum of about RMB 80 billion in default, 
that amount marks the highest level 
since 2014 when China first allowed 
onshore defaults as part of broader 
market‑based reforms.

Most recently, China Huarong Asset 
Management, which has been returning 
its focus to its traditional distressed 
asset management business since 
2018, saw sharp trading volatility in 
its offshore U.S. dollar‑denominated 
bonds after delaying the release of its 
annual results due on March 31. This 
incident renewed questions about how 
to price in the expected level of implicit 
government support for troubled SOEs. 
With heightened uncertainty over how 
reform efforts could impact SOEs going 
forward, we feel that it is imperative for 
Asia credit investors to recognize that not 
all SOEs are in the same boat. Utilizing 
a rigorous, bottom‑up research process 
could help to identify the high‑quality 
entities that are likely better equipped to 
withstand any unexpected volatility.

SOE Reform Has Sought to Make 
Public Sector More Self‑Sufficient

SOEs originally formed the backbone 
of China’s modern economy and were 
tasked with meeting official production 
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quotas. Although the role of private 
enterprise has since surged in tandem 
with China’s economic boom, SOEs 
continue to occupy a significant space 
in China’s economy and account for 
an estimated one‑quarter of industrial 
assets.1 There are well over an estimated 
100,000 SOEs in China, with the very 
largest among them accounting for 
a significant portion of the country’s 
representation in the dollar‑denominated 
Asia credit asset class.

Successive reforms starting in the 
late 1970s sought to make SOEs 
more efficient by granting them greater 
operational autonomy and raising 
transparency standards. The government 
also prioritized oversight for SOEs in 
strategically important areas, like defense, 
agriculture, railways, and equipment 
manufacturing, while encouraging 
consolidation in non‑core areas. 

In line with these efforts, the number 
of central SOEs decreased from 106 
at the end of 2015 to 98 in 2019. The 
State‑owned Assets Supervision and 
Administration Commission also reported 
that, by the end of 2019, the disposal 
had been finalized for 2,041 so‑called 
zombie enterprises, which typically refers 
to companies unable to fund investments 
needed for future growth. A three‑year 
action plan was also unveiled in 2020 
to enhance SOEs’ core competitiveness 
that includes steps like encouraging them 
to dispose of nonessential business and 
relieving them of obligations to undertake 
social programs.

Recent SOE reforms have been 
undertaken against the backdrop of 
China’s attempt to shift away from an 
export‑led economic model to one 
that is more balanced and focused on 
higher‑quality and more sustainable 
growth. In support of these aims, the 
government has committed to reducing 
leverage in the financials sector, while 
taking care not to cause systemic 
impacts across the economy and capital 

markets.2 The intention behind this 
was made clear in the report issued by 
the Ministry of Finance at the recent 
convening of the National People’s 
Congress in April when it highlighted a 
commitment to “step up management 
of local government debt, make solid 
progress in defusing risks related to 
hidden local government debt, and 
promote sustainable fiscal development.”

Recent SOE Defaults Have 
Raised Questions About Implicit 
Government Support

Just as policymakers have ramped up 
efforts to make the public sector more 
self‑sufficient, they have also embarked 
on a path of financial deleveraging and 
credit cleanup, while making it clear 
that government support would not be 
extended to all SOEs. There have been 
some examples of this already in smaller, 
local SOEs. 

In October, Brilliance Auto Group, which 
operates a joint venture with BMW, 
defaulted on one of its private bonds 
and began restructuring proceedings 
after being declared bankrupt the 
following month. Another example, 
Yongcheng Coal and Electricity Holdings 
Group, a coal miner based in Henan 
Province, defaulted on a  
RMB 1 billion loan in November and 
was later prohibited from issuing 
debt for one year. The same month, 
Tsinghua Unigroup, a technology 
company affiliated with one of China’s 
top universities, defaulted on a 
RMB 1.3 billion bond and two dollar 
bonds valued at about USD 1 billion.

In response to the spate of defaults, 
China’s interbank bond market regulator 
suspended China Chengxin International 
Credit Rating Group, a joint venture with 
Moody’s Investors Service, from issuing 
debt ratings for three months, citing 
a lack of due diligence in its research 
process. We believe that decision was 
made to restore investor confidence. 

1 Rhodium Group, “State‑Owned Enterprise Policy Reform,” Winter 2020.
2 For more information, please see our recent white paper: “China’s Economy: Recovery and Rebalancing.”

Utilizing a rigorous, 
bottom‑up research 
process could 
help to identify 
the high‑quality 
entities that are likely 
better equipped 
to withstand any 
unexpected volatility.
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At the same time, the China Securities 
Regulatory Commission also outlined 
a set of key guidelines for future 
development, including the orderly and 
slow release of risks in key areas such 
as bond defaults. As a result, we expect 
the government will continue to display a 
rising tolerance for SOE defaults as part 
of its larger commitment to reducing 
risks in the financial system. 

Huarong International Spread 
Widening Indicates Repricing of 
Government Support Assumptions

Questions regarding implicit government 
support for SOEs resurfaced when 
China Huarong failed to report its annual 
results in Hong Kong by a March 31 
deadline, citing in a stock exchange 
filing that the auditor would require more 
time to audit the financial information for 
the previous year. In response, Moody’s, 
Fitch Ratings, and S&P Global Ratings 
all announced that the company had 
been placed under review for a potential 
ratings downgrade due to uncertainty 
caused by the lack of transparency. 

The developments triggered significant 
volatility in the offshore dollar bonds 
issued by Huarong International, a 
wholly owned subsidiary of China 
Huarong. We feel that this volatility 
was partly due to the size of the parent 
company, China Huarong. Established 

in 1999 by the government to acquire 
distressed debt following the Asian 
financial crisis, China Huarong is one 
of the country’s largest asset managers 
and is majority‑owned by the Ministry 
of Finance. Since the arrest of its former 
chairman, Lai Xiaomin, in 2018, it has 
sought to restructure its operations and 
renew focus on its traditional business of 
distressed asset management.

China Huarong’s outstanding debt 
saw significant spread widening 
since delaying the release of its 
financial results. The market’s 
concerns on Huarong International’s 
dollar‑denominated debt has, in 
part, been driven by the structure 
of these bonds. Huarong’s dollar 
bonds have typically been issued 
out of special‑purpose vehicles with 
guarantees from a financially weak 
international subsidiary, but only a 
keepwell agreement with the ultimate 
parent, China Huarong. 

Other dollar bond SOE issuers also saw 
spreads widen initially but since tighten 
over the same time frame, suggesting 
that contagion was limited to the 
most obviously troubled areas of the 
bond market.

We believe investors should be cautious 
about giving up too much credit spread 
for implied support, as governments 

Increased Defaults From Public Sector
(Fig. 1) Onshore renminbi‑denominated bond defaults by SOEs and  
private enterprises
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may only react to provide support 
for state entities after markets have 
repriced risk of these uncertainties. 
Going forward, Asia credit investors 
should actively assess Chinese SOEs 
issuing dollar bonds on the basis of 
their standalone fundamentals with the 
understanding that implicit government 
support may not be readily available to 
troubled or underperforming entities. 

In this environment, strategic investors 
have an opportunity to potentially 
capitalize on price dislocations through 
informed security selection. We also 
believe that diversifying exposure within 
the region and optimizing allocations 
within specific markets may help 
manage volatility during periods of 
market reform. 

WHAT WE’RE WATCHING NE X T 
SOE reforms have been underway for decades in China as the 
government sought to optimize efficiency in the public sector and 
mitigate financial risks. We expect this is likely to continue and could 
result in a growing tolerance for defaults, reaffirming the importance 
of monitoring the latest developments and limiting exposure to 
underperforming SOEs.

The overall China dollar bond market saw sharp volatility recently amid 
renewed questions about government support for SOEs. Going forward, 
we feel that it is imperative for Asia credit investors to utilize a rigorous, 
bottom‑up research process that will aim to identify high‑quality entities 
that are potentially better equipped to withstand any unexpected volatility.
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INSURANCE MULTI-ASSET OUTLOOK

Rising rates: Threat or opportunity?

KEY POINTS

• Encouraging COVID vaccine progress, ample government policy support, and 
gradually reopening economies worldwide make us reasonably confident in tak-
ing a more pro-risk stance over a 12-month time frame.

• Are rising interest rates here to stay? Rates could rise further from here, and 
while that can present challenges for total return in duration-sensitive markets 
(such as long-duration fixed income and growth-oriented equities), it should offer 
attractive reinvestment opportunities for insurers looking to generate incremen-
tal spread.

• We think vaccine-driven reopenings will be the catalyst for a continued rotation 
from growth- to value-oriented investment exposures. Within equities, we prefer 
Europe, Japan, emerging markets, and smaller caps and think cyclical sectors 
are attractive relative to growth sectors.

• We expect inflation pressures to begin showing up sooner rather than later, 
potentially improving the outlook for commodities and related inflation-hedging 
sectors.

• Downside risks include a sharp spike in rates, disappointing vaccine take-up 
rates, and waning stimulus effects. Upside risks include another major dose of 
policy stimulus and faster or broader reopenings than expected.

The darkest days of the pandemic seem to be behind us. COVID 
vaccines are being distributed and administered around the globe, which 
augurs a material pickup in economic growth later this year. In addition, 
developed market policymakers, perhaps recalling inadequate responses 
during past crises, have kept fiscal and monetary support in high gear. Risk 
assets have responded favorably and the rotation from growth to value has 
gained momentum. 

As we map the road ahead, we think it’s worth contemplating the pos-
sibility of a strong but relatively short recovery. The next phase of the 
rebound, when services widely reopen, employment grows, and overall 
activity improves, should be positive for risk assets. However, we seem to 
be moving quickly from early-stage to late-stage asset behavior, judging 
by the rise in inflation-sensitive assets like cyclicals and commodities. We 
think rising global demand, higher commodity prices, low inventories, and 
wage pressures, among other factors, could push up inflation and inflation 
expectations sooner than the market expects. In addition, we expect more 
bouts of the market challenging the US Federal Reserve (Fed) by driving 
real yields higher. 

Change is from previous quarter. Views 
expressed have a 6 − 12 month horizon and 
are those of the authors. Views are as of March 
2021, are based on available information, and 
are subject to change without notice. Individual 
portfolio management teams may hold differ-
ent views and may make different investment 
decisions for different clients. This material is 
not intended to constitute investment advice or 
an offer to sell, or the solicitation of an offer to 
purchase shares or other securities.

Tim Antonelli, CFA, FRM
Multi-Asset 
Insurance Strategist

Daniel Cook, CFA
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Our multi-asset views for insurers

Asset class View

Change 
from 
previous 
quarter

Reserve assets

Investment-
grade credit

Moderately 
bearish

Securitized 
assets

Neutral

US government Moderately 
bearish

–

Europe 
government

Moderately 
bearish

–

Japan 
government

Moderately 
bearish

–

Surplus assets

High yield Neutral

Bank loans Moderately 
bullish

Emerging 
market debt

Moderately 
bearish

US equities Neutral –

Europe equities Moderately 
bullish

–

Japan equities Moderately 
bullish

–

Emerging 
market equities

Moderately 
bullish

–

Commodities Moderately 
bullish
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Ultimately though, we think the Fed will stick to its commitment to look 
past higher inflation prints and keep policy rates pinned at zero. As a 
result, the runway for cyclical assets to outperform likely extends through 
our 12-month time horizon (Figure 1). 

Figure 1
Low but rising inflation supports risk assets
US 10-year breakeven inflation rate and MSCI All Country World Index
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PAST RESULTS ARE NOT NECESSARILY INDICATIVE OF FUTURE RESULTS AND AN 
INVESTMENT CAN LOSE VALUE. | Source: Bloomberg | Chart data: August 1999 
– February 2021

The environment we describe could be conducive to outperformance by 
a range of value-oriented equity exposures, including non-US developed 
markets (versus US equities), emerging markets (EMs), small-cap equities, 
and cyclical sectors such as financials, consumer discretionary, materials, 
and industrials. In contrast, fixed income total-return performance will 
likely be challenged, but rising rates should increase all-important pur-
chase yields and, in turn, provide some much-needed relief from the yield 
erosion of the past decade (Figure 2).

As we map the road 
ahead, we think it’s 
worth contemplating 
the possibility of a 
strong but relatively 
short recovery.
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Figure 2
US insurers’ bond portfolio yields (%)
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Source: S&P Market Intelligence. Chart data as of 31 December 2020. Note: Preliminary 
year-end 2020 data reflects 94% of US P&C companies, 91% of life companies, and 70% of 
health companies.

We are moderately bearish on credit, where spreads are currently at the 
expensive end of their historical range, as well as on government bonds. 
Given the risk of higher inflation, we are moderately bullish on energy, 
industrial metals, and commodity-oriented sectors. We think long 
US-dollar (USD) exposure could potentially hedge the risk that the Fed 
may accelerate its timetable for rate hikes, in which case we’d expect real 
yields to rise and the dollar to strengthen.

Higher rates still a risk for credit
We believe a broader cyclical recovery in 2021 will result in higher longer-
maturity yields, while central banks will likely keep short rates pinned. 
Even though US interest rates rose about 100 basis points between August 
2020 and early March 2021, risk markets didn’t respond negatively until 
February 2021. We think that’s because the rise in nominal yields was 
first linked to rising long-term inflation expectations, which risk markets 
embraced as a healthy byproduct of improving growth. Plus, levered com-
panies can benefit from higher inflation, which tends to boost revenues and 
reduce real debt. 

More recently, markets have pushed short-term inflation expectations 
higher, in effect challenging the Fed to waver from its commitment to keep 
policy rates at zero until late 2023. We expect this dynamic to induce more 
rate volatility, even though we believe the central bank will maintain its 
resolve. We also think debt concerns may weigh on the long end of the yield 
curve (Figure 3). Together, these factors could drive 10-year yields up into 
the 2% – 3% range over the next 6 – 12 months.

We believe a broader 
cyclical recovery 
in 2021 will result 
in higher longer-
maturity yields, while 
central banks will 
likely keep short 
rates pinned.
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Figure 3
US yield curve (%)

1m 3m 6m 1y 2y 3y 5y 7y 10y 20y 30y
0.0

0.5

1.0

1.5

2.0

2.5

3.0

Most recent One month ago One year ago

Source: S&P Market Intelligence. Chart data as of 19 March 2021.

From a total-return perspective, we have lowered our view on credit from 
moderately bullish to moderately bearish, given the prospect of higher 
government bond yields and narrow spreads (Figure 4). We are only 
moderately bearish because improving fundamentals are supportive and 
demand technicals remain strong, especially in Europe and Asia (where US 
corporate yields are still attractive, with hedging costs having declined). 

Within credit, we prefer short-duration sectors, such as bank loans and 
certain areas of the securitized market. We continue to view securitized 
assets as a way to express a bullish view on residential housing, but remain 
cautious on commercial property, such as malls and offices, where we see 
enduring stress in what tend to be longer-duration assets. Low mortgage 
rates, declining unemployment, and millennials’ growing demand for 
housing are potential tailwinds for sectors such as workforce housing and 
credit-risk transfer. 

For its part, EM debt has been walloped by higher US Treasury yields and 
a stronger USD and appears to be among the cheaper spread sectors in 
credit at this juncture. However, we think there may be a stronger case for 
taking EM risk in equities so as to avoid the duration risk that typically 
comes with EM debt.

Within credit, we 
prefer short-duration 
sectors, such as 
bank loans and 
certain areas of the 
securitized market.
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Figure 4
Tight spreads indicate negative excess returns
Average forward three-year US Baa corporate excess return by option-adjusted 
spread quintiles, January 1987 – February 2021 (%)
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PAST RESULTS ARE NOT NECESSARILY INDICATIVE OF FUTURE RESULTS. | Sources: 
Barclays, Wellington Management

Equities: Tilting away from the US
We remain moderately bullish on Japanese and European equities, where 
we see attractive valuations and a number of positive fundamentals. 
Japan’s leading indicators are improving, and we think its economy and 
equity market should outperform if global growth picks up. Japan was slow 
to start COVID vaccinations, but its case numbers remain relatively low. 
Vaccination progress has also lagged significantly in Europe (other than 
the UK), but manufacturing is doing well there, while the leads on services 
are pointing up sharply. 

We are moderately bullish on EM equities, where (as always) country and 
issuer differentiation is key. We prefer net commodity exporters outside 
of Asia, which could benefit from increased commodity prices and better 
terms of trade (Figure 5). Various Latin American countries and compa-
nies are net commodity exporters and offer what we think are attractive 
valuations, whereas Middle Eastern countries that are big oil exporters 
appear less attractive from a valuation standpoint. We are less optimistic 
about Asian EM equities, whose COVID advantage during 2020 — namely, 
diligent social distancing and mask wearing — will likely diminish as vac-
cine supply and effectiveness favor regions more geared to recovery.

We are moderately 
bullish on emerging 
market equities, 
where (as always) 
country and issuer 
differentiation is key.
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Figure 5
Better earnings-per-share (EPS) expectations for net commodity exporters
% change in EPS expectations since 3Q20
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Chart data as of 5 March 2021. Based on MSCI indices. Normalized to 100 at the end of 3Q20 
(using that as a proxy date for the post-vaccine change). | PAST RESULTS ARE NOT NECES-
SARILY INDICATIVE OF FUTURE RESULTS.  | Sources: Bloomberg, Wellington Management

We are neutral on US equities, despite encouraging vaccine progress and 
our confidence in a strong US economic recovery. If interest rates rise fur-
ther as a result of higher growth or inflation, the expensive growth and 
technology stocks that dominate the US market could lag value-oriented 
and less rate-sensitive areas of the market. Within the US, we prefer 
smaller-cap stocks, which are typically more responsive to changes in eco-
nomic growth and less susceptible to rising rates. 

Commodities: Shifting dynamics in an inflation-sensitive  
asset class
We see higher commodity prices as one potential source of inflation, given 
broad supply/demand imbalances across the energy, metals, and agricul-
ture industries. This includes the cyclical tailwind of growing demand as 
world economies begin to reopen amid unusually low inventory levels. 

But there are also structural changes that appear to be altering the 
fundamental assumption that higher commodity prices lead to greater pro-
duction, eventually driving prices back down: 

• First, energy producers are increasingly responding to share-
holder pressure to restrain capital spending and return capital to 
shareholders. 

• Second, decarbonization is shifting capital spending away from compa-
nies’ traditional hydrocarbon base and toward renewables, while also 
raising the cost of capital and leading to higher production costs and (in 
turn) carbon pricing. 

These decarbonization effects are not limited to energy companies. Metals 
and agriculture are also facing higher costs and potentially lower supply 
due to climate-related goals. These dynamics suggest lower price elasticity 
of supply across the commodities complex. Precious metals are a slightly 
different animal, but higher real yields are likely to be a headwind to their 
performance.

Decarbonization 
is shifting capital 
spending away 
from companies’ 
traditional 
hydrocarbon base and 
toward renewables.
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Finally, investors may benefit from a positive roll yield going forward, a 
result of the commodities futures market being in backwardation due to 
particularly acute shorter-term supply deficits. Taking all of these factors 
into account, we have moved from moderately bearish to moderately bull-
ish on commodities. 

Downside risks
Amazingly, given the depth of last year’s COVID crisis and global recession, 
we are somewhat concerned that inflation may rise quickly enough to upset 
markets this year. But we are also comforted by the fact that higher infla-
tion typically causes material market dislocations only when it is starting 
from a high base, which is clearly not currently the case. Nonetheless, we 
could hit a few bumps along the way as some investors, potentially caught 
off guard by rising inflation, chase after inflation-hedging assets. 

Another potential market irritant is that of higher real yields. While they 
have generally pushed equity prices lower since the global financial crisis 
(GFC), that relationship has been less linear in more cyclical areas of the 
market. And pre-GFC, higher real yields were generally associated with 
stronger equity markets. We suspect that as growth and tech stocks have 
gained share, some of the market’s effective duration has lengthened, so we 
think there is reason to consider focusing on shorter-duration areas like 
cyclicals, small caps, and non-US equities. 

Of course, a number of pandemic-related uncertainties remain. In par-
ticular, some governments have loosened COVID restrictions faster than 
public health experts have advised. In addition, vaccine take-up rates could 
begin to slip as less vulnerable populations become eligible. Finally, there is 
always the risk of new COVID variants that could prove resistant to 
current vaccines.

Upside risks
On the other hand, a pending wave of new vaccine supply and the likeli-
hood of efficient distribution and administration, along with warmer 
spring and summer weather in the northern hemisphere, could spell a 
faster “return to normal” than markets currently anticipate. We envision a 
potentially massive increase in spending on services in the months ahead if 
such a scenario does in fact unfold. 

We also see a chance of additional fiscal policy support, including in 
Germany following its September 2021 elections, and in the US, where 
the Biden administration will likely pursue a meaningful infrastructure 
package before 2021 is out. Both could help lift risk assets, depending on 
the state of growth and inflation later this year. We have already seen the 
European Union (EU) agree to a fiscal “push” over and above the steps 
already being taken by the individual EU countries.

Investment implications
Seeing less value in credit — Credit spreads have narrowed to what we 
consider rich levels, and we don’t see a likely catalyst for them to widen 
much from here. From a total-return perspective, we see better risk/reward 
potential in other fixed income asset classes, including shorter-duration 
sectors like bank loans, collateralized loan obligations, and residential-
housing-oriented structured credit.

Credit spreads have 
narrowed to what we 
consider rich levels, 
and we don’t see a 
likely catalyst for 
them to widen much 
from here.
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Lean on fixed income for diversification — While our views tilt toward 
an economic recovery,  insurance clients’ existing allocations to high-
quality bonds can provide a cushion in the event of a sharp equity sell-off. 
We also think taxable investors should consider municipal bonds given 
their potentially attractive valuations. Long USD exposure could serve as a 
hedge against a risk-off scenario, particularly since “short USD” is now the 
consensus view. Short-duration assets, precious metals, and options strate-
gies may provide additional ways to supplement one’s bond exposure. 

The rotation is real — With many developed economies on the cusp of 
a broad economic reopening and long-term yields threatening to move 
higher, we think value-oriented exposures will continue their recent 
resurgence versus growth exposures. We prefer non-US equities and other 
value-type plays, including smaller-cap equities and cyclical sectors such 
as financials, materials, and industrials. We see attractive opportunities 
in select energy companies that can successfully navigate the transition to 
a lower-carbon economy. Finally, we believe that some cyclical industries, 
such as hotels, gaming, and retail, offer opportunities in companies with 
depressed valuations and improved medium-term fundamentals. 

Pursuing inflation protection with commodities — It’s entirely pos-
sible that inflation could rise sooner or faster than many asset allocators 
currently expect. While value-oriented equities may provide some defense 
against higher inflation, it is worth noting that commodities (excluding 
precious metals) have historically been among the most inflation-sensitive 
asset classes. Adding or increasing commodities exposure may therefore 
make sense for some investors.  
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Fixed income portfolios form a core component of insurers’ asset allocations and 
serve a number of key purposes, such as income and return generation, asset 
liability management, lowering portfolio volatility and providing diversification 
versus other asset classes.  While much focus is placed on asset liability 
management, portfolio tracking errors and diversification versus other asset 
classes, little is done to maximise excess returns vs risk, consider true 
diversification within the fixed income portfolio, and seek genuine sources of 
alpha through innovative portfolio construction techniques. 

One reason for this might be a lack of incentive in the regulations and rating agency capital charges 
to innovate further in these areas.  For example, the regulatory and rating agency capital charges are 
generally less sensitive to the differences in individual corporate bonds carrying similar ratings and 
durations.  This is because, the prescribed charges are sensitive to different credit ratings and tenors 
but generally not to sectors, spread volatility, idiosyncratic risk in any given name or different 
portfolio construction techniques.  Concentration in any individual names or issuers is sometimes 
penalised with concentration risk charges but true diversification and differentiation within insurer’s 
credit portfolios is not always fully rewarded under regulatory or rating agency capital basis.  While 
economic capital models are intended to capture true risk in insurers’ portfolios, not all models are 
built to the level of sophistication and granularity required to account for all key risk factors.  Even 
with the more sophisticated models, a feedback loop is required between the outputs from the 
economic capital model and portfolio construction techniques, which doesn’t always exist. 

As a result, few insurers have looked to seek genuine innovation in fixed income portfolio 
construction techniques.  Where appropriate, insurers have instead diversified between asset 
managers to provide some level of protection against the idiosyncratic risk of a poor performing 
manager.   However, within individual credit portfolios, insurers could be exposed to unnecessary 
downside risk when behavioural biases lead credit managers to overweight more risky corporate 
issues and produce higher portfolio betas than benchmarks.  

Another issue is the misunderstanding of tracking error, which is wrongly seen as a risk management 
tool instead of a risk allocation tool. Limiting tracking error does not necessarily reduce risk, but instead 
tethers a portfolio to an inefficient benchmark.  We believe that outperformance in both up and down 
bond markets can be achieved when effective portfolio construction can uncover sources of alpha.

In this paper, we explain why insurers should look more closely at the portfolio construction process 
when considering and evaluating corporate credit managers. We will focus this discussion on three 
primary themes. First, many credit managers are vulnerable to behavioral biases that make them 
overly optimistic about their ability to forecast investment returns. This leads them to overweight 
portfolios to riskier segments of the investment grade market. These managers may shine when the 
credit market environment is favorable but offer little protection from downside risk when market 
conditions changes.  

Second, credit managers tend to rely heavily on tracking error to assess portfolio risk. This results in 
an inefficient anchoring bias to an inefficient benchmark. We maintain that it’s important to be 
aware of portfolio tracking error, but also to beware of its limitations as a tool in portfolio 
construction. We believe there are better methods of assessing credit portfolio risks that can lead to 
better outcomes.  

Third, we illustrate how effective portfolio construction, can potentially result in consistent and 
uncorrelated excess returns over the course of a full investment cycle. Through a hypothetical 
example, we will demonstrate how credit managers who focus more deeply on portfolio 
construction can potentially produce more consistent and uncorrelated excess return when 
measured against their peer groups.

Executive Summary

Credit managers who 
focus more deeply on 
portfolio construction 
can potentially 
produce more 
consistent and 
uncorrelated excess 
return in both bull and 
bear markets.
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Under the influence of behavioral biases
A good way to examine the impact of behavioral biases in the management of a corporate credit 
portfolio is to assess how often a manager outperforms their stated benchmark when assets are 
selling off or, stated differently, when credit spreads are widening. A manager who consistently 
outperforms in good markets but underperforms when markets are weak may be under the influence 
of an overly optimistic behavioral bias.  

We believe many corporate credit managers fall into this trap primarily because their portfolios are 
overweighted toward lower quality (or lower-rated credit risk) issues through the duration of an 
investment cycle. As a result, the excess returns generated by many corporate bond managers are 
highly correlated to the direction of credit spreads. These managers are knowledgeable, skilled and 
experienced, so what leads them to consistently maintain more risky allocations? In our view, these 
managers are overly optimistic about their ability to forecast investment performance, which creates 
a bias toward riskier credit market holdings.  

As an example, when an analyst recommends a corporate bond they are typically making a 
recommendation for the direction of its credit spread relative to the average spread of a benchmark, a 
relevant sector, or peer group. From a behavioral standpoint, it can be difficult for a forward-looking 
investor to recommend a high-quality corporate bond that trades with a very tight spread relative to 
its benchmark or peer group, because this bond would only outperform if riskier bonds perform 
poorly. This is not a beneficial outcome.  

To accentuate this point, we conducted a study to evaluate every investment-grade corporate bond 
recommendation from four sell-side research departments. In the investment-grade credit universe, 
there are approximately 700 BBB rated issuers and 300 issuers rated A and above. In our study, we 
captured the “outperform”, “market perform” and “underperform” recommendations across each 
rating category published: triple- and AA; A; and BBB. (See Exhibit 1.) 

Exhibit 1.  Outperform recommendations on lower-quality bonds show optimism from 
sell-side research departments
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Source: Barclays, BofA Securities, JP Morgan, Wells Fargo. Data as of Q4 2020.

There is a low-quality 
bias to the outperform 
recommendations. 
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If a manager maintains 
a long risk position at 
all times, its ability  
to add alpha is 
questionable.

From this data, it becomes clear there is a low-quality bias to the outperform recommendations; 
there are nearly 250 outperform recommendations on BBB-rated bonds, but only around 90 
underperform recommendations in the same rating category. By contrast, the ratio of outperform 
to underperform recommendations among higher-rated bonds is more balanced; in the A-rated 
category, there are approximately 50 outperform recommendations and 70 underperform 
recommendations. Looking at this data another way, the number of outperform 
recommendations for BBB-rated bonds is five times higher than the number of outperform 
recommendations for A bonds.  

We acknowledge this is a consolidation of the total sell-side research recommendations for the 
companies we analyzed. However, we believe it is reasonable to assume that if most buy-side 
investment firms conducted similar studies on their internal research recommendations, the skew 
toward more outperform recommendation for BBB-rated credits versus higher-quality credits 
would be similar.  

Taking this analysis one step further, if credit portfolio managers are relying on research analysts 
for investment ideas, then naturally the list of recommendations will be heavily biased toward 
riskier securities. This can—and often does—result in credit portfolio allocations that are skewed 
toward risky bonds throughout the entire investment cycle.  

Credit managers must be cognizant of two critical points to effectively address this behavioral bias 
when constructing their portfolios:  

1.   Are they maintaining an appropriate balance between higher-risk and higher-quality 
investment ideas as not to overweight riskier bonds for the duration of an  
investment cycle?

2.   Have they established a process to help determine when investors are being 
compensated to add additional risk into their portfolios and, just as importantly, when 
they are not?

This second point is vital; if a manager maintains a long risk position at all times, their ability to add 
alpha is questionable. In such a case, any excess returns generated are merely the result of taking 
more risk and are not due to the skill or ability of the manager. 
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Be aware of tracking error, but beware of 
its limitations
Among the widely known and accepted methods for analyzing the risk of an actively managed 
corporate bond portfolio is to calculate its tracking error versus its benchmark. Benchmark indices 
are useful for credit managers for comparing return and risk characteristics among different asset 
classes. However, as advocates for active portfolio management, we also acknowledge that 
market indices are inherently inefficient. Managers should be able to solidly and consistently 
outperform their benchmarks. We believe this is where tracking error falls short as an effective risk 
allocation tool.  

Tracking error can be a useful measure to explain potential deviations of portfolio performance 
versus a benchmark. As credit managers, we find tracking error to be quite useful in assessing risk 
and return attribution. Unfortunately, tracking error can also be widely misunderstood and used 
as a tether by portfolio managers. If benchmark indices are inefficient, then deviations from the 
benchmark should be beneficial by reducing risk or improving portfolio returns. However, too 
often deviating from a benchmark is viewed as “taking risk” rather than reducing it or improving 
risk adjusted returns. A few examples highlight this point:  

1.   When reducing tracking error can be bad:  
A frequent misjudgment often made by portfolio managers is they may own a security they 
don’t particularly like in a sector where they have an unfavorable outlook simply because the 
issue is a large contributor to the benchmark. They can articulate their disfavor of the security 
and the sector by owning a smaller allocation than the benchmark, but still maintaining an 
allocation nevertheless. In this situation, we feel reducing tracking error could be bad for  
the portfolio. 

2.  When adding tracking error can be good:  
In this instance, if a portfolio manager holds an unfavorable view of a security or sector, they 
should feel confident in avoiding that part of the market and instead look for other areas with 
similar levels of risk, volatility and macro drivers in which to invest in order to offset the 
underweight. As a result, the investor is not exposed to an unappealing security or sector and 
instead invests that capital more heavily into preferred securities and sectors. This is an 
instance when adding tracking error is pure and good, and has the potential to result in 
improved risk adjusted returns for the investment portfolio, even though optically tracking 
error is higher. 

If portfolio managers focused less on tracking error, they might do more of the latter and much less 
of the former, thus generating beneficial portfolio results throughout the course of an investment 
cycle. This is why we like to say, “Be aware of your tracking error, but beware of its flaws and 
limitations in portfolio construction.”  

In our view, portfolio managers need to develop additional tools for allocating portfolio risk. While 
we expand on this in the next section, one solution to improve risk allocation in portfolio 
construction worth discussing now: focus on total portfolio volatility.  

Total portfolio volatility is not a foreign concept to many insurers, but it receives much less focus in 
actively managed corporate bond funds. The same calculation made to assess a portfolio’s tracking 
error can be modified to estimate and compare total projected portfolio volatility for the actively 
managed portfolio and its benchmark index.  

If a portfolio manager can unshackle themselves from the limiting factors of tracking error and focus 
more on building maximum returns for minimal volatility, better risk-adjusted performance may 
occur. Portfolio managers will be focused on building a portfolio around their best ideas and less 
concerned with how those ideas align with the composition of an inefficient benchmark index.   

This does not suggest that ignoring tracking error is prudent. It suggests that managing 
portfolio volatility plays a more dominant role in allocating risk in actively managed funds, and 
that tracking error plays a secondary role. 

Too often, deviating 
from a benchmark is 
viewed as “taking risk” 
rather than reducing it 
or improving risk 
adjusted returns.
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Case study—Uncovering hidden sources of 
alpha through portfolio construction
While portfolio construction is among the most misunderstood concepts in corporate bond 
portfolio management, it does not mean that credit managers do not use some form of portfolio 
construction process. The question is, do their construction processes exclusively target alpha 
generation or risk reduction? A robust portfolio construction process could feasibly provide both.  

For example, credit portfolio managers typically have a formal process for credit research and a 
formal valuation process for identifying rich or inexpensive securities. However, in constructing 
credit portfolios they often follow bottom-up or simplistic approaches, such as purchasing the 
securities they like, avoiding those they dislike and ultimately determining whether they are happy 
with the resulting portfolio risk, duration and tracking error.  

While these approaches are not wrong, we believe more specific structural risk allocation can help 
create more consistent investment returns over an investment cycle. Through these processes, 
managers may uncover additional sources of alpha. We believe in a strict approach to building credit 
portfolios.  Using our best ideas, we consider the environment, the valuation for risky assets, and then 
layer in downside protections to enable outperformance regardless of the direction of credit spreads.  

As a case study, let’s consider an example of a hypothetical credit portfolio construction scenario to 
illustrate how much differentiation can exist in a simple, diversified corporate bond universe. For 
this example, we will create a benchmark index and multiple portfolios that include just 10 credit 
issuers in 10 individual sectors. The issuers were chosen based on the size of the investment 
universe and their respective sectors. We can also select a broad range of 2-, 5-, 10- and 30-year 
maturities for each issuer or sector, with the understanding that each sector/security must hold 
exactly 10% market value in each issuer. The only optional variable is which maturities can be 
purchased within each credit.  

The portfolios must also keep key rate durations broadly neutral, and total portfolio durations very 
close to that of the benchmark. For comparison purposes, the sample benchmark index owns 
exactly 2.5% in each maturity – 2-year, 5-year, 10-year, 30-year – of each issuer in the 10 index sectors. 
(See Exhibit 2 below.) The portfolio is also balanced so that it contains five higher volatility sectors 
(shown in red) and five lower volatility sectors (shown in green.) In our analysis of this hypothetical 
index, the duration is 7.631 years and annualized estimated portfolio volatility is 3.67%. 

Risky Allocations High Quality Allocations

Sector Security
Security 

Allocation
Sector 

Allocation Sector Security
Security 

Allocation
Sector 

Allocation Benchmark

Finance BAC 2y 2.5% 10.0% Healthcare PFE 2y 2.5% 10.0% Duration 7.6

BAC 5y 2.5% PFE 5y 2.5% Base Scenario - Expected return 1.90%

BAC 10y 2.5% PFE 10y 2.5% Base Scenario - Excess return 3.7

BAC 30y 2.5% PFE 30y 2.5%

Telecom VZ 2y 2.5% 10.0% Consumer ABIBB 2y 2.5% 10.0%

VZ 5y 2.5% ABIBB 5y 2.5%

VZ 10y 2.5% ABIBB 10y 2.5%

VZ 30y 2.5% ABIBB 30y 2.5%

Midstream KMI 2y 2.5% 10.0% Energy XOM 2y 2.5% 10.0%

KMI 5y 2.5% XOM 5y 2.5%

KMI 10y 2.5% XOM 10y 2.5%

KMI 30y 2.5% XOM 30y 2.5%

Auto F 2y 2.5% 10.0% Technology MSFT 2y 2.5% 10.0%

F 5y 2.5% MSFT 5y 2.5%

F 10y 2.5% MSFT 10y 2.5%

F 30y 2.5% MSFT 30y 2.5%

Technology DELL 2y 2.5% 10.0% Utilities DUK 2y 2.5% 10.0%

DELL 5y 2.5% DUK 5y 2.5%

DELL 10y 2.5% DUK 10y 2.5%

DELL 30y 2.5% DUK 30y 2.5%

Exhibit 2. Impact of sector, issuer and maturity composition in risky and high quality allocations in our hypothetical index 

In fact, many 
investment managers 
have portfolio 
construction 
“processes.” The 
question is, do their 
processes provide  
a source of alpha or  
reduce “risk”?

Expected return data are hypothetical, do not reflect actual investment results, and are not indications of future results. They do not include any transaction 
costs or management fees that would reduce returns, are based on assumptions that are subject to changing market conditions, and may not come to pass. 
Investing involves risk including potential loss of principal. Chart is for illustrative purposes and not intended as investment advice.
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Now we will demonstrate how constructing distinctly different portfolios, using this sample 
benchmark index can result in vastly different tracking errors, volatilities and performance in different 
investment environments, even in this simple universe where every portfolio owns exactly 10% of 
each issuer. Our belief is these allocation differences highlight the importance of portfolio 
construction in corporate bond investing with an exponentially larger opportunity set, while also 
highlighting the weaknesses of tracking error as a risk metric.  

For each sample portfolio, we calculated duration, base case returns, tracking error and portfolio 
volatility statistics. We also calculated excess returns for each sample portfolio against our custom 
benchmark in 15 different investment scenarios. Of the 15 different investment scenarios, there are 
three different interest rate environments: bull (lower yields), bear (higher yields) and flat. There are 
also five different credit spread scenarios for each interest rate environment: a base case to reflect 
general views on credit markets; a bull credit spread scenario; and three bear credit spread 
scenarios—baby bear, normal bear and big bear–which reflect gradually increasing levels of spread 
widening volatility.  

Our analysis begins with two relatively simplistic portfolios—one risky and the other defensive. 

Allocation differences 
within a small universe 
highlight the 
importance of portfolio 
construction in 
corporate bond 
investing.

Risky Allocations High Quality Allocations

Sector Security
Security 

Allocation
Sector 

Allocation Sector Security
Security 

Allocation
Sector 

Allocation Benchmark Risky Portfolio

Finance BAC 2yr - 10.0% Healthcare PFE 2y 5.0% 10.0% Duration 7.6 7.3

BAC 5y - PFE 5y 5.0% Base Scenario - Expected return 1.90% 2.07%

BAC 10y 5.0% PFE 10y - Base Scenario - Excess return 0.18%

BAC 30y 5.0% PFE 30y -

Telecom VZ 2y - 10.0% Consumer ABIBB 2y 5.0% 10.0% Total Volatility 3.7 3.9

VZ 5y - ABIBB 5y 5.0% Tracking Error (Correl Adj.) 0.50

VZ 10y 5.0% ABIBB 10y -

VZ 30y 5.0% ABIBB 30y - Scenario Analysis Index Return Excess Return
Midstream KMI 2y - 10.0% Energy XOM 2y 5.0% 10.0%

Flat Rates 
Forecast

Base Credit 1.9% 0.18%

KMI 5y - XOM 5y 5.0% Baby Bear 0.7% -0.06%

KMI 10y 5.0% XOM 10y - Bear -3.6% -0.46%
KMI 30y 5.0% XOM 30y - Big Bear -14.5% -1.44%

Auto F 2y - 10.0% Technology MSFT 2y 5.0% 10.0% Bull Credit 4.0% 0.24%

F 5y - MSFT 5y 5.0%

Bear Rates 
Forecast

Base Credit -5.7% 0.37% 

F 10y 5.0% MSFT 10y - Baby Bear -6.9% 0.13%
F 30y 5.0% MSFT 30y - Bear -11.2% -0.26%

Technology DELL 2y - 10.0% Utilities DUK 2y 5.0% 10.0% Big Bear -22.1% -1.25%
DELL 5y - DUK 5y 5.0% Bull Credit -3.6 % 0.43%

DELL 10y 5.0% DUK 10y -

Bull Rates 
Forecast

Base Credit 6.5% 0.08%
DELL 30y 5.0% DUK 30y - Baby Bear 5.3% -0.16%

Bear 0.9% -0.55%
Big Bear -9.9% -1.54%
Bull Credit 8.6% 0.14%

Exhibit 3. Risky Portfolio 

• Overweights risky sectors by allocating 5% to each 10- and 
30-year bond for issuers in the higher volatility sectors; 
maximizes longer duration positions in risky names.

• Underweights higher-quality sectors by allocating 5% to each 
2- and 5-year bond for issuers in the lower volatility sectors; 
maximizes shorter duration position in safer names.

• Higher total volatility than the sample index

• Outperforms the index in base case and bull credit 
environments but underperforms in bear credit 
environments.

• Tracking error is 50

Expected return data are hypothetical, do not reflect actual investment results, and are not indications of future results. They do not include any transaction 
costs or management fees that would reduce returns, are based on assumptions that are subject to changing market conditions, and may not come to pass. 
Investing involves risk including potential loss of principal. Chart is for illustrative purposes and not intended as investment advice.
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Risky Allocations High Quality Allocations

Sector Security
Security 

Allocation
Sector 

Allocation Sector Security
Security 

Allocation
Sector 

Allocation Benchmark
Defensive 
Portfolio

Finance BAC 2yr 5.0% 10.0% Healthcare PFE 2y - 10.0% Duration 7.6 8.0

BAC 5y 5.0% PFE 5y - Base Scenario - Expected Rtn 1.90% 1.72%

BAC 10y - PFE 10y 5.0% Base Scenario - Excess Rtn -0.18%

BAC 30y - PFE 30y 5.0%

Telecom VZ 2y 5.0% 10.0% Consumer ABIBB 2y - 10.0% Total Volatility 3.7 3.5

VZ 5y 5.0% ABIBB 5y - Tracking Error (Correl Adj.) 0.50

VZ 10y - ABIBB 10y 5.0%

VZ 30y - ABIBB 30y 5.0% Scenario Analysis Index Return Excess Return
Midstream KMI 2y 5.0% 10.0% Energy XOM 2y - 10.0%

Flat Rates Forecast

Base Credit 1.9% -0.18%

KMI 5y 5.0% XOM 5y - Baby Bear 0.7% 0.06%

KMI 10y - XOM 10y 5.0% Bear -3.6% 0.46%
KMI 30y - XOM 30y 5.0% Big Bear -14.5% 1.44%

Auto F 2y 5.0% 10.0% Technology MSFT 2y - 10.0% Bull Credit 4.0% -0.24%

F 5y 5.0% MSFT 5y -

Bear Rates Forecast

Base Credit -5.7% -0.37% 

F 10y - MSFT 10y 5.0% Baby Bear -6.9% -0.13%

F 30y - MSFT 30y 5.0% Bear -11.2% 0.26%
Technology DELL 2y 5.0% 10.0% Utilities DUK 2y - 10.0% Big Bear -22.1% 1.25%

DELL 5y 5.0% DUK 5y - Bull Credit -3.6 % -0.43%
DELL 10y - DUK 10y 5.0%

Bull Rates Forecast

Base Credit 6.5% -0.08%
DELL 30y - DUK 30y 5.0% Baby Bear 5.3% 0.16%

Bear 0.9% 0.55%
Big Bear -9.9% 1.54%
Bull Credit 8.6% -0.14%

Exhibit 4. Defensive Portfolio

• Underweights risky sectors by allocating 5% to each 2- and 
5-year bond for issuers in higher volatility sectors. 

• Overweights higher-quality sectors by allocating 5% to each 
10- and 30-year bond for issuers in lower volatility sectors.

• Short-duration/higher beta credit risk and long-duration/
lower volatility credit risk.

• Good performance in bear credit environments; lower total 
portfolio volatility than the benchmark.

• Like the risky portfolio, also has tracking error of 50 bps.

Expected return data are hypothetical, do not reflect actual investment results, and are not indications of future results. They do not include any transaction 
costs or management fees that would reduce returns and are based on assumptions that are subject to changing market conditions and may not come to pass. 
Investing involves risk including potential loss of principal. Chart is for illustrative purposes and not intended as investment advice.
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Exhibit 5. Volatility Focused Portfolio

Maximize total return in base interest rate and base credit 
environment.

• Limit total portfolio volatility to less than or equal to index 
volatility.

• Returns in the base case environment are higher than in the 
other scenarios.

• Total portfolio volatility is slightly less than the index.

• Underperformance in bear credit environments is much lower 
than the Risky Portfolio, despite better risk-adjusted returns 
in all environments.

• Tracking error is only marginally higher at 61 bps.

Risky Allocations High Quality Allocations

Sector Security
Security 

Allocation
Sector 

Allocation Sector Security
Security 

Allocation
Sector 

Allocation Benchmark
Vol-Focused 

Portfolio

Finance BAC 2yr 1.7% 10.0% Healthcare PFE 2y - 10.0% Duration 7.6 7.7

BAC 5y 3.5% PFE 5y 4.6% Base Scenario - Expected Rtn 1.90% 2.33%

BAC 10y 4.8% PFE 10y 2.8% Base Scenario - Excess Rtn 0.43%

BAC 30y - PFE 30y 2.6%

Telecom VZ 2y 6.9% 10.0% Consumer ABIBB 2y - 10.0% Total Volatility 3.7 3.6

VZ 5y 3.1% ABIBB 5y 1.9% Tracking Error (Correl Adj.) 0.61

VZ 10y - ABIBB 10y 3.4%

VZ 30y - ABIBB 30y 4.7% Scenario Analysis Index Return Excess Return
Midstream KMI 2y - 10.0% Energy XOM 2y 3.5% 10.0%

Flat Rates Forecast

Base Credit 1.9% 0.44%

KMI 5y 0.5% XOM 5y 5.8% Baby Bear 0.7% 0.06%

KMI 10y 3.8% XOM 10y 0.6% Bear -3.6% -0.09%
KMI 30y 5.7% XOM 30y - Big Bear -14.5% -0.45%

Auto F 2y - 10.0% Technology MSFT 2y 4.2% 10.0% Bull Credit 4.0% 0.16%

F 5y 7.4% MSFT 5y 4.3%

Bear Rates Forecast

Base Credit -5.7% 0.12%

F 10y 2.6% MSFT 10y 1.5% Baby Bear -6.9% -0.26%

F 30y - MSFT 30y - Bear -11.2% -0.40%
Technology DELL 2y - 10.0% Utilities DUK 2y 0.5% 10.0% Big Bear -22.1% -0.76%

DELL 5y - DUK 5y 1.1% Bull Credit -3.6 % -0.15%
DELL 10y - DUK 10y 3.2%

Bull Rates Forecast

Base Credit 6.5% 0.61%
DELL 30y 10.0 DUK 30y 5.2% Baby Bear 5.3% 0.23%

Bear 0.9% 0.09%
Big Bear -9.9% -0.27%
Bull Credit 8.6% 0.34%

What’s surprising in the first analysis of these examples is that both portfolios have similar tracking 
errors of 50 bps, despite significant deviations in their holdings. This highlights one flaw of using 
tracking error as a risk metric; the two portfolios are distinctly different in how they might perform 
through an investment cycle, yet they still have the same tracking error. This could be misleading to a 
credit manager.  

Taking this analysis one step further, the next sample portfolio, Volatility Focused, articulates the 
benefits of thoughtful portfolio construction using portfolio risk allocation tools. What’s different in 
the Volatility Focused Portfolio is the allocation seeks to balance portfolio risk by taking longer 
duration credit risk in two higher-volatility sectors. It also has long duration overweight risk in two 
lower volatility sectors. 

Expected return data are hypothetical, do not reflect actual investment results, and are not indications of future results. They do not include any transaction 
costs or management fees that would reduce returns, are based on assumptions that are subject to changing market conditions, and may not come to pass. 
Investing involves risk including potential loss of principal. Chart is for illustrative purposes and not intended as investment advice.
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Volatility Focused– 
Downside Protection  
is where the alpha 
component of portfolio 
construction really 
emerges.

Looking at these results, we can begin to see how portfolio construction can provide an 
unexpected source of alpha. By making one simple tweak to focus portfolio construction on 
maximizing return while limiting volatility, this example illustrates how to generate a higher return 
than the risky portfolio with better downside protection. But we can go one step further still.  

Let us take this analysis one step further to demonstrate a more comprehensive process for portfolio 
construction. The last sample portfolio, Volatility Focused-Downside Protection, uses more 
sophisticated tools to build portfolios based on targeted portfolio volatility.  

Volatility Focused–Downside Protection is where the alpha component of portfolio construction 
really emerges. The difference in portfolio construction between this portfolio and the others is that 
we have holistically incorporated sensitivity analysis of multiple investment environments into the 
risk allocation process. Maximum outperformance in the base case view is still targeted, as is total 
portfolio volatility equal to or less than that of the index. Yet, portfolio performance does not 
meaningfully underperform during a period of credit weakness.  

This carefully planned and well-executed portfolio construction process has the potential to produce 
the kind of consistent results that allow credit portfolio managers to invest with conviction and 
provide more confidence to insurers investing in these strategies. 

Risky Allocations High Quality Allocations

Sector Security
Security 

Allocation
Sector 

Allocation Sector Security
Security 

Allocation
Sector 

Allocation Benchmark
Vol-Focused Downside- 

Protection Portfolio

Finance BAC 2yr 7.3% 10.0% Healthcare PFE 2y - 10.0% Duration 7.6 7.5

BAC 5y - PFE 5y - Base Scenario - Expected Rtn 1.90% 2.34%

BAC 10y 2.7% PFE 10y 10.0% Base Scenario - Excess Rtn 0.44%

BAC 30y - PFE 30y -

Telecom VZ 2y 10.0% 10.0% Consumer ABIBB 2y - 10.0% Total Volatility 3.7 3.6

VZ 5y - ABIBB 5y 3.6% Tracking Error (Correl Adj.) 0.74

VZ 10y - ABIBB 10y 6.4%

VZ 30y - ABIBB 30y - Scenario Analysis Index Return Excess Return
Midstream KMI 2y - 10.0% Energy XOM 2y 0.8% 10.0%

Flat Rates Forecast

Base Credit 1.9% 0.43%

KMI 5y - XOM 5y 9.2% Baby Bear 0.7% 0.07%

KMI 10y - XOM 10y - Bear -3.6% 0.07%
KMI 30y 10.0% XOM 30y - Big Bear -14.5% 0.07%

Auto F 2y - 10.0% Technology MSFT 2y 2.2% 10.0% Bull Credit 4.0% 0.07%

F 5y 10.0% MSFT 5y 7.8%

Bear Rates Forecast

Base Credit -5.7% 0.37%

F 10y - MSFT 10y - Baby Bear -6.9% 0.01%

F 30y - MSFT 30y - Bear -11.2% 0.01%
Technology DELL 2y - 10.0% Utilities DUK 2y - 10.0% Big Bear -22.1% 0.00%

DELL 5y - DUK 5y - Bull Credit -3.6 % 0.01%
DELL 10y - DUK 10y 2.3%

Bull Rates Forecast

Base Credit 6.5% 0.47%
DELL 30y 10.0 DUK 30y 7.7% Baby Bear 5.3% 0.12%

Bear 0.9% 0.11%
Big Bear -9.9% 0.11%
Bull Credit 8.6% 0.12%

Exhibit 6. Volatility Focused Downside protection Portfolio

Seeks to maximize excess return in base case scenarios with 
significant downside protection in bear environments.

• Limit total portfolio volatility to less than or equal to index 
volatility.

• Returns in base case environment are slightly lower, but greatly 
improve potential outcomes in down markets.

• Total portfolio volatility is less than the index.

• Underperformance in bear credit environments is virtually 
eliminated.

• Tracking error is higher, at 74 bps, but still well within 
acceptable ranges.

Expected return data are hypothetical, do not reflect actual investment results, and are not indications of future results. They do not include any transaction 
costs or management fees that would reduce returns, are based on assumptions that are subject to changing market conditions, and may not come to pass. 
Investing involves risk including potential loss of principal. Chart is for illustrative purposes and not intended as investment advice.
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Portfolio construction as a point 
of differentiation
Behavioral biases and misconceptions in risk analysis are challenges faced by all investment grade 
fixed income managers. If these biases are not recognized and properly accounted for, they can 
hamper a manager’s ability to consistently outperform throughout an investment cycle. However, by 
approaching these challenges proactively and creating solutions to fix them, credit managers can take 
advantage of these limitations to add portfolio alpha.  

We believe one of the most effective yet misunderstood ways to address these pitfalls is through the 
careful and deliberate portfolio construction process. An effective process allows credit managers to 
look beyond the effects of behavioral bias and reduce the negative impacts of certain inhibiting risk 
metrics. A process that does not account for these characteristics will leave credit managers and 
investors vulnerable to unnecessary downside risk.  

There is value in looking at metrics like tracking error, and we do consider this in our investment grade 
credit portfolios. However, we do not believe these metrics should be the sole or primary focus, given 
the constraints they place on a portfolio manager. As we relentlessly preach, “Be aware of tracking 
error, but beware of its flaws and limitations in portfolio construction.”  

Finally, an effective portfolio construction process allows a credit manager to take advantage of the 
structural inefficiencies in the credit markets, while still benefiting from a strong bottom-up and 
fundamentally based idea generation process. We believe managers who implement a process free 
from the constraints of a traditional benchmark-linked approach are likely to offer returns that 
outperform through every stage of an investment cycle. Consequently, their results are highly likely to 
be uncorrelated to their peers who do follow such an approach. 

An effective process 
allows credit managers 
to look beyond the 
effects of behavioral 
bias and reduce the 
negative impacts of 
certain inhibiting 
risk metrics. 

For our latest insights, visit our website at avivainvestors.com
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Insurers continue to grapple with low rates and search for ways to add yield in this environment. While overall
portfolio allocations were stable in 2020, there were several noteworthy allocation moves, including a continued
decrease in municipals and growth within NAIC 3-rated securities. In our third annual analysis of insurance company
filings, we examine the impact of these trends and changes both in 2020 and going forward. We also explore how
insurers can navigate this low-yield environment without moving too far out on the risk spectrum.

• Despite the volatility in 2020, insurance company investment portfolios benefitted as markets bounced back from the initial
shock of the global economic shutdown and ended the year with strong performance.

2020 Allocation Lookback

(%) Bonds YoY 
Change Equity YoY 

Change Loans YoY 
Change

Cash/ST 
Investments

YoY 
Change Other** YoY 

Change
Life 72.8 -0.8 1.2 0.0 16.0 -0.7 3.3 0.5 6.8 1.0
P&C 61.7 -1.3 24.5 0.3 1.3 0.0 7.8 1.0 4.7 0.1
Health* 59.2 -4.1 9.9 -0.6 0.1 0.0 34.1 2.9 7.2 -0.1

• Within bond portfolios, corporates remained the predominant allocation and were up slightly across insurance lines during the
year. Allocations to securitized bonds were relatively unchanged. P&C and Health insurers also continued to reduce their
municipal allocations, an ongoing theme since the passage of the Tax Cut and Jobs Act (TCJA).

*Health data as provided by S&P SNL does not sum to 100% due to different filing methods. **Other includes Real Estate and Other Investments.

• Total cash & investments was up $503 billion to nearly $7 trillion.
We continued to see an increase in unrealized capital gains,
which was up by $53 billion on the year.

• In response to a significant decline in Treasury yields, net yield
on invested assets fell by the largest amount in over 10 years.
Property & Casualty (P&C) and Life net yields were at the lowest
levels on record.

• Overall asset allocation moves within insurance company
investment portfolios were small and primarily around the edges.
Within P&C, equity allocations ended the year at their highest
levels ever, while bonds were at their lowest.
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Net Yields Decreased

• The Biden Administration has proposed several tax
changes, including increasing the corporate tax rate from
21% to 28%, though a 25% tax rate is also being
discussed.

• Although higher tax rates benefit municipals relative to
other taxable options, even if tax rates were to rise, the
higher municipal taxable-equivalent yields (TEY) would
still fall short of corporate and securitized yields, as
historically low municipal yields have diminished the
value of the tax exemption.

Municipals Look Expensive Versus Other Alternatives, Even Considering Future Tax Rate Changes

S&P SNL Financial as of 12/31/20, Bloomberg Barclays and IR+M Analytics as of 4/30/21. Bottom right chart shows Bloomberg Barclays 1-10 Municipal Index taxable equivalent yields at various corporate tax rates. The views 
contained in this report are those of IR+M and are based on information obtained by IR+M from sources that are believed to be reliable. This report is for informational purposes only and is not intended to provide specific advice, 
recommendations for, or projected returns of any particular IR+M product. No part of this material may be reproduced in any form, or referred to in any other publication, without express written permission from Income Research & 
Management.
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Fixed Income Ratings Observations

• Year-to-date in 2021, the largest investment-grade ratings
migration has been from single A to BBB-rated securities,
with some companies willing to risk a downgrade for M&A
transactions. Over $80 billion was downgraded through
early April, compared to $170 billion total in 2020.

• The spread difference between A and BBB-rated corporates
is well-below long-term averages. This, combined with
broadly tight spread levels, may further disincentivize
companies from maintaining their A ratings.

• The BBB-rated universe has also seen almost $21 billion in
growth from rising stars (high-yield bonds upgraded to
investment grade).
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• Looking ahead, the BB universe may offer opportunity to
insurance companies looking to maintain portfolio income.

• The proposed changes to Risk Based Capital (RBC) bond
factors would, among other things, increase the capital
efficiency of bonds rated BB+.

• Although BB spreads have tightened significantly over the
last year, they remain wide to BBBs.

• Fallen angels have also expanded the size, quality, and
duration of the opportunity set.

• NAIC 3 allocations also rose during the year, reaching their highest levels in the last five years across all insurance company
types. Fallen angels (investment-grade bonds that have been downgraded to high yield) likely contributed to the increase.
Although short of initial projections, there were still $185 billion in 2020, the highest calendar year total on record.

• While sector allocation changes were modest year-over-year, ratings exposure within fixed income portfolios shifted
meaningfully. Allocations to NAIC 2 securities steadily climbed in 2020, and there are several trends that could lead to even
higher allocations in 2021.

Navigating the Low Yield Environment

A to BBB Ratings Transition data was provided by Morgan Stanley and is as of 4/15/21. S&P SNL Financial and IR+M Analytics as of 12/31/2020. P&C and Health market yields are the Bloomberg Barclays Intermediate Aggregate
Index, Life market yield is 50% Bloomberg Barclays Corporate Index/50% Bloomberg Barclays Long Corporate Index. The views contained in this report are those of IR+M and are based on information obtained by IR+M from sources 
that are believed to be reliable. This report is for informational purposes only and is not intended to provide specific advice, recommendations for, or projected returns of any particular IR+M product. No part of this material may be 
reproduced in any form, or referred to in any other publication, without express written permission from Income Research & Management.

• Many of the shifts in insurance company portfolios
have been in response to the low interest rate
environment.

• The difference between book yield and the current
fixed income market yield is at a recent high. As
these higher-yielding assets mature, insurers may
be forced to re-invest at lower yields, putting further
pressure on investment income.

-1.0%

0.0%

1.0%

2.0%

3.0%

2015 2016 2017 2018 2019 2020

Life P&C Health

Historical Book Yields Relative to Market Yields



IR+M UPDATE
Insurance Company Fixed Income Portfolio
Trends - 2021

100 Federal Street, 30th Floor       Boston, MA 02110       (617) 330-9333         www.incomeresearch.com

Navigating the Low Yield Environment

Bloomberg Barclays as of 4/30/21. Some statistics require assumptions for calculations which can be disclosed upon request. Yields are represented as of 4/30/21 and are subject to change. The securities mentioned are for illustrative 
purposes only. This is not a recommendation to purchase or sell the securities listed. The views contained in this report are those of IR+M and are based on information obtained by IR+M from sources that are believed to be reliable.  
This report is for informational purposes only and is not intended to provide specific advice, recommendations for, or projected returns of any particular IR+M product.  No part of this material may be reproduced in any form, or referred 
to in any other publication, without express written permission from Income Research & Management. BLOOMBERG® is a trademark and service mark of Bloomberg Finance L.P. and its affiliates (collectively “Bloomberg”). 
BARCLAYS® is a trademark and service mark of Barclays Bank Plc (collectively with its affiliates, “Barclays”), used under license. Bloomberg or Bloomberg’s licensors, including Barclays, own all proprietary rights in the Bloomberg 
Barclays Indices. Neither Bloomberg nor Barclays approves or endorses this material, or guarantees the accuracy or completeness of any information herein, or makes any warranty, express or implied, as to the results to be obtained 
therefrom and, to the maximum extent allowed by law, neither shall have any liability or responsibility for injury or damages arising in connection therewith. Copyright © 2021, S&P Global Market Intelligence.  Reproduction of any 
information, data or material, including ratings (“Content”) in any form is prohibited except with the prior written permission of the relevant party. Such party, its affiliates and suppliers (“Content Providers”) do not guarantee the 
accuracy, adequacy, completeness, timeliness or availability of any Content 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. 
In no event shall Content Providers be liable for any damages, costs, expenses, legal fees, or losses (including lost income or lost profit and opportunity costs) in connection with any use of the Content. A reference to a particular 
investment or security, a rating or any observation concerning an investment that is part of the Content is not a recommendation to buy, sell or hold such investment or security, does not address the suitability of an investment or 
security and should not be relied on as investment advice. Credit ratings are statements of opinions and are not statements of fact.

May 26, 2021

• Insurers might consider revisiting 144A investment guideline limits when possible. 144A securities are a significant portion of
the universe, accounting for over 25% of investment-grade corporate new issue in 2020, and almost 60% of asset-backed
securities (ABS) new issue. In addition, 144As have better liquidity than true private placements.

• Opportunity also remains present in the securitized sector, particularly in ABS and commercial mortgage-backed securities
(CMBS), which can offer more attractive spreads, yields, and capital treatment than similarly-rated corporate bonds.

The Evolving Securitized Universe
• The securitized universe has expanded beyond the typical auto- and credit card backed-securities, and now includes many

non-traditional sectors that we believe can offer insurers higher yields than similarly-rated corporates and municipals,
diversification benefits, and better structural protections.

Yield Duration Spread Rating

Railcar 1.63 2.65 109 A2

Datacenter 1.72 3.43 122 A3

Whole Business 2.52 6.64 117 BBB+

CLOs 1.38 0.25 103 AAA

BloomBarc Intermediate 
Corporate Index 1.47 4.58 65 A3/BBB+

BloomBarc 1-10yr 
Municipal Index 0.77¹ 3.77 22 Aa3/AA-

¹ - taxable equivalent yield using a 21% tax rate

• Vintage conduit CMBS also offers value in the short end given enhanced credit protection with minimal prepayment volatility.
Recent NAIC changes have led to some adverse scenario analysis for lower-rated tranches, which resulted in modest spread
and selling pressure within the sector. Despite this, we believe there are selective opportunities, and with a diversified, up-in-
quality approach, CMBS can provide attractive relative value.

At IR+M, we believe that, despite the low yield environment, there are investment opportunities within fixed income
that offer relatively attractive risk-adjusted yields, such as the securitized sector. We believe that bottom-up security
selection is paramount in this environment, especially since impairments can quickly reduce returns. Through our
experience managing fixed income portfolios and partnering with insurance clients, we think we are well-positioned
to help fulfill investment needs in this low yield environment.

• Railcars: Goods and commodity flow was consistent
during the pandemic, and railcar ABS did not
experience significant delinquencies or decline in
utilization.

• Datacenters: The majority of tenants are investment
grade and turnover is low given essential business
needs and high switching costs.

• Whole Business: Franchise agreements are long-
term with a fixed rate, backed by franchisee fees and
royalty income, and provide a stable cashflow.

• Collateralized loan obligations (CLOs): The structural
strength has proven out over multiple credit cycles,
and heavy year-to-date supply has led to wider
trading levels.
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STEWART: Insurance companies are 
looking for yield, but where to find it 
particularly on a risk adjusted basis? 
Andrea DiCenso is our guest from 
Loomis Sayles. And she's going to tell 
us where to look. Andrea, welcome.

ANDREA: Thank you, Stewart. Great 
to be here.

STEWART: My name's Stewart Foley. 
This is the Insurance AUM Journal 
podcast, and we're thrilled to have 
you. Can you please tell us just a little 
bit about your background and what 
your focus is at Loomis Sayles?

ANDREA: Sure. My background is 
within the fixed income markets. I 
work within the alpha strategies team 
at Loomis Sayles. We are 1 of 10 fixed 
income teams that are looking to 
meet client's needs, and whether that 
be book yields or income objectives, 
as we think about investing across 
the fixed income universe. Now, what 
is unique about the alpha strategies 
team within Loomis is we not only 
utilize the expertise from our credit 
research department that is doing 
deep value fundamental research, 
but we also take the approach of 
incorporating a robust top-down 
view to understand what is the macro 
environment we're in and what risk 
taking are we being paid to allocate 
to across the different fixed income 
asset classes?

Interview

Guest Q&A

So, when you think about the style of 
funds that we run on our team, we run 
multi-asset credit funds that invest 
across the fixed income spectrum. 
Everything from investment grade, 
high yield, emerging market bank 
loans, and securitized credit.

STEWART: And when you look at 
multi-asset credit, is that a global 
opportunity set, or are you focused in 
the US? Where are you looking?

ANDREA: Sure, great question. We 
do look globally and the reason that 
we do that is, what we have found 
is, the fixed income universe has 
become global in nature given the 
unprecedented coordination we've 
seen across global central banks. And 
as we think about finding value in a 
global setting across those different 
areas of fixed income markets, we 
utilize a credit cycle approach to 
investing. And what I mean by that is 
we like to classify where every country 
and every industry is trading within 
their own credit cycle.

The way we do that is, again, harnessing 
the research capabilities, both from 
our fixed income research teams and 
our macro research teams. They're 
charged with really rolling up their 
sleeves and digging into the financials 
on countries, as well as individual 
corporates to understand where 
leverage is building and falling. And 

that's going to dictate, to us, in what 
stage of this four phase credit cycle, 
which encompasses downturn, credit 
repair, recovery, or expansion late cycle 
is that country or that industry trading 
in. And what we take away from that is 
that a better understanding of the risk 
and return profiles of that asset class 
or that individual country, as we think 
about how much risk are you being 
paid to take in today's environment, 
and how much risk premium might be 
available in the market?

STEWART: I mean, that's always the 
game. We had a CIO interview this 
week with Joe Eppers and we were 
talking about the same thing. It's 
where are you getting paid? It's not just 
what's the ultimate highest spread, 
it's also a risk. And, as you identified, 
there's a number of different risks in 
different countries, in different stages 
of the credit cycle. One of the things I 
think that is always sort of on people's 
minds, particularly globally, is this 
concept of what I would refer to as 
market fragility. And I don't know how 
you want to define that, but do you 
consider market fragility? And if so, 
how do you measure it?

ANDREA: Sure. We do factor market 
fragility into our investment process. 
And really the catalyst for having that 
be incorporated is, if you think back 
to how people traditionally viewed 
a credit cycle approach, they were 
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relying on either macro economic 
data or, perhaps, data being reported 
in financial statements. Now, all of that 
information can be lagged anywhere 
from one to six months. So, if you're 
thinking about asset allocating across 
the fixed income space on lagged 
data, you're always inherently going to 
be late to that party. And the market 
may have already repriced before you 
can adjust your portfolio.

So, what we did is we tried to 
incorporate more market-based data 
into our analysis of the environment 
that you're trading in. So, what we 
look at is the interconnectedness of 
the underlying constituents of really 
any index. It could be a fixed income 
index, like the high yield universe. It 
could be an S&P 500. And we do that 
on a global basis. The reason being for 
that is we want to look at global equity 
markets, global fixed income markets, 
and where are the constituent, think 
of it as, cross asset correlation rising 
or falling? Because what we know is 
we are not smart enough to predict 
the next crisis. But what tends to 
precede any market crisis is rising 
correlations across constituents 
within an index. So, we want to be 
monitoring all global equity in global 
fixed income markets to see where is 
there a potential for agility building? 
Also, where is it falling? Because that's 
going to help us think about the risk 
taking environment that we're in. And, 
like you said, how much risk are you 
being paid to take in today's market?

STEWART: I mean, it kind of leads me 
into my next question, where you're 
talking about measuring market 
distress, or fragility and potential 
market dislocations. Some insurance 
companies are somewhat buy and 
hold. Others, not so much. So, can you 
talk to me about the asset allocation 
process, whether it's dynamic, static, 
kind of how do you think about 
investing in periods of dislocation?

ANDREA: Sure. And I think that this 
is where getting to know your end 

client is so crucial because that end 
clients need, perhaps, they have a 
gain/loss budget that they have to 
adhere to, or they're more book yield 
focused we want to understand how 
much optimization they can have at 
any given point in time. So, those lines 
of communication become extremely 
important during periods of market 
dislocation.

Now, our job as portfolio managers is 
always to be identifying where there's 
value across the different areas of 
fixed income markets and, ideally, 
be optimizing those allocations for 
our clients, so they can meet their 
book yield objectives, or achieve 
a higher risk adjusted income for 
them. However, we are always 
balancing their constraints against 
that optimal asset allocation. And 
that's where that dynamic process 
comes into play. Now, our team 
has been customizing solutions for 
clients for over a decade now. And 
that partnership with the end client 
is really what drives that process.

STEWART: It's really interesting. 
And I think that unless you've been 
there and done that it is difficult to 
communicate how challenging it can 
be to run a strategy, and yet deal with 
all of the constraints and their logical 
constraints that make sense, but 
it's still hard to get as much of your 
strategy into the insurance company 
as you can be and is... I'm from 
Missouri, Andrea, you don't know 
this, but we're full of sayings. And my 
saying about insurance companies 
is insurance companies are like 
snowflakes. From a distance, they all 
look the same, but when you're up 
close, they're all different and they can 
be very different. So, it's interesting 
how the approach that you're taking 
with those insurance clients, I mean, 
it's roll up your sleeves, but that's 
what you got to do, right?

ANDREA: Yeah. And I think, really, 
the advantage for the end client, in 
my experience, has been we stand 

ready with the asset classes at your 
disposal for when there is a market 
dislocation and we can act faster 
than the end client could've on their 
own. Like you said, I thought it was 
a perfect analogy, the snowflake 
analogy because, at the end of the 
day, our job is really to identify to 
them when we see that dislocation 
and then work with them to adjust.

STEWART: My wife would warn you 
at this point, don't encourage him. So, 
you've got a global research team, you 
talked about top-down. What about 
security selection and the bottom-up 
side of things, how do you work that 
into your process?

ANDREA: No multi-asset credit 
investing product could work without 
both of those being simultaneously 
strong. You need that robust top-
down process to identify when to 
take risk. However, once you may 
identify the high yield universe looks 
attractive, it becomes a game of 
identifying what specific industry and 
what individual issuer within that 
industry is most attractive. So, my 
background is actually fixed income 
research, that's where I started my 
career at Loomis. And the team that 
we have in place is so strong and their 
ability to have a consistent process 
around identifying ideas, as well as 
having a systematic portal, if you will, 
for communicating those ideas across 
the different fixed income teams. The 
team I sit on, as I had mentioned, is 
only 1 of 10 fixed income teams and 
our risk return objectives are going 
to be vastly different from another 
team at the firm. So, we need to be 
able to harness the output of credit 
research to meet the needs across 
the different teams.

Now, the way that we do that is we've 
created bespoke tools that allow 
our individual research analysts to 
measure the risk premium that is 
available in all the names that they 
cover in each individual industry. 
And this is a living and breathing 
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tool, meaning that real-time data is 
feeding it. So, as spreads are either 
tightening or widening, they're able 
to adjust their views. And that is 
immediately communicated across 
the portfolio management teams. So, 
at the end of the day, when I sit down 
with a research analyst, I don't have 
to even ask them, what is your top 
idea? I know what their top idea is. It 
becomes a deep dive into what is the 
catalyst for spread compression or 
spread widening, as it might be.

STEWART: So insurance companies, 
as I opened the top of this podcast, 
they're in a search for yield and it's 
not new. It's an incredible problem. 
You're seeing entire blocks of live 
business being sold to private equity 
firms because they can't make money 
with IgE fixed income. And I think if 
you look back 10 years ago, the asset 
allocation for insurance companies 
was overwhelmingly core bonds. And, 
now, I would say that it's anything but. 
And some people have gone down in 
credit, some people have gone down 
in liquidity, some people have gone to 
EMD, and some bank loans and some 
people have done all of it. So, in your 
experience, are you seeing insurance 
companies wanting to do mandate in 
a sleeve format, a high yield specific 
mandate? Are you seeing allocations 
to say, "Hey, look across this group of 
asset classes, let's invest where the 
value is the best."

ANDREA: I think what we're seeing 
a shift towards is away from the 
sleeve mandate. And that speaks 
specifically to this search for yield 
that's not only isolated in insurers 
views, it's everywhere, whether you're 
a public pension fund, or you name 
it. The search for yield is real. And the 
reason it's real is that unprecedented 
central bank coordinated activity that 
we've seen just flooding the markets 
with liquidity. And, as a result, it's 
pushed investors out that risk return 
spectrum to find that yield.

Now, the reason that we believe we've 
seen such an uptick in interest away 
from the sleeved approach more 
towards a holistic multi-asset credit 
investing style is because countries 
and industries are moving around 
that credit cycle at a much faster pace 
due to that central bank activity. And 
the opportunity set your risk adjusted 
income opportunity set is shifting at a 
faster pace. So, can people react quick 
enough as that opportunity is in the 
market? Or do they want to give that 
mandate to the individual manager 
to say with confidence, you identify 
where risk premium is most attractive 
and optimize that asset allocation for 
me, again, paying close attention to 
those risk parameters that insurer 
might have in place or those gain/loss 
budgets that they have in place. So, 
what I think we continue to see is the 
desire for asset managers to be willing 
to customize for the individual insurer.

STEWART: Yeah. And I mean, it gets 
into even, I have yet to meet an 
insurance CEO that didn't say we have 
a conservative investment philosophy. 
But what that means, what that looks 
like on their balance sheet can be all 
over the place. And it is driven by their 
capital position, their tax position, 
their lines of business, their place of 
domicile. There's a lot of things that 
goes into that.

I was talking with another reference to 
Joe Eppers, but we were talking about 
the regulatory regime and the idea 
that insurers are moving out of core 
bonds into these other asset classes 
because the opportunities that's 
where the yield lives, but you got to 
be smart about it. So, understanding 
the needs of an insurer, kind of down 
the path on that we throw around the 
term book yield like it's normal. That 
term only exists in insurance world. I 
am a dedicated insurance geek and 
so, it's part and parcel of my world, 
even though I'm not running money 
actively anymore. So, book yield 

versus total return, there's a two ends 
of the spectrum, opposite ends of the 
spectrum. How do you deal with the 
insurer's need for "book yield," which 
is an insurance centric thing versus a 
total return strategy? And does it have 
an impact on performance?

ANDREA: Sure. It's a great question. 
And it's something that we see time 
and time again, as we're meeting with 
clients and understanding their end 
needs. What we see in the book yields 
constrained clients, or focused clients 
I should say is really at the end of the 
day, when we are looking at every 
individual bond at their potential 
spread compression at any given 
point in time, we need to also factor 
in is that yield contributing the most 
attractive yield in that asset class, 
in that industry and match that up 
with the clients end need. Because, 
at the end of the day, if I'm looking 
at swapping one name for another 
name, for a difference of 5 to 10 or 
maybe even 15 basis points of spread 
compression, if that yield component 
is more attractive to the client's end 
need that is going to change the 
investment opportunity set.

So, having the flexibility and the tools 
on the optimization side to meet 
that client's end need is really what 
is driving, and is helping us manage 
those two different return opportunity 
sets. The total return opportunity set, 
just given it has less constraints, may 
allow the end user to achieve a higher 
return in different time horizons. 
However, that's not to say that a book 
yield focused client won't also have 
attractive risk adjusted returns.

STEWART: Yeah, it's interesting 
for folks who aren't steeped in the 
insurance tea, the concept of book 
yield. But it's critical. It's critical to 
the industry. I mean, people are 
struggling. I mean, it's a challenging 
environment to say the least.
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Andrea, no discussion of yield is 
complete without a discussion of risk 
management. So, how do you deal 
with the risk management of a multi 
asset credit strategy for an insurance 
company? Do you do any modeling? 
How does that work?

ANDREA: Sure. We've created a 
number of bespoke tools in-house 
to really help us think about risk 
management in a variety of lenses. 
Everything from daily risk reports 
that are generating all the metrics 
that you would imagine, betas, cross-
asset correlation analysis, generic 
scenario testing that's cans. Like what 
if the 2013 taper tantrum happens 
again to your portfolio? Where are 
you most vulnerable?

But then, we took it a step further and 
we said, "Let's create a live tool that 
allows us to optimize our portfolios 
for either upside or downside 
scenarios that we think up on the fly 
in team meetings. So, my co-portfolio 
managers, and I can look at our 
portfolio for a client and say, "What 
if we think the next OPEC meeting 
could result in a $20 downdraft in oil 
prices, where are we most vulnerable? 
What asset classes in that scenario or 
individual securities are you not being 
paid to hold that risk?" We also can 
do really interesting analysis on what 
if the curve steepens by 50 or 100 
basis points. What asset allocation is 
most appropriate, given that macro 
environment playing out? And it 
allows us to have a pretty deep fruitful 
conversation around what would the 
asset allocation look like? And then, 

we can take it a step further for those 
book yield focused clients to start the 
analysis around what would we be 
buying or selling? So, we're prepared 
to act if that macro scenario plays out.

STEWART: Yeah, I hadn't heard the 
term 2013 taper tantrum in quite a 
while. That's good. That appeals to 
the inner geek in me, I love it.

So, always at the end of every podcast, 
I tend to ask one question and I've 
cooked up another one question 
that we haven't talked about. And so, 
here we go. This is the get to know 
your guests segment. So, I happen 
to know that you have a 13 year old 
dog named Andy. It's one thing we 
should know. So, here's my scenario, 
this is one of two. So, this is the new 
one, ready? So here it is. It's Friday 
night, whatever and you've looked at 
your phone, you've read every email. 
There's not a single unread email in 
your inbox. And you're like, "Wahoo." 
Now, you checked it two more 
minutes, two more minutes, two, you 
checked it four or five times because 
I know, because I do the same thing. 
What is your go-to activity, if you had a 
free weekend, what would it be?

ANDREA: Free weekend? I mean, 
barring the blistering cold Boston 
temperatures, I'd be at a beach 
drinking with friends on Cape Cod. 
There's nothing better than that.

STEWART: All right, cool. So there you 
go. There's a new signature question, 
I really like that.

So here's the other one. So, there you 
are at Bentley, it's your graduation 
day. Now, regardless of the festivities, 
the evening before you are looking 
bright-eyed and bushy tailed in your 
cap and gown. There you are, you've 
made it up the stairs, you're getting 
ready to across the stage. And they 
call your name. The crowd goes crazy. 
Then, you walk over to the university 
president and he or she hands you 
a diploma, shakes your hand, quick 
picture and you walk off the stage. As 
you come down the stairs, you run 
into yourself today. What do you tell 
your 21 year old self?

ANDREA: I would tell her, relax a little 
bit more, have more fun. There's no 
one path to your end job. Just network 
and have some fun.

STEWART: See, there you go. I love 
that. That's so awesome.

Andrea, thanks for being on. Andrea 
DiCenso, Loomis Sayles, thank you 
very much for coming on.

ANDREA: Thanks Stewart.

STEWART: Well, thanks for listening. 
We appreciate all of you. If you have 
ideas for podcasts, please send them 
to podcast@insuranceaum.com. If 
you like us, please tell your friends. 
If you don't, tell us what we can do 
better. My name is Stuart Foley, and 
this is the Insurance AUM Journal 
podcast.
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recommendations may be inconsistent with these opinions. There is no assurance that developments will transpire as forecasted and actual results will be 
different. Data and analysis does not represent the actual, or expected future performance of any investment product. Information, including that obtained 
from outside sources, is believed to be correct, but Loomis cannot guarantee its accuracy. This information is subject to change at any time without notice. Any 
investment that has the possibility for profits also has the possibility of losses.  

There is no guarantee that the investment objective will be realized or that the strategy will generate positive or excess return.  

Past performance is no guarantee of future results.
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The pandemic has created or exacerbated stress in commercial real estate 
markets, providing opportunities for investors that could be amplified if the 
global economy rebounds strongly. John Murray, the head of PIMCO’s global 
private commercial real estate investment team, and Devin Chen, who 
oversees commercial real estate investment strategy, talk with Carrie 
Peterson-Brown, product strategist for our alternatives business. They discuss 
the current state of the market and where they see opportunities in 
commercial real estate assets.

Q: COULD YOU BRIEFLY DESCRIBE 
THE CURRENT STATE OF THE 
COMMERCIAL REAL ESTATE 
(CRE) MARKET?

Chen: The U.S. commercial real estate market 
is in a period of heightened volatility as owners, 
lenders, and renters continue to navigate the 
impact of COVID-19. While the CRE public 
markets, including the equity real estate 
investment trust (REIT) market and the 
commercial mortgage-backed securities 
(CMBS) market, are well above their pandemic 
lows from the spring, uncertainty persists. 
This is reflected in private transaction 
volumes, which are down 40%i since the end of 
the first quarter of 2020 with wide bid/ask 
spreads between would-be buyers and sellers. 
We estimate overall CRE values are down on 
average from 10% to 15%. However, there is 
substantial divergence across asset types, 
both in terms of operating fundamentals and 

valuations. While most property sectors have 
been negatively impacted by the recession, 
some have held up or even thrived.

Retail and lodging have been the clear losers. 
Retail has faced headwinds from e-commerce 
for years, and the fundamental pressures are 
particularly challenging in the U.S., which 
simply has too much retail – five or six times 
the retail space on a per capita basis 
compared to other developed countries like 
the U.K., Japan, and France. The pandemic has 
accelerated this downward trend. In contrast, 
we expect hotel to eventually recover, with 
some market segments, such as drive-to-
leisure, recovering sooner than others.

The winners have been multi-family and 
industrial. Industrial has benefited from the 
same e-commerce trend that’s decimated 
retail properties, and we continue to see strong 
tenant and investor demand for warehouse
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assets. Multi-family has held up relatively well outside of the 
more dense urban markets: The sector is benefitting from the 
government stimulus programs and reduced consumer 
spending overall.

The office sector is the wild card. Current utilization rates of 
office buildings vary widely around the country. In some 
markets, like Dallas, utilization rates are around 50%,ii while in 
denser markets, like San Francisco and New York, utilization 
rates are in the low teens. How does that translate longer term 
after we return to the office? Most agree working remotely will 
persist to a degree, but that will be somewhat offset by tenants 
requiring more space per employee. Office performance is 
likely to experience significant dispersion in the coming years 
based on markets and the quality of asset; but generally 
speaking, buildings that cater to smaller tenants will face the 
more significant headwinds as smaller tenants tend to be more 
sensitive to rental expenses, and thus more prone to re-evaluate 
their space needs after realizing that they can work remotely 
without sacrificing too much productivity.

Q: WHERE DO YOU SEE OPPORTUNITY IN PUBLIC 
REAL ESTATE MARKETS?

Murray: The public side is where the distress and the 
opportunity was this summer, both in the REIT sector as well as 
in CMBS. Even investment grade CMBS was down over 20% at 
the lows this past spring in 2020. Indeed, we were rather active 
this summer, taking advantage of those dislocations, acquiring 
distressed REITs and CMBS positions.

We have seen a significant recovery in the public space, but 
with two lingering takeaways. First, the dispersion of 
performance between different REIT sectors has been sizeable. 
Second, on the CMBS side, low rates and government-led 
capital injections have benefitted senior, investment grade 
CMBS; however, liquidity pressures deeper in the capital 
structure (i.e., closer to the equity value) persist, resulting in a 
steeper credit curve.

Thus, while the beta in REITs and CMBS is not as compelling as 
this past summer; the dispersion between REIT names, and the 
steeper CMBS curve suggest alpha opportunities in the public 
space. We’ll also note that there are nearly $30 billion of loans in 
delinquency in CMBS,iii which foreshadows some of the 
distress and the opportunity that has yet to play out.

Q: WITH THE MAJOR DISLOCATION IN THE 
PUBLIC MARKETS LARGELY BEHIND US, ARE 
OPPORTUNITIES SHIFTING TO THE 
PRIVATE SECTOR?

Murray: Correct. Essentially, at the same time massive liquidity-
driven dislocations were playing out in public markets, the 
private side called time-out. This includes typical retail asset 
tenants who couldn’t open for business and asked for a time-
out on their rent with landlords; landlords turned around and 
asked their lenders for a time-out on debt service. The same 
occurred in the hotel space. The challenge is that lenders used 
other reserves – maybe capital reserves in the loan – to fund 
some of these operating shortfalls. Unfortunately, that only 
bought about six months of time, and now reserves are 
depleted, and the time-out is over in many cases.

This past fall we entered the second stage of the opportunity, 
which I would characterize as the liquidity shortfalls stage, 
which is a combination of capital injections and balance sheet 
“clean-ups.” Hotels are the obvious example of where capital 
injections are most needed; assets in this sector are generally 
experiencing negative cash flow even before debt service. In 
many cases, borrowers cannot simply raise new capital from 
their existing investors. Instead, a restructuring needs to occur, 
and perhaps new capital needs to be injected. This situation 
provides an opportunity for private investors to come into 
restructurings and provide rescue capital, whether it’s in 
preferred equity, or new debt, or some sort of a hybrid with an 
exchange for paying down some of the existing debt.

While hotels are the obvious sector in need of rescue capital, it’s 
not just hotels. We have also seen the same dynamic play out in 
levered lending platforms, whether it’s public mortgage REITs 
or private platforms that were borrowing on a short-term mark-
to-market basis, but have long-term loan obligations.

Q: IN TERMS OF BALANCE SHEET CLEAN-UPS, 
SHOULD WE EXPECT A WAVE OF NON-
PERFORMING LOANS?

Murray: We do not expect to see the same amount of non-
performing loans (NPL) as we did in the great financial crisis, 
with all the residential distress that sat on U.S. banks’ balance 
sheets. Instead, today we are seeing lenders looking to get 
ahead of their problems and sell loans that are challenged –
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not necessarily non-performing – before any potential risk-
rating downgrades or mark-to-market calls or margin calls on 
their lending facilities.

In Europe, we still see a healthy flow of non-performing loan 
activity, some remaining from the global financial crisis and 
some spurred in part by regulation. Around 2014 or 2015, 
thanks again in part to regulation, European banks began 
cleaning up their nonperforming loans, including some 
holdovers from the global financial crisis. While that trend 
continues, we estimate the current crisis has added another 
$1 trillion of nonperforming loans on European balance sheets, 
which roughly equates to the amount of nonperforming loan 
balances that were sold over the last six years. So in essence, 
this distress has wiped away the last five or six years of 
nonperforming loan sales, or deleveraging, in Europe. At the 
same time, regulatory changes like CECL (Current Expected 
Credit Losses), are forcing banks to account for expected 
losses even on loans that haven’t technically defaulted yet, 
which will accelerate bank loan dispositions.

Regarding the opportunities that will emanate from these 
bank pressures, it’s important to acknowledge that the cost of 
capital disconnect between a bank and an NPL buyer has 
slowed the pace of NPL transactions. Through complex 
structuring, however, we have been successful at bridging 
some of that cost of capital disconnect by creating separate 
CMBS-like structures, where the banks contribute loans into 
this structure that we manage, and we in turn contribute 
capital as well but charge higher rates for our share of 
tranches within the structure.

The other balance sheet clean-up opportunities we have seen, 
particularly this past summer, were in corporates. As the crisis 
unfolded we saw over $10 billion worth of corporate-related 
transactions, in which distressed corporates, such as retailers 
and cruise lines, were looking to pledge some of their own real 
estate to raise capital, whether it was through secured loan 
issuances or even sale leasebacks.

Chen: In the U.S. market, we are seeing an uptick in CRE loan 
sales. We recently acquired sub-performing loans at a 
discount to par as part of an $800 million loan pool being sold 
by a large international bank. We negotiated for accretive 

seller financing as part of the purchase. Most of the loan sale 
activity to date has involved performing and sub-performing 
loans.iv As John said, we have not seen as many sales of non-
performing or distressed notes. Lenders are trying to avoid 
taking losses in this environment if they can. A couple of 
things likely need to happen for us to start to see an uptick in 
distressed loan sales. First, liquidity has to dry up for 
borrowers and lenders such that they can no longer afford to 
carry the underlying assets. Second, we have to continue to 
see more price discovery. Once there’s more clarity on value, it 
will make the decision to sell easier.

Q: HOW LONG DO YOU THINK THAT WILL BE 
BEFORE WE START TO SEE THAT TRUE DISTRESS 
PLAY OUT?

Murray: I would say the third and final phase of the opportunity 
is likely to begin in 2022. Deeper distress will take time to play 
out, just as we saw in the global financial crisis. The typical 
catalysts are longer-term leases rolling over, or loans maturing, 
as well as new regulation, which will certainly create 
dislocations in the commercial real estate sector. This time 
around, we also have secular pressures from demographic and 
ecommerce trends.

There are more than $2 trillion of loans in the U.S.v maturing 
over the next three years, including more than $40 billion just in 
CMBS of retail loans. In each of the last three years, we have 
seen over $100 billion of loan originations on transitional 
assets, such as an office building with a lease-up plan, or a 
repositioning of a retail development. These are properties that 
are facing some short-term cash flow shortfalls and need 
short-term loans to stabilize – these are also known as bridge 
loans. A lot of those loans are three-year floaters with a 
business plan embedded in them. We expect to see numerous 
borrowers not hitting their original business plan targets, 
creating additional pressure on the maturities front.

And we expect a lot of activity in office space over the next two 
to three years as leases mature and some businesses need 
less space. Certainly in the retail sector we have already seen 
this happen over time through ecommerce and the slow 
degradation in the retail space.
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Q: SO THE TRANSITIONAL LOAN SPACE IS ONE 
AREA WHERE THERE’S A PERSISTENT FLOW OF 
ORIGINATION OPPORTUNITIES, REGARDLESS OF 
MARKET CYCLE. HAS THE PANDEMIC CHANGED 
THE OPPORTUNITY SET IN THAT MARKET?

Chen: COVID-19 has had a meaningful impact in three ways. 
First, it has created a supply and demand imbalance for capital. 
Due to uncertainty around the market and credit and liquidity 
concerns, a lot of lenders, particularly nonbank lenders, are 
focused on preserving liquidity and not providing new loans. 
This is happening in the face of a large wave of CRE loan 
maturities – over $400 billion annually.vi

Second, the pandemic has disrupted tenant demand and asset 
cash flows, and that is creating significantly more transitional 
asset profiles that require flexible capital. Finally, with CRE 
values down many owners prefer to refinance instead of selling 
in a down market. The combination of (i) a supply/demand 
imbalance for capital; (ii) an increase in transitional assets; and 
(iii) a desire by owners to avoid selling at a loss in this 
environment, means investors who are able to extend credit 
and provide liquidity for transitional assets today will likely have 
pricing power. And for the most part, lenders will be investing at 
a last-dollar cost basis that’s well below pre-COVID-19 levels.

Q: WHAT ARE SOME THINGS THAT INVESTORS 
SHOULD BE MINDFUL OF AS THEY ARE THINKING 
ABOUT INVESTING BASED ON PROPERTY TYPE?

Chen: It’s important not to paint too broad of a brush when we 
talk about the outlook for a certain sector. Although a sector 
may be performing poorly in the pandemic, it may still present 
attractive investment opportunities. The lodging sector has 
arguably been more disrupted by the pandemic than any other 
property sector, with most hotels experiencing revenue per 
available room (RevPAR) declines of over 50%. But unlike the 
retail sector, we do not see a structural problem for hotels and 
believe these assets will eventually recover. Overall, we 
anticipate a return to 2019 RevPAR levels in the 2023/2024 time 
frame. With the price declines that have occurred, the hotel 
sector can offer compelling investment opportunities both in 
private equity and credit.

Murray: The industrial sector is the other side of the coin. It has 
been the darling of commercial real estate, particularly during 
this pandemic, but we note a couple things to be aware of. First, 

not all industrial is created equal. Certainly, the big-box, long-
term Amazon-leased assets are in high demand, but a lot of 
industrial, including so-called last-mile industrial, are smaller 
footprint, older buildings. Smaller buildings imply smaller 
tenants, which can be of lower credit quality or more vulnerable 
during the pandemic, like restaurant or hotel suppliers. Second, 
industrial is not immune from shadow supply. This past 
summer, as many corporations looked to raise capital, we often 
saw them pledge their owned commercial real estate collateral, 
including a surprisingly large amount of warehouse space in 
many cases. This type of space does not appear in broker 
vacancy reports of the industrial sector, because it has been 
owned and housed, essentially, from some of the distressed 
corporates, including retailers.

Q: ANY FINAL THOUGHTS ON HOW TO THINK 
ABOUT THE RISK VERSUS OPPORTUNITIES?

Chen: While the opportunity set is robust, it can be quite 
complicated, whether it’s European non-performing loans that 
need a more structured solution, or distressed CMBS positions, 
bank sales, or even just complicated restructurings of 
traditional equity deals. In this particular distress cycle, 
integrated debt and equity platforms can potentially benefit 
both from a sourcing and an execution perspective, as the 
opportunities will emanate from multiple sources, including 
banks, levered lending platforms, and CMBS.

At PIMCO, we have the benefit of a platform that spans both 
public and private debt and equity, and infrastructure that 
includes proprietary analytics, a strong liability management 
platform, macroeconomic insights, and a dedicated group of 
more than 60 credit analysts who can offer insights on 
tenant profiles.

John Murray and Devin Chen are portfolio managers covering 
commercial real estate.

All data as of 31 December 2020
i Real Capital Analytics (RCA)
ii Kastle Systems
iii Morgan Stanley
iv Loans in which the borrower has either triggered a covenant default and/

or is unable to repay the loan in full at maturity but is still current on interest 
payments

v Morgan Stanley
vi Morgan Stanley
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STEWART: As we all know, insurance 
companies are fighting for yield and 
investment income every day. Invest-
ment grade private credit is certainly 
an asset class that deserves consider-
ation. And we are very fortunate to be 
joined by Chris Gudmastad, the head 
of Private Credit at Securian Asset 
Management. Welcome, Chris.

CHRIS: Thank you, Stewart. Happy to 
be here today.

STEWART: So, a lot of us know 
Minnesota Life, which is now Securian 
Financial. Securian Asset Management 
is part of that group. Can you tell 
us a little bit about the firm and the 
investment grade private credit team?

CHRIS: Absolutely. Thanks, Stewart. 
Appreciate the opportunity and 
the chance to get in front of a great 
audience. Securian Financial is based 
in St. Paul, Minnesota, and we've been 
around for over 140 years. We're a 
Fortune 500 company and the eighth 
largest US life insurance company. 
We're a member held model structured 
as a mutual holding company. Securian 
Asset Management manages money 
on behalf of both our parent and 
external clients, and we manage over 
$50 billion of AUM across both public 
and private markets.

The private market strategies com-
prise just over a quarter of our AUM, 
and they include investment grade 

Interview

Exploring opportunities  
in IG Private Credit

Chris Gudmastad  
 Securian Asset Management, Inc.

Guest Q&A

private credit, also known as private 
placements, commercial mortgage 
loans, and alternatives. We manage 
money on behalf of a wide range 
of insurance companies – life, P&C 
and health, as well as the broader 
retail and institutional marketplace. 
When you look at investment grade 
private credit at Securian, we've been 
managing money for over 40 years in 
the space. In fact, rumor has it that 
we had a private placement team 
before we had a public bond team 
here. And we currently manage $6 
billion in investment grade private 
credit on behalf of both our parent 
and third parties.

STEWART: So, private credit has 
become a bigger and bigger part 
of insurance company portfolios as 
rates have fallen over a long period 
of time, right? So, I think it's never a 
bad idea to get an educational base 
around the asset class at a 50,000 
foot level. So can you tell us a little bit 
about the space and where you think 
it fits into an insurance portfolio?

CHRIS: Absolutely. Now starting first 
with the market, the investment grade 
private credit market has steadily 
grown from roughly $20  billion 
in 2000 to over a hundred billion 
dollars today. And to provide a little 
perspective, there was $1.8 trillion in 
investment grade public issuance in 
2020. So it's a fraction of the public 
investment grade market. What we 

find is the typical insurance company 
will complement their public portfolio, 
setting aside a little bit of liquidity 
for some of the benefits of the 
asset class. The main benefit of the 
private credit asset class is it offers 
higher yield through the cycle versus 
similarly rated public bonds, with the 
added benefit of downside protection 
and diversifica tion benefits. Now 
we believe that these outweigh the 
illiquidity of the asset class. So, starting 
with the illiquidity premium or spread 
advantage over public bonds, that's 
the most observable portion of the 
value proposition, and that upfront 
yield. Unlike public bonds, we also 
have the benefit of covenants, which 
provide that downside protection, 
and early seat at the table, which 
result in lower credit losses versus 
public bonds and additional fees.

STEWART: When you go in, people 
talk about covenants, right? Is that 
negotiated deal by deal? Because 
obviously in the public bond market 
it's take it or leave it as is, right? But 
privates are different. So can you 
talk just a little bit more about the 
covenant component?

CHRIS: When you hear of covenants 
and covenants specifically in private 
credit, often you hear covenant-
lite transactions. That is not a case 
of investment grade private credit. 
We're buy and hold investors, and 
covenants are essential to hold the 
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securities through maturity. When 
you look at the typical covenants we 
have, they limit the amount of leverage 
that the company can take from 
their balance sheet, debt to EBITDA, 
or interest coverage. And these are 
negotiable in all our transactions. So 
when we're looking at a transaction 
and underwriting a transaction, our 
private credit analyst and legal team 
will structure a covenant package 
that's appropriate for that borrower, 
and unique to that borrower.

STEWART: Thanks, that helps me.

CHRIS: Yes.

STEWART: I'm the one who learns the 
most on these things, Chris.

CHRIS: Exactly.

STEWART: Everything I don't under-
stand you can expect a question. 
Sorry, go ahead. I'm sorry.

CHRIS: No, no. The goal is to pro-
tect the investor's downside. Our 
covenants typically trip at a single or 
double B level, providing us that early 
seat at the table. 

STEWART: Good, that helps.

CHRIS: Yes.

STEWART: So, how big is the IG 
private credit market? I know it's 
growing, and we've talked a little bit 
on other podcasts about the private 
versus public market, and the future 
of those two markets. Can you give 
me a little bit of background about the 
growth both historically and where 
we're headed?

CHRIS: The market in 2000 was 
around $20 billion in issuance. And 
we've seen that steadily grow to over 
a hundred billion dollars today. That 
steady growth over time is due to a 
number of factors. First, back in 2008 
to 2010, insurance companies had 
very good performance through the 

GFC within their private placement 
portfolios. So you saw increased 
allocations on the back of that. 
Second, investors within the current 
low interest rate environment are 
searching for additional yield. So 
we've seen insurance companies take 
on more illiquidity for the additional 
yield of the asset class and that 
downside protection. And then finally, 
there's been increased sophistication 
of investors over time. We've seen 
issuance in the project finance and 
private ABS sectors that wasn't around 
10 years ago, which has supported 
the growth of the asset class.

STEWART: So, Securian Asset 
Management's approach to investing 
in this market, right? Can you talk 
about building portfolios for clients? 
One of those clients is your parent, 
so I'm thinking that you're coming 
at the world as an asset owner as 
opposed to simply an asset manager. 
Am I close?

CHRIS:  Absolutely. We invest 
alongside clients in every transaction 
that we invest in. We're investing 
on behalf of both our parent and 
our third-party clients. So we have 
skin in the game and interests are 
aligned. I mentioned earlier that we've 
been investing in this asset class for 
over 40 years. So we have strong 
experience underwriting through 
a variety of economic cycles. We've 
also been offering this asset class to 
third parties for over 30 years. Over 
this time, we've continuously offered 
investment grade private credit 
to third-party accounts, and have 
allowed our clients and our parent to 
grow alongside one another. When 
we manage money for third parties, 
we offer customized solutions based 
on asset quality, asset type and 
duration preferences.

STEWART:  So, the private credit 
market is dependent upon deal flow, 
right? You can't just show up one 
day and be in this market. The fact 
that you've been here for 40 years 

gets you into deal flow, but can you 
get more specific about that? I mean, 
what's your sourcing process?

CHRIS: We focus on developing long-
term relationships with peers and 
sell-side investment banks. And those 
relationships are not only at the firm 
level, but the analyst level. I think 
what's important to know is Securian 
AM doesn't employ a production 
mindset, we're highly selective in our 
approach. We invest in less than one 
in every five transactions. Our focus is 
on sourcing strong, unique deal flow, 
focusing on transactions that offer 
the strongest risk reward. We don't 
have volume metric goals internally.

STEWART: So, you mentioned peers 
in the space, there's been a lot of 
growth here, there's money flowing 
into the IG private credit market, but 
my understanding of your firm is that 
you don't invest across the board, and 
that you've liked particular segments 
better than others. Can you give me 
some details and examples, what you 
like, what you don't?

CHRIS: That's a great question and 
there's several differentiating factors, 
so let's unpack that. First, Securian AM, 
we feel, has an invest ment size, forty 
to one hundred million dollars, that 
fills a sweet spot. 

We believe this range allows us to be 
meaningful in the larger transactions, 
seeing all those transactions from the 
investment banks, but also participate 
in the smaller transactions that maybe 
fall under the radar on some of the 
larger peers, but still provide strong 
risk reward and are meaningful for 
our clients. 

Sectors that we have an internal 
expertise and where we see strong 
opportunities include project finance 
and infrastructure. We happen to 
have a former project finance banker 
on the team. Specialty finance, where 
we leverage our alts team, and my 
background, as well as real estate, 
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both across REITs and credit tenant 
leases where we're leveraging our 
equity REIT team and commercial 
mortgage loan team.

We also feel that Securian Asset 
Management's size offers a clear 
benefit to our clients. We're large 
enough where we can employ a 
dedicated private placement team, yet 
small enough, where we actually work 
across investment teams.  Just outside 
my office sits the public team that we 
leverage for sector views, views on 
an individual credit and relative value 
assessments. I spoke earlier about us 
leveraging the real estate team and 
equity REIT team on our real estate 
transactions. And I would just note 
this collaboration across investment 
teams occurs not only at the analyst 
level, but at the approval level. We 
have a cross collaborative credit 
committee as well.

STEWART: So one of the things that 
would really help me I think would 
be to get a few examples of some 
recent deals you've done, so maybe 
our audience can get a feel for the 
process in action.

CHRIS: Would love to and agree; 
relatable examples really bring the 
process of value proposition to life. 
And I'll start out with a good example 
of  receiving a structuring premium, or 
additional spread on top of the typical 
illiquidity premium we receive for 
legal complexity. Late last year, a lead-
ing publicly traded North American 
beverage company was looking to 
reacquire distribution rights. And this 
is a name we really liked on our public 
team, but had an undersized position 
given low yields. Given the complexity 
of this transaction, along with the 
duration, the public and bank markets 
were not options for the company.

The noteholders spent weeks nego-
tiating a complex leverage license 
across the companies with the issuers 
at various operating entities. And 
relative to the public bonds, which 

are unsecured, we received a parent 
guarantee. So we were pari passu with 
the public debt. But in addition, we 
received additional collateral security 
of those distribution rights, which 
we had valued by a third-party firm. 
We also received additional credit 
enhancement, a springing letter of 
credit, in the case the company is 
downgraded below investment grade. 
The structural complexity provided 
the noteholder with an additional 
hundred basis points of yield relative 
to the company's public bonds. And 
finally, we have a security here that I 
would rather own, versus the public 
bonds, given the downside protection 
and security benefits.

STEWART: So, I know that our 
audience is a bunch of grizzled 
veterans like myself, but just on the 
odd chance that someone doesn't 
know the meaning, what's pari passu?

CHRIS: Pari passu means we're equal 
in rights with a bankruptcy. We're 
alongside one another.

STEWART: Great. That's exactly what 
I thought. I was hoping you were 
going to say that. So, you mentioned 
a minute ago that right outside your 
office sits the public credit team, right? 
So, I'm assuming that you're able to 
bridge across teams when needed. 
Can you give us a live fire exercise of 
how that might work?

CHRIS: Absolutely. A good dem-
onstration of collaboration across 
teams is the example of a large 
globally traded defense company that 
issued on our market last year. The 
company was looking to finance their 
regional headquarters, and it was 
structured as a credit tenant lease or 
CTL. And what ended up happening 
here, and what was unique about 
this transaction is we were actually 
taking construction risks, something 
our firm had not taken before. So 
what ended up happening here is 
the private analyst collaborated with 
the public analyst to cover the credit. 

The private analyst also worked with 
the commercial mortgage loan team 
analyst to value the property. We 
conducted a go-dark analysis, and 
also looked to better understand 
that local market.

And then, with regard to that con-
struction risk we were talking about, 
the commercial mortgage loan ana-
lyst, our in-house legal counsel, 
and the private placement analyst 
collaborated to ensure the proper 
structural items were in place to 
mitigate that construction risk. The 
outcome here was we obtained 
exposure to a credit that our public 
analyst liked, with an entrenched 
market position, and very strong 
investment grade credit profile. We 
had a structure in place to mitigate the 
primary risk of the deal, construction. 
We also had security in the real estate, 
which our commercial mortgage loan 
team, viewed as an attractive location, 
providing that downside protection in 
the case that something unexpected 
happened. And finally pricing was 
attractive with us receiving an above 
market premium over public bonds 
more than compensating us for the 
illiquidity and construction risk.

STEWART: Good stuff. So let's wrap 
up the formal questions because 
this is the part that you don't know 
that's coming. The informal part of 
the presentation is to me the most 
important, which is, what do you think 
the market looks like over the last 
year or so? And bust out that crystal 
ball and tell me where we're going.

CHRIS: The past year was a great 
example of the full-cycle value 
proposition of the asset class. Now in 
2020, the credit markets, both public 
and private, held up quite well, given 
the strong fiscal and monetary govern-
ment support. We saw covenant 
amendment activity increase as 
general business activities were 
widely impacted by shutdowns at the 
beginning of the pandemic. Now to 
us, that means that our underwriting 
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standards were strong. The point of 
a covenant package is to get involved 
early and really understand what's 
going on in the company. Get that 
early seat at the table, and hopefully 
get compensation, and we did see that 
last year. The investment grade private 
credit transaction volume rebounded 
strongly towards the second half of 
the year with overall volume exceeding 
2019 record volume. And we finished 
the year at over $100 billion – that 
really speaks to the durability and 
attraction to the asset class.

In addition, given the disruption 
in debt capital markets, last year 
was a very strong year in terms 
of the illiquidity premium. We 
saw an illiquidity premium for the 
transactions that we underwrote at 
just under a hundred basis points. 
Looking at 2021, we had a very strong 
pipeline heading into year end, which 
resulted in a really strong January 
and February, particularly within the 
specialty finance sector. 

We've been more selective in March 
and April as the illiquidity premium 
has come in. As we look forward, 
we're encouraged by the market-
place, robust issuance, investor 
interest in performance in both the 
depth and continued strength of the 
IG private credit market. Now, I don't 
think the illiquidity premium will 
exceed last year's at a hundred basis 
points, but certainly we'll be above, 
let's say the 20 or 30 basis points of 
a couple of years ago.

STEWART: Yeah, it's a great asset 
class when done right. And you guys 

obviously are our veterans in the 
space, and I appreciate the comments 
about your market. Now this is 
the portion, the "ask me anything" 
portion, Chris.

CHRIS: Sure.

STEWART: So I want to pose this 
question to you. It's a question 
I always close with. So roll your 
memory back to graduation day 
of your undergraduate institution. 
Now regardless of the festivities the 
evening before, I'm quite sure that you 
were bright-eyed and bushy-tailed on 
this momentous occasion, and you 
stand there waiting patiently for them 
to call your name, up the stairs you 
go, across, get your diploma, quick 
photo op, back down the stairs. And 
at the bottom of the stairs, you run 
into yourself today. What do you tell 
your 21 year old self?

CHRIS: The first thing I would tell 
myself is, "If you work hard, do what 
you say you're going to do, answer all 
emails, answer all phone calls, you're 
ahead of 95% of everyone else." So 
that's the first thing. The second thing 
is, find a job that challenges you and 
forces you or gives you something new 
every day. That works for me. What 
I love about private placements and 
private credit is seeing new industries, 
a new structure, and also mentoring 
the younger analysts and helping 
them develop their own views, and 
soliciting different sets of opinions.

STEWART: And in this business you 
become a news junkie by default, 
right? You don't have any choice. 

You're staring at news screens and 
developments every minute of the 
day. So it is different every day.

CHRIS: Absolutely. Absolutely. If you 
love reading macro and micro, this is 
a perfect industry for you.

STEWART: Yeah, it's good. And now, 
we're on a podcast, they can't see 
you, but I can. And as I look over 
your shoulder, I see a CFA certificate. 
Would you characterize Securian 
Asset Management as the CFA shop?

CHRIS: For some of the younger 
analysts looking to pursue a CFA or 
MBA, I can't recommend the CFA 
enough. And I think it shows discipline 
and also gives you the knowledge to 
be successful in investments.

STEWART: Yeah, the body of 
knowledge. I mean, we work closely 
with the CFA societies, and are really 
fortunate to do so. And I think it's 
such an important thing for young 
professionals to know that just 
because you got your degree doesn't 
mean the education process is over. 
There's plenty more to learn and it 
happens every day. Chris, thanks for 
being on.

CHRIS: No, thank you so much, 
Stewart. Had a great time today. Much 
appreciated.

STEWART: Chris Gudmastad, head 
of Private Credit at Securian Asset 
Management. My name is Stewart 
Foley. I've been your host, and this is 
the insurance AUM journal podcast.

About Chris Gudmastad

Chris is the head of the Securian Asset Management's Investment Grade Private Credit Group where he is responsible for the sourcing, underwriting and 
management of all private placement securities. Chris has focused exclusively on the private debt markets since 2004 and, more specifically, private credit 
since 2008. Chris brings a breadth of experience that benefits clients and the investment team, including previous work in private credit, leverage finance and 
alternative investments. 

Chris is a CFA® Charterholder, and is a member of the CFA Institute and CFA Society of Minnesota.



• Although institutional investors’ allocation to publicly traded investment 
grade (IG) bonds is essential for liquidity and stability, yields today are 
historically low. The typical corporate pension fund, for example, with a 
fixed income allocation of close to 50%1 and long-term performance goals 
averaging 6.5%,1 faces a wide return gap to be filled.2

• A portfolio of mid-sized allocations to IG private credit could generate 
a substantial yield premium of 0.4% to 1.0% over core fixed income, 
with similar or even improved credit risk (see Figure 1, below.) Such a 
“sweet spot” portfolio delivers broad diversification while also enabling 
participation in the most attractive large deals.

• IG private credit drawdown protections are stronger than those of public 
bonds’. Private credit is not subject to the forced selling — and resulting 
sharp price decline — that can result when public bond ratings fall below a 
rating of BBB. In addition, IG private credit terms generally provide strong 
covenant protections, which could provide downside protection to investors 
from financial and event risk. 

• Skillful, experienced investors with a well-developed deal network can 
build customized IG private credit portfolios that could improve portfolio 
outcomes for institutions with surplus liquidity, both on an absolute and 
risk-adjusted basis. Asset managers with a financial institution parent have a 
real advantage in this “sweet spot” market segment. 

 
1. Wadia, Zorast; Perry, Alan and Clark, Charles. “2020 Corporate Pension Funding Study.” Milliman White Paper, April 2020, 
https://www.milliman.com/-/media/milliman/pdfs/articles/2020-pension-funding-study.ashx.
2. As at January 8, 2021, the yield on the Bloomberg Barclays US Aggregate Bond Index was only 1.21% and the yield on the Bloomberg 
Barclays US Corporate Triple-B-rated Index was 2.14%. Source: https://www.wsj.com/market-data/bonds/benchmarks.

A complementary source for 
additional yield: Investment 
Grade Private Credit
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Institutional investors are looking for higher yields from their fixed 
income portfolios
Fixed income investments are a large — and often the largest — asset class 
allocation in most institutional portfolios. For example, the Milliman 2020 
Corporate Pension Funding Study shows that the fixed income allocation 
of the 100 largest corporate defined benefit pension plans in the United 
States averaged 49.1% of plan assets.1 A sizable allocation to core fixed 
income is generally a necessity for institutional investors that need liquidity 
and diversification.

The Milliman study also noted that corporate defined benefit plans had an 
average expected rate of return of 6.5% for funding purposes.3 With publicly 
traded bond returns currently in roughly the 1% to 2% range,2t these plans 
require double-digit returns from their remaining assets to achieve their funding 
goals - a difficult achievement to sustain over time, and one which generally 
requires taking on increased risk.

Similarly, endowment funds must pay out approximately 5% of their average 
market value each year and lower yields will likely make it more difficult to reach 
that target.

3. Sielman, Rebecca. “2020 Public Pension Funding Study.” Milliman White Paper, December 2020.

Source: Securian Asset Management, Inc., Factset and Merrill Lynch U.S. Corporate Master Index. As of 12/31/2020. Data spans from 
12/31/2001 to 12/31/2020. IG PC Acquisition yield represents the weighted average acquisition yield of all securities purchased by Securian 
AM during each calendar year. Comparable Public Yield is the weighted average yield of all comparable public bonds to each security 
purchased by Securian AM in duration and sector (FIN, IND and UTIL). The public comparables were derived using Factset daily matrices 
beginning 09/01/2018, and Merrill Lynch U.S. Corporate Master Index spread matrix derived for the periods prior to 09/01/2018. For each 
year through 2008, this data includes all private placement securities and certain 144a structured securities purchased by Securian AM. 
The 144a securities were included because each security had a combination of one or more of the following characteristics that made 
them more similar to private placements rather than public bonds, lack of registration rights, collateral, covenants, non-DTC eligibility 
and/or amortization. Beginning in 2009, private placement securities include securities that are private placements only.
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Investment grade private credit could provide a useful yield pickup over 
public bonds

As shown in Figure 1, investment grade private credit has historically delivered 
0.4% to 1.0% higher yields than publicly traded bonds — at comparable levels of 
credit risk. Institutional investors seeking these higher yields have been migrating 
into private credit (both investment grade and other forms), which is expected to 
grow about 11% per annum for the next four years (Figure 2, below).4

4. Preqin, Future of Alternatives 2025.
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FIGURE 2. PRIVATE DEBT ASSETS UNDER MANAGEMENT AND FORECAST, 2010-2025

Source: Preqin, Future of Alternatives 2025 as of 10/01/2020. 2020 figure is annualized based on data to October. 2021-2025 are 
Preqin’s forecasted figures.

The investment grade private credit yield advantage
The IG private credit yield advantage stems from two key sources: 

• lower liquidity, and 

• customized structuring, often of more complex transactions.

Because IG private credit is not publicly traded, it is less liquid than public 
bonds (although a secondary market does exist). In return for this reduced 
liquidity, investors require a higher yield. Given the lower liquidity, most 
institutional investors use IG private credit as a complement to their liquid core 
fixed income portfolio, not as a substitute, and typically hold their positions 
to maturity. An IG private credit portfolio constructed with a custom duration 
maximizes the liability-matching requirements of some institutional investors, 
such as life insurance companies and pension plans. 

FIGURE 2: PRIVATE DEBT ASSETS ARE GROWING 
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FIGURE 3: EXPERT INVESTMENT GRADE PRIVATE CREDIT UNDERWRITING PRODUCES 
SIMILAR LOSS EXPERIENCE TO AA- RATED PUBLIC BONDS

Securian Asset 
Management 
Investment Grade 
Private Debt average 
annual loss 0.02%

Source: “Default, Transition, and Recovery: 2019 Annual Global Corporate Default and Rating 
Transition Study,” S&P Global Ratings, April 29, 2020, https://www.spglobal.com/ratings/en/
research/articles/200429-default-transition-andrecovery-2019-annual-global-corporate-
default-and-rating-transition-study-11444862. Securian Asset Management, Inc., average annual 
loss data as of December 31, 2020.

S&P Corporate Credit Rating Weighted Average Default 
Rate (%) (1981-2019)

AAA 0.00

AA 0.02

A 0.05

BBB 0.16

BB 0.61

B 3.33

CCC/C 27.08

Negotiated private credit covenants are also additive to the total return. 
IG private credit contains covenant packages and/or security that help limit 
downside risk, allowing institutional investors to hold the assets to maturity. 
Such covenants may include seniority in the capital structure, limits on leverage, 
restrictions on asset sales and requirements to maintain minimum coverage 
ratios. Issuers of IG private credit appear willing to accept such covenants 
in exchange for access to long-term capital tailored to meet their needs. 
Covenant packages generate additional income through waiver or amendment 
fees, increased interest, and prepayment fees. In our experience, such 
additional income has averaged approximately 30 additional bps per annum.5 
The underlying covenants and security offered in IG private credit also offer 
downside protection, as discussed below.

IG private credit risk can be strictly contained
Investment grade private credit risk is tightly managed at both the individual 
bond level and the portfolio level.

Strict underwriting is essential to ensure strong protection. An experienced 
team, including credit analysts and dedicated legal staff, is necessary to 
ascertain the creditworthiness of each issuer; to correctly price the credit and 
its unique provisions; and to properly structure the bond covenants. Covenants 
provide protection via “early warning” steps such as limiting leverage and 
protection from event risk.

A well-constructed portfolio of IG private credit could result in very low loss 
rates. As there is no standard benchmark index for IG private credit, a strong 
portfolio can be built based on portfolio needs and underwriting requirements. 
In our own experience at Securian AM, our IG private credit loss rate since 2003 
has averaged only 2 bps per year — essentially equivalent to the loss rate on 
AA-rated public bonds (Figure 3).6

5. Source: Securian Asset Management, Inc. 
6. “Default, Transition, and Recovery: 2019 Annual Global Corporate Default and Rating Transition Study,” S&P Global Ratings, 
April 29, 2020, https://www.spglobal.com/ratings/en/research/articles/200429-default-transition-and-recovery-2019-annual-
global-corporate-default-and-rating-transition-study-11444862.
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In the event that a default occurs, private credit holders typically receive higher 
recoveries than public bondholders. This stronger outcome is due both to private 
credits’ contractual seniority in the issuer capital structure as well as the strong 
covenants in IG private credit.

A well-diversified IG private credit portfolio provides additional risk protection. 
Investment grade private credit issuers come from all major industries, both domestic 
and foreign, allowing an institutional investor to build a well-diversified portfolio. 
Many issuers do not issue public bonds, so a private credit portfolio also diversifies an 
institution’s overall fixed income portfolio. An IG private credit portfolio can also be 
diversified by tenor and other structural factors. 

Private credit managers are not constrained by index allocation weights. Unlike 
corporate bond indices, which give indexers the perverse incentive to raise exposure 
to the largest — and usually most levered and risky — issuers, IG private credit 
managers need not measure their portfolios against any benchmark sectors or 
borrower weights. IG private credit managers are free to build their version of an 
optimal portfolio to meet an investor’s needs.

IG private credit doesn’t face the “fallen angel” forced selling issue
When IG public bonds are downgraded below a BBB rating, forced selling can 
cause immediate sharp mark-to-market valuation declines. The investment 
guidelines for most publicly traded bond portfolios, such as those for index funds, 
require the investment manager to sell a bond whenever the issuer fails to maintain 
a required minimum credit rating. In the case of publicly traded bonds that fall 
below investment grade — the so-called “fallen angels” — such forced selling to 
opportunistic high-yield bond managers often causes the market price of the bond 
to fall dramatically.

Institutional investors holding these fallen angels can incur significant losses upon the 
next mark to market. In one recent study, the performance drag between fallen angels 
and investment grade bonds in the first half of 2020 was as much as 1300 bps.7

By contrast, IG private credit is not subject to forced selling. In addition, as a private 
asset class, IG private credit is generally marked to market monthly rather than daily, 
resulting in much smoother changes in valuation. 

The “sweet spot” for investment grade private credit transactions
An investment manager willing to invest $40-$100 million in an IG private credit 
transaction on behalf of its clients is in the “sweet spot.” A manager can assemble 
a well-diversified portfolio via such mid-sized investments, where the manager 
can take all of a mid-sized bond opportunity or can participate meaningfully as 
one of a number of investors in a much larger transaction. The manager can also 
take advantage of smaller opportunities that attract fewer lenders, thus potentially 
obtaining even better terms for its clients.

Access to new investments is a key requirement for building well-diversified IG 
private credit portfolios. A manager making mid-sized allocations is large enough 
to be called by investment bankers seeking lenders for their corporate clients, by 
private equity managers seeking financing for their portfolio companies, and by peers 
offering exclusive access to club deals. An established network of investment bankers, 
private equity managers and peers, along with a solid reputation for efficient and fair 
practices, is essential to move from potentially being called to definitely being invited 
to a seat at the table for a new private bond issue.

7. Scozzafava, Bernie. “Despite Some Fallen Angels, Corporate Bond Investors Have Heaven on Their Minds.” Parametric 
August 3, 2020, https://www.parametricportfolio.com/blog/despite-some-fallen-angels.
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IG private credit managers with a financial institution parent have a real 
advantage. For example, at Securian AM our IG private credit clients invest 
alongside Securian Financial Group, Inc., benefitting from our parent’s 
consistent presence in the market and its favored access to attractive 
transactions. This also ensures a strong alignment of interests with our clients.

Investing in the “sweet spot” allows customized portfolios to meet specific 
client needs because of the large number of opportunities managers can 
access when they make placements in the mid-range. For example, a portfolio 
for pension funds with long-term liabilities can be assembled to have longer 
duration, while a shorter duration portfolio can be customized for property and 
casualty insurers whose liabilities tend to be much shorter.

Institutional investors with liquidity needs can still benefit from a 
complementary allocation to IG private credit
Institutional investors can generally set aside a portion of their portfolios for 
less liquid investments. With the possible exception of a pension plan or other 
institution that is being liquidated, most institutional investors do not require 
100% liquidity. After covering their liquidity needs with an allocation to core 
fixed income, it may make sense for them to benefit from the illiquidity premium 
included in IG private credit yields through a complementary allocation.

The lower liquidity of IG private credit is partially offset by the higher income 
it generates. Institutions needing a long-term reliable stream of current income 
may therefore be well-served by holding IG private credit to maturity. We have 
seen life insurers use this approach for many years.

For these reasons, we recommend IG private credit be viewed as a “buy 
and hold” mandate even though there is an active secondary market for 
well-covenanted issues.

A well-managed IG private credit allocation could add value to most 
institutional portfolios
Buying and holding investment grade private credit to maturity could provide a 
reliable income stream that can complement a core fixed income portfolio and 
help meet almost every institution’s needs:

• IG private credit offers higher yields than similar public bonds, with lower 
credit risk

• Strong covenants provide additional downside protection

• A complementary IG private credit allocation diversifies an institution’s fixed 
income portfolio

• A complementary IG private credit portfolio can be tailored to meet each 
institution’s specific needs

Most institutional investors can reap these benefits by working with a skilled, 
experienced IG private credit investment management organization that 
includes solid underwriting and legal talents and access to a well-developed 
deal sourcing network.
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About Securian Asset Management, Inc.
As part of a financially stable mutual company, we focus on the long-term and 
seek to execute consistently for our clients. Our asset management business 
has been built with a risk and liability management focus, coming from our long, 
successful history investing for our parent company’s general account. We stay 
true to our purpose, our values and our roots, while being innovative and nimble 
to help prepare our clients to meet their investment objectives from a position 
of strength.
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fund-of-funds, advisory firms, wirehouse broker/dealers, sovereign wealth funds, endowments and foundations 

and family offices. They ranged in size from holding less than $1 billion in assets under management (AUM) to 

over $1 trillion in AUM, with a total AUM for all respondents of approximately $23.4 trillion.
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2021 is a year of hope

In 2020, the outbreak of Covid-19 shook the world to its core. It was also the wake-up call the 

world needs to make vital changes. Biodiversity loss, inequality, climate change. The global 

pandemic is a stark reminder of the need to care: for ourselves, our loved ones, our fellow 

humans, the living things we share our planet with. That responsibility lies with us all, as 

people, as companies, as investors.

With business currently being seen as the most trustworthy institution of all, we at Robeco feel 

this responsibility all the more acutely. Sustainability and the climate are the topics we discuss 

most frequently with clients. Indeed, we saw investments in ESG-integrated assets double during 

the course of last year. And we also saw that performance and doing the right thing are not 

mutually exclusive – a crucial element to investors. This gives us hope for 2021. A real belief that 

we can rise to one of the greatest challenges facing humanity: the climate crisis.

This survey shows that investors are committed to tackling climate change. Climate will become 

mainstream in our industry, with all assets being aligned with the net zero ambition at some 

point in the coming years. The message is clear: investors have a keen interest in climate and a 

strong desire to work on decarbonization. However, there is a substantial knowledge gap when 

it comes to fully understanding these major issues, with many investors not knowing where to 

start or how to make a difference.

The purpose of this survey is to show you where we are as an industry, to help you understand 

the urgency and current status of climate investing, as well as the challenges and opportunities 

climate change presents.

The willingness among investors to help combat climate change is truly inspiring. So, let’s make 

2021 the year in which we joined hands to link wealth and well-being intrinsically together and 

help the world heal.

Christoph von Reiche,

Head of Global Distribution & Marketing



Key findings

of investors say that climate change will be at the 
centre of their investment policy, or it will be a 
significant factor in it, in the next two years.

This is up from

now two years ago

say that the increased use of renewables, bioenergy 
and hydrogen for power and fuel is the most relevant 
decarbonization driver for their organization.

of institutional investors’ overall portfolios will be 
divested from carbon-intensive assets over the next 
five years.

For wholesale investors,

of sustainability-focused model portfolios will be 
divested from carbon-intensive assets over the next 
five years.

of investors expect to focus decarbonization on global 
equities in the next one to two years.

believe that the Paris agreement target on global 
warming is achievable with major global economic 
and social changes, but 80% believe governments 
and others need to do much more to achieve it.

86% 

73% 33% &

81% 

18.8% 

27.4% 

66% 

69% 
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1. The big shift on climate 
change and decarbonization
It is now widely acknowledged that the use of environmental, social and governance (ESG) investing has passed a tipping point in recent times. 

Taking account of ESG factors is now seen as an integral part of investing and it is applied through various approaches and across a wide range of 

asset classes.

We are rapidly approaching similar tipping point on climate change, one of the leading issues in the ESG agenda. Two years ago, less than one-

in-ten (9%) of investors put climate change at the centre of their investment policy. Now, it is just over a quarter (26%) and in two years’ time, it 

will be over four-in-ten (44%). The growing importance of climate change is even clearer when investors describing it as a significant factor in their 

investment policy are added. Almost three-quarters (73%) see climate change as a significant factor in, or at the centre of, their investment policy 

now, rising to almost nine-in-ten (86%) in the next two years. This trend is seen at both institutional investors and wholesale investors.

How would you describe the importance of climate change to your organisation’s investment policy 2 years ago, today, and in the next 2 years?

Climate change is rapidly increasing in importance for investment policies

”Our clients are telling us that investing their wealth sustainably is 

key to what they want to going forward. Both because they think 

it will lead to investment returns that are equal to, or better than 

‘normal investing’, but also because they increasingly want to 

align their values with their investment choices.” Mark Haefele, 

Chief Investment Officer, UBS Global Wealth Management

“A year ago our board decided that AP1 will divest from fossil

fuels. We were the first of the AP funds to do this and it was

by far the largest divestment decision ever made at AP1. We

spent 2020 executing this throughout the AP1 portfolio, for both

internally and externally managed assets and across

asset classes.” Tina Rönnholm, External Partnerships and 

Innovation, AP1

“Climate change has been a significant factor in our investment 

policy for the past seven years, and it is at the centre of our 

investment policy today. We are formulating our investment policy 

now for the coming years and it is all about sustainable investing. 

It is threefold: divesting from carbon, shifting towards assets 

with a lower carbon intensity accompanied with engagement 

and investing in climate solutions. We need to have insight into 

both the physical and transition risks regarding climate change, 

and mitigate these risks.” Han van Manen, Investment Director, 

External Management, PGGM

At the centre of our investment policy

2 years ago Today Next 2 years

A signi�cant factor in our investment policy

Not a signi�cant factor for our investment policy

No part of our investment policy at all

9%

24%

41%

26%

26%

47%

24%

3%

44%

42%

9%

5%
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These findings clearly show that many institutional and wholesale investors around the world are fully engaged in the struggle to limit global 

warming. The fact that ESG investing has become mainstream has aided this, but investors are becoming increasingly aware of the need for 

decarbonization or supporting the transition away from a dependence on fossil fuels and towards a low-carbon economy. 

Wholesale Investors
Sustainability-focused
model portfolio

Wholesale Investors
Traditional model portfolio

Institutional Investors

Past 5 years During Covid-19 Next year Next 5 years

6.2%

8.3%

8.6%

6.2%

10.6%

8.8%

9.4%

16.9%

13.7%

18.8%

27.4%

18.2%

The proportion of investors who have not decarbonized any of their 

portfolio is also expected to fall significantly. At present, 42% of 

institutional investors globally have not decarbonized and this is 

expected to fall to only 19% in the next five years. One noticeable 

variation here is that wholesale investors are, overall, slightly more 

likely to be among those investors not decarbonizing, along with 

institutional investors in the Asia Pacific region. 

The adoption of formal climate change policies also highlights some 

differences between regions and investor types. Nearly seven-in-ten 

(68%) of European investors have adopted a formal policy on climate 

change, as have 54% of institutional investors, compared to 41% of 

wholesale investors. In North America, 43% of investors have a formal 

policy on climate change, while 26% plan to adopt one in the next 12 

to 18 months. For the Asia Pacific region, these figures are 36% and 

27% respectively.

Generally, some European institutional investors, such as the Swedish 

AP funds and the Dutch industrywide pension funds have been among 

the leaders on ESG investing and also on decarbonization policies. 

But investors in America and Asia Pacific are now picking up the 

pace, as they see the necessity of acting to tackle climate change. 

The green policies of new US president Biden, coupled with China’s 

determination to be seen to set global agenda, and the forthcoming 

UN climate change conference in November 2021 in Glasgow (COP26), 

could drive progress at institutional and wholesale investors globally. 

One of the planned routes to a low carbon economy is to set a target 

of net zero carbon emissions. While the number of investors who have 

already set a net zero carbon emissions target is relatively small (17%), 

it on an upward trajectory and will rise to over half of all investors 

in the next three to five years. Institutional investors have adopted 

a net zero carbon emissions target in slightly higher numbers than 

wholesale investors, but in both cases, more and more investors are 

planning to adopt a net zero carbon target. By region, investors in 

Europe and North America are more likely to have already adopted a 

net zero carbon emissions target, or plan to do so in the next three to 

five years, compared to investors in the Asia Pacific region.

Please estimate the percentage of your overall portfolio you divested from carbon-intensive assets (decarbonization) in the past five years and during the recent Covid-19 

crisis. And how much do you expect to divest over the next year and five years?

Divesting from carbon-intensive assets will rise sharply in the next 5 years

“We have made a 51% carbon reduction within equities 

in the last five years, in a sector-neutral way, by getting 

rid of the most eco-inefficient companies in the sectors 

of utilities, materials and energy. We plan to reduce our 

carbon footprint another 30% by the end of 2025. As you 

show in the survey, the most practical way is to start with 

the equity portfolio, but the ambition to diminish the 

carbon footprint is for all assets in the portfolio.”

Han van Manen, Investment Director, External 

Management, PGGM
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So far, we have seen that investors are moving climate change towards the centre of their investment policies, and that this will lead to a higher 

level of divestment from carbon-intensive assets. What, if anything, has changed to motivate investors to pick up the pace on climate change 

and decarbonization? There are a number of different motivating factors, such as the need to act in the long-term interests of their stakeholders, 

particularly external stakeholders. In addition, as the financial costs of global warming have become clearer, so investors increasingly see it as part 

of the fiduciary duty to consider climate change risks. This is important because it can reduce any conflict between acting on climate change and 

seeking returns. 

Investor motives for acting on climate change

Part of our �duciary duty as investors with a longer term perspective

Holding carbon-intensive assets will be increasingly risky in the future

Carbon-intensive assets could become more capital intensive under future regulation

Generating higher risk-adjusted returns

External stakeholders’ interest (customers and clients, the public, regulators and others)

We see it as in the long-term interests of our stakeholders

Internal stakeholders’ interest (e.g., employees, senior management, members)

Avoiding negative press and campaigns against carbon-intensive activities

A strong social consensus on tackling climate change in my country

It is ethically the right thing to do

It is a regulatory requirement, or becoming (e.g., increasing requirements of climate stress tests)

A commitment to the Paris agreement targets on limiting climate change

63%

54%

48%

46%

58%

57%

54%

43%

42%

68%

68%

55%

Investment drivers

Internal/external drivers

Company image and public commitment

What is motivating your organisation to take climate change into your analysis, as part of its investment strategy? (Rate each option on a scale of 0-10)

Acting in the interests of their stakeholders is a key motivation for investors on climate change

“We have a conviction at Allianz that taking account of climate 

change is something we have to do. We also believe that taking 

account of climate change is part of our fiduciary duty, because 

it has an impact on risk and returns. Climate change will affect 

returns, whether it is through a carbon tax or carbon pricing, or 

from regulatory demands on asset owners, so taking account 

of it is a good business decision. Moreover, sustainability is 

part of our business model here at Allianz, as we sell long-

term promises to our clients.” Carsten Quitter, Group Chief 

Investment Officer, Allianz Investment Management

“Our mission is to provide a good pension in a livable world. 

That is the starting point. We want to do good to the world 

without compromising financial risk and return. That means 

that before we implement, there is a lot of research and 

talking to other asset managers and other institutions, such as 

universities, to make sure that risk and return characteristics 

will be similar to regular investing or better.” Han van Manen, 

Investment Director, External Management, PGGM

“We have an intergenerational duty, so we cannot favour one 

generation over another generation. As an asset owner, we 

have an absolute return target, and it is something we need to 

achieve for current and future pensioners. To achieve returns, 

one must take risks, but we want to take controlled risks. The 

ESG team spent 2018 and 2019 on a heat map analysis of 

the entire AP1 portfolio, coupled with scenario testing. They 

concluded that climate change poses a systemic risk, and it is 

tied to uncertainty which is hard to quantify at this time.  The 

rationale (for our divestment decision) was to minimize the 

financial risk that AP1 is exposed to because of climate risk.”

Tina Rönnholm, External Partnerships and Innovation, AP1
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2. Tackling climate change – 
approaches and opportunities
If humanity is to avoid the worst effects of global warming in the coming decades, then businesses and individuals must reduce carbon emissions 

created by a wide range of activities, from manufacturing and industry, through to transport and agriculture, and by individuals reducing their 

own carbon footprint as consumers.  Experts see a range of decarbonization drivers as being needed to limit global warming to well below the 

2°C target set by the Paris Agreement (COP21). Some are associated with industry and power generation, such as greater use of renewable energy 

sources or moving away from the use of fossil fuels in industrial processes, while others are about the more efficient use of resources and moving 

to more sustainable practices. When asked which of eight decarbonization drivers they see as most relevant to their organisation’s investment 

approach, investors showed a marked preference for three particular drivers.

Increased use or renewables,
bioenergy and hydrogen for

power and fuel

Switching transportation to
low or zero carbon transport

(e.g., electric vehicles)

Replacing fossil fuels in
industrial processes where

possible

Greater use of carbon
capture use and storage

Moving to circular
economy

Reducing food loss
and waste

ReforestationReducing global
consumption of livestock

81% 58% 56% 27%

25%20%19%14%

As an investor, which of the following decarbonization drivers are currently most relevant to your organisation’s investment approach?

Three decarbonization drivers stand out as most relevant to investors

“The Covid-19 crisis highlighted the importance of 

sustainability for portfolios and governments around the 

world. In any given year, different strategies can perform 

better or worse, but this is a very strong long-term trend. We 

think there are compelling reasons why strategies based on 

sustainability, and focused on themes like greener energy, can 

be strategies that outperform going forward.” Mark Haefele, 

Chief Investment Officer, UBS Global Wealth Management

“We are committed to our net zero target, so we will increase 

what we call dedicated investments to drive the change 

needed. Every part of the economy needs to transition; 

everything from transportation to manufacturing. We must 

pursue both [active ownership and impact investing] to make 

things happen.” Tina Rönnholm, External Partnerships and 

Innovation, AP1

“When you look at various industries and their carbon 

intensities, there is a certain Pareto distribution to it. Clean 

energy production is one of the biggest levers that investors 

can use to decarbonize, with a direct impact, so I can follow 

the logic here. But we must think holistically and decarbonize 

across all sectors to get every industry on its pathway. The 

pathways for cement or steel will be different to the pathway 

for transportation.” Carsten Quitter, Group Chief Investment 

Officer, Allianz Investment Management
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Looking at the results here for the decarbonization drivers most 

relevant to investor approaches, and the decarbonization sectors 

offering the best investment opportunities, there is a not a complete 

match on the favoured drivers and sectors. For instance, 67% 

of investors see sustainable agriculture and reforestation as an 

attractive investment opportunity, but only 20% of investors gave 

reforestation as one of the decarbonization drivers most relevant 

to their organization. This anomaly could be because investors see 

decarbonization drivers as higher level, overarching themes that fit 

with an investment strategy, while decarbonization sectors are more 

granular investment opportunities. So sustainable agriculture and 

reforestation might be seen as an attractive investment opportunity 

in its own right, but for many investors, reforestation is not part of 

a higher-level approach to decarbonization. In any event, it is clear 

that investors are currently focused on three decarbonization drivers, 

but they also see attractive investment opportunities in a wide 

range of decarbonization sectors, including electric networks (66%), 

electric transportation (62%), energy storage (71%) and sustainable 

agriculture and reforestation (67%).

Which of the following decarbonization sectors do you think offer the best investment opportunities?

Investors see attractive investment opportunities in a range of sectors

Wind power

Solar energy

Geothermal power

Hydroelectric power

Green hydrogen

Biomass energy

Wave and tidal power

Heat decarbonization

Electric network

Electric transportation

Natural gas distribution

Energy storage

Semiconductor power management

Carbon capture use and storage

Very low or zero carbon real estate

Big data

Sustainable agriculture and reforestation

Renewable energies

Energy distribution

Energy management

Energy e�ciency

Other

64%

63%

59%

58%

53%

44%

37%

37%

66%

62%

38%

71%

55%

54%

60%

58%

67%
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Investors see equities and real assets, or infrastructure and real estate, as the asset classes which will be the focus of decarbonization over the next 

one to two years, ahead of bonds and alternative assets. Two-thirds (66%) of investors say that global equities will be a focus of decarbonization for 

the next one to two years, while for domestic equities, just over half (51%) of investors see this as a decarbonization focus for the next one to two 

years. After global equities, real assets (infrastructure and real estate) as seen the focus for decarbonization by 57% of investors.

There are several reasons why investors are most likely to see these 

assets classes as their focus for decarbonization in the near future. 

Firstly, investors have experience in taking account of environmental 

factors when investing in equities for some time, when using ESG 

investing, through approaches such as positive or negative screening, 

or integrating ESG criteria into an investment process. Investors also 

have a good supply of managers and strategies that can take account 

of decarbonization, such as strategies with a thematic approach or 

indices which are constructed as low-carbon versions of existing

equity indices. 

Fewer investors plan to make fixed income or alternative assets a 

decarbonization focus in the near future, with 42% giving corporate 

debt as a focus, ahead of 39% for private markets, 36% for emerging 

market equities, following by alternative assets such as commodities 

(23%), hedge funds (21%) and then three more fixed income sectors. 

But as said, investors will soon want to decarbonize their investments 

in these asset classes over time.

Decarbonization by asset classes

Global
equities

Domestic
equities

Private markets
(private equity,
private debt)

Real assets
(infrastructure and

real estate)

Corporate debt
(investment grade)

Emerging
market equities

Commodities
Emerging

market bonds
Sovereign

bondsHedge funds
High-yield

debt

66% 57% 51% 42% 39% 36%

23% 21% 18% 16% 15%

Which of the following asset classes do you expect to focus decarbonisation in the next 1-2 years?

Global equities and real assets are leading decarbonization efforts in the next 1-2 years

“As a member of the Net Zero Asset Owner Alliance, we 

have committed to reduce greenhouse gas emissions by 

25% by 2025 for public equities and corporate debt. For 

real estate, we are following the CRREM [Carbon Risk Real 

Estate Monitor] pathway, which is in line with the 1.5°  

target. Those three asset classes cover roughly 35% of the 

total portfolio and we will gradually expand it over time, 

adding further asset classes.” Carsten Quitter, Group Chief 

Investment Officer, Allianz Investment Management
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3. Investors on achieving 
climate change progress
One difference between decarbonization and other aspects of ESG investing is greater importance of climate change as an issue for humanity. While 

investors may be strongly motivated on all aspects of ESG or sustainability, decarbonization is part of a global drive, led by governments, to reduce 

its use of fossil fuels in order to avoid the worst effects of global warming. 

The importance of decarbonization is shown by the finding that 72% of investors see the Paris agreement target of limiting global warming to 

well below the 2°C as necessary to prevent disastrous climate change. Added to this, a similar proportion, 69%, see the Paris agreement target as 

achievable with major economic and social changes, while 80% agree that governments and others need to do much more to achieve it.

As well as the Paris agreement target, another key target for investors 

and others is net zero carbon emissions by 2050. On this target, almost 

two-thirds of investors (65%) see this as ambitious but achievable. 

Governments and others need to do
much more to achieve it

Necessary to prevent disastrous
climate change

Achievable with major global economic
and social changes which can happen

The investment industry has the tools
and investment products to support it

The investment industry has the
information it needs to support it

In reality, it is too ambitious and 
is unachievable

Agree* Neither agree nor disagree Disagree**

*Strongly agree + Agree **Strongly disagree + Disagree

80% 8%12% 72% 15% 13% 69% 15% 16%

49% 29% 22% 45% 31% 24% 22% 33% 45%

What is your view on the target set by the Paris agreement on limiting global warming (well below 2°C above pre-industrial levels in this century)?

Global warming targets are achievable but much more needs to be done

“We recognize the push from the world around us, from clients, the regulator, the public and political lobbies. At least as important is that 

we feel the need for sustainable investing in order to provide a good pension in a livable world. We also believe it makes sense to be at 

the forefront, cooperating with other big institutional investors to create a road going forward. The SDI Asset Owner Platform is a good 

example of such a cooperation that sets and owns a taxonomy of products and services (solutions) that contribute to the UN Sustainable 

Development Goals. That taxonomy helps us to do well by doing good.”

Han van Manen, Investment Director, External Management, PGGM

But around eight-in-ten investors see net zero carbon emissions as 

achievable by some but not all; 82% think it is achievable for some 

countries and 78% see it as achievable for some companies but not all.
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Climate change knowledge gaps

If investors and others are to achieve ambitious targets on decarbonization, there needs to be a good level of knowledge and understanding on 

what is required, as well as the determination to implement any changes needed. 

On the biggest gaps in their knowledge and understanding of decarbonization and climate change, the difference between greening financial 

assets and greening the real economy is ranked in the top three by over four-in-ten investors across each region and wholesale and institutional 

investors, and by 45% overall. The same figure overall sees one of the biggest knowledge gaps as the investment opportunities resulting from 

companies and sectors that benefit from climate change and the transition to a low carbon economy, but this rises to around 50% in Europe and 

Asia Pacific but falls to 36% in North America. Investors also identify a knowledge gap around regulatory risks to their portfolios from climate 

change, in that uncertainty or sudden regulatory changes could have a negative impact. Wholesale investors (48%) are more likely to see this as an 

issue compared to institutional investors (33%), while European investors are more concerned about it than those in other regions.

The di�erence between 
greening �nancial assets 
and greening the real 
economy

The investment 
opportunities resulting from 
companies/sectors that will 
bene�t from climate change 
and the transition to a low 
carbon economy

The regulatory risks posed by 
climate change to investor 
portfolios (i.e., regulatory 
uncertainty, limited regulation 
or frequent regulatory 
changes)

45% 45% 38%

Where are the biggest gaps in you and your investment colleagues’ knowledge and understanding of climate change and decarbonization?

Investors identify knowledge gaps in several areas

“We are all on a learning path here. If you were to ask me 

today, how can the Allianz portfolio of more than €800 billion 

get to net zero by 2050, I don’t have the full answer. But 

we are working on it, step by step, and we will learn along 

the way. We have to work together with other institutional 

investors and join forces with the politicians and the scientists. 

We have to find approaches we can agree on, because there 

is not one truth out there. You can use the divestment logic of 

the Pareto distribution and kick out the three worst polluters 

in your portfolio to cut emissions, but that is not sustainable as 

a strategy. We all have to learn and we have to work together 

to close the knowledge gaps.”  Carsten Quitter, Group Chief 

Investment Officer, Allianz Investment Management

“We make a strong distinction between a portfolio that 

is invested sustainably and then what we call impact 

investments. For us, impact investments are designed around 

having a demonstrable, positive and measurable impact 

on society, in addition to all the metrics you would measure 

around performance. It’s a separate bucket but we wrestle 

with things like that as well because investing in green bonds 

for a mega-cap tech company arguably does not have the 

impact of a start-up providing healthcare in a developing 

nation. We recognize the difference and we cater to clients 

who increasingly feel the same way.” Mark Haefele, Chief 

Investment Officer, UBS Global Wealth Management
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The main obstacles to decarbonization
at investor organisations

The biggest obstacles to net zero
carbon emissions by 2050

What are the main obstacles to implementing decarbonization in investment portfolios at your organisation? / 

and moving to a global economy with zero carbon emissions by 2050?

Obstacles to decarbonization include peoples’ lifestyles and lack of data

Lack of data, reporting and ratings

Having to meet internal targets on risk and return

Lack of internal capacity and resources

Shortage of suitable low carbon
investment strategies/products

Lack of demand from end investors

Lack of internal expertise on decarbonization

Lack of leadership by senior
management on decarbonization

Liquidity and risk management concerns

Terminology and de�nitions

44%

40%

39%

38%

36%

34%

25%

23%

21%

Convincing people to change their lifestyles
to reduce carbon emissions

The cost of decarbonization and deciding
how to pay for this.

Lack of political will to push through
and enforce decarbonization policies

Lack of low carbon technological solutions
needed to reduce reliance on fossil fuels

Resistance by stakeholder groups/industries
opposed to action on climate change

Di�culty in getting accurate data and feedback
on decarbonization options to guide good choices

68%

67%

66%

42%

33%

24%

“We don’t have the luxury of being able to wait. We have been 

investing in emerging markets for very many years and there 

have always been complaints about the lack of data. You cannot 

use the lack of data as an excuse anymore.” Tina Rönnholm, 

External Partnerships and Innovation, AP1

“One of the main obstacles on the road ahead is the difficulty in 

getting the alignment between three relevant parties. One is on 

Lack of data is no excuse 

the political side, which is obviously not one party, but various 

countries have to be aligned if there is to be a global regulatory 

framework. The other relevant parties are on the industrial side 

and then comes the financing side. I think the biggest obstacle 

will be getting the alignment right between these three parties.”  

Carsten Quitter, Group Chief Investment Officer, Allianz 

Investment Management



From being a point of controversy a few years ago, tackling climate change by moving towards a low-carbon economy is now a priority for many 

investors. Institutional and wholesale investors normally have a long-term perspective and they now accept that action is urgently needed to avoid 

climate change risk adversely affecting investments and, indeed, the lives of their end investors over the medium to long-term. As a result, climate 

change is now moving to the front and centre of investment policies.

The results of this mindset are that investors will increasingly divest from carbon-intensive assets and look for investment opportunities in 

decarbonization drivers, such as renewable energy and low-carbon transportation, among others. At present, investors are focusing on equities and 

real assets, but they are likely to apply a decarbonization filter to all asset classes in their portfolios. 

Moving to a low-carbon economy will be a global effort, with governments, regulators, the corporate sector and individuals all playing their part. It 

must be hoped that this year’s COP26 talks in Glasgow will build on the Paris Agreement forged at COP21 and that ambitious, but necessary, targets 

for net zero carbon emissions by 2050 can be reached. The survey findings show that investors support these initiatives, but they are also aware 

that they might not be reached by all countries or companies. The chances of success will increase though, if investors can overcome the gaps in 

knowledge and understanding highlighted in this survey, along with the provision of better data and other tools to support decarbonization.

This survey has highlighted some of the key issues for investors and those working with them on decarbonization. We hope it helps stimulate 

discussion and a clearer understanding of what needs to be done, if the investment industry is to play a constructive and important role in tackling 

climate change.

Conclusion

Robeco is a pure-play international asset manager founded in 1929 with headquarters in Rotterdam, the Netherlands, and 17 offices 

worldwide. A global leader in sustainable investing since 1995, its unique integration of sustainable as well as fundamental and 

quantitative research enables the company to offer institutional and private investors an extensive selection of active investment 

strategies, for a broad range of asset classes. As at 31 December 2020, Robeco had EUR 176 billion (USD 215 billion)  in assets under 

management, of which EUR 160 billion (USD 196 billion) is committed to ESG integration.

About Robeco
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Robeco Institutional Asset Management B.V. (Robeco B.V.) has a license 

as manager of Undertakings for Collective Investment in Transferable 

Securities (UCITS) and Alternative Investment Funds (AIFs) (“Fund(s)”) 

from The Netherlands Authority for the Financial Markets in 

Amsterdam. This document is solely intended for professional investors, 

defined as investors qualifying as professional clients, who have 

requested to be treated as professional clients or who are authorized to 

receive such information under any applicable laws. Robeco B.V and/

or its related, affiliated and subsidiary companies, (“Robeco”), will 

not be liable for any damages arising out of the use of this document. 

The contents of this document are based upon sources of information 

believed to be reliable and comes without warranties of any kind. Any 

opinions, estimates or forecasts may be changed at any time without 

prior notice and readers are expected to take that into consideration 

when deciding what weight to apply to the document’s contents. This 

document is intended to be provided to professional investors only for 

the purpose of imparting market information as interpreted by Robeco. 

It has not been prepared by Robeco as investment advice or investment 

research nor should it be interpreted as such and it does not constitute 

an investment recommendation to buy or sell certain securities or 

investment products and/or to adopt any investment strategy and/or 

Important information
legal, accounting or tax advice. All rights relating to the information 

in this document are and will remain the property of Robeco. This 

material may not be copied or used with the public. No part of this 

document may be reproduced, or published in any form or by any 

means without Robeco’s prior written permission. Investment involves 

risks. Before investing, please note the initial capital is not guaranteed. 

This document is not directed to, nor intended for distribution to or use 

by any person or entity who is a citizen or resident of or located in any 

locality, state, country or other jurisdiction where such distribution, 

document, availability or use would be contrary to law or regulation 

or which would subject Robeco B.V. or its affiliates to any registration 

or licensing requirement within such jurisdiction. This document may 

be distributed in the US by Robeco Institutional Asset Management 

US, Inc. (“Robeco US”), an investment adviser registered with the US 

Securities and Exchange Commission (SEC). Such registration should 

not be interpreted as an endorsement or approval of Robeco US by the 

SEC. Robeco B.V. is considered “participating affiliated” and some of 

their employees are “associated persons” of Robeco US as per relevant 

SEC no-action guidance. SEC regulations are applicable only to clients, 

prospects and investors of Robeco US. Robeco US is located at 230 Park 

Avenue, 33rd floor, New York, NY 10169.
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Contact

Robeco 
P.O. Box 973
3000 AZ Rotterdam
The Netherlands

T +31 10 224 1 224
I www.robeco.com
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Father's Day

"For Father's Day, I'm giving my Dad  
an hour of free tech support."

18 to 24

188.82 
USD

244.49
USD

258.56
USD

173.51
USD

118.49
USD

85.09
USD

25 to 34 35 to 44 45 to 54 55 to 64 65+

Average planned expenditure on Father's Day gifts in the United States in 2021,  
by age group (in U.S. dollars):

Over 87 million cards 
are sent each year on 
Father’s Day, making it 
the 4th most popular 
day for sending cards.

The necktie is 
consistently the  
most popular  
Father's Day gift. 

Among seahorses,  
it's the male who 
carries the babies. 

Sources: https://www.factretriever.com/father-facts, https://www.msn.com/en-in/lifestyle/family/15-fun-fathers-day-facts/ss-BBCPd6X,
https://www.statista.com/statistics/817277/us-father-s-day-average-expenditure-by-age-group
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