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STEWART: GP stake investing in asset 
management firms is expected to 
be a $500,000,000,00 business. We 
are joined by Jon Little today from 
Alderwood Capital, the Managing 
Partner and founder of that business. 
Jon, welcome.

JON: Thank you, Stewart. Good to 
see you.

STEWART: It's good to have you 
on. This is Stewart Foley. This is the 
Insurance AUM Journal podcast, and 
this is going to be interesting because 
taking a GP stake in asset manage-
ment firms is a way to generate a 
fairly high level of run rate income, 
right? That's really critical to insurance 
companies today.

But it would be really helpful, I think 
because it would help me a lot in 
terms of what direction we go here, 
give me a little bit on your background 
and how that background lends itself 
to doing what you're doing today 
in terms of taking stakes in asset 
management firms?

JON:  Sure. I've been in the asset 
management business for all 30 years, 
from being a Junior Analyst to running 
large asset management businesses. 
So over the years, I've worked for 
Fidelity, JP Morgan. And then I was 10 
years at Mellon, which later became 
Bank of New York Mellon, ending up 
as the Vice Chairman and CEO of 

Interview

Producing Investment Income  
through GP Stake Investing

Jon Little
Guest Q&A

the international asset management 
business there.

I then founded a firm called Northhill 
Capital in 2010, backed by one of 
the world's wealthiest families. And 
we built that business up to around 
ninety-one billion dollars of assets 
under management, from taking 
stakes in a number of successful 
asset managers.

And then in 2020, I sold out at the firm, 
having left at the end of 2019, and 
set up Alderwood about 12 months 
ago, with the intention of effectively 
doing the same thing as we've been 
doing before. And it's not just me, it's 
a group of people that I've worked 
with really, for the last 20 years, have 
joined me in Alderwood. So we all 
worked together at BNY Mellon. We 
all worked together at Northhill, and 
it's the same group of people with me 
here at Alderwood.

STEWART: Yeah. I knew you had 
consistency of team there and I 
think that's a really solid story, and 
important to investors. What are you 
actually investing in? I know that you 
take stakes in asset managers. I also 
know just anecdotally that there have 
been insurance companies who have 
done similar things. Can you kind of 
walk us through what you invest in?

JON: Yeah. And it's worth mentioning 
how we got to this, because of 

course, at BNY Mellon, we weren't 
necessarily taking stakes and asset 
managers for the revenue. We were 
taking stakes as a strategic business, 
actually buying capabilities that we 
didn't have, or interesting asset 
classes or styles of investing to 
round out our multi-boutique asset 
management business.

Yeah. And Stewart, it is fair to say that a 
number of insurance companies have 
been investing in asset managers 
30 or 40 years. Either they built up 
their in-house asset management 
team and then decided to go out on 
the acquisition trail, or they found it 
helpful to take stakes in people with 
specialist skills so they could deploy 
capital rather than build up expertise 
in house. That’s  not always that easy 
in an insurance company, you have to 
recognize that certain specialist skills, 
certain asset clauses lend themselves 
to a boutique specialist.

So taking a stake in somebody and 
then giving them some capital to 
manage as part of the package, is a 
way of deploying capital effectively 
and getting some expertise without 
necessarily having to buy the whole 
firm or build it up in-house, which is 
quite difficult.

STEWART: It makes sense. We were 
talking, I did a New York CFA Society's 
Asset Owner series yesterday with 
Eric Kirsch, Global CIO at Aflac. And 
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he was talking about the same thing, 
that they have an in-house capability, 
but for specialty asset classes like 
this one, and I think it's a very good 
point, it's very difficult to build up a 
team internally that has the expertise 
necessary to buy into this asset class.  
So what are some ways that you're 
taking positions?

JON: Yeah. You're right about the 
history. In actual fact, one of the 
positions that we took in Denmark, in 
Copenhagen in 2016 was a business 
that effectively spun out of an 
insurance and banking business. And 
if you look at many of the boutiques 
that we look at, most of them possibly 
started their life as a team that 
worked inside a large insurer or a 
large bank, or a large multi-financial 
services conglomerate, and then 
decided that they preferred life in a 
boutique environment where they 
were on their own, where they had 
more control over their own destiny.

So what essentially we're doing is 
we are taking stakes in the equity... 
They can either be private limited 
companies, they can be partnerships,  
P-Corps in the U.S. jargon, effectively 
taking an equity stake in those busi-
nesses. Typically, these businesses 
are quite well-established, so we 
don't look at startups. We don't look 
at businesses which are at a very, very 
early stage of their development.
 
Quite a lot of the businesses we look 
at in one of our main categories of 
investment is what we call succession 
capital. This is where you've got a firm 
that might be 20 or 25, or even 30 years 
old. In the example I used earlier, two 
or three people spin themselves out of 
an insurance company in the Midwest 
in the 80s, or the 90s, set themselves 
up in a boutique. The boutique is very 
successful. They build a great business, 
a nice franchise in a specialist area. It 
could be U.S. small caps or could be in 
credit investing or whatever.

They get to a point where they need 
a new shareholder. They don't need 
a new shareholder because they've 
decided to give up doing what they do 
or to cash in, but they need it normally 
because one of them has reached the 
point where they want to retire, for 
family reasons, or just has reached 
an age where they don't want to keep 
working full-time in the business. Or 
it could be that you've got an early 
strategic backer that wants to get out 
because they backed them 25 years 
ago, and now their interests change 
and they need to sell out.

And you sometimes find these busi-
nesses are pretty valuable. Despite 
being relatively small, there could be 
20 or 30 people in the firm, if they've 
done a good job, the business can be 
worth a $100,000,00 or $150,000,000 
and buying out one of your partners 
or an early strategic backer for 
$25,000,000 or $50,000,000, or even 
$100,000,000, is not always very easy, 
even if you've been successful.
 
So we provide a solution, and these 
businesses aren't necessarily in 
possession of a lot of choices. So 
for example, if you're a specialist 
boutique, you're quite mature, you 
might be growing a little, but you 
don't have a big J curve of growth 
ahead of you. Typically, if you think 
about it, these aren't businesses 
that can IPO, these aren't businesses 
that will probably want to sell back 
to an insurance company or a bank, 
because that's what they escaped 
from back in the day.
 
They're also not businesses that are 
particularly suitable to the classic 
private equity investment, where 
they want something, where they can 
invest and it will do 6x in three years 
or whatever, with a lot of leverage. 
And so actually, these businesses find 
themselves in need of an investor to 
come in and take out their partner 
that's leaving, and there aren't a 

lot of choices for them. So the GP 
stake investing business started off 
in its original format, really in the 
conventional asset management 
business, and became a solution for 
maturing businesses.

Now it's grown from there to a point 
where a lot of the action seems to be 
these days, in the world of PE where 
it's people buying quite large stakes 
in very large PE firms. But the origin 
was back in the idea of replacing early 
strategic backers or replacing retiring 
partners at specialist boutiques.
 
But Stewart, succession capital isn't 
the only opportunity. That's a big part 
of what we do, and we typically expect, 
on a mature portfolio, for it to be 
around 50% of the opportunity set, but 
there are also two other opportunity 
sets that we look at. The second one 
is what we call ‘Acceleration Capital’. 
So this isn't startup firms, this is firms 
that might typically be three, five, six, 
seven years of age. They've got going. 
They've reached the point where 
they're profitable. They've got an 
AUM size that is making money. But 
then an early backer who gave them 
some capital in the early stages, now 
wants to sell out. So it's similar to the 
succession capital opportunity, but an 
earlier stage.
 
Or it could also be... If you think about 
it, when you're growing an asset 
manager through those years when 
you're not profitable, when you're 
building out the business, you're 
normally plowing every penny back 
into the firm. And at some point, you 
have to ask yourself the question, 
"At what point are we going to pay 
ourselves a dividend that and stop 
self-financing everything?"

It may also be that they realize that 
they only have the capability to 
self-finance at a very slow pace. So 
typically, we would come into those 
situations in an acceleration capital 



 Q3 2021 Insurance AUM Journal 8 insuranceaum.com

INTERVIEW: Jon Little
Producing Investment Income through GP Stake Investing (cont.)

situation, to provide some capital 
potentially to seed a new vehicle. It 
could be to expand the firm to do 
some hiring, without having to rely 
on self-generated profits. So we 
take a strategic stake to help really 
accelerate the growth of the firm.

STEWART: It's interesting because it's 
akin to a mutual insurance company 
where they really don't have access to 
capital, where a stock company can do 
that and you're basically giving them 
access to capital that's pretty tough 
to get. Plus you get the joke as far as 
how an asset management company 
is supposed to run, and in terms of 
escaping those larger... That's what 
you did, right?

You left a big firm to go out and start 
one, so that makes sense. In effect, 
you're eating your own cooking, right?

JON: Yeah, that's right. And these 
businesses are very asset light. 
Despite the fact that these boutiques 
can easily be worth two, three 
hundred million dollars, when you boil 
it down, they're no net assets. They're 
desks, chairs, paperclips, PCs, docking 
stations, and a couple of pieces of 
bad art. It's nothing more than that.
 
So really, all the value is in the firm 
and franchise. So if they wanted to 
borrow to buy out an early backer or 
a strategic partner or whatever, no 
bank would lend them the money, 
because it just isn't a classic sort of 
security for a loan. So that's why this 
whole market grew up, particularly in 
the acceleration capital, and in the 
succession capital space.
 
I ought to mention the third category, 
it's a little more unusual, but it's one 
where we've achieved some success 
in the past. This is what we call 
liberation capital, slightly tongue in 
cheek, but it's... Your listeners have 
probably watched, and some of them 
maybe participated in these sort of 

mega mergers that have gone on 
over the last few years in the asset 
management sector.

And personally, I'm a critic of the value 
that's been created by a lot of these 
asset management mergers, creating 
ever bigger businesses, and it's not 
clear that they create great share-
holder value. What you get eventually 
in these half a trillion, one trillion 
firms, is little pockets of investment 
excellence in a particular asset class 
or a style of investing. It might be 
infrastructure, it might be commercial 
real estate, or private credit, that are 
part of a bigger conglomerate, but 
they're not very happy.

They might have been on their fifth 
or sixth business card in 10 years. 
They've gone through their multiple  
cost-cutting rounds and synergy 
round. They may have had hiring 
freezes at a time when their business 
is actually growing. And so, generally 
they're not that happy. So what we 
find is, particularly at times of stress, 
we will find opportunities to sponsor 
the management buyout, not of a 
team. It's not a team lift out, but it's 
almost a purchase of a unit from 
within a bigger firm.

And we've done a couple of those in 
the past. If I can mention one, back 
in 2009, we bought Insight, which 
was the LDI specialist that was stuck 
inside. Originally HBOS, HBOS was a 
bank that went effectively bankrupt 
in the UK. It got rescued by Lloyds. 
Lloyds needed to sell assets to shore 
up the balance sheet, and we were 
able to swoop in and purchase what 
was a world-class capability for an 
exceptional price, and that's been 
one of our best investments in our 
20-year history.

So we think those are quite interesting, 
but they don't come along very often, 
but when they come along, they're 
often amazing purchases.

STEWART: That helps me, and I guess 
when I led off, I talked about GP stake 
investing, right? So it's a term that I 
haven't heard a whole lot of, because 
what you do is specialized, right? And 
we also talked about the idea that this 
sort of asset class generates a high 
level of current income, which is of 
interest to insurers obviously.
 
But there's also been a fair amount of 
money raised in that space. Do you 
think it's still attractive? And do you 
think there's still an opportunity?

JON: Yeah, very, very much so. I guess 
I would say that because I'm investing 
in this space so it's a little like asking 
a real estate agent if property prices 
are going to go up? But joking apart, 
yes, the estimate that you mentioned 
at the start of this piece was one 
that was mentioned by one of our 
competitors. I have no idea if I agree 
with it or how they got to the number 
of five hundred billion, but we believe 
that it's an industry that has an awful 
lot of capacity. What we don't think is 
that the best opportunity though, is in 
the large deals.
 
So we're seeing quite a lot of activity in 
the top-end of the space, which is PE 
firms, big buyout firms, selling 10% or 
20%, or 30% of their equity to a firm 
that's in the GP stake business. And 
I'm not knocking that. I think that's 
an important part of the industry, 
but it's not what we do. We see the 
opportunity more in the mid-tier of 
the market.

So we're unashamedly a mid-cap 
value investor and as we find with 
a lot of PE and private investment 
opportunities, often the action is 
away from the main fray. So we see 
some of the GP stakes being sold in 
big marquee name PE firms whose 
names everybody knows. It's great, 
but those sales are being done at 
multiples that we think are too high. 
We think that they're being done 
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largely because someone that runs 
a PE firm says, "Look, if someone's 
going to come along and give me 
a chunk of money for a piece of my 
firm, and the value they ascribe to it 
is higher than the value I ascribe to 
it, I'll take their cash," that's fine. It's a 
reasonable trade.

We see much more value in the 
smaller mid-size firms. Very well-
established, nicely successful, they're 
generally quiet, unheralded firms that 
are not particularly well known to the 
public. Those are the firms that have 
less options. Those are the firms that 
probably value doing a deal with the 
right investor rather than the price. 
And they're also firms where they 
themselves value the partner that's 
coming in, the culture, because quite 
often we're dealing with a founder.
 
The founder, other than their mar-
riage and the birth of their kids, it's 
probably the most important thing in 
their lives, was the founding of their 
company 10,20, 30 years ago. The 
idea that they'd sell a piece of it to the 
highest bidder and carry on working 
there and have all their colleagues 
and the people they've mentored 
over the last 20 years, work with 
somebody who just paid the highest 
price, isn't enough to them.
 
What they want to do is they want to 
do a deal with somebody that they 
can look across the boardroom table 
for the next 10 years, whatever the 
investment horizon is, and feel they 
did the right thing. Someone who 
understands the business, that knows 
how it works, can add some value, 
can sometimes challenge them, can 
generally bring some extra expertise 
to the boardroom table. We think 
that's more valuable than being deal 
six in fund five, which just doesn't 
appeal to these guys.

That’s one of the reasons we have 
a lifetime cap of two billion dollars 
on our strategy; we think that's the 
most that we can invest over the next 

10  years. Some of our competitors 
have got individual funds that are 
four or five times the size of our 
lifetime capacity. That's fine, but in 
the space in which we're in, we'd 
rather deploy a smaller amount of 
capital and deploy it well, than raise 
too much and then struggle to spend 
it. So we have more of a focus.

STEWART: When you look across 
these opportunities, are there 
particular asset classes that are more 
attractive to you generally? And what 
about geography? Our audience is 
primarily U.S., but we have probably 
30% of our audience is non-U.S. So 
how do you see the opportunity set in 
both asset class and geography?

JON: Yeah. So first of all, let's do this 
backwards and take the geography 
point first, if I may. We've been 
involved in deals in the US, pretty 
much all over the US, Brazil, Australia, 
various parts of Asia, India, Europe, 
the UK. So we're pretty comfortable 
operating globally. So pretty much 
any global developed markets, and 
our first deal that we were involved 
in as a team was in 2001, which was 
in the Middle East. So we know the 
markets really, really well.

So in terms of geographic markets, 
the only places we wouldn't go are 
markets where we just don't think that 
you can get reasonable title to the 
assets. So I'm thinking of places like 
Russia or China, where we just don't 
feel that the governance is sufficiently 
developed enough for us to be able 
to take a stake in somebody, give 
them fifty million and expect our 
governance rights to be respected. So 
other than that, we'll operate pretty 
much anywhere.

In terms of asset classes, it's probably 
easier that I, first of all, describe what 
we don't do. So as I said, we don't look 
at PE. PE firms are great, they're great 
deal makers. They're smart people, 
they make money, but we find that it's 
less of an investment process, more 

of a leveraged and a deal-making pro-
cess. Whereas we prefer people that 
have a describable, understandable, 
sustainable investment process.
 
So PE is out. We exclude anything 
beta orientated. We're not going to be 
in the ETF space or trying to compete 
with Vanguard or State Street to find 
somebody who does beta better than 
they do. Those things are out. And 
then finally, we don't look at a few 
things. We don't look, for example, 
at high-frequency trading, because 
we don't think there's a social good 
attached to it. And indeed, there isn't 
really an investment process behind it.

And finally, we struggle with global 
macro because we find that global 
macro is normally a little bit of a “trust 
me” process. No matter how well it's 
described scientifically, we find it hard 
to understand how a macro invest-
ment process will actually perform 
under most market conditions, so we 
normally walk away from them.

Everything else is of interest to us, 
Long-Only equity, particularly focused 
equity strategies that are non-bench-
mark; activist strategies, infrastructure, 
private credit, distressed, high yield, 
anything with alpha attached to it. Now 
the ones that are particularly keen on, 
are the stuff like infra structure, private 
credit, focused global equities, because 
we feel that there's a real premium in 
the high-quality firms in those areas.   
And we find that they're hard to find 
businesses in those categories, but 
when you find them, they're such great 
businesses that we want to own them.

STEWART: So one of the things that 
we see and hear about all the time is 
fee compression.

JON: Yes.

STEWART: Right? And so, particularly 
in the insurance industry where 
you've got massive core bond 
portfolios, the price or the fee for 
asset management services, all of 
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that stuff's getting compressed. How 
does that translate? What's your 
take? I'm sure you've got a view on 
spread compression. It's also been 
our observation that firms that are in 
the more alpha and more specialized 
classes have more pricing power than 
some of the more... what I would 
refer to as more kind of mainstream 
strategies. Can you talk a little bit 
about fee compression and how you 
think about it?

JON: I think that's an excellent 
question, Stewart. First of all, and 
this is probably quite a controversial 
comment, the asset management 
industry is completely unrealistic in 
what it expects in terms of fees, and 
in terms of the market environment. 
We live in an industry where the 
average asset manager has earned a 
35% profit margin, year after year, on 
average since 1990.

This is an incredibly profitable busi-
ness. So 35% is the average profit 
margin. That's in a universe of a 100 
firms that we track, that was put 
together by Boston Consulting and 
Piper Sandler. Within that sample, 
there’s a lot of firms that have not got a 
great strategy, that are not particularly 
great performers. So that's the 
average profit margin. Now, 35% as 
a profit margin in any other industry 
would be regarded as sector leading 
but that's the average in our industry.

And to give you an idea, in 2009, 
after the GFC, the average firm in 
that survey earned a 28% profit 
margin, when most banks and most 
insurance companies were struggling 
to make any money at all. So let's park 
the first part, this is a really profitable 
business that we're in. And so when 
people talk about fee compression, 
what they mean is from utterly crazy 
levels, down to fairly high levels, that's 
what we're talking about.

We're not talking about farming or 
commodities, or manufacturing cars 
where people are happy to make 

a 5% margin in a good year. This is 
a blessed industry, but it's blessed 
for another reason, which is that 
we're in an industry that's constantly 
expanding. So not only do we earn 
dying industry or mature industry 
type profit margins, but we're actually 
in an industry that's a growth industry.
 
So you think about 30 years ago, 
what the listeners to this podcast will 
have been investing in. They will not 
have been investing in private credit 
because private credit really didn't exist 
30 years ago. Now it's the dominant 
method of lending to corporates in 
the US. Think about infrastructure:  
infrastructure barely existed in the 
U.S. thirty years ago. Now it's a huge 
mainstream asset class.

ILS investing in insurance life risk or 
non-life risk is a huge asset class. 
Think about all the other things, 
climate, wind, solar, impact investing, 
sustainable investing, litigation, finan-
cing, royalties, all this huge vista keeps 
on changing and adding another asset 
class, another means of investing to 
the universe.

And then finally, to your other point, 
Stewart, is that yes, we believe funda-
mentally that specialists will rule the 
world. Well, actually the specialists will 
rule the world but at the other end of 
the spectrum, the giant behemoths 
will also rule the world, but everything 
in-between will die.

So we only look at specialist bou-
tiques. We like our businesses to 
do one thing, have one investment 
process, one asset class, and do 
it really, really well. We find — and 
there's a whole bunch of academic 
research that we've done and that 
others have done that supports this 
— that specialized managers always 
outperform generalists.

And those firms don't struggle to 
get paid for what they do, because 
they're not normally scrambling 
around looking for clients. We find 

that it's the big generalist managers 
who have 45 products, of which 30 
are distinctly average, that struggle to 
charge decent fees, because most of 
what they do is average, and average 
doesn't get you paid.

STEWART: So there's been some high 
profile endowments and institutions 
that have said they don't like GP stake 
investing because they believe that an 
investment manager's equity should 
be owned by people managing that 
business. And that there may be a 
misalignment of interest if they sell 
a stake to an outside party. Can you 
talk a little bit about that criticism,  
if you will?

JON: Yeah. I think it has a truth to it. We 
ourselves believe that ultimately, the 
best structure for an asset manager is 
if everybody working in the firm owns 
the firm between them, and that's the 
only ownership they have. I just think 
it's somewhat unrealistic in practice, 
because these days, it's quite a 
struggle to get a firm started up to get 
it to the point where it's got a three-
year track record, and consultants are 
prepared to start backing you, and 
bigger institutions or larger clients 
can sometimes take twelve, eighteen 
months, two years to look at you and 
decide to invest with you.
 
So you need a decent amount of 
finance to get a firm running these 
days, and you need some seed capital. 
So unless the two or three individuals 
to start the firm are very wealthy from 
day one, they're going to struggle to 
do that on their own. So they normally 
have to bring in some outside backing. 
So straight away, you've got some 
external backing in firms. Many firms 
these days start out with some sort of 
external shareholder.

The other thing is that it doesn't kind 
of recognize reality. I know what 
they're getting at. Some of the high 
profile endowments have said, "Look, 
if ever one of our managers sells any 
equity, then we're out." But if you've 
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got three partners all in their 70s, or 
one in their 70s and two in their 60s, 
the 70 year-old is allowed to retire. 
And ultimately, what they should have 
done 20 years ago or 30 years ago 
when they set up the firm, was come 
up with a mechanism for just recycling 
the capital through some form of 
annuity system, a bit like law firms do, 
where a retiring partner gets paid for 
a few years, some of the income, and 
then they just relinquish their rights 
to capital value.

But you have to set that up on day 
one. If you don't set up on day one, 
in 25 years, it's no good saying, "Well, 
I wish we'd done that." The fact is 
that if the firm doesn't get a solution 
to the problem, it's going to shake 
itself apart, trying to come up with 
something that works, or the retiring 
partner's going to get restless and 
say, "Look, I need to get paid guys. I 
want to retire. I want to go and spend 
time on the beach. I don't want to 
have my cash locked up in the firm 
that I'm not working in."
 
So we think a sensitive and sensible 
solution to that problem is actually 
a reflection of reality. Interestingly 
enough, we are a minority equity 
investor. If ever our management 
teams want to sell more of their 
equity to somebody else, then we 
also believe that we should sell at the 
same time, because we never want 
to find ourselves owning more equity 
than management. Going forward, 
we want management to own more 
equity than us, so we know that they 
are committed to the business, and 
that we are not the first ones standing 
in the way of a problem.

STEWART: And it's funny you say that 
because I was at an asset management 
firm that this exact thing happened, 
right? Where there was a founding 
partner who was older, and it created 
some consternation because the 
young guys are driving revenue and 
attracting new assets, and the older 
partner is taking out a huge share, and 

it's hard to find capital and get that to 
work right, because you've got people 
who are... they want their turn. But at 
the end of the day, to your point, you 
reach in your pocket and gee, there's 
not fifty million bucks sitting there.

So I've actually witnessed this first-
hand, and I understand the sort of 
situ ations that you're talking about. 
What do you see as the downside? 
It can't be a one-sided trade, what's 
the downside?

JON: Yeah. It's a good point. So the 
returns are excellent, and the income 
that you get from investing in GP 
stakes is superb if you get it right, 
but let's be clear, there is a significant 
downside. I think of it a little like 
investing in distressed debt or high 
yield debt. You've got a great coupon, 
and unlike those asset classes, you 
also got a lot of potential for capital 
growth, but you're being paid an 
excess return for a reason.

So as I mentioned to you earlier 
Stewart, these businesses don't have 
a lot of fixed assets. To contrast this, 
If you're lending on a building, at the 
end of the day, if the management 
screws up, you've still got a building 
there that you can take possession 
of. We're often laying out fifty million 
dollars or one hundred million dollars 
against a business whose only fixed 
assets are desks and chairs.

So the downside from the price you 
buy in at, and what you could get in a 
very, very bad scenario is awful. It's a 
big gap. What that means is that you 
need to know what you're doing. So 
we spend an awful lot of time asking 
ourselves a few simple questions.

Firstly, we need to get to know them 
well. So we never enter auctions 
because if we enter an auction, 
we've got three or six weeks to get 
to know our management team and 
to make a bid. We can't do that. We 
need three months, six months. 
Sometimes, we've actually invested 

in people we've known for three, four 
years, and some of the first deals that 
we do as a team at Alderwood will 
be people that we've already known 
and met before. And we've kept close 
to them, we've kept in contact with 
them. They still have the problem. 
They still need to solve it.

So the best risk control that we have is 
never, ever buy from a hurried seller 
because a hurried seller is a worried 
seller, and they know more about 
their business than we do. So we just 
can't take the risk because someone 
who is in a hurry to get the check, is 
normally in a hurry for a reason.

So we spend an awful lot of time 
doing due diligence. We always 
have to understand the reason why 
somebody wants the money as well. 
Back to my earlier point, sometimes in 
the GP stake business, in the private 
equity, it's just, someone says, "Look, 
if you're willing to pay me enough 
money to buy a piece of my firm, why 
not?" That doesn't work for us. We 
need to understand why someone's 
doing something and understand the 
motivation, and really check it out and 
make sure that we're comfortable 
with how it's going to work.

And then if someone's leaving the 
firm, we always use what we call the 
Jenga block sort of principle, where 
you want to make sure the piece of 
wood that's coming out of the pile 
isn't the one that's going to collapse 
the house. So we need to understand 
the culture. Is it a team process?
 
Typically, the people we're investing 
in, where they’re quite introverted. 
They're not the kind of the egotistical 
personality types. They're team con-
sensual cultures. And so we just want 
to make sure that we're not going to 
spoil the business by doing the deal. 
And then we have a lot of protections 
in there around what they can do.
 
If we invest in the firm, we leave them 
alone most of the time, because 
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they've been successful, want to 
carry on being successful, but they 
can't suddenly go and take over a 
competitor or lever up the business, 
or decide to go part-time and start 
working in a farm or something. 
There are various controls of what 
people can do.

So the downside is significant and 
you need to know what you're doing, 
and I think that's where the 20 years 
of experience that we have as a team 
comes in handy.

STEWART: Our audience is insurance 
investors. You had mentioned a 
relatively... Well, not a relatively, a 
significant, of run rate income. Can 
you talk just a little bit about what 
the return profile looks like? Your 
expected return profile?

JON: We're doing deals at multiples 
that are generally below where 
people would believe the market is 
at. That's not because we're bottom-
feeders or buying bad business. It's 
just that we recognize the fact that 
generally, our sellers are valuing 
not just the money, they're actually 
valuing the complete package of 
someone that's a long-term investor, 
that's going to be intelligent, that's 
going to be a thoughtful addition to 
their shareholder base.

So that means that typically, we're 
looking at first-year yields, even after 
fees and taxes are generally in the 
high single digit range. Because you 
think about asset managers, when 
they're at scale, most of their profits 
convert straight to cash. They don't 
have a lot of inventory. They don't 
have R&D spending written off over 
20 years. They don't have fixed asset 
purchases. They've got a computer 
system, it works very well. They bought 
it five years ago. It's still working. They 
upgrade it every year.

95% to 99.9% of the profits come out 
as cash, and management get paid 

and staff get paid, and the bonus 
pool gets paid, and whatever comes 
out at the end comes to us and the 
other shareholders. And as a point 
of principle, we are always an equity 
owner. We don't take preferred or 
we don't take fixed revenue share 
because we think that incentivizes 
people to behave badly.

So that's essentially what we do, and 
it does produce a lot of cash. It is a 
very, very cash generative strategy 
and actually pays out sometimes 
quarterly, because if you're investing 
in US partner ships, they generally 
pay out quarterly because the tax 
is due quarterly. So you pay the 
partners quarterly.

So not only is there a nice level of 
income yield that over time will grow, 
but it also comes out quarterly or 
half yearly, fairly regularly. Over time, 
what we do is build a portfolio of 
eight to sixteen, seventeen different 
investments. So when the portfolio is 
fully deployed not only have you got 
a nice high yield, but you've also got 
it coming from infrastructure, private 
credit, real estate, equities, bonds, 
insurance, linked securities, OCIO, 
LDI. It's got a blend of geographies 
and a blend of asset classes.
 
So to give an example, an investment 
in ILS Manager, as we've done in the 
past, is a terrible investment when 
there's a hurricane and a windstorm, 
but in a year when the equity market 
is down 45%, it can actually be a great 
investment for you because it's com-
pletely uncorrelated. So we like those 
types of things. So not only is there a 
high yield, but there's also a diversi-
fied base of income coming through.

STEWART: I have one more question 
for you and it has nothing to do... Well, 
kind of does, kind of doesn't. So I'm 
going to take you back to a day that 
I know you remember, this is the 
graduation from your undergraduate 
institution. And regardless of the 

festivities and revelry that may have 
occurred the evening before, you are 
bright-eyed and bushy-tailed in your 
cap and gown.

And your name is kind of in the 
middle of the alphabet, so you don't 
have to wait terribly long. And they 
call your name and you start out 
across the stage. Now the crowd, 
the crowd is going bananas, as you 
would expect. You get a quick photo 
with the President or Provost of the 
educational institution. They hand 
you your diploma, quick photo op.
 
And as you walk across the stage 
and down the stairs, you meet 
yourself today. What do you tell your  
21-year-old self?

JON: Well, that's a good question. I 
think I would tell my 21-year-old self 
not to get too put-off by short term 
setbacks. So in my career, some of 
the things that I thought were great 
opportunities that I lost out on turned 
out to be bullets dodged. And quite 
often, some of the unpromising 
meetings I attended, that I thought 
were a waste of time, turned out to 
be the best meetings of my life.

So I think I would always say to back 
myself and to always say yes to an 
opportunity, at least so that I can see 
what it's worth.

STEWART: That is great advice. Jon 
Little, founder and Managing Partner 
of Alderwood Capital. Jon, thanks for 
being on.

JON: Thanks, Stewart. Thank you very 
much for giving me the opportunity.

STEWART: Thanks very much to our 
audience for listening. If you have 
ideas for a podcast, please email 
us at podcast@insuranceaum.com.  
My name's Stewart Foley, and this is 
the Insurance AUM Journal podcast.

mailto:podcast%40insuranceaum.com?subject=Insurance%20AUM%20Journal
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STEWART: Should you be outsourcing 
your fixed income trading? What are 
the real costs of trading? What about 
market access? That's the topic of the 
day. This is the Insurance AUM Journal 
podcast. My name is Stewart Foley. I'm 
your host, joined by Meghan Siripurapu 
of Meraki Global Advisors. Welcome, 
Meghan. How are you doing today?

MEGHAN: Hi, Stewart. Thank you very 
much for having me this morning.  
I am doing well. How are you?

STEWART: Good, thanks. I'm thrilled 
to talk about this. I really think this is an 
important topic. I think that the costs 
of trading are not really understood. I 
think we're going to learn a lot today. 
Can you just quickly tell us about your 
background and how you came to 
your firm and how your firm started? 
And give us the lay of the land of your 
background a little bit.

MEGHAN: Sure. So I'm currently 
the head of fixed income and credit 
trading at Meraki Global Advisors. We 
are an outsourced trading company 
that operates in 25 different global 
markets in the world. I began my 
career at Citi in New York where 
I worked in investment banking. I 
worked in debt origination, syndicate 
and then sell-side trading.
 
After that I moved over to Loomis 
Sayles where I was a corporate 
bond trader for the last six years. 

Interview

Guest Q&A

So now I've joined Meraki, which as 
I mentioned, is a global outsourced 
trading company that is expanding 
in the fixed income markets. So I am 
leading this initiative at Meraki.

STEWART: And Meraki is a pretty 
young firm, right?

MEGHAN: That's right. So Meraki has 
been in existence for about two and 
a half years. It started in equities but 
has now expanded to many other 
asset classes and many markets, 
including fixed income. So we decided 
to expand in the fixed income markets 
because we saw a lot of demand from 
our existing clients who were either 
trading in one market and looking to 
expand into other markets or in one 
asset class and looking to expand into 
other asset classes. That's how the 
conversations originally started.

And after I joined Meraki, I've realized 
that there's so much more opportunity 
in the fixed income markets than 
just our existing client base. There 
are a lot of investors in the fixed 
income markets who can benefit from 
outsourced trading, whether they are 
predominantly trading mortgages and 
looking to get into credit, or they are 
trading in the US markets but would 
like to trade Euro and Sterling credit.

We also have a lot of clients who 
are wearing multiple hats. So it is a 
portfolio manager who is also doing 

the execution, or a credit analyst who 
is also doing the execution. So by 
outsourcing your trading, these clients 
are able to focus on what their core 
competency is, whether it is portfolio 
management or credit analysis and 
outsource their trading to someone 
who is an expert in the area.

STEWART: So when you and I 
met, that's what we talked about. 
Right. And just to be completely 
transparent, I had never considered 
outsourced trading and I didn't know 
that anybody did. Right. So before we 
get too far ahead of ourselves, what 
is outsourced trading?

MEGHAN: Sure. At its very core, 
outsourced trading is using a third 
party provider to do your trade 
execution. So on the one end, 
outsourcing your trading could 
completely replace your in-house 
desk. So the trader talks directly 
to the portfolio manager and the 
trade settles like it normally does, 
but you don't have your own trading 
infrastructure.

Another option is to supplement your 
existing desk. Similar to the example 
I had given you, when you have one 
trader who's trading multiple asset 
classes or multiple markets, you don't 
want to have a trader who's staying up 
all night trading in the Asian markets 
or someone who's located in Asia 
trading in the US markets. So what 

Outsourced Trading Explained  
with Meghan Siripurapu, CFA  
of Meraki Global Advisors



 Q3 2021 Insurance AUM Journal 15 insuranceaum.com

INTERVIEW: Meghan Siripurapu 
Outsourced Trading Explained with Meghan Siripurapu, CFA of Meraki Global Advisors (cont.)

you can do is you can outsource the 
specific part of your trading operation.

And the other use for outsourced 
trading is if you are a new entrant 
in the market, whether you are just 
beginning to start trading and you 
don't want to develop your own 
infrastructure yourself. You can 
outsource your trading to someone 
who is an expert in the area while 
you are figuring out a lot of the other 
aspects of running your own business.

STEWART: So you work with both 
asset managers and directly with 
insurance companies. Why would 
someone outsource their trading? 
Right. We've talked a little bit about, 
costs are difficult to determine in the 
bond market and also there's access 
to markets, particularly if you're not 
the largest player.

So why do people outsource the 
trading function? Because it always 
seems like when people outsource 
they feel like they're losing control 
somehow like, "I can't let go of that." 
Right?  But there's good reason, so 
can you talk a little bit about that?

MEGHAN: In the current environ-
ment that we're in, asset managers 
particularly are seeing margin com-
pression and fee pressures, both 
insurance companies and asset 
managers are also facing a lot of cost 
pressures overall in their business. So 
they're looking to outsource different 
aspects of their operations in general. 
When you outsource trading, you're 
converting a fixed cost to a variable 
cost, so you are paying for the services 
that you use.

So if you were an infrequent trader or 
your trading is even concentrated over 
small periods of time or you have a 
low turnover, you're only really paying 
for what you use. Managers like this 
aspect of outsourced trading. Also, 
what I think is probably even more 
relevant to the fixed income universe 
is the access to the markets. I have 

seen over my career, a change in the 
fixed income markets in general. And 
this is probably over the last decade 
and a half.

Large investment banks are focusing 
on their priority clients. So the large 
investors in the market, whether 
they're asset managers or insurance 
companies. And this is where the 
majority of their attention goes. 
There are a lot of small companies, 
insurance companies and asset 
managers, small to medium size, 
who don't get the same access to the 
markets. And this is not necessarily 
even in trade execution, but it is 
just color and dialogue and knowing 
what's happening in the markets.

And in fixed income, this is an 
incredibly important part of trading 
and executing. It is knowing the 
markets, the pre-trade analysis 
that happens before you actually 
execute a trade. By outsourcing your 
trading you're able to leverage our 
network, our brokerage network, our 
knowledge and our relationships.

So when you combine this aspect of 
outsourced trading with your existing 
broker network and your existing 
relationships, you are able to achieve 
a more well-rounded execution for 
your trades because you're able to 
use both. So if you don't necessarily 
have relationships at a specific bank, 
we are able to make the introduction 
and to help open doors so you can 
access that liquidity.

STEWART: And on top of that there's 
also... I mean, there's only so many 
hours in a day, right? So what about 
other currencies, other parts of the 
world, markets that trade overnight, 
U.S. time?  Are you accessing those 
markets as well?

MEGHAN: That's right. That is some-
thing that we do. So we are able to 
transact in any market in any asset 
class. And we don't necessarily staff 
our traders for any account that 

comes up. Once we onboard a client, 
we are finding traders that specifically 
meet their needs. So we don't really 
have one individual who's trading all 
asset classes or even all markets is 
difficult, but we have someone who is 
specifically an expert in U.S. credit.

We'll have someone who's an 
expert in Euro credit and EM credit, 
for example. So you are not only 
able to access those markets, but 
you're working with someone who is 
specialized in those markets. So that 
said, a big part of the business and 
opportunity is if you are an insurance 
company who's located in Europe and 
you see an opportunity just based on 
where global yields are right now., 
you see the opportunity in the U.S. 
market, but you're not looking to work 
these ridiculously long days which at 
times could be 16, 18 hours.

So what you can do is you can 
outsource your U.S. trading. You don't 
even actually have to outsource the 
whole thing, you can outsource even 
a portion of the day. So you're able to 
access the market in real time during 
the U.S. hours, and also access the 
knowledge and expertise of a trader 
whose expertise is in that market.

STEWART: I think it's, and the fixed 
income world is my background, and 
I think it's maybe not yet understood 
by all markets how important the 
relationship is between the buy and 
sell side trader. Those are close 
relationships, and it is an over-the-
counter market. It's not like entering a 
trade for shares of Apple or IBM. This 
is a very different market.

And those relationships matter. I 
mean, they really do. I mean, it's like 
how old are your kids and whatever. I 
mean, you get to know these people. 
I mean, we were on the phone with 
these guys every day. But you kind 
of touched on this, it's not an all or 
none deal. Right. You can outsource 
all of your fixed income trading, but 
you can also outsource a portion of it. 
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And so, can you talk a little bit about 
the different models of outsourced 
trading?

MEGHAN: Sure, I can. So there are 
multiple models. The one is a prime 
broker or a custodian model where 
the executing outsourced trading 
firm is associated with a prime 
broker. And usually wherever you 
do that or your custodian is, is that 
who you execute with. The other is 
an agency model. And this model is 
where an outsourced trading firm 
sits between the end client and the 
investment bank. And the insurance 
company, who's the end client,  will 
face the outsource trading firm and 
the outsource trading firm will face 
the investment bank.

The last model is a purely standalone 
model, which is unconflicted, and they 
can really act as the authorized trader 
for the end client. And this is a model 
that Meraki has. So what we do is we 
act on behalf of our client. So for the 
insurance company, when transacting 
with the bank, and you are able to 
leverage existing broker networks as 
the authorized trader.

So work the relationships that are 
already existing and help continue 
to build these as you're building 
your own business, but also leverage 
our networks and our relationships. 
Because as you said, trading fixed 
income is a very relationship driven 
business. Although we have seen an 
increase in electronification, which I 
think that there's definitely a place for 
and very important in the market.

The bulk of transactions, particularly 
larger sized transactions happen 
by picking up the phone, sending 
a message, having that existing 
relationship. So as a trader, you are 
still on the phone all day long with the 
banks finding out what's happening 
in the markets and trying to transact 
for whoever you're either working for. 
Or if you're an outsourced trader, 
whoever your end client is. But this is a 

really important part of the business. 
And when you have that relationship 
or you're working on behalf of your 
client, there's complete transparency.
 
So you're able to help build your own 
relationships and reputation with 
the investment banks, which I think 
is really important particularly in the 
new issue process. In that regard, 
we've been mainly talking about 
secondary trading but the primary 
market, as you know, is a very big 
part of the fixed income markets. And 
in this regard, we are able to really 
advocate with syndicate desks when 
getting allocations. And I think that 
this is really important. In this aspect 
of the business it's very important 
to have that transparency, and also 
those relationships because then 
you can really get as many bonds as 
possible for your end client.

STEWART: Yeah. And I think it's fair 
to say, for those people who may not 
know that allocation process. I mean, 
if you're not known to that bank 
you are highly unlikely to be getting 
allocations, right. It's just, you're not 
just going to show up and cherry pick 
some new issue bond. And to your 
point about being on the phone all 
day, I mean, the fixed income markets 
trade the same way they have for 
decades. Right.

I mean, the electronification, as you 
called it, largely just hasn't worked. 
There's so many different CUSIPs and 
so many different aspects of trading 
those bonds, it is real. So how has 
outsource trading evolved during 
the COVID-19 pandemic? I think 
that's always on everybody's mind. 
And I think it's interesting what has 
happened here.

MEGHAN: So outsource trading 
has evolved greatly during the 
pandemic. I think the pandemic 
impacted everyone in a different 
way, and particularly those of us 
working at asset managers. I was 
at an asset manager at the time, or 

an insurance company where it was 
an environment where you never 
thought anyone could work from 
home. There was no work from home 
option. If you were out of the office, 
you were out of the office. But to be 
forced into an environment where 
portfolio managers, analysts and 
traders could all work from their own 
home and still work effectively and 
efficiently in a very volatile market 
was groundbreaking for the entire 
industry, I think.

And now we've proven, we've been 
in this environment for well over a 
year where a lot of people are still 
working from home. And it just gave 
people comfort knowing we can have 
the same dialogue, we can have the 
same relationship with those that 
we're working with and not have to 
sit next to them. I actually found that 
it was at times easier to get in touch 
with people when we were all working 
from home because you knew where 
to find them. As opposed to working 
in an environment where people 
are on different floors and you're 
searching for people.

So this gave the industry comfort, 
knowing that you didn't have to be 
right next to somebody.  And if you 
take that one step further, maybe 
that person doesn't actually have to 
work at your firm. They're still your 
trader. They're still embedded in your 
process. You're still talking to them 
all day long about the markets and 
about opportunities and about trades 
to execute and how to time them 
and what bonds that you should be 
looking at, but they don't necessarily 
work at your firm anymore. If you take 
that one step further, a lot of firms are 
now considering this as part of their 
business continuity plan.

If you have a trading desk that is 
not located in the same geographic 
area where you are, that just brings 
diversification to your entire business. 
So for example, when there are power 
outages in Texas, if your trading desk 
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was Meraki and located in Park City, 
Utah, you would have been fine 
in terms of execution. But when 
everything is located in the same 
area, let alone the same building, 
you're taking a lot of business risk. So 
I think the COVID-19 pandemic has 
really opened up the industry. And I 
would say of a more or less slow to 
adapt industry.
 
As you know, we've kind of alluded 
to when we talked about electronic 
trading and fixed income to this idea 
of outsourced trading and how you 
can benefit on many ways. And I 
think cost is really only the beginning. 
But you think about costs, you think 
about relationships, you think about 
someone advocating on your behalf in 
an industry that is undergoing massive 
consolidation and where the focus is 
really on larger scale asset managers. 
Then on top of that we're talking about 
business continuity in a time that we 
need to now think about and plan for 
the unknown, whether that is we don't 
know what the event is or what the 
timing is. And I think COVID-19 was 
the perfect example of this.

STEWART: Yeah, I think it's a great 
point. I think that work from home 
would never have happened had it 
not been forced. Right. But I think to 
your point, it worked a lot better than 
a lot of people thought it was going 
to. So if I'm going to go out and I'm 
looking for an outsource trading 
partner, what are a couple of the key 
things I should be looking for?

MEGHAN: I think that there are a lot 
of things that insurance companies 
and asset managers should consider 
when evaluating different outsource 
trading firms and I encourage all of 
them to do a thorough due diligence. 
But I think some of the important 
factors to consider are, what is the 
structure of the firm? Is it a standalone 
company or is it embedded in a 
broader organization? And what is the 
relationship between desks? If there 
is an institutional desk, what is the 

relationship between the outsource 
desk and the institutional desk?

And think about if any conflicts may 
or may not arise because of that. And 
what is the ownership structure of the 
organization? Is it regulated? That's 
also important. And are you getting 
the same focus that you would from 
your own in-house desk? So what is 
the end client to trader ratio? There 
are some firms like ours that have a 
small end client to trader ratio, so we 
can really be involved in the process 
and embedded with managers. There 
are some that are pure execution, and 
that may be what you're looking for.

Just someone who's just going to solely 
execute your trades and you have 
a much higher client to trader ratio 
in that regard. And I think another 
important aspect is to think about what 
is the exact order flow? How are orders 
being communicated? And what can 
traders do, or what are traders doing 
at these outsource companies to help 
mitigate any kind of trade error? Is 
there a check-in place to make sure 
orders are coming through correctly? 
Is there someone who's doing that 
sanity check that an in-house trader 
would also be doing, how embedded 
are they in the process?

STEWART: And I think it just goes 
without saying, but I just want to 
mention it: you are acting as a 
fiduciary on behalf of your client.  
Is that correct?

MEGHAN: Yes.

STEWART: Yeah. So where do you see 
the greatest demand for outsource 
trading in fixed income right now?

MEGHAN: I think the greatest 
demand right now is from small to 
midsize insurance companies and 
asset managers who are facing fee 
compression, cost pressures, and 
are looking for ways to increase 
efficiencies and gain access to markets 
where they are very likely seeing less 

and less access over time. It may not 
be apparent, one day to the next, 
but if you look back on the last three 
years and five years I definitely do 
think that their access is decreasing 
just because of the shifts and focus of 
where resources are being pulled.

So I think that's really where the 
greatest demand is. And I think that 
it's going to be valuable for many 
reasons. Costs are very easy to 
quantify, so that's a starting point. 
But I think it's very difficult to put a 
number on relationships and fixed 
income is still a very relationship-
driven business. Most trades are 
done by picking up the phone and 
having a conversation with those 
that you knowand trust. There's not 
as much transparency, as you know, 
at the equity markets, even though 
we are trying very hard and fixed 
income to increase transparency and 
have a very clear picture of where a 
bond should trade.

But we'd touched upon this a little bit 
earlier, bonds are very different than 
equities. And I like to think about each 
bond as its own equity ticker. And you 
think about some of these companies 
with hundreds and hundreds of bonds 
that's as if they have hundreds and 
hundreds of equity tickers, and each 
of these tickers has its own story. And 
it really takes an expert to know how 
to transact in those bonds. So I think 
that that's really where the greatest 
opportunity is. I think it's really a 
matter of educating that investor 
base on what the offering is and really 
understanding how you can benefit 
from outsourcing your trading.

STEWART: That's great. I've learned 
a lot. It seems like we just started 
this and we're getting toward the 
end of it. I think it's a great topic. 
I really appreciate you coming on 
and informing us about, not only 
outsource trading, but trading in 
general. We always close with the 
same question, and I'm going to close 
it with you. Suddenly take you back to 
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a day in your life that I know that you 
remember, which is the graduation 
from your undergraduate institution.

Now, regardless of what festivities 
may have taken place the night 
before, you are bright eyed and bushy 
tailed in your cap and gown raring 
to go there at graduation. Your last 
name starts with “S” so you’ve got to 
wait awhile, but finally they get you up 
there and you walk up the stage and 
you wait and they read your name 
and the crowd goes bananas. And you 
go across the stage, do a quick photo 
op. They give you your diploma and 
you smile and wave to the crowd and 
down the stairs you go. At the bottom 
of the stairs you meet Meghan today. 
What do you tell your 21 year old self?

MEGHAN: That's a good question. 
I think, if I could go back and talk to 
my 21 year old self on my college 
graduation day, I would tell her never to 
give up. It doesn't matter what people 
around you may say or do or think. 
Or whether you look around and see 
people who look like you, who act like 
you, who have the same background 
and history as you.  If you want to do 
something, make it happen.

STEWART: That's good stuff. I really, 
I really appreciate you being on. 
Meghan Siripurapu from Meraki 
Global Advisors. Meghan, thanks for 
being on.

MEGHAN: Thank you very much, 
Stewart. I really enjoyed speaking with 
you today.

STEWART: Yeah, we're thrilled to 
have you. It's a great topic, thrilled 
to have you on. And from our 
audience perspective, we are always 
interested in hearing your ideas 
for podcasts. You can email us at 
podcast@insuranceaum.com. Please 
like us and follow us on all the major 
platforms. Thanks for listening. My 
name is Stewart Foley, and this is the 
Insurance AUM Journal podcast.
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STEWART: Insurers are facing a yield 
starved environment and looking for 
places to drive investment income. 
Some investors are looking at 
esoteric ABS as a solid risk adjusted 
alternative. We're joined by Paul 
Norris of Conning today, to talk about 
this subject. Paul, welcome.

PAUL: Thank you, great to be here, 
Stewart.

STEWART: Thank you, and thanks 
for the reminder, Stewart Foley, I'll 
be your host. So, Paul, can you just 
give us a quick rundown of your 
background? That'd probably be a 
good place to start.

PAUL: Sure thing. I am, again, Paul 
Norris, I'm the Head of Structured 
Products at Conning. Spent many 
years in the beginning of my career at 
Fannie Mae and then I moved on to a 
hedge fund for a while, before I started 
at Conning. And I should, I guess, 
remind everyone in terms of Conning 
who we are, if that's okay, Stewart?

STEWART: Absolutely.

PAUL: Conning is a leading global 
investment management firm, we've 
got a long history of serving the 
insurance industry. We're actually 
founded in 1912 and we've expanded 
quite a bit since 1912 in that we've got 
investment centers in Asia, Europe 
and North America, so we're out there 
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helping global insurers find solutions 
to their problems and helping them 
manage their assets.

STEWART: I mean, your assets, if you 
looked at your total AUM, insurance 
is the majority of those assets, is that 
fair?

PAUL: That's correct. I think as of 
right now, we have around 200 billion. 
Majority is focused on insurers, either 
life or P&C and other types of insurers.

STEWART: So, let's talk about, and 
I mean, people who listen to these 
podcasts are industry people, so 
no need to worry about jargon 
and getting in the weeds here, so 
everybody knows what ABS is, the 
term esoteric ABS tells me that these 
are unusual collateral types, right? 
So what's the difference between 
traditional ABS and what we're calling 
esoteric ABS?

PAUL: That's a great starting point, 
Stewart. I would say at least in terms 
of how we look at it at Conning, 
we're going to break it out into two 
categories really to start. And we're 
going to talk about commercial and 
then consumer esoteric ABS. And 
you mentioned before, esoteric ABS 
is really similar to the plain vanilla 
sectors like credit cards or autos, 
really the same concept, same type of 
structures. The really big difference in 
esoteric is that these assets or these 

deals are issued less frequently. So, 
it's not going to be on a regular cycle, 
like a large auto issuer that's coming 
every month with the billion dollar 
deal. That's not this. The deals are 
really smaller deal sizes, typically 500 
million and they're backed by less 
mainstream loans or assets in terms 
of what's driving these deals and I'll 
just give you a couple of examples.

On the commercial side, we can think 
of examples like aircraft, shipping 
containers, rail car boxes and 
those are typically the equipment 
contributed by the issuer, which is 
usually a large leasing company, such 
as, there's a couple of big names 
out there in terms of containers or 
aircraft, and I'll just mention in terms 
of commercial, one of the reasons 
we're really fond of this asset class is 
these are mission critical assets for 
the firms that are using these assets. 
So in other words, they can't survive 
without these assets, they can't make 
money without these assets, so that's 
why we're a big fan.

And then quickly on the other side 
is consumer. And for us on the 
consumer side, these are loans that 
are backed by things like timeshare 
or unsecured consumer loans or 
something called PACE, which is really 
property assessed clean energy and 
what does that mean? That means like 
solar panels, clean energy windows, 
et cetera, that help someone in 

Conning’s Paul Norris  
Demystifies Esoteric ABS
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their home basically be more energy 
efficient and that's kind of how we 
define it.

STEWART: So, when we talk about 
assets backing ABS, and you just 
named several classes, when we talk 
about shipping containers, we're all 
familiar with ”used car market right 
now is crazy hot, housing market's 
hot,” but I don't know anything about 
the shipping container market. It 
sounded like there's an active market 
for it, so what affects the value of some 
of this, what I would call sort of, well, 
it's esoteric collateral, but it's also not 
something that's a household term?

PAUL: Right, and that's a great 
question. What I would say is what's 
funny about the market, you may not 
know about containers or container 
boxes, but they're just as hot as used 
cars for very similar reasons. What's 
interesting about containers, and just 
to frame it up for people, these are 
the 40 foot or 20 foot boxes you'll 
see on the picture of a container 
ship in port, or when you're driving 
down 95 and New Jersey where you 
see all those tractor trailers with 
those container boxes on them. 
But interestingly enough, what's 
fascinating to us about containers is 
that where they're made is actually 
in Wuhan, China. And so, in the 
beginning of the pandemic, that really 
impacted containers, because the 
ability to create and make containers 
was basically stopped because of 
COVID and because it was in Wuhan. 
Then Wuhan got up and running 
and then supply was still limited, 
but demand has really outstripped 
supply in terms of the ability to make 
these containers.

And so, what we've seen is really a 
skyrocketing, just like you've talked 
about used cars, we've seen a 
skyrocketing of value in some of 
these container boxes and also 
what it costs to really reserve a box 
on a container ship. And so, these 
numbers are quite frightening, but in 

terms of- I don't mean frightening in 
that it's scary, but the amount of cost 
increase over the last six months, it's 
been astronomical. So we've seen 
basically the price of, to reserve a 
cargo, a 40 foot container, has moved 
up to $10,000 per container, which is 
almost two and a half times what we 
saw pre pandemic. So, the value of 
these actual container boxes has also 
increased to a much higher value.

And really, it comes down to the fact 
that everything ships out of China, 
we don't have enough cargo boxes, 
containers to go on the ships and 
then even the ships, we don't have 
enough ships. And I think a great 
example is, I read somewhere that 
Home Depot has actually bought their 
own ship to put their own containers 
on those ships, so it's just like used 
cars, it's just like housing, there's a 
shortage of everything with this just 
huge demand.

STEWART: Yeah, it's interesting. 
I mean, just on a personal note, 
decking material, there's something 
called Trex and it's just months to get 
and I think it's just every which way, 
there's shortages every which way. So, 
a lot has transpired since the financial 
crisis, in terms of investor protections, 
can you walk us through some of the 
significant changes that may impact 
this asset class?

PAUL: Yeah, absolutely, I think that's 
a great question, a great point. One 
of the things that we saw really in the 
great financial crisis, was that if you 
did a compare and contrast versus 
esoteric asset backed securities 
versus, say, non-agency mortgages 
or commercial mortgages, really what 
we saw is that there was little to no 
losses on any of the deals in asset 
backed securities, especially esoteric. 
And even with that, what we saw 
coming out of the crisis was increased 
structural protections. So for us, that's 
one of the reasons that we really love 
the sector is that we can basically take 
our most stressful scenarios and put 

them to some of these deals and they 
don't break and we don't see them 
getting downgraded based on some 
of the levels. So, the examples that I 
would share that what's changed is 
that I think, four or five things here, 
so one is, more credit enhancement. 
So each one of these deals post great 
financial crisis has more credit and 
enhancement, so that's great.

And number two is there's more 
transparency. A lot of the investors 
got together and pleaded with the 
SEC and others that govern some of 
these issuance and asked for more 
transparency about the borrowers, 
about the container boxes, about 
the issuers and that was basically 
granted. The other thing is that 
there much simpler structures. I 
remember pre-crisis, you might see, 
this is not esoteric, but you might see 
a commercial mortgage deal with 30 
tranches. Now, all these deals are 
really simple, they've got basically five 
tranches, makes a lot of sense. The 
other advancement, I think, what's 
really important is the TRACE system, 
giving us the ability to see where a 
transaction price is in the secondary 
market, so it really makes pricing 
more transparent.

And then finally, the really big deal 
is risk retention, so these deals and 
these issuers bringing these deals 
have to retain 5% in terms of the deal 
or in terms of equity. And one of the 
things we look for is someone who is 
basically eating their own cooking, so 
we really prefer issuers and esoteric 
that are retaining the entire equity 
slice as part of their business plan, 
which we think is really important, 
because it aligns our interests with 
their interests. So the bottom line 
is, what's exciting is that we can run 
our most severe stresses back to the 
great financial crisis and today these 
assets don't suffer losses. So we're 
really, really excited about that.

STEWART: I think you made a very 
good point earlier on, which is that 
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the people who are using these assets 
for the most part, it is a core piece of 
their business, right? I mean, shipping 
containers, if you're in that business, 
you've got to have them. It's not like 
it's optional, so you kind of answered 
my next question, so let me just throw 
maybe something a little different 
here. My fixed income geek portfolio 
hat goes on here and I go, “Esoteric 
ABS, that's got to be a give liquidity 
trade,” which a lot of insurers have 
done in search of yield. How much 
liquidity do you see in this market 
compared to more mainstream ABS?

PAUL: Another great question. I would 
say in good times, liquidity frankly is the 
same as these other asset classes. And 
the example I would use is of course it 
might have a little bit of a different bid 
offer spread, so whereas credit cards, 
let's just make a number up, might 
have one to two basis points, these 
might be five basis points, 10 basis 
points depending. But the reality is, 
Stewart, if you called me up and said, 
"Hey, Paul, I really need to raise some 
capital and I need to sell this bond." 
We could put that out on a BWIC this 
morning and sell the bond within a half 
hour. So that, in terms of liquidity and 
being able to buy and sell, I think is 
highly liquid. The bid offer spread may 
be dependent on the underlying asset 
class, but it's not going to be more than 
10 basis points in a regular market.

The other thing that I find really 
interesting is going back to the COVID 
crisis when spreads really widened out, 
I mean, liquidity on everything basically 
went to zero. So, whether it was a AA or 
A corporate versus an esoteric versus 
a non-agency mortgage, liquidity was 
terrible for everything and then it 
slowly started recovering. So, it really 
depends on the market that we're in, 
but in our normal functioning markets, 
esoteric ABS has been really liquid 
from our experience for a long time.

STEWART: It's interesting. I think a 
lot of insurance companies have had 
a second look, or a third or fourth 

look, at their need for liquidity, so if 
you're an insurer and you need to 
raise capital, you're probably going 
to look elsewhere for your liquidity, 
right? And then if you've got a Federal 
Home Loan Bank membership or line 
of credit options, I mean, you've got 
liquidity options short of, and I think 
you've seen insurers go down in 
liquidity as a result.

I mean, I think that, I'm on my soap 
box at this point, but I think the need 
for liquidity is sometimes overstated, 
given the nature of insurance 
companies, they're cash flow positive 
and so forth. So, there's been much 
talk about inflation, we talked about 
global supply chain shortages; on 
these podcasts I've heard inflation 
views all over the place, so is the global 
supply chain issue driving the inflation 
pressure in your view and how is it 
affecting the esoteric ABS market?

PAUL: All I have is the experience that 
we're seeing in terms of pricing and 
one example that we've used before 
is the container pricing and the price 
to ship a container across the major 
trade routes. And what I think is 
fascinating, there's some statistics we 
put together in terms of pricing, so 
some of the main routes, and I'll just 
use one, but one of the major routes 
in terms of shipping on the east-west 
routes is Shanghai to Rotterdam and 
the annual change in terms of pricing, 
now it costs $11,975 to ship a box from 
Shanghai to Rotterdam. That is 578% 
increase over the last year. That's not 
a typo, that's not a misstatement. 
One that's probably important to us, 
which isn't as bad, but is Shanghai to 
New York, is up 249% and that costs 
$11,180 per box.

Point being is that this, of course, 
has to do with what we talked about 
before and that's the overwhelming 
demand on the reopening of the world 
economy, combined with insatiable 
appetite for goods that people want 
to get back out, they want to do 
things. You want your Trex decking, 

I was looking to buy a generator. I 
mean, it's crazy how much people are 
looking to purchase that are shipped 
in these boxes. And so, all I can think is 
that this is sustainable for a while, but 
then eventually the supply-demand is 
going to even out a bit and I think that 
would make it a bit more transitory in 
terms of inflation.

STEWART: Yeah, I mean, I think it's 
one of those deals it's like, is the 
inflation sort of a bulge that's going to 
work itself out? It seems like there's a 
lot of demand right now, but you got 
to think that maybe that works its way 
through. So, what do you think are 
the better opportunities for insurers 
in esoteric ABS now and importantly 
into 2022? I mean, what do you think 
the most important factors are when 
you look at this market?

PAUL: Yeah, I mean, that's a pretty 
broad question in terms of, I've got 
a lot of places to go to answer that, 
which I love, but what I would say 
is for right now number one is, the 
consumer is in great shape, so we 
think brick and mortar consumer 
lending is really attractive. And what I 
mean by brick and mortar consumer 
lending is where it's not a FinTech in 
the box type of thing, but where you 
have to go in and get a consumer loan 
at the office or at the buildings, hence 
brick and mortar. And we'd think 
because the consumer's in such great 
shape that they're going to be in great 
shape for quite a while, given these 
transfer payments, so that's a sector 
that we like a lot.

And then on the followup, because of 
the consumer being in good shape 
and the demand that you and I have 
talked about, we think certain aircraft 
bonds make a lot of sense in here, 
because the demand for travel is 
ever increasing. You can see some of 
the headlines where some of these 
airlines are looking to buy up to 200 
planes. So we see over the next three 
to five years plane values continuing 
to appreciate and do really well. And 
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then there's a couple of other sectors 
that we like, these are a little bit more 
niche, but it's something called triple 
net lease, is something that is very 
exciting to us. Rail car is exciting to 
us and then small business loans we 
think are also going to do really well.

And all of that is really predicated 
upon a consumer that is still looking 
to get out, buy things, do things and 
continue to spend money. So, we 
think that's a good backdrop for some 
of these asset classes. What I would 
say in terms of 2022, I guess in terms 
of a macro backdrop, we would think 
that these sectors would continue to 
do pretty well, but as always it's really 
going to be dependent on a continued 
recovery, it's going to be contingent 
on Fed actions, so it's kind of like, we'll 
wait and see what happens in 2022 
and sort of reevaluate. But for now, 
we like these opportunities, we think 
that they will continue to be the same 
opportunities in 2022, barring some 
sort of, what's the right word, I guess, 
break in this recovery. So, bottom 
line is, we're fairly confident in terms 
of these assets backing these deals 
about being very resilient, so it's not 
really a credit issue that we're focused 
on, it's more, “Where can we find the 
best relative value?”

STEWART: Yeah, I think, to your point 
about the consumer, I know at least 
here in Chicago land, I see a lot of 
help wanted signs out there and I 
don't know where you are, but there 
seems to be plenty of demand for 
jobs at this point. So it's always one 
of those deals, it goes back to 100 
years ago and a guy named Peter 
Lynch, if you remember that name, 
talked about sort of putting it back to 
like, what kind of experiences are you 
having day to day that kind of back up 
your economic thesis, if you will, so I 
think that makes good sense.

Since you and I are both insurance 
geeks and I use that term in the most 
warm way ever, I'm proud to be an 
insurance geek, are these bonds or 

are these ABS rated and so, are they 
rated by a nationally recognized rating 
agency and where do they show up 
are they a scheduled D asset?

PAUL: Another great question. Yes, 
these are schedule D, they're going to 
show up like any other normal bond, 
like a corporate. One of the reasons 
we love this asset class is because A, 
it's not going to hurt risk-based capital. 
The other reason that we like these 
bonds and when we were kind of 
geeking out on our insurance clients, 
is that we also do a lot of stress testing 
in terms of ratings downgrade. And 
so, one of the things we're very proud 
of is that when we buy these bonds, 
we're also considering what's the 
rating volatility going to be on these 
asset classes? So, for buying a single A 
or a BBB bond, and there's a fear that 
it's going to get downgraded to below 
investment grade, we absolutely want 
to consider that for our insurance 
clients, so as not to impair their risk-
based capital.

And that's one of the things that we 
put into our process, where, frankly, 
I think there's one of those good 
sayings, but begin with the end in 
mind. And we're basically looking to 
see, okay, if trouble hits, what's been 
the experience on these asset classes, 
do the rating agencies downgrade 
them to a place that's going to hurt 
our clients and, and we take that 
into consideration. To answer the 
first part of your question, these are 
all absolutely rated typically by S&P, 
Moody's, Fitch, Kroll, DBRS, all the 
majors are here. There's usually one 
or two ratings on these deals, so we 
feel really comfortable with these 
asset classes, given the ones that 
we're focused on at least have a lot of 
history that we can regress and look 
into and see how they performed 
over a long period of time.

STEWART: So, kind of winding down 
on my last question here, obviously, 
Conning is a leader in this space, 
when an insurer goes out and is 

considering, let's just say that they're 
not familiar with the asset class and 
they're looking for an esoteric ABS 
manager, and so without answering 
this part, as an insurance company, 
you need a manager who understands 
the kinds of things that you just went 
through, right? Ratings, downgrade 
impact on risk-based capital, impact 
on and best rating for the insurance 
company, all of those things, which is 
really important. But with regard to 
just the asset class, if you don't know 
anything about it, what should an 
insurer be looking for in a manager of 
this asset class?

PAUL: Well, first, Stewart, they should 
look no further than Conning.

STEWART: There you go. All right. 
Well, listen, that was an underhanded 
pitch there, right? Okay.

PAUL: Oh anyway, thank you. Well, no, 
what I would say is in a dispassionate 
manner, if you're looking for a 
manager, what you're looking for is 
someone who has the experience and 
the data. And what I mean by that is, a 
lot of these esoteric asset classes are 
not going to have data like a regular 
auto deal or a regular credit card 
deal, so it's really incumbent on the 
manager to have gone out, found the 
data, put it in a database, accumulate 
the data, have a history of the data 
and I think that's really important.

And the other thing is developing 
proprietary models, which of course 
we've done, because there's no yield 
book, there's no readily made model 
where you just go in and use a service 
that someone has provided to analyze 
these things. So for me, that's the 
really important part of being involved 
in this sector. Has the manager spent 
the money to build out the models, 
to get the data, to develop and look 
at the history of each and every one 
of these asset classes? And then, do 
they have the people that have done 
this for a long time and are they really 
entrenched into the sector?
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STEWART: Just to geek out a little 
further, your models are proprietary 
and you built them?

PAUL: Yeah, that's right.

STEWART: Yeah, okay.

PAUL: I mean, as an example, I 
mean, we spent a lot of time about 
five years ago really getting together 
with our quant team, as well as our 
tech team and our analysts to build 
out something that's proprietary for 
us. So, we run every single deal every 
month through our models and 
we're basically stress testing them 
every single month and we're coming 
up with a credit score while at the 
same time, we're sending these out 
to clients if they want them every 
single month.

And these are built based on the 
history that we have from getting 
this data and we're able to build out 
stress test as well as the fault curves 
and timelines, et cetera, for each of 
these asset classes, which I think is 
really important. You just don't want 
to step into a market where you really 

are a stranger and you don't have a 
real feeling or understanding of the 
market. And that's what I mean by 
having historical data in the field.

STEWART: I got to think that your 
investors take a lot of comfort in that 
level of transparency to get those 
reports every month to see that work 
being done. My final question is one 
that there's no way to prepare for, so 
here we go. I want to take you back 
to a day that I know you remember, 
and that's the day that you graduated 
from your undergraduate institution.

STEWART: So, whatever festivities 
may have occurred the evening 
before, you are bright eyed and bushy 
tailed in your cap and gown raring 
to go. So you're there you are, you 
wait, wait, wait, they finally call your 
name, you go up the stairs across 
the stage, you get a quick handshake 
and a photo opportunity as they hand 
you your diploma, the crowd's going 
bananas, Paul, they're going crazy and 
you walk off the stage down the stairs 
and at the bottom of the steps you 
run in to Paul Norris today, what do 
you tell your 21-year-old self?

PAUL: Wow, well, I tell my 21 year old 
self, get ready to enjoy life, but work 
hard, always be fair and treat people 
well. And if you do those things, I 
think you're going to go pretty far and 
don't plan ahead too much, because 
as Mike Tyson said, everyone has a 
plan until they get punched in the 
face and you're definitely going to get 
punched in the face, so just get up 
and keep going.

STEWART: I love it. That's great advice. 
Paul Norris on esoteric ABS at Conning. 
Paul, thanks for being on.

PAUL: Thank you, Stewart, this was 
really fun.

STEWART: It's good times. I really ap-
preciate our audience listening,  if you 
have ideas for a podcast, please email 
us at podcast@insuranceaum.com.  
My name's Stewart Foley, and this is 
the Insurance AUM Journal podcast.

About Paul Norris  

Paul Norris is Managing Director and Head of Structured Products overseeing the team involved in the research and trading of structured securities. Prior to 
joining Conning in 2017, he was a hedge fund portfolio manager focused on mortgage derivatives. Previously, Mr. Norris was head of securitized products at 
Dwight Asset Management, where he led a team of portfolio managers, traders and analysts, and also has served as director of mortgage and non-mortgage 
investments at Fannie Mae. Mr. Norris earned a BS in finance from Towson University and an MBA from the University of Maryland.
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®

conning.com 1

State of the States
May 2021

Key Findings
 » Conning changes outlook to stable from declining on state credit quality
 » Impact of COVID-19 on state finances was less significant than expected and recovery is well on track
 » Stimulus aided states both directly and indirectly
 » Some states outperformed because of their economies and tax climates
 » Work-from-home dynamics impacted population changes and fueled regional housing price growth
 » Financial markets recovered quickly, benefitting states’ investment income tax and pension funding levels
 » Sales tax revenue was unexpectedly resilient 
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Executive Summary: Conning Changes Outlook to Stable
Conning believes state credit quality stabilized because of improving economic 
conditions, unprecedented federal stimulus and a pandemic that impacted 
states’ finances less than initially projected. We expect states’ revenue growth 
to outpace debt growth, and for credit quality to further stabilize. However, a 
state’s tax revenue might be up, down, or steady depending on, among other 
things, the prevalence of the novel coronavirus, the state’s major economic 
sectors, or its revenue system. The State of the States ranking captures these 
relative strengths and weaknesses. 

The pandemic brought an abrupt end to the longest economic expansion in 
U.S. history. At this time last year, we were amid the worst of the pandemic. 
Businesses and schools were closed and layoffs were rampant—all of which 
had a significant impact on state finances. At the time we estimated that the 
pandemic would significantly damage state economies, but it ultimately had 
minimal effect on the states’ credit quality. 

In retrospect, Conning sees many important factors that impacted the 
financial health of U.S. states. For one, sales taxes were resilient, especially 
as online sales offset declines in the service part of the economy. Second, 
layoffs occurred among lower-paying jobs, which minimized the income tax 
hit for states. Third, financial markets recovered, which benefitted states’ 
investment-derived income tax collections and pension funding levels. Fourth, 
an unprecedented amount of federal aid allowed states to manage through the 
pandemic while preserving rainy-day funds, a major change from the recession 
of 2008-9. Last, population changes, an indicator we find to be a good 
forecaster of future credit quality, will be volatile for years to come as new work-
from-home conditions will potentially reshape these long-standing population 
trends. 
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2021 Findings: Western States Continue Their Dominance
Prior to the outbreak of coronavirus, Conning’s view was that state credit quality was the strongest it had been in a decade. 
However, we revised our outlook to negative in the 2020 State of the States report as we had expected the pandemic to force 
states to make difficult budget decisions and possibly dip into reserves to address revenue shortfalls. 

As our rankings suggest, some states were much better positioned to deal with COVID-19-related credit stresses, either 
because of stronger balance sheets or their ability to benefit from better economic conditions and/or socio-economic trends 
(Exhibit 2 lists our top- and bottom-five state rankings). Utah (#1) took top honors this year for the sixth year in a row. Strong 
underlying economic conditions and population growth with low debt levels and a favorable tax climate have been the state’s 
hallmarks for over half a decade. Idaho (#3) moved up a spot, as it was the highest-ranked state in four of our 13 indicators. 
New to the top five were several Midwest states, including Nebraska (#2), South Dakota (#4) and its neighbor Montana (#5). 

Colorado (#7), Washington (#11) and South Carolina (#18) all moved out of the top five due to declining employment, tax 
revenue growth and GDP growth, respectively. We have highlighted in past reports how the socioeconomic and economic 
success of the states in our rankings was a regional story and this year is no exception, although we have observed a few shifts 
geographically. 

Conning’s report separates indicators into groups that rank socioeconomic conditions, economic activity and financial metrics. 
New Mexico (#45), Texas (#26), Nevada (#30), Minnesota (#35) and Massachusetts (#36) were the five states that dropped 
the most this year, ranging from 14 to 19 spots. A common narrative for these states is the impact the economic turmoil had 
on tax collections and, in turn, how that depleted reserves. In periods of stress, such as the crisis related to the coronavirus 
pandemic, reserves provide states a buffer to cover losses in revenue. That is why we look at reserves versus fixed costs and as 
a percentage of General Fund expenditures.

Outside of South Dakota and Montana, Maine (#12), Georgia (#9) and Ohio (#25) were some of the biggest positive movers.

Exhibit 2: Top Five and Bottom Five States with Commentary

Top 
Five States Comment

Bottom  
Five States Comment

1. Utah
Top-five rank in GDP Growth, Employment 
Growth, Unemployment Rate, Personal Income 
Growth, HPI Change and Population Growth. 

46. Illinois
Ongoing population decline, weak 
reserves and a high Economic Debt 
burden result in this low overall ranking. 

2. Nebraska
Lowest Economic Debt, Debt per Capita,  
and Unemployment Rate support overall  
credit strength. 

47. New York

High Debt/Capita, declining population 
and an unfavorable Business Tax Climate 
outweigh its high Personal Income/
Capita ranking. 

3. Idaho

Strong Tax Revenue Growth, a growing 
population and a healthy housing market. 
Employment growth remained strong  
during the pandemic.

48. West  
Virginia

A weak economy, low Personal Income/
Capita, and a declining population. 
Reserves remain a strength.

4.   South 
Dakota

Low Economic Debt, a favorable Tax  
Climate, and low relative Unemployment  
Rate helped bolster its overall rank. 

49. Louisiana
The housing market suffered during  
the pandemic. Employment Growth  
and GDP Growth also lagged. 

5. Montana
Personal Income Growth and a strong  
housing market outweighed the state’s 
relatively low GDP/Capita. 

50. Hawaii

Multiple indicators were affected by the 
pandemic including the housing market, 
Employment Growth, Population Growth 
and Tax Revenue Growth. 

 Prepared by Conning, Inc. Source: ©2021 Conning Inc.  
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Tax Revenue: Fortunes Differed Substantially During Pandemic
Last year we noted that states relying on economically sensitive revenue sources require additional reserves to provide 
flexibility during volatile times. Taxes such as those levied on sales and gross receipts and income tend to shift with the 
economy, while property taxes typically lag economic swings, allowing state and local governments time to adjust. With 
that in mind, we expected a sharp decline in tax revenue growth due to the COVID-19 outbreak in March 2020. But as 
became clear after we published our 2020 State of the States report, state tax collections outperformed expectations. 
And as we moved into 2021, some states outperformed on a year-over-year basis as well. 

Following the passage of the American Rescue Plan Act of 2021, we now expect that outperformance to continue in 
the majority of states. The latest round of stimulus is hitting states’ coffers this spring, which should make it easier to 
pass budgets this year. Positive headlines have already emerged, from California’s windfall1 to Connecticut’s declining 
operating shortfall2 estimates, and even Illinois’ improved deficit outlook.3

Having said that, during the second quarter of 2020 no major source of tax revenue for states was untouched. With the 
unemployment rate spiking and stock market tanking, we saw declines in normally less volatile sources of tax revenues 
such as taxes on wages and investment earnings.4 Retail sales declined as well, as much of the service-based economy 
followed shelter-in-place mandates.5 However, sales tax collections did not decline as much as would have been 
expected as a result of a 2018 Supreme Court ruling that expanded a state’s ability to collect sales taxes from online 
retailers.6 And those tax revenues have been significant, as people continue to shop online due to closures and as a 
safety precaution. For example, in Michigan, sales and use-tax collections from online shopping and mail order business 
increased by more than 180% year over year in FY 2020.7

Census Bureau 2020 data shows states’ total tax collections fell just under 2% year over year, which is a very positive 
result compared to the extremely pessimistic projections at the start of the pandemic. Those weak projections are 
leading to large budget surpluses for FY 2021 in some states. For example, New Jersey now projects a $6.4 billion 
surplus even without accounting for federal relief funds.8 The 2% decrease is remarkable compared to the Great 
Recession when tax collections for states fell on average by 11%. However, prior to the COVID-19 pandemic, FY 2020 
revenue forecasts had projected a 3.4% increase in General Fund revenues, with sales and use taxes and personal 
income taxes expected to rise by 3.3% and 3.7%, respectively.9

Nearly half the states experienced year-over-year tax collection growth in 2020 and half experienced declines (Exhibit 3 
shows the five that gained and declined most). Idaho’s growth of 13% was strongest in 2020, followed by Illinois’ and 
Vermont’s 5% growth. Energy-producing states’ declines were among the largest, with Alaska noting a 34% decline 
and North Dakota experiencing a 23% decline. Tourism-heavy states like Hawaii (-12%) did particularly poorly as well. 
Virginia (-10%) and Wyoming (-9%) are also standouts; Wyoming does not levy an income tax, which was a source of 
stability for other states. 

1 AP News, “ Budget ‘windfall’ in California as economy weathers virus,”Nov. 18, 2020, https://apnews.com/article/california-coronavirus-pandemic-0b98ed1c639d70b7ca0a7a6b0ffb71f5 
2 CT Mirror, “ Spiking tax revenue will wipe out state budget deficit, analysts say,” Jan. 15, 2021, https://ctmirror.org/2021/01/15/spiking-tax-revenue-will-wipe-out-state-budget-deficit-analysts-say/ 
3 Bloomberg, “Illinois Slashes Budget Deficit Forecast Over Economic Gains,” Feb. 9, 2021, https://www.bloomberg.com/news/articles/2021-02-09/illinois-slashes-budget-deficit-forecast-over-economic-gains
4 Source: Appendix A: Tax Revenue Growth and Conning calculations.
5 CNBC, “Retail sales plunge a record 16.4% in April, far worse than predicted,” https://www.cnbc.com/2020/05/15/us-retail-sales-april-2020.html#:~:text=Retail%20Sales-,Retail%20sales%20plunge%20a%20
record%2016.4,April%2C%20far%20worse%20than%20predicted&text=Retail%20sales%20fell%2016.4%25%20in,badly%20as%20did%20service%20stations
6 South Dakota v. Wayfair, Inc., 585 U.S., 138 S. Ct. 2080 (2018), https://www.supremecourt.gov/opinions/17pdf/17-494_j4el.pdf
7  Brookings Municipal Finance Conference annual winter webinar, “The COVID-19 Pandemic and State and Local Budgets: Past, Present, and Future.” February 10, 2021.  

https://www.brookings.edu/wp-content/uploads/2021/01/Rachael-Eubanks-slides.pdf
8  Reuters, “U.S. states project rosier revenue as economy heats up,” April 8, 2021, https://www.reuters.com/article/usa-states-revenue/u-s-states-project-rosier-revenue-as-economy-heats-up-idUSL1N2LZ2O0 
9  ©2021 The National Association of State Budget Officers (NASBO), https://www.nasbo.org/reports-data/fiscal-survey-of-states
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Exhibit 3: Highest and Lowest Tax Revenue Growth CY 2019 – 2020
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Prepared by Conning, Inc. Source: Census Bureau, U.S. Department of Commerce (2020), https://www.census.gov/programs-surveys/qtax/data/tables.2020.html 
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10  Census Bureau, U.S. Department of Commerce (2021), “Table 2. National totals of state government tax revenue, by type of tax,” https://www.census.gov/data/tables/2020/econ/qtax/historical.Q4.html
11 Census Bureau, U.S. Department of Commerce (2021). https://www.census.gov/data/tables/2018/econ/qtax/historical_table_1.html
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 Where Does Tax Revenue Growth Come From?

Nationwide, sales and gross receipts taxes plus 
individual income taxes accounted for 82.1%10 of tax 
revenue collections in 2020; however, the source of 
tax collections varies across the states. This combined 
source as a percentage of total revenues increased 
slightly from 81.7% in 2019. Property taxes typically do 
not account for a large portion of state revenues (see 
Exhibit 4) and are not often used for state operations, 
but instead redistributed to local governments. For 
example, when including local governments, property 
tax in the aggregate accounts for almost 40% of 
total tax revenues, according to data collected by the 
Census Bureau.11

Exhibit 4: State Tax Revenue by Type 2020

Prepared by Conning, Inc. Source: Census Bureau, U.S. Department of Commerce (2021), “Table 2. National totals of state 
government tax revenue, by type of tax,” https://www.census.gov/data/tables/2020/econ/qtax/historical.Q4.html 
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States Underperformed by Not Taxing Income
Seven states—Alaska, Florida, Nevada, South Dakota, Texas, Washington and Wyoming—do not levy personal income 
taxes and New Hampshire and Tennessee (as of 202012) only collect taxes on interest and dividends. Six out of these 
seven states saw drastic reductions in tax revenue growth, with average collections down 11.0% while the average for all 
50 states was -2.4%.13 

New Hampshire experienced a 4% decline in total tax revenue collections in 2020. In addition to levying a small amount 
of income taxes and sales taxes, corporate taxes, which declined by 8.5% year over year, accounted for 27% of total tax 
collections.14 New Hampshire’s roughly 15% reliance on property taxes was a stabilizing factor in 2020. Conversely, most of 
Tennessee’s tax revenues are derived from sales taxes, which performed relatively well in 2020 with a 2.7% increase. Its 
total tax revenue collections increased by 4% in 2020, highlighting how sales tax collections were stronger than corporate 
tax collections and some other revenue sources in 2020.

A small portion of states—including Alaska, which saw the largest decline in tax revenues from 2018 to 2019 and again 
between 2019 and 2020—rely on severance taxes for the majority of their tax revenues.15 These taxes, levied on the 
extraction or production of natural resources such as oil and gas, are especially volatile and were further strained by the 
pandemic.

States reliant on tourism revenue also experienced additional strain due to travel restrictions and stay-at-home orders. 
Hawaii’s General Fund tax revenue declined 6.3% in FY 2020 and, as of March 2021, it projected a 2.5% decline for FY 
2021 before returning to growth in FY 2022.16 Nevada’s tourism and visitor-dependent economy was particularly vulnerable 
to the pandemic because, lacking an income tax, the state depends on sales tax and hotel bed taxes. The lack of an income 
tax also means the state did not benefit from taxing income on professionals who worked from home.

States That Enjoyed Higher Tax Collections
Sources of year-over-year growth varied for those states with larger increases in tax collections. Idaho, which saw the largest 
year-over-year tax revenue growth, experienced both double-digit growth in sales and income taxes. Idaho has experienced 
strong population growth and an associated economic boom for several years, something that in prior years Conning has 
addressed as one of the major predicting factors of state credit quality, as it drives up economic output and subsequent 
tax revenues. The same cannot be said about Illinois, which tends to be the worst-performing state when it comes to 
population changes. However, it benefited from federal support in the form of the Paycheck Protection Program and the 
Federal Pandemic Unemployment Program, both of which preserved the state’s personal income revenue stream by keeping 
Illinoisians employed and providing taxable unemployment benefits.17

Vermont is one of the few states with a relatively high reliance on property taxes (31.4% of total tax revenues in 202018), 
which fell sharply during the recession of the early 2000s and the Great Recession. However, Vermont’s tax collections 
did well in 2020 in part because property values held up very well, driven by an influx of people moving from the larger 
northeastern metropolitan areas. This migration added to the state’s personal income tax collections, and its reliance on 
property taxes should benefit future tax collections as well since property reassessments will take a cycle or two to affect 
property tax collections. 

Alabama benefited from one of the shortest stay-at-home orders in the nation (26 days, the fourth-shortest) preserving 
employment and its economy. Furthermore, like Illinois, its economy is more dependent on agriculture and non-durable 
goods manufacturing, both of which did relatively well in 2020. 

 12  The Center Square, “Tennessee’s last vestige of income tax ends on Jan. 1,” Dec. 31, 2020, https://www.thecentersquare.com/tennessee/tennessee-s-last-vestige-of-income-tax-ends-on-jan-1/article_
cf8748f0-49fc-11eb-ad97-b78293856bf0.html#:~:text=Tennessee%20state%20Capitol%20in%20Nashville%2C%20Tenn.&text=(The%20Center%20Square)%20%E2%80%93%20Tennessee’s,dividends%20
is%20finally%20phased%20out.  

13 Census Bureau, U.S. Department of Commerce (2020), https://www.census.gov/programs-surveys/qtax/data/tables.2020.html 
14 IBID
15 Conning State of the States Report (2020), https://www.conning.com/about-us/insights/state-of-the-states-2020
16 State of Hawaii, General Fund Forecast — March 8, 2021 Attachment 2, https://tax.hawaii.gov/useful/a9_1cor/ 
17  Tax Foundation, “State Tax Collections Down 4.4 Percent Through September, While Local Tax Collections Rise,” https://taxfoundation.org/state-tax-revenue-state-tax-collections-2020/
18 Census Bureau, U.S. Department of Commerce (2020), https://www.census.gov/programs-surveys/qtax/data/tables.2020.html 
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Alabama and Illinois are two of 13 states that impose a sales tax on groceries. A recurring story during the pandemic in 2020 
was how Americans, sheltering in place, had to eat more at home and as such spent more on groceries. States with some of 
the highest taxes on food purchases, like Missouri, Kansas and South Dakota (all above 6%19), had above average tax revenue 
growth.

Economic Debt: Half of States Improve, Half Worsen
We use economic debt to rank the states in terms of the total debt burden on a state’s tax base. As we previously 
reported, pension systems have increasingly pressured state budgets as liabilities rise and returns decline, causing annual 
contributions to increase. The market disruptions caused by the pandemic were expected to exacerbate this funding crisis and 
lead to increased fixed costs; however, the financial markets ultimately had a strong year and Conning now expects the impact 
to have been minimal. Even so, budget uncertainty possibly caused some states to not make full annual contributions to their 
plans, which will pressure funding levels down the road. Furthermore, despite the strong recovery, returns still fell short of 
lofty assumed rates of return, depressing funding levels all else being equal.20 Having said that, most of the data used for the 
following analysis does not capture all that transpired in 2020.

Economic debt is a slow-moving metric, as we 
normally do not expect to see many changes 
year over year. In fact, there were no changes 
among our five states with the highest economic 
debt as a percentage of personal income (see 
Exhibit 5), with only Hawaii and Connecticut 
swapping places. Connecticut’s pension liability 
increased significantly for this year’s report, 
offsetting declines in net tax-supported debt and 
other post-employment benefit (OPEB) liabilities. 
Hawaii’s debt metrics worsened but less so than 
Connecticut’s, hence the position swap. Both states 
saw their overall economic debt increase. The  
50 states were split down the middle between 
states improving and worsening their economic 
debt burdens.

Ohio and Alabama noted the strongest improvements. Both states reduced OPEB liabilities drastically, while Ohio also 
reduced its pension liability. North Dakota moved among the top-five best states in terms of economic debt burden by not only 
lowering its net tax-supported burden, but also by improving its pension funding ratio as well as OPEB liability. 

Indicators: Socioeconomic Conditions
Socioeconomic factors, which include population changes, income, and the tax code, affect a state’s overall condition. In our 
last report Conning increased the importance of population changes, as we believe it is a good predictor of a state’s future 
fiscal condition given that a state’s financial resources typically grow with its tax base. 

Population Change: Migration Persists to West and South 
This year’s population data from the U.S. Census Bureau shows a pattern we have noticed for several years: in general, people 
are moving to the western and southern regions. In 2020, Idaho, Arizona, Nevada, Utah and South Carolina experienced the 
most significant positive population changes. On the flip side, Illinois, Hawaii, New York, West Virginia and California were 
the five states with the worst year-over-year changes in population. 

State of the States

Exhibit 5: Total Economic Debt as a % of Personal Income

Lowest Economic Debt Highest Economic Debt

Nebraska 0.4% Delaware 21.7%

South Dakota 0.9% Hawaii 28.4%

Oklahoma 0.9% Illinois 28.8%

Iowa 1.0% Connecticut 29.4%

North Dakota 1.1% New Jersey 30.9%
Prepared by Conning, Inc. Sources: Econ Debt: ©2020 Moody’s Investors Services, Inc., Moody’s Analytics, Inc. 
and/or their licensors and affiliates—used with limited permission, “Medians - State debt declined in 2019, 
but likely to grow in coming years” (May 12, 2020), https://www.moodys.com/researchdocumentcontentpage.
aspx?docid=PBM_1224760, Bureau of Economic Analysis, U.S. Department of Commerce (2021), “State Annual 
Personal Income, 2020 (Preliminary) and State Quarterly Personal Income, 4th Quarter 2020,” (March 24, 2021), 
https://www.bea.gov/news/2021/state-annual-personal-income-2020-preliminary-and-state-quarterly-personal-
income-4th and ©Standard & Poor’s Financial Services LLC, “Sudden-Stop Recession Pressures U.S. States' 
Funding For Pension And Other Retirement Liabilities” (August 3, 2020), https://www.capitaliq.com/CIQDotNet/
CreditResearch/SPResearch.aspx?articleId=&ArtObjectId=11587385&ArtRevId=1&sid=&sind=A& 

19  ©Tax Foundation, “How Does Your State Treat Groceries, Candy, and Soda?” October 30, 2019, https://taxfoundation.org/grocery-tax-candy-tax-soda-tax-2019/
20  Equable Institute, “State of Pensions 2020,” https://equable.org/state-of-pensions-2020/
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Exhibit 6: Population Change

2015 – 2020 Population Change 2019 – 2020 Population Change
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Prepared by Conning, Inc. Source: Census Bureau, U.S. Department of Commerce, Bureau, U.S. Department of Commerce (2021), “Annual Estimates of the   
Resident Population for the Nation and States” https://www.census.gov/programs-surveys/popest/technical-documentation/research/evaluation-estimates.html 

Exhibit 6 highlights the past five years of population changes as well as the most recent year-over-year change, supporting 
the notion that the states with positive longer-term population changes continued that trend through 2020. We have likened 
this previously to a snowball rolling down a mountain, continuing to grow as it collects more snow. 

A declining population may dent state tax revenue barring an increase in tax rates, and maintaining revenues is critical for 
states with a relatively high percentage of fixed costs. Illinois (fixed costs = 18.3% of Total Governmental Fund expenditures) 
and Connecticut (21.7%)21 are some examples. Last November Illinois voters defeated the “Illinois Allow for Graduated 
Income Tax Amendment”22 which would have repealed the state’s flat tax rate and established a graduated income tax. 
The graduated rate was expected to bring in additional revenues and would have been a step in fixing the state’s recurring 
budgetary issues. Connecticut also dropped plans to add tolls to increase its revenue base.23

The “Why” Behind Moves: Are Pandemic-Spurred Changes Here to Stay?
We can infer much from these population-change numbers; however, they do not directly address some of the underlying 
reasons behind why people move. For state-specific moving patterns, we reviewed the 2019 and 2020 United Van 
Lines surveys, which asked why people move from one state to another. Last year’s survey results indicated that 40% of 
Americans who moved did so because of a new job or job transfer, and that more than one in four who moved did so to be 
closer to family.

State of the States

21  Investortools. http://investortools.net.conning.com/?State=-DYMoRt5its&
22  Chicago Tribune, “Pritzker-funded group concedes defeat on Illinois graduated income tax amendment, throwing future of state finances in doubt,” Nov. 3, 2020, 

https://www.chicagotribune.com/politics/ct-illinois-tax-rate-amendment-election-results-20201103-kcjm3pgd6nhb5i5w7o5ucttdqy-htmlstory.html 
23  Hartford Courant, “After the legislature fails to agree on a vote, Gov. Ned Lamont says he’s giving up on tolls-for-trucks this year,” Feb. 19, 2020, 

https://www.courant.com/politics/hc-pol-lamont-tolls-dead-20200219-mwjtywnomnc2hcgjwtqnrzxfem-story.html  



®

conning.com 9

United Van Lines also looked at data from March to October of 2020 to see if the pandemic influenced Americans’ 
decisions to move. Exhibit 7 lists the leading motivations, which included changes to employment status or the 
ability to work remotely but also reflected concerns related to health and well-being, increased proximity to family and 
improvement to quality of life.

In California and New York, the primary reason for moving was because of a job (34.2%).24 Some New Yorkers moved to 
the suburbs during the pandemic: a net 187,000 households left New York City in 2020, compared to 87,000 in 2019.25 
Only 15% of workers were coming to an office, down from 95%. In California, net exits from San Francisco increased 
649% year over year from March through the end of the year, but 80% of those stayed in state.26 Overall, moves to 
smaller metro areas increased 23%.27 

An estimated 56 million Americans shifted to remote work due to the pandemic and an estimated 15 million workers 
are expected to consider relocating or changing their work schedules over the next two years.28 Those choosing to 
move because of newfound flexibility allowing them to work remotely, closer to family or in more affordable areas may 
impact state income tax collections. New Hampshire recently filed a complaint with the U.S. Supreme Court29 to stop 
Massachusetts from collecting income taxes 
from out-of-state residents, and 14 other 
states have since signed amicus briefs backing 
New Hampshire. In response to the shift 
to remote work, Massachusetts enacted a 
temporary rule, joining six other states in taxing 
telecommuters even if they are not physically 
present. This revenue accounts for about 
7% of Massachusetts’ personal income tax 
collections.30 New York also follows this rule, 
and any changes may be a concern given its 
reliance on nonresident income tax (about 
15% of personal income tax collections).31 

People Moving to the Jobs
The pandemic’s likely permanent effect on workplace flexibility may impact the correlation between state economic 
factors. In our 2020 report, Conning highlighted the relationship between a state’s personal income growth and 
population growth. Overall, the trend since 2010, as shown in Exhibit 8, did not change; however, the states boasting 
strong personal income growth year over year in 2019 did not necessarily see the same increase in 2020. Colorado, 
Washington and Utah maintained above-average population and personal income growth from 2010 – 2020. Utah 
ranked #3 for personal income growth (and #4 for population growth) in 2020 with an 8.2% increase, while Washington 
(#20 for personal income growth, #11 for population growth) increased 6.6% and Colorado (#42, #14) increased 4.8%.

Among the top 10 states for personal income growth, only one (Michigan) posted a year-over-year population decline 
in 2020. Three of the bottom 10 states for personal income growth experienced year-over-year population declines 
(Connecticut, Alaska and New York). The 2020 population growth is measured from July 1, 2019 through July 2, 2020, 
and therefore does not account for the full effects the pandemic may have had throughout the year. 

State of the States

Exhibit 7: Moves Due to Pandemic

Reason Percent

Personal and family health and well-being 60%

Closer to family 59%

Changes in employment status 57%

Lifestyle change or improvement of quality of life 53%

Prepared by Conning, Inc. Source: United Van Lines, “United Van Lines’ National Migration Study Reveals Where 
and Why Americans Moved in 2020,” https://www.unitedvanlines.com/newsroom/movers-study-2020

24 United Van Lines, “United Van Lines’ National Migration Study Reveals Where and Why Americans Moved in 2020,” https://www.unitedvanlines.com/newsroom/movers-study-2020 
25  Wall Street Journal, “How a year of the Covid-19 pandemic changed New York City. The numbers are in,” March 16, 2021, 

https://www.wsj.com/story/the-numbers-are-in-how-a-year-of-the-covid-19-pandemic-changed-new-york-city-60251164
26 California Policy Lab, “CalExodus: Are People Leaving California?,” https://www.capolicylab.org/calexodus-are-people-leaving-california/
27 Wall Street Journal, “Americans Up and Moved During the Pandemic. Here’s Where They Went,” https://www.wsj.com/articles/americans-up-and-moved-during-the-pandemic-heres-where-they-went-
11620734566?mod=hp_lead_pos5
28 Municipal Weekly, Citi Research, Jan. 25, 2021, “Bull (trade), and cross-border tax disputes,” https://www.citivelocity.com/rendition/eppublic/documentService/
dXNlcl9pZD1JY1NJTXBrenBZYWJERHRKQnpDU29zS1RueGoxd2ZrbCZlbWFpbF9zZW5kX2lkPTIyMTE0MTkyNTQmdj0x/ZG9jX2lkPTEwNDk5NjImcGxhdGZvcm09ODQ
29 New Hampshire v. Massachusetts, No. 22O154, Supreme Court of the United States, https://www.supremecourt.gov/search.aspx?filename=/docket/docketfiles/html/public/22o154.html
30  ©2021 Moody’s Investors Services, Inc., Moody’s Analytics, Inc. and/or their licensors and affiliates—used with limited permission, “More remote work fosters New England income tax dispute with potential 

implications for other states,” https://www.moodys.com/researchdocumentcontentpage.aspx?docid=PBM_1259705
31  IBID
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Exhibit 8: Population Growth vs. Personal Income Growth 2010 – 2020
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Prepared by Conning, Inc. Sources: Bureau of Economic Analysis, U.S. Department of Commerce (2021), “State Annual Personal Income, 2020 (Preliminary) and State Quarterly Personal Income,  
4th Quarter 2020,” (March 24, 2021), https://www.bea.gov/news/2021/state-annual-personal-income-2020-preliminary-and-state-quarterly-personal-income-4th and Census Bureau, U.S. Department  
of Commerce (2021), “Annual Estimates of the Resident Population for the Nation and States” https://www.census.gov/programs-surveys/popest/technical-documentation/research/evaluation-estimates.html 

State Tax Climate: Comparing Tax Systems
Conning has shown in previous State of the States reports how population changes tend to build momentum, which makes it 
hard for states to buck negative trends. This is especially difficult for states facing budget shortfalls since, absent reducing the 
expenditure side of their income statement, all they have left to do is increase taxes, which can deter people from moving to 
certain states. 

This relationship led us to add the Tax Foundation’s State Business Tax Climate Index rank into the 2020 State of the States’ 
ranking, with a weight of 4%. This report analyzes a state’s tax climate, specifically as it pertains to business friendliness. The 
State Business Tax Climate Index data complements our financial, economic, and socio-economic metrics to create a whole 
picture of state strength. States that can attract new businesses inherently have more employment opportunities for their 
residents, which should boost economic activity and make those states more attractive to residents of underperforming states.

Exhibit 9 lists the five best- and worst-ranked states by the Tax Foundation.32 Among the top five, there were no changes from the 
previous year. Florida did lower its corporate income tax temporarily, which improved its ranking in that category from #9 to #6. 

Among the bottom five, California and New York swapped places and Minnesota replaced Arkansas as #46 for business-tax 
climate. Arkansas improved one spot to #45. The Tax Foundation’s best-ranked states are similar in that they do not levy certain 
taxes, such as a corporate income tax, individual income tax, or sales tax. The top-two ranked states in this category, Wyoming 
and South Dakota, do not have a corporate or income tax. However, the fact that a state levies all major taxes is not in itself a 
reason to score poorly; Utah (#8) and Indiana (#9) levy all major taxes and still scored well. 

State of the States

32  ©Tax Foundation, “2021 State Business Tax Climate,” https://taxfoundation.org/2021-state-business-tax-climate-index/
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Oregon and Colorado were notable states 
moving down, by seven and four spots, 
respectively. Oregon dropped significantly 
as a result of a corporate tax law change 
that now makes it one of two states, 
along with Delaware, to impose both a 
corporate income tax and gross receipts 
tax. Colorado’s overall rank is still slightly 
better than average coming in at #21. North 
Carolina and Kentucky both improved five 
spots, with North Carolina moving up to #10 
and Kentucky rising to #19, due to a small 
methodology change regarding how property 
taxes factor into the rankings. 

Home Price Index: Strength Outside the Large Metros
The Federal Housing Finance Agency’s Housing Price Index (HPI), which measures sales prices of homes in each state, 
provides an analog to the overall economic health of a state. If the underlying economy is healthy and residents feel their 
jobs are stable, home purchase prices should reflect this confidence in a generally rising trend. The pandemic produced 
another driver of price increases in the form of the work-from-home environment. Residents of cramped apartments in 
cities like New York and Los Angeles spread out to the suburbs and even neighboring states to wait out the lockdowns with 
more living space. Manhattan home sales declined by 44% in the third quarter of 2020 compared to the year prior while 
sales in Los Angeles County dropped by 49.5% in May compared to May of 2019.33, 34

“As evidence of the housing price strength nationwide in 2021,  
even the weakest performing state in this year’s report, Louisiana,  
with a year-over-year price appreciation of 5.8%, would have  
ranked a decent 15th in the 2020 State of the States.”

Idaho retained its spot as No. 1 in year-over-year HPI change and year-over-year population growth. The next-highest ranked 
states for HPI growth were Montana, Utah, Arizona, and Connecticut. Connecticut and Montana saw the largest jump in 
ranks year over year, improving by 45 and 27 spots, respectively. Connecticut’s HPI rose by 14.1% from 4Q2019-4Q2020 
compared to just 1.9% from 4Q2018-4Q2019. Idaho’s housing market appreciated by 21.1% in 2020. Even the weakest 
performing state in this year’s report, Louisiana, with a year-over-year price appreciation of 5.9%, would have ranked a 
decent 15th in the 2020 State of the States. (The worst-performing states are listed in Exhibit 10.)

State of the States

Exhibit 9: Tax Foundation Rank for Business Tax Climate

Best Business Tax Climate Worst Business Tax Climate

Wyoming 1 Minnesota 46

South Dakota 2 Connecticut 47

Alaska 3 New York 48

Florida 4 California 49

Montana 5 New Jersey 50
Prepared by Conning, Inc. Source: © Tax Foundation, “2021 State Business Tax Climate,”   
https://taxfoundation.org/2021-state-business-tax-climate-index/  

33  CNBC, “Manhattan apartment sales tumble 46%, leaving 10,000 unsold units,” Oct. 2, 2020, https://www.cnbc.com/2020/10/02/manhattan-apartment-sales-tumble-46percent-leaving-10000-unsold-
apartments.html 

34  Los Angeles Times, “Southern California home sales plunged in May, while median price inched up,” June 18, 2020, https://www.latimes.com/homeless-housing/story/2020-06-18/southern-california-may-
home-sales-plunged-prices-hold-steady
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Exhibit 10: Bottom-Five Ranked for HPI Change 2020 – 21

State % Change 2019 2020 SotS Rank % Change 2020 2021 SotS Rank

West Virginia 6.7% 7 8.0% 46

Illinois 2.0% 49 7.7% 47

North Dakota 3.2% 45 6.7% 48

Hawaii 4.9% 27 6.1% 49

Louisiana 3.0% 46 5.9% 50
Prepared by Conning, Inc. Source: Federal Housing Finance Agency (FHFA) (2021), “States (Seasonally Adjusted and Not Adjusted,”   
https://www.fhfa.gov/DataTools/Downloads/Pages/House-Price-Index-Datasets.aspx#qpo

Low interest rates may also have made purchasing a home more attractive and those who were able to work from home 
had the luxury of exploring new locations that were not tied to their jobs. High demand, coupled with lagging supply, has 
also fueled the price hikes. Homebuilders pared back construction following large losses after the Great Recession and 
supply was lagging coming into the pandemic. These elevated prices continue to make it difficult for first-time homebuyers 
to participate as they quickly get priced out of the market.35

Indicators: Economic Activity 
Conning’s State of the States ranking methodology captures economic activity in several ways, such as GDP and several 
employment-related measures like the unemployment rate.

GDP: Pandemic Impact Varied by State
GDP is the most comprehensive measure of a state’s economic health. It encapsulates the underlying economic activity 
in each state by measuring the goods and services produced and assigning a market value to those products. GDP is 
reported both annually and quarterly to provide a continuous assessment of a state’s economic standing.

Our top-five performing states in annual GDP growth were Utah, Washington, Arizona, Idaho and South Dakota; our 
lowest were Hawaii, West Virginia, Alaska, Oklahoma and Wyoming (see Exhibit 11).

South Carolina and Florida dropped out of the top five from last year, moving to #25 and #11, respectively, replaced 
by Idaho and South Dakota. Idaho was already on the cusp of the top five last year (#6 in the 2020 report) while 
South Dakota moved up an astronomical 39 spots from #44. We addressed South Dakota’s story in the section on tax 
revenue growth; Idaho benefited across its industries, with particular strength in its construction and real estate sectors, 
but the manufacturing and government sectors also contributed. 

While North Dakota moved out of the bottom five in terms of state GDP growth, it only marginally improved as it climbed 
three spots to #44. Hawaii took its spot among the five lowest-ranked states. We identified Hawaii and Nevada last year 
as states whose economies rely heavily on tourism: In 2020, the Accommodation and Food Services sector accounted 
for 11.6% of Nevada’s economy and 6.9% of Hawaii’s (though these figures do not include transportation-related dollars, 
which are also tied to tourism activity). No surprise: both states experienced some of the worst GDP declines in 2020. 
Nevada was only second behind Texas in terms of seeing a decline in its State of the States rank in this indicator. 

35  The Wall Street Journal, “U.S. Housing Market Is Nearly 4 Million Homes Short of Buyer Demand,” April 15, 2021, 
https://www.wsj.com/articles/u-s-housing-market-is-nearly-4-million-homes-short-of-buyer-demand-11618484400?mod=hp_featst_pos3 

State of the States
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State of the States

Exhibit 11: GDP Growth Rankings

Best Worst 

Utah 1 Hawaii 46

Washington 2 West Virginia 47

Arizona 3 Alaska 48

Idaho 4 Oklahoma 49

South Dakota 5 Wyoming 50

Prepared by Conning, Inc. Source: Bureau of Economic Analysis, U.S. Department of Commerce (2021),  
https://apps.bea.gov/iTable/iTable.cfm?reqid=70&step=1&isuri=1&acrdn=1#reqid=70&step=1&i-
suri=1&acrdn=1 

Looking More Closely at Underlying 
Economies
Conning uses the GDP growth indicator 
to identify trends in states’ economies. A 
subdivision of the growth rate—the  
individual sectors that contribute to a state’s 
GDP growth are defined by the North American 
Industry Classification System (NAICS)—allows 
us to pinpoint sectors, such as oil and gas 
extraction, that are supporting or harming a 
state’s economy. 

Our lowest-ranked states in GDP growth share 
a common underlying reliance on a limited 
number of NAICS sectors. Four of these states—
Alaska, Oklahoma, West Virginia and Wyoming—lean heavily on the Mining, Quarrying, and Oil and Gas Extraction (oil) 
industry, while Hawaii is exposed to the Accommodation and Food Services industry (see Exhibit 12). These industries were 
negatively affected by the pandemic and states with less diverse economies experienced sharper declines  
in economic output.

Exhibit 12: NAICS Sector GDP Change and Contribution

State Sector % Change YoY % GDP Contribution

Alaska -34.4 9.6

Oklahoma -46.5 6.3

West Virginia -37.8 6.5

Wyoming -41.6 11.3

Hawaii Accommodation and food services -35.9 6.9
Prepared by Conning, Inc. Source: Bureau of Economic Analysis, U.S. Department of Commerce (2021), “SQGDP2 Gross domestic product (GDP) by state,”  
https://apps.bea.gov/itable/iTable.cfm?ReqID=70&step=1&acrdn=1 

Alaska derived 9.6% of its 2020 GDP from the oil industry and saw a 34.3% decline in output in the sector year over year. 
Only the Arts, Entertainment, and Recreation industry saw a larger decline of 35.4% year over year; however, this sector only 
accounts for 0.4% of state GDP, so its effect was minimal.36 Oklahoma experienced the largest decline in output among the 
four oil states at 46.5% year over year, with a GDP reliance of 6.3%. West Virginia and Wyoming saw contractions of 37.8% 
and 41.6%, respectively, with GDP contributions of 6.5% and 11.3%. 

West Texas Intermediate crude oil prices plunged from a January 2020 pre-pandemic peak of $63.27 to -$36.98 in April, 
throwing the industry into a prolonged recovery for the rest of the year.37 Oil prices in 2021 have only recently exceeded 
the January 2020 high. The dramatic shock was primarily due to the price war between Russia and Saudi Arabia and the 
recovery period was drawn out by the pandemic lockdowns.38 During the peak of the pandemic, activities that would normally 
support these oil-dependent states, like air travel and work commutes, were suspended as states implemented strict travel 
restrictions and workers adapted to the work-from-home environment. Global oil demand plummeted and states reliant on 
oil production suffered. 

Mining, quarrying, and oil  
and gas extraction

36 Bureau of Economic Analysis, U.S. Department of Commerce (2021), https://apps.bea.gov/iTable/iTable.cfm?reqid=70&step=1&isuri=1&acrdn=1#reqid=70&step=1&isuri=1&acrdn=1
37  U.S. Energy Information Administration, U.S. Department of Energy (2021), Crude Oil Spot Prices, https://www.eia.gov/dnav/pet/hist/RWTCD.htm 
38 CNN Business, “Why oil prices are crashing and what it means,” https://www.cnn.com/2020/03/09/business/oil-price-crash-explainer/index.html
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Hawaii’s 6.1% contraction in GDP is related to a sector 
we highlighted in Conning’s 2020 report as potentially 
experiencing negative effects due to the pandemic.39 The 
state’s Accommodation and Food Services industry saw a 
35.9% decline in economic activity in 2020, which accounted 
for 6.9% of the year’s GDP. With travel plans on hold for the 
country, Hawaii’s tourist-dependent economy stalled. 

Positively, all five of these states saw growth in the Retail 
Trade sectors, which held up well despite the pandemic’s 
shuttering of many brick-and-mortar shopping venues. 
Shoppers shifted to online retail and the influx of cash 
provided by multiple stimulus checks supported spending. 

In Conning’s 2020 report, we also mentioned the importance 
of a diversified economy and highlighted Texas as a state 
that has shifted its reliance away from the oil industry over 
the past 40 years. While its 2020 GDP still declined (-4.6%), 
it was not as severe as the aforementioned states whose 
GDP is more dependent on oil production. 

GDP per Capita: Large Differences Among States 
Measuring GDP on a per capita basis accounts for the size 
discrepancy of states, allowing us to measure a state’s 
efficient use of its population. Large states that do not 
produce as much relative to their population stand out as 
having unused potential output.

Our top-ranked states for the category (see Exhibit 13) 
were mostly centered on the East and West Coasts for 
many years, as this metric is fairly sticky and requires 
a substantial change in population or economic activity 
to move the needle. Even the pandemic was not able to 
cause such a change, with New York, Massachusetts, 
Washington, Connecticut and California remaining among 
the five highest-ranked states. This is even more remarkable 
as New York, Massachusetts, and Connecticut were 
hit by a double whammy of significant GDP declines and 
being among the bottom third in year-over-year changes in 
population. California and Connecticut did drop a spot, as 
Washington moved up two spots, from #5 to #3. Its GDP 
growth was second-best in 2020 and population growth was 
11th among all states. 

Utah continues to move up the ranks, jumping six spots 
from last year to #22, further solidifying its position as our 
highest overall ranked state. A couple of other states that 
we mentioned previously in this report, like South Dakota 

and Virginia, did well, moving up five and four spots, 
respectively, to #17 and #15 in GDP per capita. Three 
states—Texas, Rhode Island and Oklahoma—dropped six 
spots to #23, #29 and #44 in this indicator. 

At the other end of the spectrum, we have five states that 
remained essentially unchanged from our 2020 report. 
Mississippi, West Virginia and Arkansas came in at #50, 
#49 and #48, again. Idaho improved two spots, which 
allowed South Carolina to move in among the bottom five, 
ending up #46, and Alabama dropped a spot to #47 in terms 
of GDP per capita. 

Exhibit 13: GDP Per Capita Top Five, Bottom Five

NY

CT
MA

WA

CA

WV

SCAR

MS AL

Top 5 GDP per Capita
Bottom 5 GDP per Capita

Prepared by Conning, Inc. Sources: Bureau of Economic Analysis, U.S. Department of Commerce 
(2021),  
https://apps.bea.gov/iTable/iTable.cfm?reqid=70&step=1&isuri=1&acrdn=1#reqid=70&step=1&i-
suri=1&acrdn=1 and Census Bureau, U.S. Department of Commerce (2021), “Annual Estimates of the  
Resident Population for the Nation and States” https://www.census.gov/programs-surveys/popest/
technical-documentation/research/evaluation-estimates.html

39  Appendix A: Gross Domestic Product (GDP) Growth by State
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40  Appendix A: Population Change
41 Tax Foundation, “A Visual Guide to Unemployment Benefit Claims,” https://taxfoundation.org/unemployment-insurance-claims/?utm_source=Tax+Foundation+Newsletters&utm_campaign=3ddbb2621a-

State of the States

Employment growth shows that a state’s underlying 
economy can support further population growth 
with new jobs and industries. Up until March 2020, 
employment trends were mostly positive. From 
February 2019 to February 2020, 42 states saw 
improvement in their employment numbers, with 
Texas, Idaho, Arizona, Rhode Island, and Utah 
experiencing the most growth. Of these five states, 
all but Rhode Island (#44) were among the 15 best 
states for employment growth from February 2020 
to February 2021. 

Of the five worst-performing states (Hawaii, 
New York, Nevada, California and New Mexico) 
for employment growth, Hawaii, New York and 
California also experienced population declines. 
Illinois, which ranked at the bottom for population 
growth and #39 for employment growth, is of 
particular concern because a declining population 
coupled with job losses makes it difficult for the 
state to organically grow out of its distressed 
financial situation. It is worth noting how five of the 
10 worst-performing states for employment growth 
were in the Northeast, which along with 

Large year-over-year changes to these metrics require large changes to either of the contributing variables, so a multi-year 
shift in population could bump GDP per capita up or down but it would take time to see the impact. Mississippi’s and 
Arkansas’ populations have not changed dramatically in recent years and there have been no major shifts in output, so they 
remain at the bottom of our rankings for this category. West Virginia’s population has declined by 3.1%  
since 2015 but its GDP Growth was also negative in 2020.40

Employment Growth, Unemployment Rate: Watch for COVID-19 Impact
We use unemployment rates as reported by the Bureau of Labor Statistics and take an average of the most recent  
12 months (previously we ranked only the most recent month’s unemployment data), as it provides a more comprehensive 
view of a state’s unemployment rate.

At the time of writing the 2020 report, unemployment claims were at record highs, far exceeding those seen during the Great 
Recession.41 Last year’s employment picture was heavily influenced by the pandemic: on average, states saw employment 
levels drop by almost 6% between February of 2020 and February of 2021. There were certainly outliers, with Idaho and 
Utah being the only two states adding jobs during the aforementioned period. As we have noted, both states benefitted from 
above average changes in population growth and generally healthy economies. And as Conning has also documented in prior 
years, we see people relocating for jobs, a trend that generally remains. Exhibit 14 lists the states with the greatest gains in 
population and employment.

Exhibit 14: Population, Employment Growth

Population Growth Employment Growth

State Rank State Rank

Idaho 1 Idaho 1

Arizona 2 Utah 2

Nevada 3 Montana 3

Utah 4 South Dakota 4

South Carolina 5 Arkansas 5

Delaware 6 Nebraska 6

Texas 7 Alabama 7

Florida 8 North Carolina 8

Montana 9 Tennessee 9

North Carolina 10 South Carolina 10
Prepared by Conning, Inc. Sources: Bureau of Labor Statistics, U.S. Department of Labor (2021),  
“Table 3. Employees on nonfarm payrolls by state and selected industry sector, seasonally adjusted,” https://www.
bls.gov/web/laus.supp.toc.htm, and Census Bureau, U.S. Department of Commerce (2021), “Annual Estimates of the 
Resident Population for the Nation and States,”
https://www.census.gov/programs-surveys/popest/technical-documentation/research/evaluation-estimates.html 

California and Hawaii, were also some of the hardest hit states population-wise. As we reported in the 2020 States of the 
States report, people have left states for job opportunities elsewhere. Assuming some sort of work-from-home environment is 
here to stay, even post coronavirus, it remains to be seen if that relationship between jobs and population movement continues. 
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The pandemic’s impact on tourism may have affected employment growth in many states, and some experts suggest it may be 
as long as four years before tourism and business travel fully recover from the pandemic. Leisure and hospitality employment 
weakened across the nation from February 2020 to February 2021 with declines in every state, ranging from 3% in Idaho to 
40.3% in Hawaii.42 As a percent of total employment, leisure and hospitality ranged from 7.2% in New York to 19.3% in Nevada. 
Hawaii’s leisure and hospitality employment accounted for 19.2% of total employment in 2020 but fell to less than 14% in 2021. 
Nevada experienced a similar decline, with leisure and hospitality employment dropping 30.2%, bringing its percent of total 
employment down more than five percentage points in 2021.

New York and California also experienced large declines (35% and 34%, respectively), but those jobs account for a smaller 
portion of total employment (7.2% and 8.5%, respectively).43 In New York, tourism is not expected to rebound until late 2024.44

Indicators: Financial Metrics
Economic activity affects states’ financial health. As such these indicators are intertwined in the following section, which 
focuses on state-specific financial metrics Conning uses as indicators for our State of the States rankings like reserves, 
economic debt, debt per capita, and tax revenue growth. 

Reserves: States Tap a Critical Tool for Budget Management 
We have argued that in a period of stress such as the pandemic, reserves provide states with a buffer against revenue losses. 
States entered 2020 with stronger reserves than they had prior to other downturns. In fact, in FY 2019 total reserve balances 
reached all-time highs both nominally and as a percent of General Fund expenditures.45

We measured a state’s financial cushion by its FY 2021-enacted General Fund reserve balance plus rainy-day fund balances 
(reserved and unreserved) as a percentage of budgeted General Fund expenditures. We consider a reserve equal to 10% or 
more of General Fund expenditures to be healthy. At the height of the total reserve balances in FY 2019, 38 states reported 
total balances above 10%, which, as of FY 2021, declined to 25 states, and three states had reserves of less than 1% of 
budgeted General Fund expenditures.46 The average state reserve balance was 12.7% as of the FY 2021 enacted budgets, 
which is down from 14.9% in FY 2020. The FY 2021 enacted total reserve balances pre-date the American Rescue Plan Act 
stimulus, with some pre-dating COVID-19, and are therefore likely to change. 

Wyoming, North Dakota and Oregon kept their spots in the top five, with Wyoming holding its #1 rank and North Dakota 
and Oregon each increasing one position to #2 and #4, respectively. West Virginia moved up three spots to #3 and Colorado 
jumped from #39 to #5. New Mexico lost its spot in the top five as it dropped 17 positions to #21. Its reserves declined from 
25.3% to 11.1% of expenditures. 

Alaska dropped 13 positions from #2 to #15 as its reserves declined from 30.3% of General Fund expenditures in FY 2020 
to 13% in FY 2021.47 States reliant on volatile revenue sources need stronger reserves to provide a cushion when revenues 
decline. Declining reserves in Alaska, which experienced the largest year-over-year decline in tax revenue collections, limit its 
future ability to weather revenue volatility. Wyoming, also an energy-reliant state, projects the worst revenue loss of any state 
with a 27% decline in its General Fund and budget reserve accounts;48 however, its reserves are strong and have remained 
mostly stable, allowing it to maintain its #1 position. Oklahoma dropped 24 spots to #37 as its reserves declined as a percent 
of expenditures from 15.9% in FY 2019 to 7.3% in FY 2020.

State of the States

42 Appendix A: Year-over-Year Employment Growth
43 IBID
44 The Wall Street Journal, “How a year of the Covid-19 pandemic changed New York City. The numbers are in,” March 16, 2021, https://www.wsj.com/story/the-numbers-are-in-how-a-year-of-the-covid-19-
pandemic-changed-new-york-city-60251164 
45   ©2021 The National Association of State Budget Officers (NASBO), https://www.nasbo.org/reports-data/fiscal-survey-of-states,
46  Appendix A: Reserves
47  ©2021 The National Association of State Budget Officers (NASBO), https://www.nasbo.org/reports-data/fiscal-survey-of-states, Note: FY 2020 are preliminary actual figures while FY 2021 are enacted figures.
48  Barb Rosewicz,Mike Maciag & Alexandre Fall. “States Forecast Wide-Ranging Effects on Revenue Since the Pandemic’s Start.” Pew Research Center, Washington, D.C. (March 31, 2021)  

https://www.pewtrusts.org/en/research-and-analysis/articles/2021/03/31/states-forecast-wide-ranging-effects-on-revenue-since-the-pandemics-start?, April 2021.
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FIXED COSTS: Reserves Preserved in Some States with High Fixed Costs
As a states’ fixed costs, including debt-service payments, pension and OPEB contributions, take up a larger share of their 
General Fund expenditures, heavily burdened states like Connecticut, Illinois and New Jersey have the more difficult 
decision to make when revenues come in below expectation. These high fixed costs could crowd out other state programs 
like education or force states to draw down reserves. Even in normal economic times, expenditure growth that outpaces 
inflation (and in some cases revenue growth) strains state reserves. Identifying how much of these growing expenses are 
fixed costs is an important metric and driven by a state’s economic debt burden. 

Fiscal 2021-enacted budgets show many states tapping total reserve funds, causing some states to fall in their ranking. 
Pennsylvania held its bottom spot at #50 as its reserves declined from 0.1% of expenditures in FY 2019 to -7% in FY 2020,  
a considerable decline from 1.5% in its enacted FY 2020 budget49 (see Exhibit 15). Failing to contribute to its reserves during 
good times does not bode well for growth; however, federal stimulus should provide support and, favorably, Pennsylvania’s 
proposed FY 2022 budget includes a $97.8 million transfer to its budget stabilization reserve fund.50 Kansas dropped 11 
positions to enter the bottom five at #47. Minnesota dropped 19 positions to enter the bottom five at #46. Rhode Island 
dropped five positions to enter the bottom five at #49. Illinois remained in the bottom five but improved by one spot to #48. 
New Jersey and Kentucky each improved 
their reserves enough relative to the other 
states to move out of the bottom five. 

Stronger-than-expected revenue collections 
and federal relief funds may keep states from 
dipping into their reserves and may help raise 
FY 2021 reserve totals. States benefited 
from federal relief funds throughout the 
year, including the most recent American 
Rescue Plan (ARP), which can be used to 
cover expenses incurred through December 
31, 2024. States are expected to receive 
50% this year and 50% no earlier than 12 
months from the first payment.51 Michigan’s 
allocation ($5.6 billion) equals 50.9% 
of its General Fund budget (9% of total 
expenditures),52 and the state expects to have a $2.5 billion surplus. This could help change Michigan’s reserve trajectory, 
as it dropped 25 positions from #8 to #33 while its reserves declined from 17.2% of expenditures to 8.8%. Pennsylvania 
was allocated $7.3 billion, or 22% of its General Fund expenditures, and Illinois should receive $7.5 billion, or 17.5% of its 
General Fund expenditures. Given the one-time nature of the surplus funds, many states plan to allocate the funds toward 
infrastructure or other non-recurring expenses.

49  ©2021 The National Association of State Budget Officers (NASBO), https://www.nasbo.org/reports-data/fiscal-survey-of-states  
Note: FY 2021 figures exclude Ohio, Oklahoma, Pennsylvania and Wisconsin, as complete data were not available. 

50  State of Pennsylvania, https://www.budget.pa.gov/PublicationsAndReports/CommonwealthBudget/Documents/2021-2022%20Budget%20In%20Brief.Web%20Version1.pdf 
51  National Conference of State Legislatures, “American Rescue Plan Act of 2021,” https://www.ncsl.org/ncsl-in-dc/publications-and-resources/american-rescue-plan-act-of-2021.aspx
52  ©Copyright 2021, Kroll Bond Rating Agency, LLC, “Coronavirus (COVID-19): The Funding Windfall Cometh—Focus on States,”  

https://www.kbra.com/documents/report/46651/coronavirus-covid-19-the-funding-windfall-cometh-focus-on-states

State of the States

Exhibit 15: Bottom Five States for Reserves

State Reserves as % of Exp 2021 Rank

Minnesota 2.0% 46

Kansas 1.7% 47

Illinois 0.8% 48

Rhode Island 0.5% 49

Pennsylvania -7.0%* 50
Prepared by Conning, Inc. Source: ©2020 The National Association of State Budget Officers, “The Fiscal Survey of 
States (Fall 2020),” https://www.nasbo.org/reports-data/fiscal-survey-of-states
*as of FY 2020
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Exhibit 16: Fixed Costs and Reserves vs. Expenditures

 
Prepared by Conning, Inc. Sources: ©2021 The National Association of State Budget Officers (NASBO), https://www.nasbo.org/reports-data/fiscal-survey-of-states, Fixed Costs/Expenditures: Made from data available 
from Investortools. Exhibit 16 charts state reserves versus state fixed costs, both as a percentage of General Fund expenditures. The red cross represents the levels that Conning considers adequate for each metric (10% 
or more Reserves/Expenditures; 15% or less Fixed Costs/Expenditures).

Exhibit 16 charts state reserves versus state fixed costs, both as a percentage of General Fund expenditures. The red cross 
represents the levels that Conning considers adequate for each metric (10% or more Reserves/Expenditures; 15% or less Fixed 
Costs/Expenditures).

In a “regular” recession, states in the bottom right quadrant would be better prepared for an economic slowdown because they 
have reserve balances that are more than 10% of their General Fund expenditures and fixed costs that are less than 15% of 
their General Fund expenditures. In Conning’s 2020 report, we noted that those states included Alaska, Wyoming and North 
Dakota which, though better prepared for an economic slowdown given the strength of their reserve balances and lower fixed 
costs, would likely see their reserves shrink given the added strain of oil price volatility. In fact, each of the three states saw 
their reserves decline, though Alaska’s dropped more precipitously than North Dakota’s or Wyoming’s, both of which mostly 
maintained their positions on the chart while Alaska moved closer to the 10% threshold.

States with the highest fixed costs were Connecticut, Illinois, New Jersey, Hawaii and Kentucky. Hawaii, which relies on 
tourism-related revenues, saw its reserves drop from 13.1% to 6.2%, while its fixed costs remained elevated at 16.3%. These 
revenues may be slow to rebound and cause Hawaii to dip further into its reserves to make up for the shortfall while also 
meeting its fixed cost requirements. Hawaii resorted to deficit borrowing in 2020 to meet its near-term expenditures.53 

53  ©2021 Moody’s Investors Services, Inc., Moody’s Analytics, Inc. and/or their licensors and affiliates—used with limited permission, “Debt-based budget relief maneuvers may defer and amplify fiscal challenges,” 
https://www.moodys.com/researchdocumentcontentpage.aspx?docid=PBM_1266388
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Illinois (0.8% reserves/expenditures, 18.3% fixed costs/expenditures) and New Jersey (6.2%, 17.7%) opted for similar 
measures, with Illinois being the lone state to tap the Federal Reserve’s Municipal Liquidity Facility. Connecticut’s fixed 
costs remain the highest at 21.7%, but the state continued to increase its reserves despite revenue volatility caused by the 
pandemic. Kentucky (4.3%, 12.5%) continues to grapple with its fixed costs as it maintains one of the nation’s worst-funded 
pension plans. However, the state legislature recently passed a change to the Kentucky Teachers’ Retirement System, which 
will lower costs in the future but will not immediately reverse Kentucky’s rising pension costs.54

Debt per Capita: Greater Risk in Low-Wealth States 
Conning further analyzes a state’s burden by measuring its total debt per capita. These rankings—both for the top five and 
bottom five positions—were unchanged year over year. Out of the 14 states with the highest burdens in our 2020 report, 
only California and Kentucky swapped places with California now #39 and Kentucky now #40. 

Connecticut remains in the bottom slot with a debt per capita of $6,653.55 Nebraska’s No. 1 position in our 2020 report 
was unchanged, but even among the 25 states with low debt per capita, we did not see much movement. Arkansas 
dropped 10 spots and Colorado dropped eight places as its debt load increased, but Colorado does have good population 
growth. For Connecticut, which experienced negative population growth in 2019 and 2020, its debt burden will fall on fewer 
and fewer residents. 

Exhibit 17: Personal Income/Capita Rank vs. Debt/Capita Rank
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Prepared by Conning, Inc. Sources: Bureau of Economic Analysis, U.S. Department of Commerce (2021), “State Annual Personal Income, 2020 (Preliminary) and State Quarterly Personal Income, 4th Quarter 2020,” 
(March 24, 2021), https://www.bea.gov/news/2021/state-annual-personal-income-2020-preliminary-and-state-quarterly-personal-income-4th and ©2020 Moody’s Investors Services, Inc., Moody’s Analytics, Inc. 
and/or their licensors and affiliates—used with limited permission, “Medians—State debt declined in 2019, but likely to grow in coming years” (May 12, 2020), https://www.moodys.com/researchdocumentcon-
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54  Pension & Investments, “Reprinted with permission from Crain Communications Inc., Copyright 2021, “Kentucky lawmakers override veto of teachers hybrid plan,” https://www.pionline.com/legislation/ken-
tucky-lawmakers-override-veto-teachers-hybrid-plan

55 Appendix A: Debt Per Capita
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As Exhibit 17 shows, states with some of the highest 
debt-per-capita ranks, like Connecticut, Massachusetts, 
New York, New Jersey and California, also boast some 
of the higher personal-income-per-capita ratios. This is 
important to keep in mind because in theory a wealthier 

population can incur a higher tax burden needed to sup-
port these higher debt levels. But the math comes undone 
when these wealthier residents move out of a state and 
leave behind a debt burden for a smaller and potentially 
less affluent population base. 

Conclusion
Looking forward, we expect states to report positive tax 
collections. Income tax collections should accelerate 
throughout the year as more people come off 
unemployment. Sales tax collections should be bolstered 
by the reopening of the service economy and stimulus 
funds from the American Rescue Plan ending up with 
individuals. At the same time, infrastructure rebuilding is 
central to President Biden’s proposed economic plan. That 
could bolster growth and strengthen credit quality as well, 
although the adaptation of such a plan remains uncertain 
at this point.

The importance of a state’s taxing regime is emphasized 
by its potential impact on retirement decisions, business 
locations and subsequent jobs, which all influence 
population movements. In some cases, a state’s tax 
climate impacts revenue volatility which, in an environment 
like we experienced due to the COVID-19 pandemic, is an 
important bellwether for future credit quality. 

The amount of federal aid states received in 2020 allowed 
many to preserve reserves, which was especially important 
for states with high fixed cost burdens and relatively low 
levels of reserves. Budgetary flexibility allows a state to 
more easily adapt in times of fiscal crisis and high fixed 
costs may dampen the effects of expenditure cuts. 

In Conning’s 2020 report we focused heavily on how 
revenue volatility differs across states due to different tax 
regimes and economic factors such as industry type, e.g., 
tourism versus manufacturing. The pandemic highlighted 
some of the states that were overly exposed to certain 
industries or sources of tax revenues. In this year’s State of 
the States report, we took a deeper dive into the sources 
of state revenues and which states have done well during 
the pandemic. We showed how income and sales tax 

collections, the two main sources of tax revenue for states, 
were impacted differently last year. 

Despite all the talk about deficit financing and the ability 
of states to borrow from the federal government under the 
Municipal Liquidity Facility, we saw little change in overall 
economic debt. Despite the extraordinary returns the stock 
market and, to a lesser extent, the bond market exhibited 
in 2020, we could see pension funding levels come down 
for some states in future years as some states may not 
have made full annual plan contributions given budgetary 
uncertainty.

Our focus on economic debt is in part driven by the fact that 
supporting it through debt service payments, pension and 
OPEB contributions may make it more difficult for states to 
cut expenditures in tough economic times. This becomes 
even a bigger problem for states that see their tax base 
growth fall behind, either because of lackluster economies or 
people moving out of the state. 

As we have shown in the past, population changes are 
important determinants of credit quality because when 
people leave a state they walk away from a liability, which 
then falls on a smaller population base. This subsequently 
increases the cost of living, which may cause some residents 
to seek more affordable places to live, further perpetuating a 
cycle of declining population.

Conning’s stable outlook reflects our observation that state 
credit quality has weathered the pandemic well and states 
are in a good position to grow out of the recessionary 
impacts experienced over the last year.

About This Report
Conning’s State of the States report is our proprietary, ongoing ranking of the U.S. states by credit outlook. States are the 
largest issuers of municipal bonds and we believe that a sound understanding of their credit quality is a prerequisite to 
effective municipal bond investing. This report forms the basis for our internal ratings, which also consider security features 
and fiscal management, yielding a comprehensive assessment of both credit quality and direction. This analysis centers on 
our disciplined approach to constructing and managing municipal 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 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.

©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 any language in any form by any means without the prior written permission 
of Conning. This publication is intended only to inform readers about general developments of interest and does not 
constitute investment advice. The information contained herein is not guaranteed to be complete or accurate and 
Conning cannot be held liable for any errors in or any reliance upon this information. Any opinions contained herein 
are subject to change without notice. Conning, Inc., Goodwin Capital Advisers, Inc., Conning Investment Products, Inc., 
a FINRA-registered broker-dealer, Conning Asset Management Limited, Conning Asia Pacific Limited, Octagon Credit 
Investors, LLC and Global Evolution Holding ApS and its group of companies are all direct or indirect subsidiaries of 
Conning Holdings Limited (collectively “Conning”) which is one of the family of companies owned by Cathay Financial 
Holding Co., Ltd. a Taiwan-based company. C: 12823938

Conning’s Municipal Credit Research Team
Conning manages more than $9 billion of municipal bonds held in client portfolios. Its dedicated municipal research 
team follows the firm’s existing holdings and makes recommendations for new purchases.

Karel Citroen is a Director and Head of Municipal Credit Research. Prior to joining Conning 
in 2015, he was in municipal portfolio surveillance with MBIA and previously was a banking 
and securities lawyer for financial institutions in the Netherlands. Mr. Citroen earned an 
LL.M from the University of Amsterdam and an MBA from Yale University and is a member 
of the Municipal Analyst Group of New York.

Nolan Cicerrella is an Assistant Vice President and Municipal Bond Research Analyst. Prior 
to joining Conning in 2015, he was a residential credit analyst with Bank of America. Mr. 
Cicerrella earned a BA in economics and an MBA in finance and management from the
University of Connecticut and is a member of the Municipal Analyst Group of New York.

Samantha Henry is an Assistant Vice President on the Municipal Credit Research team. 
She was previously employed at California-based Gurtin Municipal Bond Management, a 
PIMCO company, where she held positions on the Marketing and Credit Research teams. 
Ms. Henry is a graduate of the University of Connecticut with a degree and journalism and 
communications and is a member of the Municipal Analyst Group of New York.
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Appendix A — Methodology and Description of Indicators
Conning analyzes 13 metrics indicative of state credit health to calculate our state rankings, measuring business 
climate, financial metrics, and economic data including income levels and housing activity.

Economic Debt Per Personal Income (8% weight)

A ranking of each state according to its economic debt as a percentage of 2020 annual personal income. 

Conning defines economic debt for each state as its net tax-supported debt + unfunded pension liabilities + 
unfunded OPEB liabilities. Each state’s economic debt is then divided by its personal income.

Sources: ©2020 Moody’s Investors Services, Inc., Moody’s Analytics, Inc. and/or their licensors and affiliates – used with limited permission, “Medians—State debt declined in 2019, but likely to grow 
in coming years” (May 12, 2020), https://www.moodys.com/researchdocumentcontentpage.aspx?docid=PBM_1224760 and Bureau of Economic Analysis, U.S. Department of Commerce (2021), 
“State Annual Personal Income, 2020 (Preliminary) and State Quarterly Personal Income, 4th Quarter 2020,” (March 24, 2021), https://www.bea.gov/news/2021/state-annual-personal-income-2020-
preliminary-and-state-quarterly-personal-income-4th and ©Standard & Poor’s Financial Services LLC, “Sudden-Stop Recession Pressures U.S. States’ Funding For Pension And Other Retirement 
Liabilities” (August 3, 2020), https://www.capitaliq.com/CIQDotNet/CreditResearch/SPResearch.aspx?articleId=&ArtObjectId=11587385&ArtRevId=1&sid=&sind=A&

Reserves (8% weight)

A ranking of states that compares available funds to expenditures. Each state’s total funds—the sum of its General 
Fund balance and budget stabilization fund—are divided by state expenditures.

Source: ©2020 The National Association of State Budget Officers, “The Fiscal Survey of States (Fall 2020),” https://www.nasbo.org/reports-data/fiscal-survey-of-states

Debt Per Capita (8%)

Dividing net tax supported state debt by population provides a measure of a state’s debt burden.

Sources: ©2020 Moody’s Investors Services, Inc., Moody’s Analytics, Inc. and/or their licensors and affiliates – used with limited permission, “Medians – State debt declined in 2019, but likely to grow 
in coming years” (May 12, 2020), https://www.moodys.com/researchdocumentcontentpage.aspx?docid=PBM_1224760 and Census Bureau, U.S. Department of Commerce (2021), “Annual Estimates 
of the Resident Population for the Nation and States” https://www.census.gov/programs-surveys/popest/technical-documentation/research/evaluation-estimates.html

Gross Domestic Product (GDP) Growth by State (8% weight)

A ranking of each state’s annualized current dollar GDP growth.

Source: Bureau of Economic Analysis, U.S. Department of Commerce (2021), https://apps.bea.gov/iTable/iTable.cfm?reqid=70&step=1&isuri=1&acrdn=1#reqid=70&step=1&isuri=1&acrdn=1

Gross Domestic Product Per Capita (8% weight)

A ranking that compares each state’s annualized current dollar GDP divided by its population.

Source: Bureau of Economic Analysis, U.S. Department of Commerce (2021), https://apps.bea.gov/iTable/iTable.cfm?reqid=70&step=1&isuri=1&acrdn=1#reqid=70&step=1&isuri=1&acrdn=1 and 
Census Bureau, U.S. Department of Commerce (2021), “Annual Estimates of the Resident Population for the Nation and States” https://www.census.gov/programs-surveys/popest/technical-docu-
mentation/research/evaluation-estimates.html

Year-over-Year Employment Growth (8% weight)

A ranking of states based on year-over-year total employment growth from February 2020 to February 2021 
(preliminary).

Source: Bureau of Labor Statistics, U.S. Department of Labor (2021), “Table 3. Employees on nonfarm payrolls by state and selected industry sector, seasonally adjusted”  
https://www.bls.gov/web/laus.supp.toc.htm

Personal Income Per Capita (8% weight)

A ranking of states by Personal Income per Capita.

Sources: Bureau of Economic Analysis, U.S. Department of Commerce (2021), “State Annual Personal Income, 2020 (Preliminary) and State Quarterly Personal Income, 4th Quarter 2020,” (March 24, 
2021),  
https://www.bea.gov/news/2021/state-annual-personal-income-2020-preliminary-and-state-quarterly-personal-income-4th and Census Bureau, U.S. Department of Commerce (2021), “Annual 
Estimates of the Resident Population for the Nation and States” https://www.census.gov/programs-surveys/popest/technical-documentation/research/evaluation-estimates.html
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Unemployment Rate (8% weight)

A ranking of states by the average their unemployment rates over the most recent 12 months (March 2020 –
February 2021).

Source: Bureau of Labor Statistics, U.S. Department of Labor (2021), “State unemployment rates over the last 10 years, seasonally adjusted,”  
https://www.bls.gov/charts/state-employment-and-unemployment/state-unemployment-rates-animated.htm#

Year-over-Year Personal Income Growth (8% weight)

A ranking of states by personal income growth, comparing year over year growth from 2019 – 2020.

Source: Bureau of Economic Analysis, U.S. Department of Commerce (2021), “State Annual Personal Income, 2020 (Preliminary) and State Quarterly Personal Income, 4th Quarter 2020,” (March 
24, 2021),  
https://www.bea.gov/news/2021/state-annual-personal-income-2020-preliminary-and-state-quarterly-personal-income-4th

One-Year Change in Home Prices (8% weight)

A ranking of states based on one-year change HPI, 4Q2019 – 4Q2020.

Source: Federal Housing Finance Agency (FHFA) (2021), “States (Seasonally Adjusted and Not Adjusted,” https://www.fhfa.gov/DataTools/Downloads/Pages/House-Price-Index-Datasets.aspx#q-
po

Tax Revenue Growth (8%)

A ranking of states by annual total tax revenue growth 2019 – 2020.

Source: Source: Census Bureau, U.S. Department of Commerce (2021), “Quarterly Summary of State & Local Tax Revenue Data Tables,” https://www.census.gov/programs-surveys/qtax/data/
tables.2020.html

Tax Foundation’s State Business Tax Climate Index (4% weight)  

“The Tax Foundation’s State Business Tax Climate Index enables business leaders, government policymakers, 
and taxpayers to gauge how their states’ tax systems compare. While there are many ways to show how much is 
collected in taxes by state governments, the Index is designed to show how well states structure their tax systems 
and provides a road map for improvement.”

Source: © Tax Foundation, “2021 State Business Tax Climate,” https://taxfoundation.org/2021-state-business-tax-climate-index/

Population Change (8% weight)

A ranking of states by annual change in population from 2019 to 2020.

Source: Census Bureau, U.S. Department of Commerce (2021), “Annual Estimates of the Resident Population for the Nation and States”  
https://www.census.gov/programs-surveys/popest/technical-documentation/research/evaluation-estimates.html

Additional Source Information
©2021 Standard & Poor’s Financial Services LLC (and its affiliates, as applicable). This may contain information obtained from third parties, including ratings from credit ratings agencies 
such as Standard & Poor’s. Reproduction and distribution of third party content in any form is prohibited except with the prior written permission of the related third party. Third party content 
providers do not guarantee the accuracy, completeness, timeliness or availability of any information, including ratings, and are not responsible for any errors or omissions (negligent or 
otherwise), regardless of the cause, or for the results obtained from the use of such content. THIRD PARTY CONTENT PROVIDERS GIVE NO EXPRESS OR IMPLIED WARRANTIES, INCLUDING, 
BUT NOT LIMITED TO, ANY WARRANTIES OF MERCHANTABILITY OR FITNESS FOR A PARTICULAR PURPOSE OR USE. THIRD PARTY CONTENT PROVIDERS SHALL NOT BE LIABLE FOR ANY DIRECT, 
INDIRECT, INCIDENTAL, EXEMPLARY, COMPENSATORY, PUNITIVE, SPECIAL OR CONSEQUENTIAL DAMAGES, COSTS, EXPENSES, LEGAL FEES, OR LOSSES (INCLUDING LOST INCOME OR PROFITS 
AND OPPORTUNITY COSTS OR LOSSES CAUSED BY NEGLIGENCE) IN CONNECTION WITH ANY USE OF THEIR CONTENT, INCLUDING RATINGS. Credit ratings are tatements of opinions and are 
not statements of fact or recommendations to purchase, hold or sell securities. They do not address the suitability of securities or the suitability of securities for investment purposes, and 
should not be relied on as investment advice.

Appendix A — Methodology and Description of Indicators (continued)
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Appendix B—State Rankings by Credit Indicator 

State
Raw 
Score

End 
Rank

Economic 
Debt

Reserves
Debt per  
Capita

Tax Rev 
Growth

GDP/Cap
GDP 

Growth
Employment 

Growth
Unemployment 

Rate Avg
Personal Inc 
Change YoY

Pers Inc/
Cap

HPI 
Change

Population 
Growth

Tax  
Climate

Alabama 22.6 16 26 8 22 4 47 16 7 14 19 46 28 25 41

Alaska 32.12 44 42 15 29 50 10 48 37 30 48 9 44 38 3

Arizona 16.4 6 10 11 13 24 38 3 11 33 2 42 4 2 24

Arkansas 27.72 31 29 45 26 14 48 17 5 12 27 45 32 24 45

California 26.92 28 36 24 39 17 5 15 47 48 14 5 16 46 49

Colorado 18.2 7 16 5 18 12 12 6 28 27 42 10 27 14 21

Connecticut 28.44 32 49 9 50 21 4 26 36 38 49 1 5 44 47

Delaware 24.76 24 46 7 45 22 6 21 22 31 34 22 41 6 13

Florida 23.28 19 15 34 21 36 39 11 32 29 16 26 22 8 4

Georgia 19.96 9 18 25 24 10 27 13 16 21 12 37 18 13 31

Hawaii 40.4 50 47 36 48 48 16 46 50 49 31 17 49 49 38

Idaho 12.16 3 6 17 14 1 45 4 1 5 4 43 1 1 20

Illinois 33.2 46 48 48 44 2 11 29 39 44 23 12 47 50 36

Indiana 22.44 15 20 28 6 32 30 20 13 24 32 35 10 26 9

Iowa 18.8 8 4 12 5 23 20 12 19 4 18 27 43 28 40

Kansas 26.52 27 21 47 31 20 24 19 18 10 40 24 25 35 35

Kentucky 31.08 42 45 44 40 13 43 30 20 20 21 47 26 30 19

Louisiana 39.6 49 39 43 34 33 36 45 40 39 36 40 50 39 42

Maine 21.4 12 33 28 23 9 40 24 23 8 6 29 8 22 29

Maryland 28.64 34 41 37 42 40 8 10 30 23 33 7 33 32 44

Massachusetts 29.68 36 44 40 49 45 2 23 43 42 7 2 21 36 34

Michigan 30.96 40 22 33 17 42 37 40 38 45 8 33 23 42 14

Minnesota 28.72 35 17 46 30 30 14 27 34 17 41 15 38 27 46

Mississippi 30.56 39 32 28 37 19 50 18 12 32 13 50 30 45 32

Missouri 24.4 22 23 20 11 25 35 22 14 13 35 36 36 29 12

Montana 15.64 5 25 25 4 11 41 32 3 9 1 31 2 9 5

Nebraska 11.84 2 1 10 1 6 13 9 6 1 22 20 12 33 28

Nevada 27.64 30 12 35 16 31 32 36 48 50 15 30 34 3 7

New Hampshire 23.44 20 24 39 19 34 18 33 25 22 39 8 9 20 6

New Jersey 30.96 40 50 42 47 26 9 28 42 46 17 4 14 37 50

New Mexico 32.92 45 31 21 27 43 42 43 46 40 25 48 13 21 23
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Appendix B—State Rankings by Credit Indicator 

State
Raw 
Score

End 
Rank

Economic 
Debt

Reserves
Debt per  
Capita

Tax Rev 
Growth

GDP/Cap
GDP 

Growth
Employment 

Growth
Unemployment 

Rate Avg
Personal Inc 
Change YoY

Pers Inc/
Cap

HPI 
Change

Population 
Growth

Tax  
Climate

New York 34.16 47 37 31 46 28 1 41 49 47 43 3 29 48 48

North Carolina 20.24 10 11 41 15 15 31 7 8 26 28 39 17 10 10

North Dakota 23.48 21 5 2 3 49 7 44 33 6 47 18 48 23 17

Ohio 25.8 25 14 18 28 16 28 34 29 35 24 32 11 34 39

Oklahoma 30.32 37 3 37 8 39 44 49 24 16 45 41 40 18 30

Oregon 23 17 27 4 38 37 25 14 41 28 9 23 15 19 15

Pennsylvania 30.44 38 30 50 33 29 21 38 35 41 11 14 24 41 27

Rhode Island 31.48 43 40 49 41 27 29 31 44 43 5 16 7 43 37

South Carolina 23.08 18 34 6 10 7 46 25 10 18 30 44 37 5 33

South Dakota 13.6 4 2 21 12 18 17 5 4 2 10 21 45 12 2

Tennessee 21.52 13 7 21 7 5 33 37 9 25 44 38 19 15 18

Texas 26.36 26 35 14 9 41 23 42 15 33 38 28 39 7 11

Utah 10.24 1 8 16 20 8 22 1 2 3 3 34 3 4 8

Vermont 27.08 29 43 13 25 3 34 39 45 7 29 19 20 40 43

Virginia 24.48 23 19 32 35 47 15 8 17 19 37 13 35 16 26

Washington 20.64 11 28 19 43 44 3 2 31 37 20 6 6 11 16

West Virginia 36.16 48 38 3 36 38 49 47 26 36 26 49 46 47 22

Wisconsin 28.44 33 13 27 32 35 26 35 27 15 46 25 31 31 25

Wyoming 22.36 14 9 1 2 46 19 50 21 11 50 11 42 17 1

 Prepared by Conning, Inc. Sources: ©2021 Conning, Inc. and publicly available information.



1conning.com

For more than a decade, insurance companies have sought greater yields than the near-zero interest rates offered 
by traditional fixed-income strategies. Many have found opportunities in alternative strategies, or “alts.” Is this a road 
other insurers should consider?

There are many forms of alts spread across the investment landscape. Some fit the perception of alts as being fur-
ther out on the risk curve, but several alts can help reduce portfolio risk. To decide if alts are an appropriate invest-
ment, it’s important for insurers to know their investment goals and what portfolio issue must be addressed. How 
much risk is the insurer comfortable with? And if an insurer ventures into new investment territory, does its staff have 
the asset management skills, knowledge of the regulatory framework, accounting skills and more to include alts in 
the portfolio successfully?

Alternative Paths: Alt Assets May Offer Insurers Greater Yields, 
Returns and Risk Management

Viewpoint
August 2021

A Leading Global Investment Management Firm

ASSET MANAGEMENT | WHITE PAPER

A Rich and Varied Asset Class
When thinking of alts we commonly think of asset 
types, like below-investment-grade fixed income 
(both developed and emerging markets), hedge 
funds, private equity, real estate, commodities, 
currencies, and derivatives. Even further out on 
the risk spectrum are distressed assets, fine art, 
non-fungible tokens (NFTs), and cryptocurren-
cies. There are also alternative strategies, such 
as absolute return, multi-strategy, factor-based, 
and quantitative methods.

Figure 1 Efficient Frontier Analysis – Portfolio with Alts vs. 
Without Alts 1
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Prepared by Conning, Inc. Source: Copyright 2021, S&P Global Market Intelligence
Conning modeled a sample insurance company’s financial statements in ADVISE® Enterprise 
Risk Modeler using ©2021 S&P Global Market Intelligence (see below). Future underwriting 
results were modeled using assumptions developed by Conning. Reward is the change in average 
projected economic value earned by various modeled investment strategies over the multi-year 
horizon for 1,000 scenarios. Risk is the change in standard deviation of economic value.  Eco-
nomic value is the market value of assets less the present values of liabilities plus the present 
value of operations beyond the horizon.

Conning believes alts may offer insurers a greater 
menu of investment choices to help further diver-
sify a portfolio, generate greater yield and return, 
and improve downside protection. In Figure 1, an 
efficient frontier analysis shows the potential differ-
ence in the risk/return for a portfolio with alts vs 
a portfolio without alts, illustrating the opportunity 
to enhance economic value by considering the risk-
adjusted return benefits of incorporating alts into 
portfolios. 

We also think that, as with any investment selec-
tion, an alt must align with an insurer’s investment 
strategy. However, if insurers can learn how to as-
sess the array of suitable investment options, the 
education and experience gleaned in the process 
could pay greater dividends down the road.

By Richard L. Sega, FSA, MAAA, Global Chief Investment Strategist
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For Insurers, Additional Considerations
Varied as they are, alts have several common features that offer both advantages and drawbacks.

The main attraction is the ability of alts to expand the investible universe and potentially improve a portfolio’s risk-reward 
potential.

At the same time, a few features often concern investors. These traits are not universal, and not all alts exhibit them all the time, 
but generally:

• Alts have limited liquidity
• Alt strategies often lack transparency
• They charge fees significantly higher than those for core assets. 

Insurers often have additional considerations with respect to alts:

• Alts typically are subject to regulatory limits and required disclosures
• Alts attract high capital charges.
• Accounting and tax calculations may be unfamiliar
• Board approval may be required and investment guidelines may need to be amended
• Alts need specific risk-management techniques, data, and systems for monitoring and reporting positions and activity
• Alts tend to trade in specialist markets, so outsourcing to appropriately skilled asset managers is often prudent.

The tug-of-war between the desire for better income and returns versus the operational friction of educational, regulatory, 
informational, and procedural challenges has held the insurance industry back from diving headlong into the asset class. While 
alt allocations among U.S. insurers are still currently in the low single digits, they show signs of increasing as a percentage of 
insurance portfolios. Holdings in long-term bonds decreased over three percentage points from 2016-2020 (see Figure 2). 

For example, long-term bonds and cash holdings for life insurers still represent the highest allocation of their portfolio assets 
compared to other broad asset classes (together over 78% of investable assets). However, allocations to bonds and cash have 
been decreasing, primarily driven by a decrease in holdings of long-term bonds. From 2016 to 2020, the life industry overall has 
shown a decrease in bond holdings and an increase in mortgages. 

Figure 2 Life Industry Allocation by Asset Class (as % of Investable Assets) 

Prepared by Conning, Inc. Source: ©2021 S&P Global Market Intelligence
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While we tend to group them in portfolio asset allocations, alts comprise a rich and varied set of investment 
opportunities and challenges. They derive their value and performance characteristics from just about every 
corner of the global economy.
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In 2021, many alt assets have been outperforming more traditional insurance portfolio fixed-income assets, such 
as cash and treasuries. Selecting appropriate alternative assets requires careful assessment of an insurer’s goals, 
portfolio structure, risk tolerance, and ability to effectively manage the assets, as well as an understanding of how 
the assets have performed historically during various market conditions. A strategic asset allocation analysis can 
be a valuable step in helping insurers set the strategic targets of their portfolios (see Figure 3) and can also offer 
guidance in terms of what types of assets to add - and what to avoid.

The Learning Curve May Pay Dividends

For smaller and mid-size insurers who don’t have the capabilities or desire to manage an alt asset, external managers can 
help with this assessment. However, due diligence in this step is crucial, as performance disparity is far greater among alt 
managers than in traditional asset classes. Insurers will want to know if a manager’s current return is a measure of alpha 
(manager outperformance) or beta (volatility) and ensure they are not paying alpha fees for beta performance. The portfolio 
exposures may be small, but a poor experience with an external manager could hamper the longer-term opportunities for 
portfolio growth if it makes an insurer hesitant to widen its investment universe.

For many insurers, the alts consideration is an attempt to improve yields. That begs the question of what may happen when 
and if interest rates return to “normal,” i.e., higher: Will the trend into alts subside if insurers’ goals can be met by more 
traditional means?

Target Options:
• Embedded Value
• Economic Value
• Total Return

Asset Class 
Returns

Insurance 
Cash Flows Accounting 
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Optimize
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Figure 3 Basic Strategic Asset Allocation Analysis Framework

Prepared by Conning, Inc. 

In 2021, however, it is primarily the largest insurers making this shift. Insurers with less than $1 billion in assets 
are more dependent on bonds in their asset portfolios.2 Even with an increase to mortgage holdings, bonds remain 
the predominant asset class for the life industry.
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Richard L. Sega, FSA, MAAA, is a Managing Director and Global Chief Investment Strate-
gist. He plays an integral role in the formulation of the firm’s economic and market views. 
Previously he served as Conning’s Chief Investment Officer, and was responsible for credit 
research, investment management and trading. Prior to joining Conning in 2000, Mr. 
Sega was President and Chief Executive Officer of Charter Oak Capital Management, Inc. 
He earned a degree in mathematics from Fordham University and an MA in statistics from 
Columbia University. Mr. Sega is a member of the CFA Institute.

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

©2021 Conning, Inc. All rights reserved. The information herein is proprietary to Conning, and represents the opinion of Conning. No part of the in-
formation above may be distributed, reproduced, transcribed, transmitted, stored in an electronic retrieval system or translated into any language in 
any form by any means without the prior written permission of Conning. This publication is intended only to inform readers about general develop-
ments of interest and does not constitute investment advice. The information contained herein is not guaranteed to be complete or accurate and Con-
ning cannot be held liable for any errors in or any reliance upon this information. Any opinions contained herein are subject to change without notice. 
Conning, Inc., Goodwin Capital Advisers, Inc., Conning Investment Products, Inc., a FINRA-registered broker-dealer, Conning Asset Management Limited, Conning Asia 
Pacific Limited, Octagon Credit Advisors, LLC and Global Evolution Holding ApS and its group of companies are all direct or indirect subsidiaries of Conning Holdings 
Limited (collectively “Conning”) which is one of the family of companies owned by Cathay Financial Holding Co., Ltd. a Taiwan-based company. ADVISE® is a registered 
trademark in the U.S. of Conning, Inc. Copyright 1990-2021 Conning, Inc. All rights reserved.

Footnotes: 
1 These materials contain forward-looking statements. Investors should not place undue reliance on forward-looking statements. Actual results could differ 
materially from those referenced in forward-looking statements for many reasons. Forward-looking statements are necessarily speculative in nature, and it can 
be expected that some or all of the assumptions underlying any forward-looking statements will not materialize or will vary significantly from actual results. Varia-
tions of assumptions and results may be material. Without limiting the generality of the foregoing, the inclusion of forward-looking statements herein should not 
be regarded as a representation by the Investment Manager or any of their respective affiliates or any other person of the results that will actually be achieved as 
presented. None of the foregoing persons has any obligation to update or otherwise revise any forward-looking statements, including any revision to reflect changes 
in any circumstances arising after the date hereof relating to any assumptions or otherwise. 
 
2 ©2021 S&P Global Market Intelligence. 
 
Past performance is not a guarantee of future results.

Additional Source Information 
©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 ob-
tained 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 concern-
ing 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 invest-
ment or security and should not be relied on as investment advice. Credit ratings are statements of opinions and are not statements of fact.  C# 13370137

RELATED CONTENT

Empowering Financial Decision-Making
Conning explains our holistic approach in developing a customized strategic asset allocation for each client, 
creating an investment strategy that complements a client’s overall business.

• About SAA for Life Insurers
• About SAA for Property/Casualty Insurers

There might be some pullback if it becomes easier to cover margins again with high grade fixed income. However, 
after insurers educate their board members, establish accounting, reporting, and risk management procedures, 
and benefit from diversification, it’s likely they will continue to invest in alternative assets. The potential benefits of 
an expanded investible universe may be too good to walk away from in the future. 
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Conning ConnText Podcast: July 2021 – Inflation  
and Supply Chain Exhaustion with Paul Norris,  
Managing Director and Head of Structured Products

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.

July 2021 – Inflation and Supply Chain Exhaustion with Paul Norris,  
Managing Director and Head of Structured Products

In the Conning ConnText podcast for the third quarter, Rich Sega, Global Chief Investment Strategist, discusses how the 
ongoing economic recovery is bumping into inflation concerns and where that may lead. He is joined by Paul Norris, Head 
of Structured Products, who discusses what has happened to global supply chains and how they are responding to the 
current environment.

Click here to listen  
to the podcast

https://www.conning.com/about-us/insights/conning-conntext-podcast
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STEWART: Insurance companies are 
using ETFs more than ever before. 
My name's Stewart Foley, this is the 
Insurance AUM Journal podcast 
and ETF use in insurance company 
portfolios is the topic of the day. 
We are joined by two folks who are 
experts in the field, David Stack, and 
Bernie Ryan. Welcome gentlemen.

BERNIE: Thank you Stewart.

DAVID: Thank you Stewart.

STEWART: Do you want to give just a 
little bit of your individual backgrounds 
and then I want to get right into some 
of the findings of this recent paper.

BERNIE: Sure. Yeah. This is Bernie 
Ryan. I'm a Senior Relationship 
Manager for the insurance business 
at DWS. I also head up our business 
development efforts for insurance 
com panies in the Americas. I've been 
with the firm for 14 years and have 
experience across all asset classes and 
in all types of insurance companies. 
But as Stewart mentioned, we have 
begun to see more and more inquiries 
and have done more and more work 
in the ETF space to the point where it's 
become integrated pretty much into 
almost all conversations or strategic 
asset allocation type initiatives with 
insurance companies. So we'll delve 
into that today.  Dave, a little bit on 
your background.
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DAVID: Yeah, sure. Thanks for having 
us again, Stewart. I'm Dave Stack from 
DWS and I am a Senior Capital Market 
Specialist within our systematic 
investment solutions, which is where 
we house our passive ETF funds. 
I'm mainly responsible for the U.S. 
ETF platform and the liquidity that's 
around it. I work very closely with 
authorized participants and market 
makers in supporting them with any 
questions or how to create or redeem 
or any of the activity that we're seeing 
in our funds. I also work closely with 
their sales and our distribution efforts 
with the end clients, as they educate 
themselves around using ETFs, how to 
think about ETFs, how to trade ETFs. 
We do a lot from an ETF capital markets 
perspective, so happy to be here and 
joining this conversation today around 
insurance usage of ETFs.

STEWART: It is really timely because 
Raghu Ramachandran from S&P just 
published his dissertation, if you will, 
a 60 page paper on ETF use and 
insurance companies. Insurance 
companies in the U.S. bought $4 
billion of ETFs last year, up 18%.   Yet, 
not a huge allocation in terms of 
overall assets of insurance companies. 
David, can you give me an overview of 
the state of the ETF market today?

DAVID:  Sure, absolutely. So when we 
look at the U.S. ETF market, there's 
roughly about 24, over a little over 
2,400 ETFs that are listed, which have 

amassed 6.4 trillion in AUM. Looking 
at an asset class breakdown, equities 
account for 80% of that, fixed income 
roughly about 18% and the balance 
is split between commodities and 
mixed allocations and specialty types 
of funds. Year-to-date ETFs have 
taken in roughly about 411 billion of 
net new assets, with equities really 
representing the lion’s share of that 
with 316 billion. Fixed  income ETFs 
grab 92 billion.  Of the year-to-date 
net new assets in ETFs,. 57% of the 
flows have been into funds with a 
management fee of ten basis points 
or less. So just looking at those 
numbers, you can see that ETF flows 
are highly competitive. One of the 
other things that we've seen in year-
to-date is obviously there's been fee 
compression.

That's something that's been hap-
pening in the industry over the years, 
which is really beneficial to anu 
investors that are utilizing ETFs In 
their client portfolios. It was kind of 
interesting, last year with the volatility 
that COVID had brought to the market, 
we ended the year with roughly about 
505 billion of net new assets. Here's 
where it gets interesting, so that 
was a high watermark for ETFs. You 
go back since the first ETF was ever 
launched in 1993, that was a high 
watermark with net new assets, but 
we're approaching the first half of 
2021 this year and we've already had 
411 million in net new assets, which is 
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astonishing. I just think there's just so 
much education that has happened 
over the last 28 years with clients. A 
couple of the things to kind of think 
about some of the themes that we're 
seeing year-to-date, obviously there's 
been lots of talk about a reflation or a 
value trade.

We're seeing clients talk about 
ESG. We're seeing clients look at a 
thematic type of funds and these 
types of themes that we've seen 
are just top of mind for investors. 
And that's what's really kind of been 
driving the flow.  As we're seeing, a lot 
of the flows here today flow back into 
equity funds. That's kind of the state 
of the market. It's ever-changing, it's 
constantly growing. We're seeing 
new use cases by clients develop 
throughout the years. Hopefully 
that's a good overview of the state 
of where we are in the ETF market. 
It's continuously growing:  6.4 trillion, 
411 billion in net new assets. It's just 
been an amazing run.

STEWART: It is an amazing run. 
And I mean, as we talked about 
a little earlier before the podcast 
started, you know, my background 
is managing insurance assets for the 
past, what feels like 300 years. And 
what I've learned is that insurance 
companies don't buy things they don't 
understand. Right. So Bernie, what 
are you seeing in terms of adoption 
of ETFs by your insurance clients?

BERNIE: Thank you, Stewart. And 
as you mentioned, the insurance 
industry allocation TTS is really just a 
drop in the bucket from a percentage 
of the total general account assets 
across the board. The key becomes 
understanding where that adoption 
is occurring and that's fine, that can 
be tracked through reporting.  But 
then there's also the conversations 
that take place that, that maybe don't 
result in allocations and the why of 
that. So maybe I can touch a bit upon 
that and then also where we see it 
going. Perhaps at this point, I'll just 

give sort of a high level and we can dig 
into some of the use cases in some 
of the adoption areas for insurance 
companies. If you look at just pure 
AUM numbers, obviously the mega 
companies and the large companies 
hold most of the ETFs, but from an 
adoption standpoint or a percentage 
of the total assets within each of 
those firms, the usage is much higher 
with small and medium size firms.

STEWART: And that's a really good 
point. It makes total sense too, right, 
because the structure helps those 
guys get better. It's hard to figure 
out what the cost of execution is for 
a smaller company and the structure 
makes a lot of sense from that 
perspective.

BERNIE: It makes a lot of sense 
from a diversification standpoint, 
from a trading standpoint, from a 
liquidity standpoint, from execution 
in the marketplace across a large, 
actively managed investment grade 
fixed income portfolio right. The 
trading component is significant and 
as you're into smaller piece sizes 
and odd lots, right, the ETF piece 
or the ETF adoption there makes a 
lot of sense. It's still been relatively 
slow as a total percentage, but it is 
growing and it is growing quickly with 
the adoption of the look-through 
treatment from the NEIC a few years 
back, and then systematic valuation, 
which we can get into a little bit as 
well. It assimilates it much simpler 
for insurance companies in the small 
space, but it isn't just small firms as 
well. They do have a higher utilization 
rate. We do see some.

There's really two main areas that 
insurance companies are utilizing 
ETFs. One is just tactical allocations. 
High yield spreads blow out in March 
of 2020. It's the buying opportunity of 
a lifetime and everyone's been com-
plaining the markets are expensive 
and then they're cheap two weeks 
later. This is a great way to go in 
and allocate to markets that have 

sold off and then earn part of that 
return premium one to six month-
type tactical investment. Certainly 
insurance companies are doing that, 
that may be more on the larger end, 
but we do see some of that in the small 
and midsize as well. The other pretty 
common use case is as a placeholder 
for building out inactive, fundamental 
portfolios. So just using high yield, as 
an example, mid-size insurance com-
pany says they want to allocate $50 to 
$70 million to BB and single B's.

They can go in and buy a high yield ETF 
for 75 million and then sell it down as 
they build out their actively managed 
portfolio and that could be over 3, 6, 9 
months. So we do see a fair amount of 
that. There's also an offshoot of that, 
where temporary cash infusions that 
need to be put to work that maybe 
only have on your balance sheet for 
2, 3, 4, or five months ETFs. We do see 
some adoption there, invested across 
investment grade ETFs, knowing that 
that cash came in from a reinsurance 
commutation or something else. It's 
going to go back out the door later 
on. You see that element. We have 
begun to see some strategic ETF 
allocation adoption. We did have one 
large insurance company who we 
managed for. Who made a very large, 
longer term ETF allocation. Again, if 
it's a situation where you're fine with a 
beta play, so to say, and you can earn 
a significantly lower fee and you look 
at what the active fee would be versus 
the passive fee and the alpha that 
would have to be generated there.

We have seen some of that. I wouldn't 
say it's widespread at this point, 
by any means, but it's not without 
allocation and it's not without merit 
in the marketplace and it's absolutely 
happening. And then I would say 
the other area where we're seeing 
it is certainly ESG. Dave mentioned 
that there are ESG specific ETFs. It is 
a simple way for CIOs and Portfolio 
Managers who are under a little bit of 
pressure to have some ESG money in 
the hopper to make an allocation there. 
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Probably seeing more conversations 
there than actual allocations, but I 
would venture to say that, as a lead 
forward, we will absolutely see some 
ESG adoption through the ETF sector. 
And lastly is an area where there's 
a lot of conversations going  on, not 
necessarily a lot of allocation for 
custom development of ETFs to fit 
a specific purpose, perhaps where 
an insurance company, an asset 
manager would partner to seed from 
a very specific type of funding.

So for example, in the high yield 
space, most of the ETFs go across the 
rating scale to CCC. Most insurance 
companies like to be BB, single B. 
And it's not to say that those ETFs 
don't exist, but in certain situations, 
insurance companies are very specific 
in what they're looking to do. So we 
do see those types of conversations. 
There hasn't been a lot of movement 
there, but I think over time we will 
see some adoption through custom 
ETFs that fit a specific need that then 
can be marketed more widely across 
the industry.

STEWART: Some of the good news 
of these podcasts is I always say that 
I'm the one who gets to learn the 
most. My hope is that our audience 
goes, “Man, I'm glad he asked that 
question. I wanted to ask that”. So 
here we go. Every presentation I've 
ever been involved with, with an 
insurance company at some point, 
there's a question, “where does this 
go on my schedule D and how is it 
accounted for?” So ETFs have this 
thing called a systematic valuation, 
which, I don't know,I just frankly don't 
understand. The other piece of that is 
that according to Raghu's paper, only 
about 25% of insurance companies 
are using it. So can you help us figure 
out what does systematic valuation 
mean in an ETF context?

BERNIE: I have the same question. 
Why isn't it more broadly used? It's 
been around for about four years 
now, too, so it's not brand new 

anymore. When it came out in I think 
the second half of 2017, we got a lot of 
questions in ‘18 and ‘19 on it. It wasn't 
widely adopted. I understand that it's 
relatively new. Insurance companies 
can be slow to move, insurance 
accounting departments, sorry to the 
accountants who are listening, but 
sometimes can be slow to adopt new 
principles. I think part of it may have 
been just, with the pandemic hitting in 
2020, it kind of slid down the priority 
list for insurance companies. But 
systematic valuation effectively allows 
you, instead of just taking sort of a 
mark to market NAV approach to, the 
BTS are valued that way, but on your 
books, on the insurance company 
books, and then actually book it as 
an amortizing bond that has an initial 
book over time.

So, particularly for the life companies, 
where it's income oriented and you 
can adopt a bulk yield at the time of 
purchase and then make the book 
value adjustments over time. You're 
really holding it on your general 
account on your schedule D as an 
income oriented bond that you can 
track from a book yield and a book 
value perspective over time versus 
having it just be a mark to market 
quarterly type valuation.

That's the simple explanation for 
systematic valuation. It would seem to 
fit for insurance companies very well 
and certainly the life companies where 
the adoption has taken place. I think it's 
about half the life companies do utilize 
the systematic valuation, which makes 
sense. And I think the slow adoption, I 
think part of it was the pandemic last 
year, and maybe moving down the 
priority list for insurance companies 
from an accounting standpoint. I do 
expect those percentages to increase, 
but I'm with you Stewart, I'm surprised 
it's as low as it is because there is a 
tool available for insurance companies 
to book ETFs in a very similar fashion 
to they do to investment grade 
corporates. But I do expect that to 
increase over time.

STEWART: It is interesting because 
18% increase year over year ‘19 to 
‘20, and yet the use of systematic 
valuation was flat at around 25%. So 
to me, it's very interesting. The other 
thing, and this is kind of additional 
topics that are related to the adoption 
of ETFs. One of the things that was 
surprising to me is that there is 
quite a bit more allocation to equity 
ETFs than fixed income ETFs and I'm 
wondering about that. And then the 
second part of that is, how often are 
you seeing insurance companies buy 
a fixed income ETF and take delivery 
of the bonds? Is that happening at all?

DAVID: If that does happen and it 
can happen. That's one of the major 
benefits of the ETF structure, where 
the client can redeem through an 
authorized participant and have 
the authorized participants deliver 
the underlying basket of bonds. I 
think when you look at when there's 
periods of market stress, and they 
have a challenge of finding the bonds 
that they're looking for, they can 
utilize an ETF to take delivery. And 
that's kind of one of those ideas, and 
we've seen it in the past. There was a 
trade years ago in the high yield ETF, 
and it was like eight or 900 million that 
was redeemed. And the basis of the 
story was that the client was looking 
to receive the underlying bonds. 
And it was just one of those ways 
of accessing the cash bond market 
without actually ever having to go to 
the cash bond market.

They were just buying the ETF on 
screen. I think that just goes back to, 
there's so many different use cases 
and the ETF is so versatile for investors 
in an investor's portfolio. It is not just 
an asset allocation tool. It's a hedging 
vehicle, it's a cash equitization, it's a 
liquidity tool. People can tactically tilt 
your portfolio and go back to that S&P 
report, which I found was interesting, 
even though it was only 4 billion in net 
new assets that were gained last year. 
But I think the report had mentioned 
a story somewhere around like 63 
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billion had been traded throughout 
the year. And that just goes to show 
you that you have investors that are 
out there in the insurance industry 
that are capitalizing on market 
movements and 2020 was just a 
perfect opportunity to do that. The 
market craters in March of 2020, 
you step into the market, the market 
rallies back when the Fed supports it, 
and then they sell out of it.

They used them correctly in their 
portfolio. I think it all goes back to, 
and also with the systematic value, 
being roughly about 26% of insurers 
actually utilizing it.   I think it has to go 
down to a couple of things that where 
we sit and what I view as extremely 
important, is the education around 
ETFs. Even though ETFs have been in 
the market since 1993, it really goes 
down to education. Even with the 
switch back in, as Bernie said it back 
in 2017, by the NAIC and being able  
to systematically value. There's so 
much education that has to be done 
with end-clients. You're in a highly 
regulated industry, like the insurance 
industry, people need to really, truly 
understand that. And that's, I think, 
one of the key drivers, and that's why 
you're seeing while it's growing.

It's definitely a slow ramp up in ETF 
usage by insurance companies. And 
I think it just goes to the education 
around it. Understanding how that 
fits in their portfolio, how they should 
think about utilizing it, what's a use case 
for them in their business. Whether 
it's from a life insurance or personal 
commercial, whatever it might be. I 
think that's where people are starting 
to go through their education. It takes 
a little bit of time, but as Bernie said, I 
mean, 2020 threw a loop to everyone. 
So that probably slowed down, even 
though they gained 4 billion in net 
new assets, it looks like it's going to 
double over the next five years. I think 
that's fantastic but it really goes down 
to the education just around the ETF 
and how to think about it and utilizing 
that in a client's portfolio.

STEWART: It's interesting. Earlier you 
had mentioned the use of passive 
and fee compression in institutional 
portfolios. I think that's a trend that's 
been there and continues. How 
should investors think of passive and 
active funds?

DAVID: That's a great question. 
It's kind of interesting, if you look at 
some financial media, it's always like 
one or the other, you get a passive’s 
attacking active. It's not. Each client 
has a specific, unique risk profile and 
have certain needs that they want. A 
passive fund may work perfectly for 
one investor, and then there's going 
to be another investor that, based on 
their requirements, they’re going to 
want to try to outperform so they're 
going to go active. And then you're 
going to find some investors that can 
capitalize on utilizing both. They have 
a passive sleeve and they use that for 
possibly a liquidity tool. If in the event 
like something like 2020 last year 
when the market craters, do you want 
to sell your active manager?

If you've got capital demands and, or 
do you want to go out and just use 
the ETF as a liquidity tool? And that's 
why the ETF is so versatile. It gives you 
the asset allocation, but also gives you 
the ability, if in the event you need 
liquidity, you can just go out and sell it 
into the market. I think is it active over 
passive? No, I think it's what the client 
wants, what they need and what their 
investment guidelines are and there's 
going to be a tool whether it's active 
or passive that they can capitalize 
on. I don't think it's one or the other, 
I think it's really down to what clients 
are looking for.

STEWART: I think that's so important, 
particularly in the insurance space, 
which is all its own, as you both know 
well. With the growth of index based 
investing, how has the product devel-
opment landscape changed at DWS?

DAVID: It's been truly amazing to 
watch. When ETFs first came to 

market, they were just traditional beta 
products, which is the S&P 500 ETF.  
Then there were a bunch of country 
ETFs.  I think after that was the Dow 
Jones. These are like big beta indices 
that were coming out and it's been 
just truly amazing to watch. If you think 
about fixed income in particular, the 
first fixed income ETF was launched in 
2002, and there were only a handful 
of ETFs, fixed income ETFs, into 2007. 
And by that time, there was already 
300 or somewhat odd products for 
equities and other types of asset 
classes that were already in the 
market. So fixed income was definitely 
slower to develop than equities, but 
equities are already, at that point in 
time.  They were slicing and dicing 
everything down, going from single 
factors to multi-factors to country-
specific,  all this stuff was happening, 
but fixed income was very slow.

It was only really where we started 
to see the growth of fixed income 
start in 2007, which actually was kind 
of perfect because we were going 
into the global financial crisis and 
everything that was happening at that 
point in time. People started to look 
for fixed income ETFs because they 
were trading on exchange during 
the middle of 2008, when volatility 
was spiking and you couldn't get bids 
on bonds, but ETF is still trading. So 
people were looking at the ETF as a 
price discovery tool. There's just been 
so many things that were unique to 
the product development through 
the years. When we look at fixed 
income in particular,  we started with 
these big, beta type indices that they 
were benchmarked to.

And then, because the fixed income 
market is opaque, people think that 
they need active. So then we started to 
see fully transparent active products 
come to market. If we're looking at 
that today, there's roughly about 132 
billion in AUM that sits in active, fully 
transparent, which is just amazing. But 
interestingly enough, we're starting to 
see middle ground between passive 
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and active and starting to develop, 
whether you call it smart beta or a 
single factor. We're starting to see this 
area that actually get developed. At 
the end of last year, there was roughly 
about fifty or so odd products that 
we're roughly about 9 billion AUM in 
this middle category between fully 
passive and active. And in 2018, we 
had actually developed two products 
where we took the high yield beta 
index that covered the liquid subset of 
high yield and we further segmented 
that index by a yield profile while 
maintaining sector diversification. And 
this was really to allow investors to 
manage their high yield exposure with 
greater precision.

DAVID: So we took the larger index, 
we divided it into sectors, then we 
ranked each individual security by 
yield to worst, and then each sector 
was divided by its median yield. The 
higher yielding securities went into 
our higher beta product, a lower 
yielding securities went into our 
lower beta products. And the reason 
why we chose yield as a metric to 
slice and dice the index, was we felt 
that the changes in corporate credit 
profiles take a bit of time to be 
upgraded or downgraded, but the 
markets are constantly moving. So by 
the time that the rating was actually 
changed, the market had moved. So 
we felt that yield was a better proxy 
of determining credit profiles that 
are improving or deteriorating. While 
it's still in the early grounds of this 
middle, between active and passive, it 
definitely highlights the work and the 
product development that has been 
happening in on the fixed income 
side. So the product engineers, 
they're doing a fantastic job. I can't 
wait to see what the next five years 
brings between fully passive and 
active and what that middle ground's 
going to look like.

STEWART: Very cool. That's some very 
interesting developments. Bernie, let 
me go back to you. How should insur-

ance clients be thinking about ETFs in 
their portfolios?

BERNIE: I think first of all,  there 
still are some insurance companies 
who aren't thinking about ETFs in 
their portfolios. So I'd like to see 
that segment. It's probably less than 
half at this point that aren't even 
thinking about it. I would like to see 
more insurance companies consider 
ETFs as an option. It doesn't mean 
you'll ulti mately invest, but guideline 
inclusion is a very important piece 
of this going forward as well. Not 
to be underestimated, I think it was 
mentioned earlier, is understanding 
the structure itself, particularly 
investment committees here, and 
they don't understand it. There's 
still a lot of education that needs 
to take place in certain areas of the 
insurance marketplace. I do think 
there have been some good liquidity, 
real world stress scenario cases that 
have played out, particularly back 
in March of 2020, that in a bit of a 
perverse way to help validate the ETF 
market because there weren't any 
high profile blow ups.

We received feedback from one 
insurer who was able to liquidate 
some ETFs in early March of 2020, late 
February of 2020 and had no issues. 
Those have helped going forward. I do 
think, more so as that sort of tactical 
allocator, I would venture to say that 
there's going to be more adoption 
there. I think one of the reasons why 
insurance companies tend to not take 
tactical advantage, and I'm not saying 
all insurance companies, but a large 
percentage of them is that it's difficult 
to move in and out of large baskets of 
bonds or large baskets of equities or 
large baskets of whatever asset class 
you're looking to take advantage of 
an ETF star, a pure and simple way to 
do that. And with the proliferation of 
products and strategies out there, I do 
absolutely think we are going to see 
more tactical advantage when those 
opportunities take place, particularly 
with the low yield environment.

CIOs are looking for alpha where you 
can get it and if corporate yields blow 
out and we think it's temporary, I'd 
like to see more insurance companies 
take advantage of it, even if it's in a 
relatively small way.  And then I think 
the second piece that will really play 
out over the next let's call it two, 
three, four years is the ESG piece of 
this. Being able to allocate to ESG 
product and do it in a simple way and 
begin to demonstrate to investment 
committees and regulators in 
the marketplace that insurance 
companies are not just talking about 
ESG from an asset side. I mean, 
obviously they talk about it from a 
liability side, but from an asset side 
that insurance companies are actually 
eating some of the ESG cooking so to 
say, and I do think ETFs can play an 
important role.

It's not a complete piece of the 
puzzle for ESG, but I think it's an early 
adopter way to make some headway 
into the ESG marketplace. And then 
finally the strategic allocation piece 
I mentioned earlier.  That one I'm 
less confident on, but I do think that 
there are possibilities of insurance 
companies taking a more longer term 
strategic allocation, whether it's in 
high yield, whether it's their equity 
portfolio and being able to access 
through sector ETF, or strategies like 
that. And there are some doing that 
currently. I hesitate to say that that's 
sort of a larger trend. I would put that 
third, but I do think it bears watching 
for insurers going forward.

STEWART: It's interesting that the 
litmus test that you referenced 
around the March 2020 market 
dislocation is something that I've had 
a number of different conversations 
and really everybody kind of echoed 
the point that you made, which was 
they put a lot of confidence into the 
ETF structure.

DAVID: If you think about what 
happened last year, the Fed, when 
they came in and they wanted to 
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support the market, they chose 
cash bonds in the credit market, 
and then they chose ETFs. That just 
spoke volumes to the ETF structure. 
For them to be able to buy and 
exchange and a lot of that goes to 
the transparency that ETFs provide. 
You can see the volume, you can 
see the flows, you can look at an ETF 
portfolio, you can go to any issuer's 
website, you can download what 
they're holding each and every single 
day, the transparency, the structure, 
it just speaks volumes. I just thought 
with the Fed utilizing ETFs last year, 
I think for every client that was out 
there, that was kind of on the fence, 
“Should we use ETFs or not?”, when 
the Federal Reserve is stepping into 
the market to support the market, 
they're choosing cash bonds, and 
they're choosing ETFs.

I just think that's something that, 
for investors, they really need to 
think about ETFs in their portfolios. 
And it really goes back to the 
education around the structure and 
understanding what their use cases 
could be in their insurance business. 
And like Bernie said, where does it fit? 
Is it a liquidity sleeve? Is it a tactical 
sleeve? Is it a strategic allocation 
sleeve? Wherever it might be, there's 
going to be a use case behind that 
and it just goes to the education 
around ETFs.

STEWART: That's good stuff and I 
completely agree with you. This is 
the part of the podcast that nobody's 
ever prepared for. So David since 
you went last, I'll just start with you. 
We have a really huge change in the 
way that people work due to the 
COVID-19 crisis and it seems like the 
landscape has changed. So I want 
to take you back to a day in your life 
that I know you remember, which is 
your college graduation from your 
undergraduate institution. Now, no 
matter what stellar celebrations may 
have taken place the evening before, 
you are bright eyed and bushy tailed 
in your cap and gown and there you 

are waiting for your name to be called. 
Your last name starts with an S. So 
you've got some waiting to do, plenty 
of time, up the stairs you go.   They call 
your name, crowd goes bananas. You 
go over, you get a quick handshake 
and a photo op, get your diploma and 
you cheer, wave, everything else and 
down the stairs you go. At the bottom 
of those stairs you run into David 
Stack today. What do you tell your 
twenty-one year old self?

DAVID: Wow.

STEWART: And Bernie has a huge 
advantage because he gets to listen 
to your answer.

DAVID: That is a great question.  
I would say that the path that you're 
on is the right path. It's going to lead 
you. You're going to have ups and 
downs. You're going to learn a lot, 
but continue to focus on the goals 
that you wrote down your first day in 
college and continue down the path 
and you're going to do just fine. Or 
give them mega millions or Powerball 
numbers or something like that. At 
the end of the day, you get at the path 
or the goal that originally set out for 
when I started my undergraduate 
degree and continue through, and 
then with my career, I think I would 
just say, continue down that path. 
You're doing fine. You can have ups 
and downs. You're going to learn 
from it and it's okay to make mistakes.

STEWART: Bernie, what do you think?

BERNIE: Well, I was an accounting 
major, so I hope that the Bernie Ryan 
of today had told him “Don't be an 
accountant your entire career!” That 
absolutely played out properly, no 
offense to the accountants on the 
call, but I did work as an accountant. 
That was actually a great experience. I 
would say somewhat similar to Dave: 
make sure you live in the moment 
and not constantly be re-evaluating 
longer-term strategic plans for your 
career and for your job and while 

we certainly have to have vision 
in foresight, both personally and 
professionally, make sure you live in 
the moment more and enjoy each 
day, enjoy each moment, focus on 
what you're working on at the time 
and if it isn't something that is of full 
importance, then maybe you should 
ask yourself while you're working on it 
in the first place, whether it's personal 
or professional. If there's one phrase 
I would say, and I know it's overused, 
but it's probably under-practiced,  is 
live in the moment and enjoy each 
day and good things will happen to 
you if you live by that credo.

STEWART: Sage advice from you both 
thank you very much. ETF used by 
insurance companies with David Stack 
and Bernie Ryan of DWS. Gentlemen, 
thanks for joining today. Thanks for 
listening. We're always wanting your 
ideas for new 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
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_ U.S. real estate started the year on a strong footing. Fundamentals and prices stabilized as the economy 
gathered momentum. Investment performance returned to pre-COVID levels. 

_ We believe that the real estate outlook is bright, supported by a sharp economic recovery, disciplined 
supply, low real interest rates, and elevated inflation. In our view, the macro backdrop could hardly be 
more favorable for real estate. 

_ The picture is more complicated at the sector and market levels, where structural forces - including e-
commerce, digitization, remote working, migration, and suburbanization - will drive divergent outcomes, in 
our view. 

_ We believe that warehouses, garden apartments, grocery-anchored retail centers, tech hubs and 
population magnets stand to benefit. Conversely, malls, urban apartments, and office buildings may 
struggle, particularly in more demographically stagnant locations. 

Recent Performance 

Having weathered the COVID crisis remarkably well in 2020, U.S. real estate started 2021 on a strong footing. The rollout 
of vaccines together with a second ($900 billion) and third ($1.9 trillion) round of fiscal stimulus (on top of the initial $2 trillion 
package in April 2020) accelerated the economic recovery.1 Job creation, the lifeblood of real estate demand, totaled 3.2 
million in the first half of 2021, nearly double that of an average year over the past decade.2 Office leasing was moribund, 
but apartment, industrial, and even retail property generated net absorption in excess of pre-COVID norms (in the case of 
industrial, it was the second strongest quarter on record, after the fourth quarter of 2020).3 Though still negative, NOI growth 
trended higher on a year-over-year basis, and CMBS delinquencies stabilized.4 

Green shoots appeared in the capital markets as well. Treasury yields increased 50 basis points in the first half of 2021 as 
investors priced in an improving economy and the prospect of higher inflation.5 Mortgage rates ticked slightly higher, even 
as credit spreads tightened.6 However, listed REITs (up 20% year-to-date in June) outperformed the S&P 500 (14%).7

 
1 Moody’s Analytics as of July 2021. 
2 Bureau of Labor Statistic as of June 2021. 
3 CBRE-EA as of March 2021. 
4 NCREIF (NOI), Moody’s Analytics as of March 2021. 
5 Bloomberg as of June 2021. 
6 Real Capital Analytics as of May 2021. 
7 Bloomberg as of June 2021. 
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And in the private markets, real estate prices rose 1% overall in the first quarter, retracing their 2020 decline.8 Unlevered 
core commercial property produced a 1.7% quarterly total return, the highest in two years, although gains were uneven, 
with solid increases in industrial property offsetting declines in the retail sector (see Exhibit 1).9   
 

EXHIBIT 1: NPI TOTAL RETURNS BY SECTOR (2Q 2019 – 1Q 2021) 

 
Source: NCREIF Property Index (NPI) as of March 2021. 

  

 
8 NCREIF as of March 2021. 
9 NCREIF as of March 2021. 
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1 / Real Estate Outlook 
The outlook for real estate is bright, in our view, driven by a combination of tightening fundamentals and supportive financial 
conditions. America’s fiscal stimulus, totaling nearly $6 trillion (25% of GDP), is by far the largest in the industrialized world 
(Japan and the UK follow at 16%-17% while Germany and France are near 10%).10 These figures do not include the Biden 
Administration’s planned infrastructure and antipoverty and educational initiatives, which may total another $4 trillion or 
more. Persistently high personal savings rates (averaging 17% since the beginning of 2020 compared with about 7% in the 
decade through 2019) attest to the spending power accumulated by house-bound consumers during the pandemic. 11 
Meanwhile, COVID vaccines promise to unlock the supply side of the economy. 

Some fiscal measures may be scaled back and others will be spread over several years. Households may not release all of 
their spending power at once. The borrowing and taxes used to pay for fiscal largesse raise the specter of inflation, higher 
interest rates, and lost productivity (not to mention concerns around sustainability and intergenerational equity). In some 
industries, supply-chain bottlenecks (manufacturing), labor shortages (construction), and shifting preferences (business 
travel) may hamper the recovery. Nevertheless, in the short-term it seems inevitable that pent-up demand will jolt the U.S. 
economy. DWS predicts that GDP will expand 6.7% in 2021, the most since 1984, and 5.2% in 2022.12 

If history is a guide, an accelerating economy will foster a recovery in fundamentals. Over the past 20 years, net absorption 
(averaging across the four main sectors) has exhibited a strong correlation (0.8) with economic growth.13 This does not 
necessarily mean that space demand will match the economy’s breakneck pace. The drop in absorption in 2020 was less 
pronounced than that of GDP, suggesting that the rebound may be similarly muted. It is also arguable that structural 
headwinds in the office (remote working) and retail (e-commerce) sectors may temper demand, although these should be 
at least partly offset by tailwinds in the apartment (housing shortages) and industrial (e-commerce) sectors. 

Supply-side discipline will also help to promote recovery, in our view. Multifamily and commercial construction starts ended 
the first quarter of 2021 down 10% and 30%, respectively, from year-end 2019.14 Although debt markets have thawed since 
mid-2020, a net 14% of banks continued to tighten underwriting standards on construction loans in the second quarter. 15 
Building costs increased 10% year-over-year in June, the most in 16 years, as prices for key commodities such as steel and 
lumber soared (see Exhibit 2).16 In our view, moderate supply and resurgent demand will stabilize occupancies, rents, and 
NOIs, first in the apartment sector, and later (in 2022) in the office and retail sectors (while industrial property will remain 
strong throughout). 

 

 

 

 

 

 

 
10 Moody’s Analytics as of July 2021. 
11 Census Bureau as of May 2021. 
12 DWS as of July 2021. 
13 Bureau of Economic Analysis (GDP), CBRE-EA (absorption), DWS calculations as of March 2021. 
14 Dodge Data & Analytics (commercial construction), Census Bureau (multifamily construction) as of March 2021.  
15 Federal Reserve as of June 2021. 
16 Engineering News Record (ENR) as of May 2021. 
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EXHIBIT 2: ENR BUILDING COST INDEX 

 
Source: Engineering News Record (ENR) as of June 2021. 

Financial conditions will also contribute substantially to real estate performance, in our view. The Federal Reserve’s “dot 
plot” indicates that its members expect to keep short-term interest rates near zero until 2023.17 Despite an uptick in longer-
term interest rates this year, the spread between core cap rates and 10-year Treasuries is slightly above its 20-year average, 
notable given that spreads in equities and fixed income are at the low end of historical norms.18 

Moreover, this year’s increase in interest rates has been largely driven by rising inflation expectations.19 As of May, prices 
were up 3%-5% year-over-year (depending on the source), the most since at least 2008 and by some measures since 1992. 
Annualizing the monthly numbers from March to May, inflation ran at a 6%-8% pace, well above the Federal Reserve’s long-
run 2% target.20 Conventional wisdom holds that this was an aberration that will soon fade as constraints on the economy 
are lifted. However, there is arguably a risk that a burgeoning money supply (courtesy of the Federal Reserve), coupled with 
rampant fiscal stimulus, will foment an inflationary spiral (see Exhibit 3).21 

EXHIBIT 3: MONEY SUPPLY AND INFLATION 

 
Source: U.S. Bureau of Labor Statistics, U.S. Board of Governors of the Federal Reserve System as of May 2021. 

 
17 Federal Reserve as of June 2021. 
18 NCREIF (cap rates), Federal Reserve (interest rates) as of June 2021. 
19 Federal Reserve as of June 2021. 
20Bureau of Labor Statistics (Consumer Price Index), Bureau of Economic Analysis (Personal Consumption Expenditure deflator) as of May 2021.  
21 Federal Reserve (money supply), Bureau of Labor Statistics (inflation) as of May 2021. 
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Historically, real estate has performed well as a hedge against rising prices. Rents typically respond positively to inflation as 
rising earnings support nominal rental demand, while higher construction costs restrict supply. Over time, real estate prices  
converge to replacement costs, which are directly tied to inflation. In our statistical analysis, correlations and sensitivities 
(i.e., “betas”) of real estate prices to inflation have measured approximately 0.5 and 1, respectively. Accordingly, we believe 
that valuations are more accurately compared with real (inflation-adjusted) interest rates, which have been quiescent. On 
this measure, spreads remain wide, particularly relative to the negative levels observed during the inflationary 1970s and 
1980s. The upshot is that although nominal interest rates might increase further (futures markets anticipate a 2% Treasury 
in 2025), cap rates could remain stable or even compress further provided that real interest rates remain intact.22 

  

 
22 Bloomberg as of June 30, 2021. 
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2 / Investment Strategy 
In the first quarter of 2021, the dispersion of performance across sectors was at its widest in 40 years. Considerable 
disparities were also visible within sectors and across markets. Notwithstanding our generally optimistic view around the 
real estate outlook, we believe that outcomes will remain highly divergent, putting a premium on judicious sector and market 
allocation as well as asset selection. 

In our view, “winning” and “losing” strategies will be largely defined by their exposure to two key forces: technology and 
migration. Last year underscored the degree to which Americans depend on technology to shop, learn, work, and socialize. 
This trend was evidenced in the stock market, where the tech-heavy NASDAQ posted a 44% gain compared with the S&P 
500’s 16%.23 At the same time, booming home prices (up 15% year-over-year in April 2021) testify to an apparent migration 
from “gateway” city centers toward suburbs and the Sun Belt.24 

While some may argue that these developments were a transitory response to the pandemic, we believe that they are more 
durable, rooted in longer-term economic and demographic trends, and will have a significant influence on future real estate 
performance. In our view, warehouses, garden apartments, grocery-anchored retail centers, tech hubs and population 
magnets stand to benefit. Conversely, malls, urban apartments, and office buildings may struggle, particularly in more 
demographically stagnant locations. 

_ Industrial (Strong Overweight): The industrial boom continues. Total returns of 14.1% (trailing four quarters) in the first 
quarter of 2021 outpaced the broader index (2.6%) by a wide margin, fueled in part by a 6.8% (year-over-year) increase 
in NOI.25 E-commerce (a technology driver), up 39% year-over-year in the first quarter, was a powerful tonic for warehouse 
demand, driving retailers’ efforts to expand and expedite online fulfillment.26 While the industrial sector has outperformed 
for more than five years, we believe that its strong momentum has further to run. Even after last year’s surge, America’s 
e-commerce penetration (17%) remains well below levels in the UK and South Korea (around 30%) and China (50%). 27 
While there is new supply, land constraints and rising costs are keeping it in check, especially in infill markets. Cap rates 
have compressed, but they remain reasonable, in our view, considering the sector’s strong growth prospects. To the 
extent that valuations are elevated, development may provide an attractive alternative to acquisitions. 

_ Residential (Overweight): Apartment total returns hugged the index in the first quarter of 2021 at 2.6% (trailing four 
quarters).28 In our view, a strong jobs recovery augurs well for apartment leasing this year and next. More generally, we 
believe that an acute housing shortage ― the national rental vacancy rate is near its lowest level since the 1980s, a legacy 
of the Global Financial Crisis (GFC) homebuilding bust ― will support residential property (see Exhibit 4).29 However, in 
our view, an ongoing migration of ageing Millennials to the suburbs, a trend that first surfaced in 2015, will favor Garden 
apartments and single-family rentals over High-Rise assets. 

  

 
23 Bloomberg as of March 2021. 
24 S&P/Case-Shiller as of April 2021. 
25 NCREIF as of March 2021. 
26 Census Bureau as of March 2021. 
27 eMarketer as of February 2021. 
28 NCREIF as of March 2021. 
29 Census Bureau as of March 2021. 
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EXHIBIT 4: RENTAL VACANCY RATE  

 
Source: U.S. Census Bureau (BOC) as of March 2021. 

_ Retail (Underweight): The COVID crisis leveled a heavy blow to the retail sector. Total returns measured -6% (trailing 
four quarters) in the first quarter of 2021 as store closures and bankruptcies throttled NOI (down 17% year-over-year).30 
There is no denying, in our view, the relentless challenge posed by e-commerce to the viability of physical retail centers. 
Malls, which typically house a large contingent of department and apparel stores selling merchandise that can be readily 
acquired online, are in the crosshairs. Some may thrive in the future as entertainment-infused destinations, but the cost 
of managing their transition may detract from investment performance. Conversely, necessity- and service-oriented 
neighborhood and community centers, though adversely affected by mandated store closures in 2020, do not face the 
same existential threat, in our view. Moreover, they may benefit from the emerging consumer-driven economic recovery, 
as well as suburban migration. 

_ Office (Strong underweight): Office was the only sector where performance deteriorated in the first quarter of 2021, 
although total returns remained positive at 1.3% (trailing four quarters). 31   While workplace occupancy remained 
depressed at about 30%, NOIs were stable as corporate tenants continued to honor lease obligations. 32  Still, the 
challenges facing the office sector should not be understated: The first quarter registered the largest decline of net 
absorption in history, eclipsing the worst quarters of the GFC, and vacancies increased to their highest level since 2012.33 
Some investors may have written off the sector, believing that corporate America’s embrace of remote working has 
rendered office space obsolete. We disagree. In our view, offices will retain an important role as centers of collaboration, 
training, innovation, and business development. Companies may also de-densify their workspace to provide a healthier 
working environment. And a growing labor force should generate more demand, at least in expanding areas of the country. 
Nevertheless, it is prudent, in our view, to consider the risks posed by remote working, which may play out over time 
(given average lease durations of about six years).34 Traditionally a late-cycle performer, the office sector may lag even 
further behind in this real estate recovery. 

_ Markets: Over the past year, Sun Belt and comparatively low-cost markets in the Mountain West have delivered stronger 
total returns than “gateway” markets: compare Salt Lake City (11%) and Atlanta (6%) to New York and Chicago (both 
0%).35 In our view, future performance will largely hinge on exposure to the dual forces of technology, including life 
sciences (e.g., Boston, San Francisco, and Seattle), and migration (e.g., Texas, Florida, Phoenix, Atlanta, and Nashville). 
Some may benefit from both (e.g., Austin, Raleigh, and Denver). A handful of major markets ― namely Los Angeles, 
Chicago, and New York ― may struggle overall, although they may offer opportunities in certain sectors or within more 
dynamic local communities. 

 
30 NCREIF as of March 2021. 
31 NCREIF as of March 2021. 
32 Kastle Systems (workplace occupancy); NCREIF (NOI) as of March 2021. 
33 CBRE-EA as of March 2021. 
34 NCREIF as of March 2021. 
35 NCREIF as of March 2021. 
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3 / Apartment Outlook and Strategy 
3.1 Current Conditions 

As the economy reopens and the labor market improves, the apartment sector is already showing s igns of recovery from 
the COVID-19 recession. The sector faced economic and social challenges caused by the pandemic, as evidenced by the 
significant year-over-year decline in demand during 2020. The pandemic impacted all markets, though the gateway markets 
clearly faced the most disruption given their extensive lockdowns and density concerns. Those restrictive lockdowns, and 
the resulting unemployment, essentially cut demand in half year-over-year, while at the same time, new deliveries outpaced 
their five-year average.36 Additionally, the number of prime renter households between ages 18 and 29 decreased by almost 
three million between the first and third quarters of 2020, as young adults moved in with their parents and friends to save 
money and quarantine.37 However, that trend has quickly reversed as the U.S. economy has reopened over the past six 
months, and pent-up demand is driving strong absorption and rent growth, especially in the Sun Belt and Mountain West. 

While apartments struggled last year, performance was not consistent across markets and product types. Suburban product 
in Sun Belt markets continued to perform well due to ongoing in-migration and limited housing supply. Conversely, high-rise 
buildings in gateway markets performed poorly due to out-migration, which accelerated due to density concerns, against a 
backdrop of oversupply and concessions. Demographic trends, lifestyle preferences, and barriers to homeownership were 
already supporting suburban rental demand prior to the pandemic, and those dynamics only became more pronounced over 
the past year. Ageing Millennials continue to move to the suburbs to raise young families, driving the need for larger, modern 
living spaces proximate to highly rated schools — and now, given work-from-home trends, space for a home office as well. 
While homeownership remains the goal for Millennials, the more affordable option right now is rental housing, whether 
garden-style apartment or build-for-rent single-family. Limited construction of single-family homes (see Exhibit 5) has 
resulted in continued home price appreciation, and the pandemic has only accelerated that trend.38 Strong demand has 
pushed home prices 24% higher year-over-year and driven inventories for both new and existing homes to record lows.39 
Median household income growth has lagged median home price appreciation in most markets over the past ten years (see 
Exhibit 6); although interest rates are low, this means that many first-time homebuyers do not have enough savings for a 
down payment while also paying down student debt. 

EXHIBIT 5: U.S. HOUSING START TRENDS FOR SINGLE- AND MULTI-FAMILY PRODUCT TYPES 

 

Source: Moody’s Analytics and DWS as of June 2021. Past performance is not indicative of future results.  

 
36 CBRE as of June 2021. 
37 Pew Research Center as of March 2021. 
38 U.S. Census Bureau and National Association of Realtors as of May 2021. 
39 National Association of Realtors as of May 2021. 
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EXHIBIT 6: CUMULATIVE GROWTH OF HOUSEHOLD INCOME AND HOME PRICES BY INVESTABLE MARKET (2008 – Q1 2021) 

 
Source: Moody’s Analytics and DWS as of June 2021. Past performance is not indicative of future results.  

There is plenty of new supply scheduled for delivery across DWS’s 31 Investable Markets (“Investable Markets”, “Investable 
Universe”). However, a pullback in supply is expected over the forecast period, driven by rising construction costs, which 
will likely cause projects to be delayed at minimum, and possibly even shelved. The vacancy rate is therefore expected to 
crest in the second half of 2021 as the broader economy recovers (see Exhibit 7).40 

EXHIBIT 7: APARTMENT NET ABSORPTION AND COMPLETIONS AS A % OF INVENTORY AND VACANCY RATE (2000 – 2025)* 
 

 
*DWS’s 31 Apartment Investable Markets  
Source: CBRE-EA (history) and DWS (forecast) as of June 2021.  
Note: F = forecast. Past performance is not indicative of future results. No assurance can be given that any forecast or target will be achieved. 

 

DWS’s market rent growth forecast expects the apartment sector to continue its recovery in 2021. Pent-up demand should 
continue building strength in the second half of this year and early next year, as vaccines are rolled out and an improving 
job market drives new household formation. Weighted-average market rent growth for the Investable Universe is expected 
to be 3.5% annually over the forecast period. In the near-term, low-cost Sun Belt markets are expected to lead, while larger 
gateway markets (i.e., New York, Los Angeles, and Chicago) are expected to lag behind.  

Until late 2020, transactions markets were quiet due to COVID-19 concerns. However, with debt and equity capital abundant, 
investor appetite for apartments rebounded sharply. Coupled with lingering operational challenges (i.e., lower rent 
 
40 DWS: Apartment Investable Markets include 31 major metros in the U.S. 
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collections, higher economic vacancy), this competitive landscape has driven going-in yields below pre-COVID levels in 
many markets.41 Cap rates for prime apartment assets range between 3.0%-4.0% across markets, with garden-style and 
build-for-rent product the primary targets. Even with strong NOI growth expected, these low cap rates will likely keep total 
returns hovering between 5.0-5.5% for Class-A properties in prime locations.42 

Annual NCREIF Property Index (NPI) total returns for the Apartment sector equaled 2.6% (trailing four quarters) in the first 
quarter of 2021 – a decline of over 250 basis points from a year earlier.43  Sector performance was weighed down by large, 
gateway markets that have seen an abundance of new supply (mainly luxury high-rise product) as well as out-migration.  
Conversely, fueled by strong economic and demographic drivers, Sun Belt and Mountain West markets such Riverside, 
Phoenix, Raleigh, Charlotte, Salt Lake City, and Denver all produced annualized total returns of at least 8% through the firs t 
quarter of 2021. Among apartment property subtypes, garden-style assets were once again the top performers, returning 
7% as of the first quarter of 2021. High-rise properties continued to lag well behind, returning just 0.3% over the same time 
period. As of the first quarter, garden-style product had extended its streak of outperformance to 28 consecutive quarters. 
High-rise properties are expected to continue to underperform in the near term as a significant supply pipeline is delivered 
to the urban core and preferences for lower-density living persist. 

3.2 Outlook and Strategy 

While the economy reopens and the job market improves, the sector is already showing signs of bouncing back strongly, 
indicating it is well-positioned to benefit from all the in-place demand drivers mentioned earlier. Expected performance within 
the Investable Universe should be bifurcated between gateway and regional markets, and even further between urban and 
suburban submarkets. Investors will likely continue to outperform the benchmark by targeting affluent, inner-ring suburbs of 
regional markets that have limited housing supply, strong population growth, and diversified, tech-driven economies. 
Examples include Sun Belt and Mountain West markets like Austin, Raleigh, Phoenix, Denver, and Salt Lake City. The 
factors driving economic growth in these metros include continued in-migration, a highly educated workforce, and low living 
and business costs, all of which are helping to support quicker recoveries in these markets. These regional markets are 
expected to continue outperforming the gateway markets, which face an abundance of new supply and weaker job and 
population growth. Investors should continue to be very selective in the gateway markets, with a clear lean towards tech-
driven metros like Boston and Washington, DC (particularly Northern Virginia).  

The central themes that are shaping our apartment strategy include:  

_ All Roads Lead to the Suburbs: Suburban rental demand should continue to benefit in the near term from ongoing 
migration out of the urban core, demographic tailwinds, evolving lifestyle preferences, and barriers to homeownership, all 
trends that accelerated as a result of COVID. The development of more urbanized suburbs and the ability to work from 
home should support rental demand over the long term as well, and lead to outperformance. In terms of asset selection, 
investors should focus on well-amenitized garden-style and mid-rise apartments, as well as build-for-rent communities. 
These properties should be near jobs, well-rated schools, and neighborhood amenities; walkability is one amenity that 
continues to command a sizeable rent premium in the suburbs. Also, given the strong demand for more space, investors 
should target larger floor plans and an abundance of open and outdoor amenity space. 

_ Student Housing Remains Resilient: At Tier 1/Power 5 universities, demand is expected to remain strong for modern, 
purpose-built properties that are walkable to campus and have bed-bath parity. The sector performed well during the 
pandemic, with occupancy and rent collections remaining stable throughout the most recent school year.  As was the case 
pre-COVID, modern product that is walkable to campus continued to see the highest occupancy levels this past school 
year, as well as the strongest pre-leasing velocity and rent growth for the upcoming school year.44  

 
41 Real Capital Analytics as of June 2021. 
42 DWS as of June 2021. 
43 NCREIF as of March 2021. 
44 Yardi Matrix as of June 2021. 
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_ Expect a Longer Recovery in the Urban Core: High-rise product was already underperforming pre-COVID due to 
oversupply resulting in one to two months of concessions, on average, as units were being absorbed. So, while 
construction delays may help some urban markets manage the flow of new deliveries, migration to the suburbs will likely 
continue to challenge demand. Long term, performance in the urban core is expected to stabilize as supply comes more 
into balance with demand and the impact of flexible work arrangements becomes better understood. Gen Z is also 
expected to backfill Millennials as they graduate college and seek out a live-work-play lifestyle. 

_ Potential Mark-to-Market Opportunities Make Value-Add Increasingly Attractive: Greater upside potential exists with 
value-add strategies right now based on how quickly the apartment sector, especially Class-A product, has recovered. 
Investors should have optionality in their approach to growing NOI, as stabilized Class-B deals were managed for 
occupancy during the pandemic and renovation programs were paused. Proforma NOI targets should be more achievable 
through a blend of marking rents to market and, when appropriate, generating rent premiums through renovations. Given 
Class-A product is already showing signs of recovery, and its rent spread over Class-B product should continue to widen, 
it may be time for investors to begin positioning their portfolios in advance to take advantage of these market dynamics. 

_ Ground-Up Development Still Makes Sense but Prepare for Sticker Shock: Apartment projects that break ground in 
the next 12 to 18 months should deliver into the broader economic recovery and a more balanced supply -demand 
environment. However, as construction costs increase, project timelines are expanding and yield premiums over core 
product are narrowing. Still, untrended returns on cost for new development remain attractive, in our view, with spreads 
averaging 75 to 100 basis points. 
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4 / Industrial Outlook and Strategy 
4.1 Current Conditions 

The U.S. industrial market has entered 2021 on a very strong footing, with property market fundamentals unscathed from 
the economic turmoil of the past year. Contrary to the lengthy recovery periods experienced in past cycles, market conditions 
in early-2021 are stronger than they were pre-recession, with lower vacancy, stronger demand and higher rents. 45 
Warehouse demand, stimulated by the emergency roll-out of logistics capacity to bolster direct-to-consumer fulfillment, 
surged in the fourth quarter of 2020 and the first quarter of 2021.46 Net absorption in the two quarters combined totaled 215 
million square feet, more than was achieved in all of 2019.47 Absorption within the development pipeline has been very 
healthy, while conditions in the existing base of older properties have also been rock solid, with only temporary occupancy 
losses early in 2020.48 

There were few weak spots in the first quarter of 2021, with all but two markets in our investable universe experiencing 
positive absorption and low or declining availability rates. For the most part, the markets that exhibited mixed conditions i n 
the first half of 2020 have begun to rebound with the reopening of their economies. The broader rollout of vaccines (and 
improved COVID-19 infection metrics), have supported further recovery of the job market and increased consumer and 
business confidence.49  Expectations are that the full reopening of businesses will fuel strong growth through this year and 
into 2022. Pent-up demand from consumers should flow vigorously into goods consumption as well as to service industries. 

The industrial market appears set to continue its strong performance. Demand and supply have been in balance, with about 
358 million square feet of new construction, matched by about 357 million square feet of absorption in the five quarters 
ending the first quarter of 2021 (see Exhibit 8).50 Market rent growth has fueled strong demand and cycle-low availability 
(7%) and vacancy rates (4.4%), in the first quarter of 2021. Rising land values (especially in large population centers), as 
well as increasing construction costs, have fueled rising replacement rents across our investable universe. 

New demand has been supported by broad economic growth and importantly, the continued shift to online shopping and 
direct-to-consumer fulfillment. Between June of 2020 and February of 2021, Amazon reportedly increased its U.S. fulfillment, 
sort and delivery facility footprint by nearly 50% (85 million square feet).51 This figure equates to roughly one-third of the 
national absorption total in 2020. Traditional retailers and third-party logistics providers were also expanding capacity to 
accommodate surging in e-commerce activity. Online retail sales jumped 32% in 2020, capping a multi -year trend of mid-
teens annual growth. 52  Outside of the 2020 surge, we believe the secular shift to online retail sales will continue. Moreover, 
the industrial sector is expected to have relatively strong occupancy and rent performance, which should translate into 
favorable investment performance.53  

Total returns of 14.1% (trailing four quarters) in the first quarter of 2021 outpaced the broader index (which returned 2.6%) 
by a wide margin, fueled in part by a 6.8% (year-over-year) NOI growth. Strong investment performance has broadened 
across markets, highlighting both fundamentals strength and growing investor interest. More than 80% of markets have 
maintained double-digit returns over the past one and three years.54 Smaller high-growth markets such as Austin and 
Nashville, as well as late recovery markets like Phoenix, San Diego and Baltimore, posted strong returns in the past year.55 
 
45 CBRE-EA and DWS as of March 2021. 
46 CBRE-EA and DWS as of March 2021. 
47 CBRE-EA and DWS as of March 2021. 
48 CoStar and DWS as of March 2021. 
49 Moody’s University of Michigan Consumer Sentiment Index and OECD as of March 2021. 
50 CBRE-EA and DWS as of March 2021. 
51 MWPVL as of March 2021. 
52 US Census Bureau. Quarterly Retail E-Commerce Sales as of May 2021. 
53 DWS, NCREIF and CBRE-EA as of March 2021. 
54 NCREIF as of March 2021. 
55 DWS, CBRE-EA, Real Capital Analytics and NCREIF as of March 2021. 
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Investor activity seems aligned with a theme that local logistics capacity and the speed of the supply chain have become 
essential in a greater number of markets. Strong investor sentiment has compressed going-in yields, reflected in a 30 basis 
point decline in the NPI value weighted cap rate (4.1%) year-over-year in the first quarter of 2021. 

 

4.2 Outlook and Strategy 

Our near-term outlook for the industrial market, while not without risks, is bright. The successful rollout of vaccines through 
this year and a steady reopening of the economy should help unleash the pent-up spending power of consumers. We believe 
this will stimulate strong expansion in 2021, translating into robust space demand broadly across markets. Perhaps the 
greatest potential offset to what appears to be synchronized economic expansion could be synchronized global supply chain 
disruptions. The impairment of materials production (plastics), computer chip manufacturing, port disruptions, and persistent 
container imbalances, could serve to moderate growth in 2021.56 Nonetheless, the year is off to a strong start. 

We believe that the market is currently highly constrained and poised for continued strong demand and rent growth in 2021 
and 2022. The pent-up demand levels experienced recently may ease from record highs, but growth drivers are expected 
to remain persistent into the foreseeable future. CBRE data indicates that market rents, on average, grew about 3% in 2020, 
largely in the second half of the year.57 Favorable demand and vacancy trends in 2021 have likely created greater upward 
pressure on rents this year. We believe that strong leasing and pre-leasing in the new construction pipeline will continue to 
benefit fundamentals and support rent growth. The recent cost inflation of construction materials, labor and land should also 
drive replacement rents higher and stimulate rent growth for functional second-generation space. 

In 2020 new construction totaled 296 million square feet (about 2% of stock), and we estimate that deliveries in 2021 will be 
in the range of 300 to 320 million square feet, depending on the ability to source materials and produce approved land sites 
in a timely manner. Demand should rise to meet new supply, given growth momentum, so our availability outlook calls for 
persistently tight markets conditions and strong rent growth momentum, about 4%-6% across markets in coming years. This 
is a similar pace to the dynamics experienced in the past five years. 

With vacancy at or near record lows in many larger primary markets, we believe that future logistics capacity growth will 
continue to push into less constrained regional hubs in the West and Mountain West, as well as into Southern New Jersey 

 
56 DWS as of June 2021. 
57 CBRE-EA and DWS as of March 2021. 

EXHIBIT 8: INDUSTRIAL NET ABSORPTION AND COMPLETIONS AS A % OF INVENTORY AND AVAILABILITY RATE (2000 – 2025)* 

 
* Total for U.S. Sum of Industrial Markets (CBRE-EA)  
Source: CBRE-EA (History) and DWS (Forecast) as of June 2021. 
Note: F = forecast. Past performance is not indicative of future results.  No assurance can be given that any forecast or target will be achieved. 

4%

6%

8%

10%

12%

14%

16%

-2%

-1%

0%

1%

2%

3%

4%

2000 2002 2004 2006 2008 2010 2012 2014 2016 2018 2020 2022F 2024F

A
va

ila
bi

lity
 R

at
e 

(%
)

C
om

pl
et

io
ns

 a
nd

 N
et

 A
bs

or
pt

io
n 

(%
 o

f I
nv

en
to

ry
)

Completions Net Absorption Availability Availability (20-Year Average)



U.S. Real Estate Strategic Outlook | July 2021  

 
This information is subject to change at any time, based upon economic, market and other considerations and should not be construed as a recommen dation. 
Past performance is not indicative of future returns. Forecasts are not a reliable indicator of future performance. Forecasts are based on assumptions, estimates, 
opinions and hypothetical models that may prove to be incorrect. Investments come with risk. The value of an investment can f all as well as rise and your 
capital may be at risk. You might not get back the amount originally invested at any point in time. Source: DWS Investment GmbH 

/ 14 

  

and Pennsylvania in the Northeast.58 Development patterns are also pushing out into the exurbs of the Southwest and 
Southeast (generally for larger bulk warehouses).59 Exhibit 9 highlights the substantial shift, beginning in 2020, away from 
coastal markets and the national logistics hubs. These expansion corridors may ease rent growth in less densely populated 
areas where facilities can more easily be substituted within a region. Nonetheless, we expect persistent rent growth pressure 
within the traditional boundaries of major metro areas. 

EXHIBIT 9: INDUSTRIAL CONSTRUCTION BY MAJOR MARKET GROUPING  

 

Source: CBRE-EA (history) and DWS (forecast) as of June 2021.  
Note: F = forecast. Past performance is not indicative of future results. No assurance can be given that any forecast or target will be achieved. 

The central themes that are shaping our industrial investment strategy:  

Strong relative performance: We believe the industrial sector will provide compelling relative performance in coming 
quarters.  Better than expected rent growth should enable landlords to benefit from strong mark-to-market opportunities in 
their rent rolls. This potential NOI boost is the strongest among the NPI sectors and should help fuel strong relative returns.60 

Logistics is more essential in more places: Sustained demand momentum supports our current market selections and 
validates an expansion into new areas, primarily fast-growing local markets and regional hubs in the Mountain West, 
Northeast and South. Development in these regions has been well received and we believe that this will continue in 2021 
and 2022. Recent rent growth and high relative NPI total returns also support this thesis. 

Large population centers underserved by modern logistics: We maintain strong convictions for the prospects of large 
coastal metropolitan areas on the west coast as well as those that serve the large Northeast region, supported by the need 
for greater logistics capacity. In our view, Florida, with its tourism and hospitality exposure, may be subject to a longer 
recovery, but over the longer term, Miami and Orlando stand out as having good prospects. 

Bounce back for markets with protracted lockdowns: After a difficult year in 2020, with persistently high COVID infection 
rates and prolonged economic lockdowns, we believe that markets in Northern and Southern California, as well as Seattle 
and Portland should turn the corner in 2021, as vaccine rollouts ease health conditions and allow for restored economic 
activity. Very low going-in returns for industrial properties may guide investors toward properties with value-add profiles. 

Future growth and prosperity: We believe that markets with favorable exposures to knowledge-based industries as well 
as metros with large economies and resilient growth prospects will fare best over the longer term. Notably, we continue to 
favor the San Francisco Bay Area, Southern California, Seattle, Portland, Philadelphia and New York/New Jersey. We also 

 
58 DWS and CoStar Property Database as of March 2021. 
59 DWS and CoStar Property Database as of March 2021. 
60 DWS, CBRE-EA and NCREIF as of December 2020.  
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believe that the prospects for Baltimore, Washington D.C., Atlanta, Dallas/Fort Worth and Phoenix have improved due to 
their favorable economic structures and improved growth prospects. 

 
Primary considerations for 2021 and ahead: 

_ Development/Build-to-core: New speculative development has been well-received throughout this cycle, including 
during the recession. A build-to-core strategy within our investable universe should enhance returns, while tight availability 
and strong demand offer an element of risk mitigation. 

_ Large Bulk, Mid-sized and Multi-tenant Facilities in Core Urban Locations: Development has pushed to exurban 
locations with successful leasing activity. But we contend that market rent and occupancy performance will be superior in 
locations that are closer to resident consumers, businesses and workers within the traditional boundaries of markets and 
core submarkets. These features offer the deepest demand profile for industrial uses. 

_ Food-Related/Cold Storage:  This segment continues to exhibit strength, as the cold logistics supply chain evolves. We 
think that food-related assets can offer compelling long-term prospects as a function of future growth and the need for 
replacement stock of older, obsolete facilities. We believe demand for refrigerated food facilities will benefit from traditional 
grocery stores, as well as rising direct-to-consumer food delivery initiatives. We prefer markets that are food import/export 
corridors and also have large downstream demand from businesses and consumers. 

_ R&D/Flex/Light Industrial:  We have few recommended targets for higher finish industrial properties, limited to about six 
major markets that have large technology and life science industries. Functional and well-located light industrial facilities 
should perform well in highly constrained markets and serve as covered land plays in high value locations. 
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5 / Office Outlook and Strategy 
5.1 Current Conditions 

U.S. office markets are beginning to see signs of life as COVID-19 vaccinations advance throughout the nation. Cities are 
reopening with rising activity on streets, in shops, at restaurants, and on public transportation. Office attendance is picking 
up and leasing tours are increasing. GDP is expected to grow between 6.5% and 7% in 2021, its fastest rate in nearly 40 
years,61 adding over one million office-using jobs to the labor market.62 Brokers are expecting substantial deal flow in the 
coming quarters once tenants can occupy space at scale and test out new working arrangements. 

Yet the office sector is beset with challenges. Market dynamics in the first half of 2021 were similar to those in 2020, marked 
by extensive space givebacks, rising vacancies and falling rents. Tenants held significant leverage, extracting rental 
abatements, termination rights, and build-out allowances from beleaguered landlords.63 Leasing activity has been weak, 
consisting primarily of short-term extensions. Mega-cap tech users remain the core drivers of leasing activity and expansion. 

As office buildings emptied in the wake of shelter-in-place policies that started in March 2020, many companies switched to 
a work from home (“WFH”) mandate which caused a sharp fall in office attendance. Many companies remained profitable 
and continued to pay rents for their committed space. However, the pandemic caused some firms to reconsider their space 
needs, leading to substantial negative net absorption, pushing the vacancy rate up to 16% in the first quarter of 2021 (see 
Exhibit 10).64 Rents fell for a fourth consecutive quarter, with San Francisco faring the worst.65 

EXHIBIT 10: OFFICE NET ABSORPTION AND COMPLETIONS AS A % OF INVENTORY AND VACANCY RATE (2000 – 2025) 
 

 
Source: CBRE-EA (history) and DWS (forecast) as of June 2021.  
Note: Note: F = forecast. Aggregate of DWS’s investable universe of markets. Past performance is not indicative of future results. No assurance can be given 
that any forecast or target will be achieved. 
 

 

 

  

 
61 DWS COI View as of June 2021. 
62 Moody’s Analytics as of June 2021. 
63 JLL as of June 2021. 
64 CBRE-EA, DWS as of June 2021. 
65 Costar as of June 2021. 
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With many cities across the U.S. still imposing occupancy restrictions, office towers and nearby businesses in central 
business districts (“CBD”) are not benefiting from the strong economic recovery. Fewer than three out of ten white-collar 
employees were working at the office on average in ten major U.S. cities, including New York, Los Angeles, San Francisco 
and Washington, D.C. as of May 2021 (see Exhibit 11).66 In some cases, employees have resisted employers’ requests to 
return to the office, while in others, companies have pushed off reopening to the Fall — when vaccinations will be even more 
widespread and schools will be in session.67 The amount of sublease space on the market has continued to set new records 
(see Exhibit 11). Sublease space reached 80 million SF (2.5% of inventory) across DWS Investable Markets. While new 
starts have slowed considerably, roughly 155 million SF (about 2% of inventory) remains under construction, with tech hubs 
(e.g., Austin, San Jose, San Francisco, Boston, and Seattle) and high-growth Sun Belt markets (e.g., Nashville, Charlotte, 
and Atlanta) accounting for most of the activity.68 

EXHIBIT 11: HISTORICAL SUBLEASE SPACE AND CURRENT OFFICE UTILIZATION RATES 
 

 
 
Source: Costar, Kastle and DWS as of June 2021.  
Note: Aggregate of DWS’s investable universe of markets. Kastle is a managed security firm for >2,600 office buildings in 138  cities. 

5.2 Outlook and Strategy 

In our view, office vacancy rates will remain elevated over the next two years and fall gradually as the return to office 
accelerates. We believe that rent losses will extend through mid-2022 as vacancies increase and competition from less 
expensive sublet space lingers. 

There is some debate about whether the ramp-up in vaccinations and easing of restrictions in various parts of the country 
will usher in a large-scale return of office demand. While space utilization remains below 30% on average and lower in major 
gateway cities, recent announcements by large users, including several financial institutions, suggest that the return to off ice 
has already begun and will accelerate in early September. A recent KPMG survey noted that only 17% of CEO respondents 
plan to give back office space, down from 69% in August 2020. 

But having experienced strong productivity during the pandemic, even as they used less than 15% of their office space, 
many users are reassessing their office needs, with the potential to reduce demand.69 Post-pandemic, many companies are 
envisioning a hybrid model that integrates WFH and office-based functions. One major bank publicly stated that for every 
100 employees, they may need seats for only 60 on average, reducing their need for real estate.70 

 
66 Kastle Systems as of June 2021. 
67 WSJ as of June 2021. 
68 CBRE-EA, Costar, DWS as of June 2021. 
69 Barclays as of June 2021. 
70 JP Morgan as of June 2021. 
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Offices are expected to remain critical for employers and employees to do business. However, the function of the office may 
change, becoming the gathering place for social interactions and a place for collaboration and creativity-inspiring discussion, 
informal training and general communication, as opposed to the process and task-driven space it has often been in the past. 
In our view, this will require new office layouts (more meeting rooms, break-out areas, collaboration spaces, desk-sharing 
areas, permanent desks for those not working under hybrid, etc.). Individual work will be done from home, whereas meetings, 
discussion and wider collaboration will mainly take place in the office.71 

Near-term new construction is expected to remain concentrated in select tech-oriented markets (Austin, San Jose and San 
Francisco) and large core markets (New York, Chicago and Washington D.C.). The top eight markets account for 50% of all 
scheduled office supply.72 Beyond 2022, new supply is expected to dwindle as developers avoid purely speculative projects. 

Going forward, investors will likely remain cautious and selective as it relates to new office investments. Stable rent roll and 
limited tenant risk are recommended, as well as higher quality assets with credit leases and low near-term capital 
requirements. As we progress towards the end of the pandemic, we believe the utilization of office space will adapt to the 
new tenant preferences as it has done historically. 

The central themes that are shaping our office strategy include: 

_ High-Quality/Flexible Office Product: In a world of hybrid working, office space that encourages collaboration, inspires, 
is well connected, and has the right amenities will become more important than ever before. While desk- and task-based 
work can be done from home, collaboration and discussions may need to take place in the office for best results, and 
employees will likely be encouraged to come to the office. Employers will likely gravitate towards the best-quality office 
space. This was a trend already evident prior to COVID, but may now accelerate, as offices are no longer the standard 
place to go to work. Best-quality offices are those that have the right look and feel, are well located, offer the right amenities 
and provide a sense of the company culture. 

_ High Density Prime Suburban Office Nodes: Locations in established suburban districts with urban type amenities will 
likely continue to perform well. These select suburbs include locations with ample transit connections, vibrant 
neighborhoods offering a wide range of amenities, adjacent to major employment centers, and proximate to large 
concentrations of highly skilled workers. Examples include: West Side of Los Angeles, Bellevue in Seattle, Northwest in 
Austin, Watertown & Waltham in Boston, Northern Virginia in Washington D.C., and select suburbs of San Jose. 

_ Knowledge-Based and Innovation Metros: Life sciences, technology, and other innovative industries are long-term 
growth drivers for the U.S. and global economies. They are also a major force in the office sector. We believe that markets 
that boast global connectivity, a well-educated workforce, and an appeal to knowledge workers will outperform over the 
foreseeable future.  Examples include Boston, Seattle, the Bay Area, and Austin. New York and Chicago may also benefit 
from these dynamics, particularly in certain submarkets, even as they contend with other challenges (e.g., a lagging 
financial sector and fiscal pressures). 

_ Life Sciences and Medical Office: Life sciences and medical office could offer stability and diversification to a traditional 
office portfolio as healthcare services are in demand irrespective of the economic cycle.73 The COVID pandemic has 
fueled impressive demand for life sciences research and development — and the space that houses it. Innovative sectors 
such as cell and gene therapies, artificial intelligence, and ancestry and genetic testing are all forecast to grow in the next 
five years, some as much as 37%, driving demand for R&D lab space, diagnostic centers and healthcare facilities. 74 
Moreover, the growing need for medical services at all ages and among aging baby boomers is expected to continue to 
generate demand for medical office. 

 
71 Barclays as of June 2021. 
72 CBRE-EA as of June 2021. 
73 NCREIF, MSCI and DWS as of June 2021. 
74 Cushman and Wakefield as of June 2021.  
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6 / Retail Outlook and Strategy 
6.1 Current Conditions 

The retail property sector is recovering from an incredibly challenging year, marked by a pandemic, shutdowns, and global 
recession. The consequences of mandated retail restrictions resulted in a spike of bankruptcies and permanent closures, 
lost revenue for landlords, and plummeting property NOIs. This dramatic event was virtually a complete shutdown and 
represented a hard reboot to the entire retail operating system — skyrocketing e-commerce, rethinking of lease structures, 
and the unmasking of new consumer trends. Nevertheless, retailers and consumers adapted to the constraints and a phased 
reopening is now fueling improving fundamentals. 

Leasing activity at shopping centers continues to accelerate across the U.S. with healthy tenants expanding, upgrading to 
more visible locations, and negotiating favorable economics on new deals. In-demand concepts, such as quick-service-
restaurants, discount, grocery, and health and wellness are leading the recovery. A surprise to the upside has been the 
absorption of larger boxes left behind by recently bankrupt tenants. Retail as a whole has yet to fully improve, but momentum 
is gathering at strong centers. Demand began to rebound in late 2020, as net absorption turned positive in the fourth quarter 
of 2020 and recorded 6.3 MSF in the first quarter 2021. Meanwhile, supply remained disciplined, as it had been before the 
pandemic, averaging just 0.5% of total stock over the last 10 years. As a result, the availability rate for neighborhood and 
community centers slipped to 8.7%, down 30 bps from its year-end peak. Market rents were surprisingly resilient, climbing 
0.9% year-over-year, likely due to the influx of higher-priced space, although concessions such as free rent and generous 
tenant improvement packages persisted.75 

Over the long term, we expect emerging demand patterns to benefit neighborhood & community centers the most of the 
major retail segments. We expect a more meaningful recovery to take hold in the second half of 2021 after the economy 
fully re-opens, and when business activity, travel and tourism, and spending return to pre-pandemic levels. Our market rent 
forecast for grocery-anchored centers over the next five years averages 2.3%, in line with inflation.76 

EXHIBIT 12: RETAIL NET ABSORPTION AND COMPLETIONS AS A % OF INVENTORY AND AVAILABILITY RATE (2000 – 2025)1,2 
 

 
 
Source: CBRE-EA (history) and DWS (forecast) as of June 2021.  
Note: Note: F = forecast. (1) Forecast for Neighborhood and Community centers. (2) Weighted average of DWS Investable Markets. There is no guarantee the 
forecasts shown will materialize. Past performance is not indicative of future results. No assurance can be given that any forecast or target will be achieved. 

Consumer spending is cycling out of necessity-based and home-centric categories, marking a pivot into the sectors that 
suffered the most during the pandemic: apparel, dining, fitness, entertainment, and other experiential retail. The great 
 
75 CBRE-EA as of March 2021. 
76 DWS Research as of June 2021. 
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rotation away from pandemic related comforts is filtering into spending data. Total U.S. retail sales, a measure of purchases  
made at stores, restaurants and online excluding auto, parts and gas, recorded a decline of 0.8% in May 2021 from the prior 
month, but were up 18% from pre-pandemic levels.77 Consumers began leaning into service sectors, dining, apparel, and 
health and beauty categories. Sales slipped for bigger ticket items from home improvement, motor vehicle and parts, and 
electronics stores (see Exhibit 13). 

EXHIBIT 13: RETAIL SALES GROWTH (MONTH / MONTH, MAY 2021) 
 

 
 
Source: U.S. Census Bureau, Advance Monthly Retail Trade Survey as of May 2021. 

An improving economy, fiscal stimulus, strong employment growth, wide-spread vaccine rollout, rising optimism, and pent-
up demand are setting up for a robust consumer-driven recovery. Oxford Economics forecasts real consumption growth at 
9% this year — the strongest since 1946! 78 Consumer spending will be supported by growth in disposable income thanks 
to more than $1 trillion in personal transfers and stimulus disbursed at the start of the year. We anticipate an exuberant 
release of pent up demand in the coming months leading into the holiday season. 

Those effects will likely fade as unemployment benefits are pulled back later in the year and spending habits shift back to 
pre-pandemic norms. However, there are several structural, macroeconomic and demographic trends that will continue to 
support spending and could surprise to the upside. Specifically, a robust housing market, migration from cities to the suburbs, 
population growth in lower-cost regional markets, and more flexible workplace strategies will continue to buoy demand in 
suburban shopping centers. 

According to Coresight Research, store closings are slowing. At mid-year 2021, the firm tracked 4,626 closures so far this 
year, 5.7% fewer than at mid-year 2020.79 Most of these closures were the result of bankruptcies and liquidations. The 
slower pace of store closures in 2021 is likely related to the lower rate of retail bankruptcies realized so far this year. In total, 
we have tracked nine major retail bankruptcies during the first half of 2021, compared to 25 in the first half of 2020.80 
Meanwhile, a greater sense of optimism and stability is leading to an increase in store openings. According to Coresight 
Research, openings to date stand at 4,311 stores, a 41.8% increase over the same period in 2020. The leaders in openings 
are predominantly dollar and discount concepts, which account for more than a third of openings.81 

 
77 U.S. Census Bureau, Advance Monthly Retail Trade Survey as of May 2021. 
78 Oxford Economics as of May 2021. 
79 Coresight Research as of June 2021. 
80 Coresight Research as of June 2021. 
81 Coresight Research as of June 2021. 
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6.2 Outlook and Strategy 

Despite retail’s reboot, the industry continues to evolve. The rebalancing of retail is a real phenomenon, and will continue to 
progress as retailers find the right mix of physical stores to service customers profitably, an engaging digital presence that 
reinforces branding and commerce, and an agile logistics strategy. During 2020, U.S. e-commerce saw its highest level of 
growth since 2002. According to Forrester Research, U.S. e-commerce grew 30% in 2020, accelerating from 2019 across 
28 of the 30 online categories. Online food and beverage grew more than twice as fast as e-commerce overall. Yet in-store 
visits were more frequently used to research beauty products and cosmetics (21% vs. 20%), pet supplies (21% vs. 18%), 
and beverages (15% vs. 7%) than sites like Amazon.82 In our view, physical stores remain the lifeblood of the industry, 
retailers’ main connection to consumers, and a strategic component of the supply chain. As a result, Forrester predicts that 
in-stores sales will account for 72% of total sales by 2024.83 

The key themes that are underpinning our retail strategy include: 

_ Target Necessity-based Retail: We anticipate the growing divide between malls and necessity-based retail to continue. 
Our conviction around daily needs and grocery-anchored retail remains high. Declining performance in the neighborhood 
& community sector was driven by disruption from COVID rather than structural trends. Grocery-anchored-retail will likely 
be less impacted over the long-term compared to other types of retail. Dominant power centers with a grocery component 
or tenants that can fulfil or deliver from their store could also be long-term winners. We believe these types of local centers 
will be able to sustain durable traffic over time. Moreover, these types of centers may benefit from the emerging consumer-
driven economic recovery, as well as continued migration to the suburbs. More people working from home may lead to 
more local consumption of goods and services. 

_ Avoid Malls and Transitional Assets: There is no denying the challenges posed by e-commerce to the viability of 
physical retail centers, particularly for malls, class B/C assets, apparel-heavy shopping centers or high street retail. We 
expect e-commerce penetration will continue to grow in the apparel and commodity goods sector, which impacts malls 
the most. Some malls may thrive in the future as redeveloped mixed-use or entertainment-infused destinations, but the 
cost of managing the transition may detract from investment performance. The weight of weak mall performance informs 
our underweight to the sector, which comprises about 40% of the benchmark.84 

_ Monitor Yields and Seek Strategic Opportunities: This reboot period may provide interesting buying opportunities, as 
core or institutional investors look to rebalance portfolios. The uncertainty around the long-term risks of retail and tepid 
buyer interest may have opened a window of opportunity. As long as the underwriting and the return profile meet the 
investor’s risk profile, income returns for retail can provide a meaningful spread compared to most office, apartment, and 
industrial investments. In the near term, 2021 has the potential to be a great vintage year to add well-located assets with 
strong credit tenants to an investor’s portfolio before pricing returns to pre-pandemic levels. 

 

  

 
82 Forrester 2021 Online U.S. Retail Forecast as of June 2021. 
83 Forrester 2021 Online U.S. Retail Forecast as of June 2021. 
84 NCREIF as of March 2021. 
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Appendix 1: U.S. House Portfolio 

The DWS House Portfolio represents our opinion of the allocation by property sector for core portfolios in the United States 
which we believe would outperform the NFI-ODCE.  We develop the House Portfolio as an unlevered portfolio of properties 
without regard to tax consequences.  The House Portfolio is formulated using both quantitative and qualitative modeling, 
integrated with our House View.  The resulting weights, we believe, aid in providing long-term risk-adjusted outperformance 
to our portfolios versus the market as a whole and against relevant benchmarks and indices.  The analysis focuses on the 
four major property sectors and excludes hotels.  The following table summarizes our conclusions on weightings in 
comparison with the NFI-ODCE. 

Sector NPI Weights ODCE Weights House Portfolio 
Active Bet 
(vs ODCE) Range 

Apartment 25% 27% 31% +4% 26% - 36% 

Industrial 23% 23% 34% +11% 29% - 39% 

Office 34% 32% 24% (8%) 19% - 29% 

Retail 18% 14% 11% (3%) 6% - 16% 

Other 0% 4% 0% (4%) 0% 

 
Note: NPI weights calculated as gross real estate value excluding ownership share. ODCE weights calculated as gross real estate value at ownership share. 
Sources: NCREIF and DWS as of June 2021. 
This information is intended for informational and educational purposes only and does not constitute investment advice, a rec ommendation, an offer or 
solicitation. The opinions and forecasts expressed are those of the authors of this report as of the date of this report and may not actually come to pass. This 
information is subject to change at any time, based on market and other conditions and should not be construed as a recommendation of any specific security 
or investment strategy. 
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Appendix 2: Real Estate Target Markets 

Investable Metros: We screened top U.S. metros, which represent 90% of the NCREIF Property Index, and identified the 
investment markets for each property sector that we believe have the best prospects during the market cycle or a portion of 
it. This metro selection is based on property market size, liquidity, growth characteristics, income, historical returns and other 
factors indicative of future performance. The list of these metros remains generally static, although some metros may be 
added or subtracted over time due to structural market changes. 

Target Investable Metros: These are a subset of the universe of investable metros and include markets that we expect to 
outperform or market perform during the next three to five years. 

INVESTABLE AND TARGET MARKETS 

   Overweight   Underweight   Market Weight  
Market Apartments Industrial Office Retail 
Atlanta     
Austin     
Baltimore     
Boston     
Charlotte     
Chicago     
Dallas     
Denver     
Fort Lauderdale     
Houston     
Jacksonville     
Las Vegas     
Los Angeles     
Miami     
Minneapolis     
Nashville     
New York     
Oakland / East Bay     
Orange County     
Orlando     
Philadelphia / Central PA      
Phoenix     
Portland     
Reno     
Raleigh     
Riverside     
Salt Lake City     
San Diego     
San Francisco     
San Jose     
Seattle     
Tampa     
Washington DC     
West Palm Beach     

Source: DWS as of June 2021. This information is intended for informational and educational purposes only and does not constitute investment advice, a 
recommendation, an offer or solicitation. The opinions and forecasts expressed are those of the authors of this report as of the date of this report and may not 
actually come to pass. This information is subject to change at any time, based on market and other conditions and should not be construed as a 
recommendation of any specific security or investment strategy. 
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Appendix 3: Performance over the past 5 years (12-month periods) 

 3/20-3/21 3/19-3/20 3/18-3/19 3/17-3/18 3/16-3/17 
NCREIF Property Index (NPI) 2.6% 5.3% 6.8% 7.1% 7.3% 
NPI-Apartment 2.6% 5.1% 5.9% 6.4% 6.7% 
NPI-Industrial 14.1% 12.9% 14.0% 13.5% 12.2% 
NPI-Office 1.3% 6.2% 6.7% 6.6% 5.7% 
NPI-Retail -6.0% -1.9% 3.2% 4.8% 7.6% 
NPI-Apartment: High-Rise 0.3% 3.9% 4.6% 4.8% 5.6% 
NPI-Apartment: Low-Rise 3.9% 5.9% 6.0% 7.0% 7.2% 
NPI-Apartment: Garden 7.0% 7.5% 8.6% 9.3% 8.8% 
NPI-Office: CBD -0.2% 5.4% 6.1% 6.2% 5.7% 
NPI-Office: Suburban 3.4% 7.4% 7.4% 7.2% 5.8% 
NPI-Retail: Malls -9.1% -3.9% 2.1% 4.1% 7.8% 
NPI-Retail: Power -1.8% -0.5% 4.1% 4.5% 6.8% 
NPI-Retail: Neighborhood & Community -1.1% 2.2% 4.7% 6.1% 8.1% 
 6/20-6/21 6/19-6/20 6/18-6/19 6/17-6/18 6/16-6/17 
NASDAQ Composite Index 44.2% 25.6% 6.6% 22.3% 26.8% 
S&P 500 Index 38.6% 5.4% 8.2% 12.2% 15.5% 
FTSE/NAREIT All Equity REITs Index 28.7% -9.9% 8.6% 0.8% -3.5% 

Sources: NCREIF, Bloomberg, NAREIT and DWS as of 6/30/21. This information is intended for informational and educational purposes only and does 
not constitute investment advice, a recommendation, an offer or solicitation. The opinions and forecasts expressed are those of the authors of this report 
as of the date of this report and may not actually come to pass. This information is subject to change at any time, based on market and other conditions 
and should not be construed as a recommendation of any specific security or investment strategy.  
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IMPORTANT INFORMATION 

For North America: 
The brand DWS represents DWS Group GmbH & Co. KGaA and any of its subsidiaries, such as DWS Distributors, Inc., which offers investment products, or 
DWS Investment Management Americas, Inc. and RREEF America L.L.C., which offer advisory services. 

This material was prepared without regard to the specific objectives, financial situation or needs of  any particular person who may receive it. It is intended for 
informational purposes only. It does not constitute investment advice, a recommendation, an offer, solicitation, the basis fo r any contract to purchase or sell  
any security or other instrument, or for DWS or its affiliates to enter into or arrange any type of transaction as a consequence of any information contained 
herein. Neither DWS nor any of its affiliates gives any warranty as to the accuracy, reliability or completeness of information which is contained in this document. 
Except insofar as liability under any statute cannot be excluded, no member of the DWS, the Issuer or any office, employee or associate of them accepts any 
liability (whether arising in contract, in tort or negligence or otherwise) for any error or omission in this document or for any resulting loss or damage whether 
direct, indirect, consequential or otherwise suffered by the recipient of this document or any other person. 

The views expressed in this document constitute DWS Group’s judgment at the time of issue and are subject to change. This document is only for professional 
investors. This document was prepared without regard to the specific objectives, financial situation or needs of any particular person who may receive it. No 
further distribution is allowed without prior written consent of the Issuer.  

Investments are subject to risk, 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. 

An investment in real assets involves a high degree of risk, including possible loss of principal amount invested, and is suitable only for sophisticated investors 
who can bear such losses. The value of shares/ units and their derived income may fall or rise.  

War, terrorism, economic uncertainty, trade disputes, public health crises (including the recent pandemic spread of the novel  coronavirus) and related 
geopolitical events could lead to increased market volatility, disruption to US and world economies and markets and may have significant adverse effects on 
the global real estate markets. 

For EMEA, APAC & LATAM: 
DWS is the brand name of DWS Group GmbH & Co. KGaA and its subsidiaries under which they operate their business activities. The respective legal entities 
offering products or services under the DWS brand are specified in the respective contracts, sales materials and other produc t information documents. DWS, 
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STEWART:  Everybody's talking about 
real estate these days, and the impact 
of COVID-19 on the asset class. My 
name is Stewart Foley. I'm your host. 
This is the Insurance AUM Journal 
Podcast. And we are joined today by 
Max Swango of Invesco, who is one 
of the founding partners of Invesco's 
global real estate team. Max, welcome. 
We're very happy to have you on.

MAX: Stewart, it's great to be here. 
Thank you for having me. 

STEWART: We are in a weird spot 
with regard to real estate. Now we're 
going to talk about two components, 
real estate equity first, then real 
estate debt. But I think there's a lot of 
unknowns post pandemic. Right? Can 
you walk us through the journey in 
the pandemic and kind of how things 
performed over that period?

MAX: Sure, Stewart. Happy to do that. 
When you say real estate, remember, 
real estate, it's a big universe, and it's 
gotten even bigger obviously, over 
the three plus decades that we've 
been investing in the asset class. So 
it's not just office buildings. It's not 
just shopping centers. It's logistics, 
property warehouses, it's residential 
properties, it's apartments, it's single 
family rentals. It's life science projects. 
It's data centers. It's self storage. 
It's affordable housing. So it's a big 
world out there. And each of these 
sectors, obviously, has been impacted 
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differently by what happened in 2020, 
some in a very positive way, some 
in a negative way. So delving into 
the sectors and how each sector 
was impacted is going to be most 
important to understanding where 
we were, what we went through, and 
where we're headed. 

STEWART: So I want to hear about 
this, and I promise you I may be 
asking some uninformed questions 
along the way, so let me apologize 
in advance. But can you wind the 
clock back maybe to the first quarter 
of last year and get us to today at a 
relatively high level?

MAX: Sure. So in the first quarter 
of last year, pre-coronavirus, pre-
pandemic, we were really, as an asset 
class, we were hitting on all cylinders. 
We had 10 years post GFC. We went 
through the GFC, we came out of the 
GFC very strong, and 10 years of very 
strong returns, both income and total 
returns. We were feeling very confi-
dent about the asset class. And one of 
the most important questions we got 
all the time from our investors was, 
"When does this end? And what causes 
the end?" And we'd been through four 
cycles. We had been through three 
cycles previously. We knew a fourth 
one was coming. We didn't know 
what was going to cause it, and it was 
coronavirus. And it was the black swan 
event that was the coronavirus.

So in March of last year, coronavirus 
comes to the US. We recognize that 
it's going to affect values in a negative 
way. And that started to happen in the 
second quarter. In the second quarter 
overall, our portfolios were down 
about 5% in value. So not too bad 
relative to what was going on in the 
public markets, but pretty significant 
from a property level perspective. That 
continued in the third quarter. Values 
or returns were roughly flat, and those 
values were down, but offset by a very 
strong income return. And then in the 
fourth quarter of last year, the first 
quarter of this year, we returned back 
to positive performance, about 1.5% in 
each quarter. And it wasn't ... And now, 
with the economy coming out of lock 
downs, and people returning to work 
and returning to their lives, we've seen 
some very, very strong performance 
in the second quarter, and expect to 
see strong performance in the third 
quarter as well. That's a brief summary 
of what returns have looked like.

STEWART: That is, from my pers-
pective, very helpful. When you look 
across these sectors, and you named 
a couple, from a layperson, the thing 
that I always go to is “Man, this has got 
to have a tough impact on retail.”  And 
it sure sounds like a lot of people are 
going back to the office. But I don't 
have a good sense of what that looks 
like, so how are you viewing the major 
real estate sectors?

Real estate investing re-imagined  
in a post pandemic world

Max Swango
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MAX: Right. So again, I mentioned 
there are a lot of different sectors that 
we invest in, and some have done very 
well. Logistics properties, obviously, 
the growth in eCommerce has created 
tremendous demand for logistics 
properties. So values on warehouses 
are very, very strong, similar with self 
storage. Anything involving storage 
has performed very well, data center 
investments. Right? More use of the 
internet and eCommerce is creating 
more demand for data center type 
storage. Put that in the category of 
things that have performed and con-
tinue to perform very well.

STEWART: And really, that gets into 
what I would refer to as a specialty 
sector that, go back how many years, 
wasn't really on the radar screen of 
real estate investors. Is that fair?

MAX: Yes. Traditional warehouses 
have been in portfolios for a very 
long time, but you're exactly right. Self 
storage, data centers, fall into that 
specialty sector category. So what's 
very interesting today and what 
makes our asset class really exciting, 
one of the things that makes it really 
exciting is the rise of those specialty 
sectors. So self storage is one, data 
centers is one, life science, another. 
You can imagine the demand for life 
science space today, and given the 
aging demographics and the fear 
of ongoing pandemics or what the 
demand for that kind of space is, 
that's an exciting sector. So those 
sectors, when you talk about retail, 
so let's go to the negative side for a 
second, retail. Right?

The United States still has way too 
much retail space. Right? And so 
there is millions of square footage 
of retail space that needs to be 
repurposed in the United States. But 
that's something that started literally 
decades ago. I remember 20 years 
ago, a mall in my neighborhood being 
turned into a creative office because 
we didn't need seven malls in North 
Dallas at the time. Right? We probably 

only need one, and we're headed in 
that direction. So there's still more 
work to do. So retail used to be 25% 
of an institutional investor's portfolio. 
Those days are over. So retail's gone 
from 25% to 15%, it's probably headed 
south of 10. So your portfolio that 
used to have 25 is probably going to 
end up with 5% retail 10 years from 
now. And it's been replaced by logis-
tics and specialty sector.

STEWART: It's interesting you bring 
up that repurposing because we 
live in Northwest Chicago-land, and 
relatively close to us, there's a big 
mall with multiple, a couple anchor 
tenants. And it's going into condos. 
They're going to take that property 
and redevelop it. And it seems to 
me that makes sense. I mean, a lot 
of these properties are very well 
located or situated, but there still... 
I mean, there's opportunity in that 
reinvention, so to speak. Right?

MAX: For sure. And that's a fun 
opportunity, the opportunity to take 
some well located real estate and turn 
it into a more creative mixed use type 
project with significantly less retail. 
And the retail that's there is different. 
Right? The 30,000, the 50,000, the 
100,000 square foot store isn't there 
anymore. But what's really important 
is that the most successful retailers 
today have recognized that they have 
to be excellent in both eCommerce 
and in bricks and mortar locations. 
They have to have both to be the 
most successful. Now they don't need 
50,000 square feet or 100,000 square 
feet anymore. They only need 5000 
or 10,000 because a large percentage 
of their sales are done online. But 
people who shop, they want to know 
the store. They want to be able to 
touch and feel. They want to do size, 
they want a place to return things 
to. So that brick and mortar location 
is super important. It's just a smaller 
footprint today than it was. 

STEWART: It's interesting you bring 
that up because when you think 

about repurposing a mall property 
into residential, it somewhat creates 
its own demand for that smaller 
retailer. Right? I mean, if it's a restau-
rant, or a dry cleaner, or nail salon, or 
whatever it may be, it seems like that 
makes sense.

MAX: It does. So today, that 15% of 
retail that's in our portfolio today, I 
would put in one of two categories. 
It's either in that mixed use project, 
where people want to be. It has a retail 
component, a residential component, 
and probably sort of a creative office 
component. That's the place where 
people go for things that they cannot 
duplicate on the internet. Right? It's 
got fountains. It's got open areas for 
people to congregate. It's got music. 
It's got activities on the weekends and 
Friday nights. And we can fly drones 
through our properties and take 
videos of packed retail where people 
want to be. They're not staying home. 
They want to be out and congregating. 
And those tenants, those classic mall 
tenants, the Louis Vuitton, the Gucci, 
the Tory Burch, the Nike, that used to 
go into the interior enclosed malls are 
coming out of the malls and they're 
going into this open air, experiential 
type real estate. So the leasing activity 
that we've done in the last 12 months 
during the pandemic with those 
tenants has been very impressive 
in those experiential type shopping 
centers. That's one category of retails 
that's still successful. 

The other category is the basic goods 
and services where people need to 
shop, so that's the grocery store. The 
number one, the number two grocery 
store on the market, grocery, drug, 
food, dry cleaner thing, that kind of 
center is also in a dense location, a 
dense residential type location is also 
very successful.

STEWART: When you think about 
office, and our clients are large asset 
managers, our listeners and readers 
are large, for the most part, insurance 
companies. And I've seen kind of a 
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spectrum of back to office strategies, 
some on a rotating basis. That's 
probably the most common that I've 
heard just anecdotally. Where do you 
think we land in the office sector?

MAX: Yeah. Well, now we're talking 
about the two most stressed sectors. 
Right? We touched on retail and 
what's going on there. Office is the 
second of the stressed sectors. So 
similar to retail, where office used to 
be half of an institutional investor's 
portfolio, those days are over. And 
your traditional ... Well, office is going 
to be 25% to 30%, rather than 50% of 
an overall portfolio. The jury is still out 
on: Will demand increase for office or 
not? Our sense is that we wouldn't 
want to own a commodity run of the 
mill office building today. I wouldn't 
want to own a B plus building in a B 
plus location. 

What we are comfortable owning are 
office buildings that are suited, are 
where people want to work, where 
innovation hubs, meaning companies 
that are innovative, that need collabo-
ration in order to innovate, and they 
need their people to be together 
to grow their businesses. Right? 
And that's what we want to own, so 
those creative type office buildings. 
So a couple of examples, we sold 
Midtown Manhattan back in 2015 
because our team in New York City 
said, "The companies that are really 
innovating and growing don't want 
to be in their grandfather's office 
building, the 1970s, '80s, vintage, two 
million square foot high rise on Park 
Avenue. They don't want to be there." 
They want to be in the meat packing 
district. They want to be in Chelsea. 
They want to be down in that part of 
New York City. So we sold Midtown. 
We bought Chelsea. Right?

And Google goes there, now following 
that, Google went there. Google's got a 
big ...  Apple, the technology companies 
now are congregating down in that 
meat packing Chelsea location. And 

the market there is good. Cambridge, 
Massachusetts, the seaport, and on 
the waterfront, adjacent to downtown 
Boston, very healthy, life science 
driven sub markets, that's where we 
want to own offices, those kinds of 
sub markets. West Los Angeles, so 
Playa Vista, Santa Monica, coastal 
Southern California, those are where 
the companies that are innovative, 
innovation hubs, their goal ... Rent is 
not so important to those companies. 
What's super important to those 
companies and how much rent they 
pay, not so important. What's really 
important is their ability to attract and 
retain talent.

STEWART: I was just going to ask you 
that. That's so funny you say that. 
That is what I was going to say, is it 
just seems like in today's world where 
we're a virtual company, and it's like, 
"Well, I don't want to go back to my B+ 
office building in a B+ location." I want 
to be here. And if there's somebody 
that'll employ me so that I can keep 
doing what I've been doing, I'm good 
to go. But at the other end of the 
spectrum, if going into the office is a 
really cool experience, that's a whole 
different deal. And I can see how that 
impacts recruiting and retention. I 
mean, that makes total sense. Right?

MAX: Exactly. We see that. We have 
21 offices in 16 countries, we have 
Invesco real estate. And so some of 
our offices already check those boxes, 
some don't. And the ones that don't, 
we've got to fix it. Right? We've got to 
create an office environment where 
people want to be, and where we can 
attract the best talent.

STEWART: So if I can, if you'll let me, 
I'm going to change gears into real 
estate debt for a minute. Can you talk 
a little bit about real estate debt space 
and just sort of the capital structure? I 
mean, from my perspective, it's not a 
sector that I've got a deep background 
on. And I'm thinking that some of our 
audience probably does have a deep 

background, but if you can kind of 
start us at the high level, and then 
we'll go from there.

MAX: Yeah, would love to. And let 
me start with you wouldn't invest in 
any asset class unless you expected 
a strong total return. Right? So total 
returns are super important. And 
when you look at the one year, the 10 
year, the 20 year, the 40 year returns 
of what I would call basic core real 
estate equity investing, those returns 
have been plus or minus 8% total 
returns, so that's a baseline to think 
about, if you're just going to buy into 
a high quality real estate portfolio, 
expect an 8% total return, three 
cycles. Right? 

And there's opportunities to do 
better than that by taking more risk, 
so you can invest in high return type 
real estate and get obviously into the 
teens in total return. So that's your 
equity investment return expectation. 
And we've got to produce that, or 
we're not going to attract any capital. 
Real estate debt, we've been investing 
in real estate debt since I started 
with the company in the 1980s, and 
we got super active during the global 
financial crisis, when there was an 
opportunity to buy distressed debt 
out of banks. The good news is that 
was a very successful strategy. Bad 
news is it didn't last very long. The 
window closed very quickly because 
capital came back to the market very 
quickly coming out of the GFC. 

What our team saw coming out of 
2010, 2011, was “Okay, there's not an 
opportunity to buy distressed debt 
anymore.”  But where we did see an 
opportunity on the real estate debt 
space was through making mezzanine 
monies, so basically making a 70% 
loan to value on a property, and then 
selling off in one way or another, the 
0% to 50% piece of the capital stack 
and keeping that 50% to 70% of 
value within the capital stack. And we 
started doing that coming out of the 
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GFC and have accelerated, and are 
one of the most active lenders now 
in the country doing that. To do that 
now, we're getting, when you look 
at the returns at that piece of the 
capital stack, we're right around an 
8% total return.

So what investors love about that 
clearly, is they're getting that 8% 
return that they would also get from... 
That's the same total return they 
would get from core real estate, but 
they're doing it at 70% loan to value. 
So most of our clients that invest in 
real estate debt with us to get that 
risk return profile, they also have 
an equity investment in property 
as well, so they're getting it in a 
complimentary nature. Similar total 
return expectation limited upside on 
the debt side. Right? But also, limited, 
more limited downside because 
you're at 70% loan to value. 

STEWART: And I guess when I started 
this business on the asset manage-
ment side, the environment was so 
different. Right? With rates where 
they are, and this is my view, I don't 
see rates going dramatically higher, 
and insurance companies are really 
in a tough spot. And I mean, it's news 
to no one. And it's an unusual situa-
tion because the more top line they 
write in premium volume, the bigger 
problem they've got with trying to 
plow money back into a really low in-
terest rate environment. And a lot of 
folks seem to be looking at real estate 
debt as a source for that investment 
income. Can you talk a little bit about 
the stability of that income stream, 
and if any sort of use cases or things 
that you've seen, obviously you can't 
talk about particular clients, but just 
generally on the insurance side?

MAX: Yeah. No, you hit on it. As I 
said, total return is no one's going to 
invest anything if they're not going to 
get a competitive total return. But in 
addition to an attractive total return 
that real estate offers, it also offers 
a very high chance to achieve an 

interesting income return. So on the 
equity side, if you're expecting an 8% 
total return from core real estate, 
your income return is typically going 
to be in the 3% to 5% range on the 
equity side. Real estate debt, if you're 
making a first mortgage, your income 
return is going to be pretty low. Right? 
Slight spread over what you could get 
in the fixed income market. When you 
invest in a mezzanine strategy, you 
sell off that bottom piece of the capital 
stack, that income return of  7% to 8% 
is very attractive for investors today. 
And most importantly, the question 
you're asking is the stability of NAV. 

MAX: So, knock on wood, we have 
an unchanged NAV in our portfolio 
through the crisis. So every quarter, 
we mark our loans, and that NAV 
hasn't changed, even through the 
coronavirus crisis, the reduced 
demand for property that we saw last 
year, so very stable, and the income 
return was there every quarter.

STEWART: So a lot of insurers are 
making investments through SMAs. 
But I have a sense that there's other 
structures that people explore. 
Can you just talk about the various 
structures and ways that I can get into 
this asset class?

MAX: Sure. Yeah, no, happy to. If 
you're a very, very large investor, you 
can certainly do a separate account. 
To appropriately diversify a separate 
account, you're talking minimum 
hundreds of millions of dollars, and 
probably a billion dollar plus to do, 
to get an appropriately diversified 
portfolio. So most investors need 
some sort of a coming of fund. 
They're basically two different coming 
of fund structures. One is a closed-in 
vehicle, which would have a defined 
life, typically a seven plus or minus 
year life in a closed in structure. We 
tend to think of closed-in structures 
being appropriate for very high return 
strategies. So you call capital over a 
three year investment period. You 
manage the assets for another two, 

or three, or four years, and then you 
sell capital in the disposition phase 
and return the capital to investors. 
That tends to work, we think, best for 
high return strategies.

The other structure out in the market 
available are open ended structures. 
We tend to think open ended struc-
tures work better for more core 
and debt type investing, long-term 
exposure to the asset class because 
inves tors in an open ended structure, 
it's perpetual life. So you can dip your 
toe in the water and invest however 
much you want to start. You can add to 
it every quarter. You can subtract every 
quarter. You stay fully invested with 
whatever exposure you want through 
an open ended structure. And we like 
that structure more for the core, core 
plus, and debt type of vehicles. That 
works, we think really well.

STEWART: I've learned a lot. I'm 
always the one that learns the most 
on these deals. And I appreciate you 
covering the equity side, the debt 
side, and really, frankly, opening my 
eyes to some of the new specialty 
sectors that I really hadn't thought 
of. I mean, there's some, as you drive 
north out of Chicago into Wisconsin, 
there's several million square foot 
warehouses, and I really never 
connected the dots between seeing 
something like that anecdotally and 
on the investment portfolio side like 
this. So thanks so much. I just want 
to close with my one question that I 
teach, and I always have my eye out 
for getting successful professionals 
to provide a little advice to the folks 
who may be earlier in their career 
than certainly I am. So it goes like 
this. I want to take you back to a date 
I know that you remember. This is 
your college graduation from your 
undergraduate institution. 

Now no matter what festivities may 
have occurred the evening before, 
you, Max, are bright eyed and bushy 
tailed in your cap and gown. Your 
name starts with S, so you're kind of 
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in the back two thirds of the thing. 
You've been waiting for a while. You 
walk up the steps, you go across the 
stage. You get a quick photo op with 
the president. They hand you your 
diploma. The crowd is going crazy, 
crazy. You go down the steps. You're 
just relieved at the whole thing, and 
at the bottom of the stairs, you meet 
Max Swango today. What do you tell 
your 21 year old self?

MAX: Find something you love to 
do, stick with it, and work hard. Work 
hard at it. 

STEWART: It's good advice. Isn't it? In 
advising students, I'm like, "Listen, you 
can make ... There's a lot of ways to 
make money. But liking what you do 
is really important." Right? 

MAX: For sure. I've been very fortu-
nate because real estate has been 
a great place to be for the last 30 
plus years. And people can see it 
and touch it, and they live in it, and 
they shop there and they work 
there. And while that will evolve over 
time, it's still the case. And it's super 
exciting today. Real estate wouldn't 
be... Well, investors need things to 
diversify into, especially one of the 
things we haven't talked about is the 
inflationary environment.

STEWART: Yeah. And it's really inter-
esting from an insurer's perspective. 
They've got a real conundrum, where 
they've got liabilities that go up with 
inflation and a whole bunch of core 
bonds that don't do well in inflation, 
and hedging that liability risk is not 

easy. Every CIO that would ever listen 
to this I think would agree with that. 
So it is obvious to me that real estate's 
your passion and that you like it. And 
I really appreciate you being on, so 
thanks so much, Max.

MAX: Stewart, same with you. I really 
enjoyed it.

STEWART: We appreciate hearing 
new ideas from you. If you have 
an idea for a podcast, please email  
us at podcast@insuranceaum.com. 
My name is Stewart Foley, and this is 
the Insurance AUM Journal Podcast. 

About Max Swango

Max Swango is a Managing Director and Global Head of Client Portfolio Management for Invesco Real Estate. For the last 20 years he has run the investor side 
of IRE’s business. 

Max began his investment career when he joined Invesco Real Estate in 1988. He spent the first 10 years with the firm in the Acquisitions group originating 
direct real estate investments that included both equity and debt across the risk/return spectrum. From 1995 to 1999, he oversaw the firm’s West Coast 
investment activity from its San Francisco office.  

Max earned a Bachelor of Business Administration degree with a double major in Real Estate and Finance from The University of Texas at Austin.   
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Constructing a CMBS portfolio  
in a post-COVID-19 world

CMBS opportunities have emerged post-pandemic 

COVID-19 disrupted US commercial real estate fundamentals. However, we believe 
economic and societal shifts post-COVID-19 have also created opportunities. Many 
commercial property types were negatively affected by the restrictions imposed to 
contain the virus, and certain property sectors, like retail, will likely remain challenged 
for some time. But we believe other sectors stand to benefit from the post-COVID-19 
economic resurgence and potential changes in the economy. We discuss how the Invesco 
Fixed Income CMBS team is navigating the current commercial property landscape. 
We highlight three major themes underlying our current investment strategy: 

1.  We believe certain property sectors are poised to outperform in the economic recovery. 

2.  We seek to construct portfolios that are most likely to weather, or even benefit from, lasting 
post-pandemic changes in behaviors that may impact commercial real estate properties.

3.  We believe careful asset allocation and security selection are more important than ever. 
We seek to express targeted investment views through SASB CMBS issuance and limit 
brick-and-mortar multi-borrower CMBS retail exposure.

US commercial property fundamentals have improved overall

Amid the recent vaccine rollout and progress toward controlling the pandemic, the 
US economy is showing signs of improvement. This pick-up in economic activity has 
translated to increased activity in commercial real estate, and while loan delinquencies 
remain elevated in some sectors, they have been declining overall (Figure 1). 

Figure 1: Delinquency Rates by Property Type

0

5

10

15

20

25

    Overall Delinquency (A)     Industrial (B)     Lodging (C)     Multifamily (D)     O�ice (E)     Retail (F)

D
el

in
qu

en
cy

 R
at

e 
(%

)

Mar-21Jan-21Nov-20Sep-20Jul-20May-20Mar-20Jan-20

(A)

(F)

(C)

(D)
(E)
(B)

Sources: Invesco Fixed Income, Trepp. Data from Jan. 31, 2020, to March 31, 2021.

Kevin Collins 
Head of Commercial 
Mortgage Credit,  
Invesco Fixed Income 

Ian Blaiklock 
Senior Analyst,  
Invesco Fixed Income

Overview

• The COVID-19 
pandemic challenged 
US commercial real 
estate, but certain 
property types now look 
attractive, in our view.

• Navigating the post-
pandemic investment 
landscape means 
focusing on sectors 
that are well-positioned 
to outperform in the 
economic recovery 
and likely to benefit 
from post-pandemic 
shifts in commerce and 
commercial property use.

• Sector allocation and 
security selection are 
more important than 
ever, and we distinguish 
between single-asset 
single borrower (SASB) 
and multi-borrower 
issuance to tailor 
portfolio exposures.
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Distressed property sales as a percentage of overall transaction volumes also remain 
low. We expect these positive trends to gain momentum as vaccination rates rise and 
local economies reopen. Not surprisingly, Figure 1 shows that the lodging and retail 
sectors were among the most adversely affected by the COVID-19 restrictions, resulting 
in elevated loan delinquencies. The rise of e-commerce was already a headwind to retail, 
and the pandemic only amplified this trend. 

In other parts of the commercial real estate market, delinquencies have remained in 
line with historical levels. Delinquencies among loans secured by office properties, 
for example, have benefited from long-term tenant leases and remained relatively low. 
However, if work-from-home practices extend beyond the pandemic, there could be 
downward pressure on rental rates, and delinquencies on certain segments of the office 
market could rise. 

Some positive impulses 

The impact has not been all negative. Some commercial property sectors have benefited 
from the important economic shifts generated by COVID-19. Many industrial warehouse 
properties have benefited from growing online shopping, as online retailers have 
demanded more space to support their fulfillment processes. And, despite increased 
vacancy rates among some multifamily properties located in central business districts, 
most have performed reasonably well, as renters have been aided by government support 
and generous forbearance practices. 

Improving health trends together with supportive fiscal and monetary policies have 
helped commercial property prices increase overall by approximately 8% compared to a 
year ago (Figure 2). The largest gains have been in the industrial warehouse and apartment 
sectors. We think positive impulses in these sectors have created potential investment 
opportunities, as discussed below. 

Figure 2: National Property Prices by Property Type
Since February 2020
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Navigating the post-pandemic CMBS market 

While improving economic fundamentals should help most commercial real estate 
properties, we believe certain properties are better positioned to benefit than others. 
Looking ahead, we believe some sectors are more likely to weather potentially lasting, 
post-pandemic changes in commerce and commercial property use. As a result, we 
believe sector allocation and security selection have become more important than ever. 

One way we seek to take advantage of these opportunities is through targeted exposure. 
Targeted exposures have become more accessible with the recent increase in so-called 
“single-asset single-borrower” (SASB) issuance as a proportion of total CMBS issuance 
(Figure 3). 
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Figure 3: Single-Asset Single Borrower vs. Multi-Borrower Issuance
As a percentage of total private label CMBS issuance
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Unlike “multi-borrower” issuance, which are bonds backed by numerous loans extended 
to different borrowers, SASB bonds typically represent a single borrower and are 
collateralized by a single loan secured by a large property or portfolio of properties. SASB 
bonds allow investors to zero in on the sectors they believe are most likely to outperform, 
which is less possible with diverse, multi-borrower CMBS. Below, we highlight the key 
sectors we are focused on and believe are likely to benefit from overall economic recovery 
and potential changes in the post-COVID-19 economy.

Sector focus: Potential leaders in the economic resurgence

• Industrial warehouse properties: We believe industrial warehouse properties are well-
positioned to benefit from increased online retail activity. Industrial property exposure 
can be accessed by targeting transactions backed solely by a portfolio of warehouses 
securing the financing of a single borrower. 

• Key office sectors: We favor targeted exposure to properties located in central 
business districts in cities with growing labor markets. We expect these office markets 
to outperform as employees seek to collaborate in key commercial hubs around 
the world. We also seek exposure to markets with high concentrations of creative 
companies, as we expect them to outperform locations with other types of industry 
concentrations. Finally, we favor targeted exposure to SASB commercial mortgage-
backed securities (CMBS) collateralized by medical office and life science properties. 
We expect these non-traditional office properties, located in cities such as Boston, 
San Francisco, and San Diego, to be less susceptible to space reduction pressures 
potentially resulting from more flexible work-from-home arrangements. This is because 
their tenants are typically biotechnology, pharmaceutical, and biomedical device 
companies requiring laboratory space. These tenants also offer relatively recession-
resistant business models and growing demand for their products and services. 

• High-end hotels: We expect hotel property cash flows to improve as travel volumes 
increase. In the leisure sector, we favor higher-end hotels in popular vacation locations, 
given our expectations for robust near-term growth in leisure travel.

• Non-traditional property types: We believe the SASB CMBS market may be used to 
gain exposure to non-traditional real estate property sectors that are well-positioned 
to benefit from structural shifts in the economy due to COVID-19. These non-traditional 
property types include (but are not limited to) data centers, senior housing, self-
storage, manufactured housing, and single-family homes for rent. In our view, senior 
housing is well-positioned to benefit from aging demographics and the potential for 
increased demand as vaccinations are administered to health care service providers 
and the elderly population. We also believe single-family rental and manufactured 
housing will benefit from a shortage of affordable housing and growing household 
formation among millennials.
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• Multifamily properties: We believe multifamily properties are well-positioned to 
lead the CMBS market in a post-pandemic recovery as employers open their offices 
and employees return to cities. We expect urban multifamily markets like New York, 
San Francisco, and Washington DC to see vacancy and rental rates stabilize in the 
near term and, in the quarters ahead, eventually improve as COVID-19 cases decline. 
We favor gaining multifamily exposure by targeting bonds issued by a US government 
agency or federally charted corporation, such as Fannie Mae or Freddie Mac. We prefer 
to focus on junior bonds in this sector versus senior bonds, which typically benefit 
from a principal and interest guarantee from the issuing agency or federally chartered 
corporation. Junior bonds offer higher yields than senior bonds while still benefiting 
from agencies’ sound underwriting guidelines and today’s relatively favorable 
multifamily fundamentals.

Figure 4: Commercial Property Sectors Likely to Thrive Post-COVID-19

Senior Housing •  Greater vaccine distribution and pent-up demand
•  Expected aging population growth

Manufactured Housing •  Shortage of affordable and available housing
•  Cost-effective alternative leads to sticky demand

Single-Family Rental •  Shortage of affordable and available housing
•  Increased demand for suburban housing and 

growing millennial household formation

Life Science •  Increased growth in health care spending
•  Lab space insulated from work-from-home and 

costly to build out, leading to high switching costs

Self-Storage •  Recession resistant due to public demand for 
storage

•  Increased number of relocations out of gateway 
markets

Data Center •  Increased demand for data storage from mobile 
and cloud computing

•  High capital expenditure requirement creates 
barriers to entry

Sources: Invesco Fixed Income and deal documents.

Recent multi-borrower issuance helpful in reducing some retail exposure 

While we favor the benefits of targeted exposure through SASB issuance, we also 
appreciate the advantages of recent multi-borrower issuance for reducing certain retail 
exposure. We believe COVID-19 is likely to pose lasting challenges to traditional brick-and-
mortar retailers, especially given the growth in e-commerce. To navigate these challenges, 
we favor minimizing exposure to bonds backed by large concentrations of mall exposures, 
particularly regional mall exposure. We believe we can make strides toward achieving this 
objective by focusing on recent multi-borrower issuance, which has generally contained 
lower concentrations of retail property loans than in the past. Figure 5 shows the drop in 
the concentration of retail loans post-COVID-19.
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Figure 5: Post-COVID-19 Multi-Borrower Issuance Offers Less Mall Exposure
CMBS conduit metrics

Post-COVID-19 Pre-COVID-19
Total Issuance $26,175,928,478 $56,605,762,668
Avg Deal Size $22,871,658 $20,645,670
Top 10 Loan % 60.5% 51.7%
Avg Loan Size $22,871,658 $20,645,670
Office 38.2% 31.1%
Retail 11.8% 20.9%
Multifamily 15.1% 15.1%
Hotel 7.4% 11.7%
Industrial 9.6% 6.4%
Other 17.9% 14.8%
Issuer LTV 54.0% 57.7%
Issuer DSCR 2.87x 2.42x

Sources: Invesco Fixed Income and deal documents. Pre-COVID-19 period is Jan. 2019 through Feb. 2020. Post-
COVID-19 period is March 2020 through March 2021.

CMBS portfolio construction post-COVID-19

In the post-COVID-19 environment, we expect the performance of various property types 
and securities to diverge. As a result, we carefully consider sub-sector allocations and 
security selection. Figure 6 is a snapshot of a theoretical portfolio incorporating our 
current market views.

Figure 6: Target Asset Class Allocation
Allocations by investment sector (%)

Post-COVID-19 Multi-Borrower 25.0
Multi/Senior/Man/Single Housing SASB 17.5
GSE Multifamily Credit 15.0
Static CRE CLOs 12.0
Industrial SASB 10.0
Life Science SASB 7.5
Lodging SASB 5.0
Self Storage/Data Centers 5.0
Credit Tenant Leases 2.0
Cash 1.0

Strategy Tactics Target Results
•  Capitalize on increased 

risk premiums in 
bonds collateralized by 
mortgage loans

•  Identify property subsectors 
positioned to lead in a 
post-pandemic recovery

•  Bottom-up approach 
that focuses on 
fundamental analysis

•  Focus on investment grade 
rated assets

•  Target investments that 
benefit from substantial 
subordination and are often 
secured by real property or 
other assets

•  Seek to provide attractive 
total returns relative to 
traditional fixed income

Source: Invesco Fixed Income. For illustrative purposes only. Because the strategy is new and has no assets, 
the information above is hypothetical. There can be no assurance that the strategy’s actual portfolio and other 
characteristics will resemble those shown above. There can be no assurance that stated targets will be realized. 
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We believe investors can create a strategy that complements their existing fixed income 
portfolios. Relative to investment grade corporate bonds, the strategy offers the potential 
for higher yield but with shorter duration while maintaining comparable credit quality 
versus intermediate investment grade corporate bonds (Figure 7).

Figure 7: Favorable Yield/Interest Rate Risk Profile vs. US Investment Grade
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Yield (%) 2.8 1.5
Average Credit Quality (of rated positions) BBB+ A3/Baa1
Duration 3.2 4.6

Sources: Invesco Fixed Income, Bloomberg Barclays Global Indices. Data as of May 2021. The proposed sample 
portfolio information above is hypothetical. There can be no assurance that the actual portfolio and other 
characteristics will resemble those shown above. These charts are for illustrative purposes only. 

Conclusion

The dynamics of the post-pandemic environment will likely continue to challenge certain 
US commercial property sectors. But some sectors, in our view, are likely to thrive in the 
recovery generated by the economic reopening. Several non-traditional sectors may even 
benefit from potentially durable post-COVID-19 changes in consumption patterns and 
commerce. The Invesco Fixed Income CMBS team seeks to target these opportunities 
through asset allocation informed by our macro and sector views, detailed above, and 
careful security selection with a focus on SASB issuance. 
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IFI approach to CMBS

The Invesco Fixed Income (IFI) Structured Debt team employs a balanced top-down, 
bottom-up risk allocation in our portfolio construction process. Our top-down analysis 
examines US macro and microeconomic factors, such as GDP growth, interest rates, labor 
market dynamics, consumer health, and corporate earnings. We identify fundamental 
trends in US commercial real estate, such as property supply, tenant demand, occupancy 
rates, rental rates, and financing terms, to shape our outlook for commercial real estate 
property types across geographic regions. Our outlook for each property type and 
regional market helps determine rent growth and valuation assumptions used in our 
bottom-up analysis.

How IFI is different

While many investment managers rely on external credit ratings to make CMBS investment 
decisions, the IFI Structured Debt team reviews each individual investment. We consider 
insights from IFI’s Macro Research team and Invesco’s direct real estate investors, together 
with the views of US mortgage servicers and commercial real estate loan brokers. Our 
proprietary model projects loan-level defaults and corresponding loss severities for the 
individual loans underlying each security (i.e., “collateral performance”). 

We conduct scenario analysis based on our collateral performance projections to project 
bond and transaction cash flow under various scenarios. We monitor collateral pool 
performance and make buy and sell decisions based on a relative value analysis of the 
investment universe. We believe our seasoned investment team and robust research 
capabilities allow us to identify attractive income opportunities and anticipate spread 
tightening, enabling timely sector allocation, and careful security selection.
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Investment risks 

The value of investments and any income will fluctuate (this may partly be the result of exchange rate 
fluctuations) and investors may not get back the full amount invested. Past performance is not a guide 
to future returns. Fixed-income investments are subject to credit risk of the issuer and the effects of 
changing interest rates. Interest rate risk refers to the risk that bond prices generally fall as interest rates 
rise and vice versa. An issuer may be unable to meet interest and/or principal payments, thereby causing 
its instruments to decrease in value and lowering the issuer’s credit rating. 
This document is for Professional Clients only in Dubai, Jersey, Guernsey, the Isle of Man, Ireland, Continental 
Europe (as defined in the important information at the end) and the UK; for Institutional Investors only in the 
United States, for Sophisticated or Professional Investors in Australia; in New Zealand for wholesale investors 
(as defined in the Financial Markets Conduct Act); for Professional Investors in Hong Kong; for Qualified 
Institutional Investors in Japan; in Taiwan for Qualified Institutions/ Sophisticated Investors; in Singapore for 
Institutional/Accredited Investors; for Qualified Institutional Investors and/or certain specific institutional 
investors in Thailand; in Canada, this document is restricted to Accredited Investors as defined under National 
Instrument 45-106. It is not intended for and should not be distributed to or relied upon by the public or retail 
investors. Please do not redistribute this document. 

For the distribution of this document, Continental Europe is defined as Austria, Belgium, Denmark, Finland, France, 
Germany, Greece, Italy, Luxembourg, Netherlands, Norway, Portugal, Spain, Switzerland and Sweden. This does 
not constitute a recommendation of any investment strategy or product for a particular investor. Investors should 
consult a financial professional before making any investment decisions. This does not constitute a recommendation 
of any investment strategy or product for a particular investor. Investors should consult a financial professional 
before making any investment decisions. This overview contains general information only and does not take into 
account individual objectives, taxation position or financial needs. Nor does this constitute a recommendation of 
the suitability of any investment strategy or product for a particular investor. Investors should consult a financial 
professional before making any investment decisions. It is not an offer to buy or sell or a solicitation of an offer to 
buy or sell any security or instrument or to participate in any trading strategy to any person in any jurisdiction in 
which such an offer or solicitation is not authorized or to any person to whom it would be unlawful to market such 
an offer or solicitation. It does not form part of any prospectus. While great care has been taken to ensure that the 
information contained herein is accurate, no responsibility can be accepted for any errors, mistakes or omissions or 
for any action taken in reliance thereon.

The opinions expressed are that of Invesco Fixed Income and may differ from the opinions of other Invesco 
investment professionals. Opinions are based upon current market conditions, and are subject to change 
without notice. 

As with all investments, there are associated inherent risks. Please obtain and review all financial material carefully 
before investing. Asset management services are provided by Invesco in accordance with appropriate local 
legislation and regulations. This material may contain statements that are not purely historical in nature but are 
“forward-looking statements.” These include, among other things, projections, forecasts, estimates of income, yield 
or return or future performance targets. These forward-looking statements are based upon certain assumptions, 
some of which are described herein. Actual events are difficult to predict and may substantially differ from those 
assumed. All forward-looking statements included herein are based on information available on the date hereof 
and Invesco assumes no duty to update any forward-looking statement. Accordingly, there can be no assurance 
that estimated returns or projections can be realized, that forward-looking statements will materialize or that actual 
returns or results will not be materially lower than those presented. By accepting this document, you consent to 
communicate with us in English, unless you inform us otherwise. All information is sourced from Invesco, unless 
otherwise stated. All data as of May 25, 2021, unless otherwise stated. All data is USD, unless otherwise stated.

Restrictions on distribution 

Australia

This document has been prepared only for those persons to whom Invesco has provided it. It should not be relied This 
document has been prepared only for those persons to whom Invesco has provided it. It should not be relied upon by 
anyone else. Information contained in this document may not have been prepared or tailored for an Australian audience 
and does not constitute an offer of a financial product in Australia. You may only reproduce, circulate and use this 
document (or any part of it) with the consent of Invesco. The information in this document has been prepared without 
taking into account any investor’s investment objectives, financial situation or particular needs. Before acting on the 
information the investor should consider its appropriateness having regard to their investment objectives, financial 
situation and needs. You should note that this information: 

• may contain references to dollar amounts which are not Australian dollars; 
• may contain financial information which is not prepared in accordance with Australian law or practices; 
• may not address risks associated with investment in foreign currency denominated investments; and 
• does not address Australian tax issues

• Issued in Australia by Invesco Australia Limited (ABN 48 001 693 232), Level 26, 333 Collins Street, Melbourne, 
Victoria, 3000, Australia which holds an Australian Financial Services License number 239916.
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Canada

This document is restricted to accredited investors as defined under National Instrument 45-106. All material 
presented is compiled from sources believed to be reliable and current, but accuracy cannot be guaranteed. This 
is not to be construed as an offer to buy or sell any financial instruments and should not be relied upon as the sole 
factor in an investment making decision. As with all investments there are associated inherent risks. Please obtain 
and review all financial material carefully before investing.

• Issued in Canada by Invesco Canada Ltd., 120 Bloor Street East, Suite 700, Toronto, Ontario, M4W 1B7. 

Continental Europe, Dubai, Ireland, the Isle of Man, Jersey and Guernsey and the UK

Further information is available using the contact details shown: 
• Issued in Belgium, Denmark, Finland, France, Greece, Italy, Netherlands, Spain, Sweden, Luxembourg, Norway 

and Portugal by Invesco Management S.A., President Building, 37A Avenue JF Kennedy, L-1855 Luxembourg, 
regulated by the Commission de Surveillance du Secteur Financier, Luxembourg. 

• Issued in Dubai by Invesco Asset Management Limited. PO Box 506599, DIFC Precinct Building No 4, Level 3, 
Office 305, Dubai, UAE. Regulated by the Dubai Financial Services Authority.

• Issued in Austria and Germany by Invesco Asset Management Deutschland GmbH, An der Welle 5, 60322 Frankfurt 
am Main, Germany. 

• Issued in Switzerland by Invesco Asset Management (Schweiz) AG, Talacker 34, 8001 Zurich, Switzerland. 
• Issued in Ireland, the Isle of Man, Jersey, Guernsey and the United Kingdom by Invesco Asset Management 

Limited which is authorised and regulated by the Financial Conduct Authority. Invesco Asset Management Ltd, 
Perpetual Park, Perpetual Park Drive, Henley-on-Thames, RG9 1HH, UK. 

Hong Kong

This document is provided to professional investors (as defined in the Securities and Futures Ordinance and the 
Securities and Futures (Professional Investor) Rules) only in Hong Kong. It is not intended for and should not be 
distributed to or relied upon by the members of public or the retail investors. 

• Issued in Hong Kong by Invesco Hong Kong Limited 景順投資管理有限公司, 41/F, Champion Tower, Three Garden 
Road, Central, Hong Kong.

Japan

This document is only intended for use with Qualified Institutional Investors in Japan. It is not intended for and should 
not be distributed to, or relied upon, by members of the public or retail investors. 

• Issued in Japan by Invesco Asset Management (Japan) Limited, Roppongi Hills Mori Tower 14F, 6-10-1 Roppongi, 
Minato-ku, Tokyo 106-6114; Registration Number: The Director-General of Kanto Local Finance Bureau (Kin-sho) 
306; Member of the Investment Trusts Association, Japan and the Japan Investment Advisers Association. 

New Zealand

This document is issued in New Zealand only to wholesale investors (as defined in the Financial Markets Conduct 
Act). This document has been prepared only for those persons to whom it has been provided by Invesco. Information 
contained in this document may not have been prepared or tailored for a New Zealand audience. This document 
does not constitute and should not be construed as an offer of, invitation or proposal to make an offer for, 
recommendation to apply for, an opinion or guidance on Interests to members of the public in New Zealand. Any 
requests for information from persons who are members of the public in New Zealand will not be accepted. 

• Issued in New Zealand by Invesco Australia Limited (ABN 48 001 693 232), Level 26, 333 Collins Street, Melbourne, 
Victoria, 3000, Australia, which holds an Australian Financial Services Licence number 239916. 

Singapore

This document may not be circulated or distributed, whether directly or indirectly, to persons in Singapore other 
than (i) to an institutional investor under Section 304 of the Securities and Futures Act (the “SFA”), (ii) to a relevant 
person pursuant to Section 305(1), or any person pursuant to Section 305(2), and in accordance with the conditions 
specified in Section 305 of the SFA, or (iii) otherwise pursuant to, and in accordance with the conditions of, any other 
applicable provision of the SFA. This document is for the sole use of the recipient on an institutional offer basis and/ 
or accredited investors and cannot be distributed within Singapore by way of a public offer, public advertisement or 
in any other means of public marketing. 

• Issued in Singapore by Invesco Asset Management Singapore Ltd, 9 Raffles Place, #18-01 Republic Plaza, 
Singapore 048619.



Taiwan 

This material is distributed to you in your capacity as Qualified Institutions/Sophisticated Investors. It is not intended 
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Real Estate Investing by Insurers: Examining Current Views on the Asset Class | Executive summary

Re-evaluating Real Estate: A Closer Look
While real estate has long been an important asset class for insurers, investing in this sector requires far more than a one-size-
fits-all approach. As insurers currently ponder how to best to match their liabilities and funding needs in the future in a close to 
0%-interest-rate environment, they may reconsider the share of real estate in their portfolio of alternatives assets: when seeking 
incremental yield on a risk-adjusted basis, real estate may compare favorably to other alternative investments available today.

Considering the effects of the global pandemic and its impact on the real estate sector, we sought to gauge the current views 
of insurers on investing in this asset class. We conducted a brief survey with 120 insurers, across various insurance company 
types and sizes, skewing to the larger end of the market (see p.17 for the complete picture of the respondents). What we 
discovered offers a realistic view as well as an optimistic perspective.

Among the insights yielded by our research:  

• On the cautionary side of the discussion, the main barriers to investing include transparency and liquidity.

• The majority of CIO respondents say that the office sector will not be quite as challenged as some believe, and that workers 
will return to their office spaces following lockdowns for extended periods. Office spaces will become hoteling spaces, with 
floor plans reduced in some cases to what organizations will truly need.

• However, there was a split response among CIOs surveyed on how their own organization’s office footprint is changing; 
savings achieved by a smaller commercial space are not insignificant, and will be a factor as some leases expire and 
landlords gain a clearer picture of which tenants will return and which will seek a smaller or more inexpensive spaces 
elsewhere.

• Most CIOs believe that volatility will continue across the entire commercial real estate sector/asset class itself, as too many 
wild cards remain in play as to when organizations will return to their office spaces.  

• ESG (Environmental, Social and Governance) factors were cited among survey respondents as critical to consider when 
investing in commercial real estate. Questions abound over how “green” the buildings truly are, raising queries about true 
sustainability and precisely how properties are being managed – particularly from an environmental standpoint.

• Public and private real estate equity allocations are expected to increase overall, whether they be investment trusts 
purchased through publicly available offerings or private commingled vehicles or direct transactions. 

We hope you find the details of the survey helpful in comparing your perspectives on real estate. 
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Insurance Insider and Invesco

Do you currently invest in real estate?

Split by size of company

Split by company type

 Yes    No

Less than $1bn $1bn-$9.9bn $10bn-$19.9bn $20bn or more

89%

11%

71% 81% 92% 100%

29%

P&C

89%

11%

Life

94%

6%

Health

95%

5%

Reinsurance

89%

11%

Multi-line

75%

25%

19%
8%
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If “Yes,” we invest primarily in …

Split by size of company

 Private real estate equity

 Public real estate equity

 Direct commercial mortgage loans

 Other private real estate debt

  2%   3%
  3%

  3%
  4%

Less than $1bn $1bn-$9.9bn $10bn-$19.9bn $20bn or more

40%
54%

3%
3%

47% 33%
41% 43%

53% 65% 53% 50%
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Insurance Insider and Invesco

If no, would you consider investing in real estate going forward?

 Yes    No

57%

43%

Of the 11% of respondents not currently investing in real estate, over 57% say they would consider 
investing in the asset class going forward. This would increase the group investing in real estate to 95% of 
respondents in this survey.
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What is your real estate investment strategy?
(Figures represent number of respondents. Respondents could select multiple categories)

 Public    Private

 Public    Private

 Public    Private

 Public    Private

EMEA (Europe, Middle East, Africa)

US

APAC (Asia Pacific)

Canada

58

29

38

17

76

69

42

43
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What is the primary role real estate plays in your portfolio?

Split by size of company

Split by company type

  Income generator (core/strategic)  

  Return driver (opportunistic)  

  Both

Less than $1bn $1bn-$9.9bn $10bn-$19.9bn $20bn or more

33%

20%

47%

P&C Life Health Reinsurance Multi-line

10%

40% 35%

17%

27%

12%
33%

50% 48%
61%

31%

36%

33%

50%

38%

41%

33%

46%

34%

49%

33%
17%21%21%17%

67%
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The primary barriers to investment are transparency and liquidity, according to the CIOs surveyed. The nature of limited data on the properties 
(as they are not public information) and insufficient clarity on how quickly they can be sold remain impediments to wider adoption. 

What are the barriers that you encounter in real estate investment?

  Liquidity 32%

  Transparency 26%

  Capital treatment 13%

  Reporting challenges 11%

  Internal resource constraints 10%

  Minimums (investment too large to get exposure) 7%

  Accounting 1%

7%

1%

10%

32%

26%

13%

11%
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Do you currently invest in specialty real estate sectors?

Split by size of company

Split by company type

 Yes    No

Less than $1bn $1bn-$9.9bn $10bn-$19.9bn $20bn or more

81%

19%

P&C

82%

18%

Life

84%

16%

Health

83%

17%

Reinsurance

84%

16%

Multi-line

100%

70% 69%
85% 89%

30% 31%
15% 11%

High tangible asset value, long-term financial security, 
economies of scale and operational efficiencies, growth 
opportunities, monthly passive income and steady cash 
flow were cited by respondents who either invest in or 
are attracted to the specialty real estate asset class. 
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Insurance Insider and Invesco

The majority of CIOs surveyed focus their real estate investments in specialty sectors, including hospitality/hotels, medical complexes, cold 
storage and manufacturing, among others. Data centers and student housing were among the favored properties, with self-storage units and 
single-family rentals also popular investments. 

Which of the following specialty real estate sectors do you invest in?
(Figures represent number of respondents. Respondents could select more than one category)

  Data centers 68

  Student housing 51

  Single-family rental 31

  Self-storage 30

  Health-care facilities 27

  Cold storage 7

  Manufactured housing 5

  Cell towers 1

68

51

31

30

27

7
5

1
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How is your organization’s office footprint changing in relation to COVID-19?

Split by size of company

Split by company type

 Increasing    Decreasing    No change

Less than $1bn $1bn-$9.9bn $10bn-$19.9bn $20bn or more

30%

36%

34%

P&C Life Health Reinsurance Multi-line

There was a split response among CIOs surveyed 
on how their own organization’s office footprint is 
changing; savings achieved by a smaller commercial 
space are not insignificant, and will be a factor as 
some leases expire and landlords gain a clearer 
picture of which tenants will return and which will seek 
a smaller or more inexpensive spaces elsewhere. One 
respondent said, “Our company is taking a fresh look 
at how much and where space is required and how 
to encourage the development of desired outcomes 
for collaboration, productivity, culture, and the work 
experience.”

10%

40%
45%

21%

45%

18%

53%

50%
34% 37% 28%

19%

37%

31%

23%

38%

35%

30%

38%

35%

67%

16%
27%35%39%32%

17%
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How likely do you believe real estate markets will experience further volatility and 
uncertainty through 2021?

Split by size of company

Split by company type

Highly unlikely (0%)     Unlikely    Not sure    Likely    Highly Likely

Less than $1bn $1bn-$9.9bn $10bn-$19.9bn $20bn or more

18%

7%

66%

9%

P&C Life Health Reinsurance Multi-line

Most CIOs believe that volatility will continue across 
the entire commercial real estate sector/asset class 
itself, as too many wild cards remain in play as to 
when organizations will return to their office spaces. 
Some metro areas, they say, will see a higher return to 
workspaces than others. “There is a lot of investment 
capital waiting, and real estate will have an attractive 
risk-return profile for the coming years,” one survey 
respondent stated.

20%

65%

10%
7%

73%

6%
9%

33%

8%

80%

17% 12%
3%

56%

67%

8%

53%

8%

66%

9%

65%

9%

50%

17%

17%
17%
7%

16%
9%

26%
18%
7% 13%

16%
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How important is ESG within your real estate investment strategy  
and manager/fund selection process?

Split by size of company

Split by company type

Not important (0%) • Slightly important (0%)

 Moderately important    Important     Very important

Less than $1bn $1bn-$9.9bn $10bn-$19.9bn $20bn or more

16%

51%

33%

P&C Life Health Reinsurance Multi-line

Environmental, Social and Governance factors were 
cited among survey respondents as critical to consider 
when investing in commercial real estate. Questions 
abound over how “green” the buildings truly are, raising 
queries about true sustainability and precisely how 
properties are being managed – particularly from an 
environmental standpoint. 

CIOs said that ESG considerations are critical in 
investment analysis and portfolio construction, and 
may offer investors potential long-term performance 
advantages. One respondent stated, “ESG is more 
frequently being used as a risk management tool with 
additional upfront costs, but provides an opportunity 
to make large operational savings during the life of an 
investment.”

60%

20%

48%

14%

39%

15% 17%

20%
38% 45%

22%

61%

52%

35%

59%

23%

49%

38%

50%

36%

67%

14%13%13% 18%

33%
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What is your expected real estate allocation over the next three years for the 
following: (Figures given by amount of respondents.)

 Up    Down (0)     Flat

 Up    Down     Flat

 Up    Down (0)     Flat

 Up    Down     Flat

Direct commercial mortgage loans

Public real estate equity

Other private real estate debt

Private real estate equity

70

11

11

89

28

38

86

19

6317

Public and private real estate equity allocations are expected to increase overall, whether they be investment trusts purchased through publicly 
available offerings or private commingled vehicles or direct transactions. “Once the pandemic is over there will be a boom in the real estate 
market,” one CIO survey respondent commented.
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Finally, we asked our survey respondents, “What is one thing you wish existed in  
the real estate investment market that is not currently available?”

• Artificial intelligence-powered data and analytics

• Automation of systems & accelerated digitalization of processes 

• Improved data security 

• Decreased tax risk & increased tax benefits

• More accessible and transparent real estate portfolio data

“Data & analytics are among the 
best digital tools available, allowing 
companies to dig into masses of 
information and extract required data. 
However, real estate is lacking in 
that type of information. Once more 
substantial data becomes widely used 
in this sector, it will help in making 
investment decisions.”

“Big data and data analysis 
will help price a property 
by real-time regional price 
analysis and forecasted future 
price fluctuations.”

“With the help of artificial intelligence (AI) 
and precise mathematical modeling, we 
would be able to estimate prices more 
accurately.”

“The Internet of Things will be a game-
changer in real estate investment. Through 
IOT we can imagine a world of ‘smart 
properties’ that seamlessly integrates the 
physical and virtual worlds with the help of 
virtual and augmented reality.”

“The adoption of new technology platforms 
generates new and more easily accessible 
market data, which is key for overall real 
estate transparency.”

“The ability to build automation 
systems. Not just for reducing costs, 
but also in the context of tremendously 
improving everyday life by enhancing 
the security and safety of assets, cutting 
down on operating costs and energy 
use, and facilitating unique customized 
solutions.”

“Every company should build 
their automation systems, 
which will help to connect 
them to the customers.”

“Cultivating a proper database 
and implementing marketing 
automation will help to target 
messages more effectively to 
the right market segments.”

Selected quotes:

Several key themes 
emerged in their 
responses:



17Insurance Insider and Invesco

Real Estate Investing by Insurers: Examining Current Views on the Asset Class | Respondents

The survey results were captured in November and December 2020. Chief Investment Officers and Chief Financial Officers 
represented the lion’s share of respondents to our survey (at 39.34% and 38.52%, of the total, respectively). Titles of additional 
respondents included vice president of investments/managing director of investments (5.74%), portfolio manager (5.74%), 
investment committee member (4.10%), director of research/research analyst (2.46%), and others.

Job title

 What lines of insurance does your company operate in?

 Approximately, what was your company’s general account assets as of year-end 2020?

 Chief investment officer

 Chief financial officer (overseer of investment function directly)

 Portfolio manager

 VP of investments/Managing director of investments

 Investment committee member

 Other

 Director of research/research analyst

 Reinsurance

 P&C

 Health

 Life

 Multi-line

 All of the above

 $1bn-$9.9bn

 $10bn-$19.9bn

 $20bn or more

 Less than $1bn

Respondent profiles

39%

39%

  6%
  6%
  4%
  4%
  2%

  2%
  1%

29%

18%

20%

30%

10%

30%

30%

30%
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In late May, the NAIC’s Life Risk Based Capital (RBC) Working Group approved a proposal to 
reduce capital charges for real estate equity investments.  Whereas RBC charges were 
previously 15% for direct investments on Schedule A and 23% for Schedule BA investments, 
the newly adopted charges will be 11% and 13%, respectively.  While additional real estate 
RBC revisions may be adopted later, these reduced capital charges are expected to go into 
effect at the end of 2021. 

This is a significant benefit for life insurers for multiple reasons.  First, the reduced charges for 
both direct and fund-based investments make it more capital-efficient to invest in real estate 
equity, an asset class that is particularly well-suited for life insurers starved for relatively high-
returning, income-producing assets.  Perhaps more importantly, reducing the difference 
between Schedule A and Schedule BA RBC charges makes real estate investing via funds 
more attractive now than before. 

In the past, many life insurers limited real estate fund investments or even avoided them 
altogether because they carried much higher capital charges than direct investments.  But 
directly investing in real estate raises a number of challenging questions:  How do I effectively 
diversify my property exposure?  How do I access investments outside the U.S.?  Do I have 
the expertise in-house to handle asset allocation across property types, geographical regions, 
and risk profiles?  Am I operationally equipped to effectively monitor and account for a variety 
of direct investments?  Investing via funds managed by real estate specialists can overcome 
many of these challenges, and with fund investments’ capital charges more closely aligning 
with direct investments, life insurers can access a richer opportunity set without RBC 
considerations preventing them from looking beyond direct investments. 

Rarely do such significant changes to capital treatment occur, particularly changes yielding 
such an opportunity for insurers.  With these new real estate RBC charges likely taking effect 
with year-end 2021 reporting, now is the time for life insurers to evaluate their real estate 
portfolios and plan for additions and / or adjustments to those portfolios. 
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Changes to Investments  
Risk-Based Capital for  
U.S. Insurers: 
A Potential Positive for Public Structured Products

PUBLIC FIXED INCOME

June 29, 2021

Introduction
The insurance industry is expecting significant changes in investments risk-based capital (RBC) 
this year, and for structured products portfolios these changes could amount to a paradigm shift. 
The National Association of Insurance Commissioners (NAIC) is planning two main changes in 
determining investments RBC that will specifically affect structured products: the elimination 
of price breakpoints to determine NAIC designations for modeled RMBS and CMBS issued 
after 2012, and for CMBS a move from a pro-cyclical modeling approach to a through-the-cycle 
approach. These changes will likely be implemented in 2021 and 2022.

The NAIC is also working on the adoption of a new set of RBC factors for all bonds (including 
structured products) held by life insurance companies that will differentiate capital requirements 
based on more granular measures of credit quality – mostly ratings notching. All these changes have 
the potential to alter the way some insurance companies approach capital efficiency when investing 
in bonds. For structured products these changes could: resolve some recent RBC distortions, better 
align RBC with the credit risk of high-quality securities, and significantly enhance the relative capital 
efficiency of higher credit-quality structured products versus other asset classes. The sections 
below analyze the expected changes and their potential implications for insurers.
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Change #1: Elimination Of Price Breakpoints

Background 
The financial markets were still assessing the damages when in 2009 and 2010 the NAIC took the 
bold step of changing the RBC framework for two sectors that were at the epicenter of the Great 
Financial Crisis (GFC.) The RMBS and CMBS markets had been battered by speculative lending, 
aggressive structuring, and declining ratings standards, all of which contributed to the GFC. Once 
the crisis hit, holders of RMBS and CMBS bonds, including insurers, were left holding the bag.

In 2009, mortgage loan losses had started causing shortfalls in subordinated tranches of RMBS 
and CMBS transactions with no end in sight. Prices of senior tranches in these transactions 
had plummeted. Rating agencies had revised their methodologies and downgraded large 
swaths of these securities. Given their reliance on ratings, regulatory capital frameworks 
left regulated investors stuck between a rock and a hard place: sell severely 
downgraded securities at basement prices or hold enormous amounts of capital to 
keep these securities on their books.

In that kind of environment distortions were abundant. Many senior tranches 
that were unlikely to see large losses were trading at large discounts and 
had been severely downgraded. The capital requirements for that profile 
of bond were disproportionate to the actual risk of economic loss that 
long-term holders faced. But selling these securities to avoid the high 
capital charges would’ve had damaging effects for regulated investors’ 
bottom lines.

The NAIC understood the nature of these distortions and 
implemented a new RBC framework that addressed them: 
instead of relying on rating agencies, the NAIC would model 
RMBS and CMBS bonds to determine the magnitude 
of potential losses, and it would consider the basis at 
which insurers owned those bonds to determine the 
appropriate amount of capital to support the potential 
level of bond economic loss. In order to determine 
the appropriate RBC charge for a modeled RMBS 
or CMBS security, the NAIC developed a grid 
of prices (a.k.a. price breakpoints) based on its 
modeling that would be compared to the book 
price at which each insurance company owned 
that bond. That mapping of securities resulted 
in NAIC designations and RBC charges that 
were specific to each insurance company, and 
that would be updated each year after a new 
modeling exercise.
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Here’s an example of how that modeling and price breakpoint approach worked in the aftermath of 
the GFC:1

From the example above we can see that the new framework accomplished the objective of 
ensuring that RBC requirements are commensurate with the expected risk of economic loss in 
a long-term investment. By contrast, in the ratings-based framework that was used before the 
model- based one was introduced, this security would’ve received a NAIC 5 designation and 
carry a 22.31% gross RBC factor. That high level of capital requirement would’ve ignored the loss 
cushion this hypothetical insurance investor had by virtue of the large discount in its carrying price 
of $75 for the RMBS bond in the example. By all measures the NAIC’s introduction of the modeled 
framework for RMBS and CMBS with price breakpoints was a groundbreaking innovation that 
incented prudent risk taking by insurers while right-sizing capital requirements to better reflect 
investment risk.

What’s Changing And What Are The Implications? 
By early 2020 the NAIC had been working for several years on a project to revise their six-
category investment RBC factor (NAIC designations) approach. In addition to revisiting the factors 
themselves, the NAIC wanted to develop a much more granular approach to assigning RBC factors 
and had settled on moving from six NAIC designations to twenty – each designation reflecting one 
notch in the traditional rating agency scale.

With this backdrop, the Structured Securities Group (SSG) at the Securities Valuation Office of 
the NAIC was becoming concerned that the new twenty-category scale of NAIC designations 
was going to make the price breakpoint component of the modeled RMBS and CMBS RBC 
methodology significantly more complex and costly – the SSG would need to produce a 
significantly larger amount of data points for insurance companies to map their modeled securities 

Mechanics of Modeled RBC Framework and Price Breakpoints

Bond Type RMBS

NRSRO Rating CCC-

Hypothetical Book Price $75 

Modeling Scenario Optimistic Baseline Conservative Most Conservative

Scenario Probability 10% 55% 25% 10%

Modeled Loss NPV $0 $0 $45.80 $100 

Weighted Loss NPV $21.44 Modeled loss NPV weighted by scenario probability

Intrinsic Price [IP] $78.56 Par minus Weighted Loss NPV

NAIC Designation 1 2 3 4 5

Designation Expected Loss [E(L)] 0.85% 2.95% 7.30% 16.50% 26.50%

Bond Breakpoint [IP / ( 1 -E(L) )] $79.23 $80.94 $84.74 $94.08 $106.88 

Gross RBC Factor 0.39% 1.26% 4.46% 9.70% 22.31%

2020 Designation NAIC 1 Book Price below NAIC 1 Breakpoint

Assigned Gross RBC Factor 0.39%
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to the more granular NAIC designations. At the same time, in some corners of the NAIC, regulators 
had grown somewhat uncomfortable with the differentiated RBC treatment that discount-priced 
RMBS and CMBS holdings received versus other bond types.

In this context, in early 2020 the SSG started exploring the elimination of the price breakpoints 
component of the modeled RMBS and CMBS methodology. Insurance companies, however, 
weren’t so keen on parting ways with a component of the RMBS and CMBS RBC methodology that 
had proven so effective in the aftermath of the GFC. Responsive to insurance company concerns, 
the SSG decided not to pursue this initiative. Little did anyone know at the time that a global 
pandemic was rapidly unfolding, and that the economic havoc it would wreak would reveal some 
impactful shortcomings in the current methodology.

Fast-forward to the fourth quarter of 2020 when the pandemic had devastated the global 
economy. The SSG released a report with interim results of the modeling of RMBS and CMBS to 
help insurers prepare for the year-end RBC determination process. Those interim results showed a 
dramatic decline in NAIC designations even for many highly-rated bonds – primarily CMBS. This 
implied that insurance companies would need to hold a larger amount of capital than anticipated 
for that year-end. But how did that happen?

The answer lay in a couple of steps in the RBC methodology for RMBS and CMBS that, when 
combined with the economic effects of the pandemic, translated into distortions in the modeling 
results. Namely, price breakpoints are derived with the assumption of par value purchases and 
therefore do not account for the large decline in rates that followed the GFC; and the modeling 
approach for CMBS followed a pro-cyclical methodology that was using the highly negative 
economic data from the pandemic to forecast the trajectory of potential bond losses. More on the 
pro-cyclical approach to CMBS modeling later, but first let’s focus on the price breakpoints’ par 
purchase assumption.

At a high level price breakpoints are derived by subtracting from par the weighted modeled 
principal loss for RMBS and CMBS bonds, and then applying the expected loss for each NAIC 
category (as implied by its RBC charge) to that number. Conceptually this approach tries to 
assign RBC based on the risk of economic loss to an insurance investor given the basis at which 
that investor owns a bond. The unanticipated shortcoming of this approach is that by focusing 
exclusively on principal cash flows rather than on the full economics of a security it unduly 
penalizes premium bonds versus par or discount bonds that may have the same exact cash flow 
economics. This unexpected shortcoming became glaringly apparent in 2020.

While this principal-only focus of price breakpoints had been part of the methodology from its 
inception, it hadn’t really created broader problems before because the RBC framework doesn’t 
require bonds with no losses in any of the modeled scenarios (“zero-loss bonds”) to go through the 
breakpoints. Zero-loss bonds automatically get a NAIC 1 designation as long as they’re rated A- or 
higher. Effectively an insurance company could buy zero-loss bonds at a premium without any RBC 
penalty. This was particularly relevant for CMBS bonds given their common long duration and  

Little did anyone know at the time that a global pandemic  
was rapidly unfolding, and that the economic havoc it would  
wreak would reveal some impactful shortcomings in the  
current methodology.



MetLife Investment Management 5

the shifts in interest rates seen in the last several years. Because most highly-rated CMBS bonds 
had been zero-loss bonds up until 2019, many insurance companies were comfortable buying 
those bonds at a premium. The 2020 NAIC modeling results turned that comfort into despair as 
large swaths of former zero-loss bonds now showed losses and therefore had to go through price 
breakpoints. The results weren’t pretty.

The example below1 shows how the price breakpoints can cause even highly rated bonds to have 
a punitive RBC treatment. In this hypothetical example, a AA- rated bond that the previous year 
received a NAIC 1 designation because it was a zero-loss bond moves to NAIC 4 when it loses the 
zero-loss status and its gross RBC factor increases exponentially from 0.39% to 9.70%:

Fortunately, the NAIC was clear about the distortions created by the modeling results in 2020 
and calibrated the zero-loss parameters to capture additional bonds and somewhat reduce the 
excessively adverse impact on RBC for CMBS. As a longer-term solution, the NAIC plans to 
eliminate the price breakpoints component of the methodology. Instead of basing RBC on insurers’ 
carrying values of RMBS and CMBS holdings versus modeled losses, it will simply determine RBC 
based on the modeling results alone (except for bonds issued prior to 2013, which will continue 
to use price breakpoints.) The process will otherwise remain the same, and the NAIC designation 
will be determined by comparing the modeled intrinsic price of a bond to the par value net of the 
expected losses implied by each NAIC designation’s RBC factor.

Current RBC Framework with Price Breakpoints

Bond Type CMBS

NRSRO Rating AA-

Hypothetical Book Price $114 

Modeling Scenario Optimistic Baseline Conservative Most Conservative

Scenario Probability 10% 55% 25% 10%

Modeled Loss NPV $0 $0 $0 $8.80 

Weighted Loss NPV $0.88 Modeled loss NPV weighted by scenario probability

Intrinsic Price [IP] $99.12 Par minus Weighted Loss NPV

NAIC Designation 1 2 3 4 5

Designation Expected Loss [E(L)] 0.85% 2.95% 7.30% 16.50% 26.50%

Bond Breakpoint [IP / ( 1 -E(L) )] $99.97 $102.13 $106.92 $118.71 $134.86 

Gross RBC Factor 0.39% 1.26% 4.46% 9.70% 22.31%

2020 Designation NAIC 4 Book Price between NAIC 3 and NAIC 4 Breakpoints

Assigned Gross RBC Factor 9.70%
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The example below1 shows the effect that this change would have in the same bond from the 
previous example above – the same AA- rated bond that went from NAIC 1 to NAIC 4 in the 
course of a year, would now move back up to a NAIC 2 designation and its gross RBC factor would 
decrease substantially from 9.70% to 1.26%:

As we mentioned earlier, the price breakpoints component of the RMBS and CMBS RBC 
methodology is one of two main culprits for the distortions seen in insurance RBC requirements for 
2020. The second one is the pro-cyclical approach to modeling CMBS.

Change #2: Through-the-Cycle Modeling for CMBS

When the SSG first started modeling RMBS and CMBS it decided to use a pro-cyclical 
methodology. That is, use the most recent performance of the model’s fundamental variables  
to predict the near-term path for those variables. In this context, a positive sector environment 
would result in a positive near-term forecast, and a negative environment would lead to a  
negative forecast.

This pro-cyclical modeling methodology has the potential to overshoot in either a positive or 
negative direction, even in instances when that forecasted near-term performance is unlikely. 
Recognizing this potential pitfall, the NAIC proposed moving RMBS modeling to a through-the-
cycle methodology in 2017 and subsequently adopted this new approach with the plan to study it 
and propose it for CMBS as a next step.

Planned RBC Framework without Price Breakpoints

Bond Type CMBS

NRSRO Rating AA-

Hypothetical Book Price $114 

Modeling Scenario Optimistic Baseline Conservative Most Conservative

Scenario Probability 10% 55% 25% 10%

Modeled Loss NPV $0 $0 $0 $8.80 

Weighted Loss NPV $0.88 Modeled loss NPV weighted by scenario probability

Intrinsic Price [IP] $99.12 Par minus Weighted Loss NPV

NAIC Designation 1 2 3 4 5

Designation Expected Loss [E(L)] 0.85% 2.95% 7.30% 16.50% 26.50%

Bond Breakpoint [IP / ( 1 -E(L) )] $99.15 $97.05 $92.70 $83.50 $73.50 

Gross RBC Factor 0.39% 1.26% 4.46% 9.70% 22.31%

2020 Designation NAIC 2 Intrinsic Price between NAIC 1 and NAIC 2 Boundaries

Assigned Gross RBC Factor 1.26%
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In 2020 the divergent methodologies between RMBS and CMBS were still present, and the short 
term forecast of residential and commercial property values showed this discrepancy. The NAIC 
used the charts below to communicate the changes in modeling assumptions for 2020:

From the two charts above we can see a projection of residential property values reflecting the 
moderately positive slope of their long-term trajectory, while commercial property values show 
a steep decline consistent with the severely adverse pandemic environment. Considering all the 
government stimulus and the short-term nature of the negative economic impact, it would’ve been 
unlikely to see a broad, large magnitude fall in commercial property values at the time. However, 
the pro-cyclical modeling methodology forecasted exactly that.

Source: Case-Shiller and BlackRock Solutions National HPI (Indexed 2000M1 = 100)

Short-term direction of baseline

Source: NCREIF and BlackRock Solutions NPI (Indexed 1990M1 = 100)

Short-term direction of baseline
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The negative bias in the forecast of commercial real estate performance increased the number of 
CMBS bonds that went from showing no modeled losses in 2019 to showing some level of loss in 
2020. As discussed before, this was a key dynamic that, when combined with bonds being held at 
a premium, resulted in a significant increase in the RBC required for CMBS holdings.

The SSG was very clear about the distortions created by the pro-cyclical modeling methodology 
in CMBS and has indicated that it plans to move to a through-the-cycle modeling approach for 
CMBS in 2021 or 2022. While we continue to see softness in parts of the CMBS market that will 
likely weigh on new modeling results, the move to a through-the-cycle methodology should help 
avoid volatility in modeling results like we saw in 2020.

The final change that we are likely to see in 2021 is the move to a more granular scale of RBC 
factors for bonds. At this point we expect the change to apply equally across bond sectors 
including structured products. We address this expected change in the next section.

Change #3: Increased RBC Factor Granularity for Bonds

The NAIC has sought to revamp the current six-category designation scale used to determine life 
insurance bond RBC factors for several years. Part of the impetus for this effort is that the current 
factors have been in place for a long time and haven’t incorporated the bond loss experience of the 
most recent economic cycles. Additionally, the NAIC wanted to refine the approach so that RBC 
factors more granularly reflect the risk of bonds versus the current six-category scale.

The new bond RBC factors, which the NAIC 
Life RBC Working Group adopted on June 11, 
2021, are based on Moody’s Analytics’ historical 
default and loss data. The table on the right 
outlines the new NAIC designations along with 
their corresponding new gross (i.e. pre-tax and 
other adjustments) RBC factors and compares 
them to the factors under the current six-
category designation scale.

The RBC factors above could have a profound 
impact on structured products holdings in 
insurance portfolios that are constrained 
by their regulatory capital. For modeled 
securities (i.e. RMBS and CMBS), the more 
granular designation is likely to allow higher 
credit-quality bonds to obtain stronger NAIC 
designations with more modest RBC factors, 
even for securities that have small modeled 
losses. While the SSG has not yet provided 
precise guidance on how the new designation 
mapping will work for modeled securities, the 
example below1 takes the same CMBS bond 
from prior examples and assigns a designation 
following the same intrinsic price approach 
that the NAIC will follow this year:

Rating
New NAIC 

Designation
Proposed 

RBC Factors
Current 

RBC Factors

AAA 1A 0.158% 0.39%

AA+ 1B 0.271% 0.39%

AA 1C 0.419% 0.39%

AA- 1D 0.523% 0.39%

A+ 1E 0.657% 0.39%

A 1F 0.816% 0.39%

A- 1G 1.016% 0.39%

BBB+ 2A 1.261% 1.26%

BBB 2B 1.523% 1.26%

BBB- 2C 2.168% 1.26%

BB+ 3A 3.151% 4.46%

BB 3B 4.537% 4.46%

BB- 3C 6.017% 4.46%

B+ 4A 7.386% 9.70%

B 4B 9.535% 9.70%

B- 4C 12.428% 9.70%

CCC+ 5A 16.942% 22.31%

CCC 5B 23.798% 22.31%

CCC- 5C 30.000% 22.31%

CC and lower 6 30.000% 30.00%
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We emphasize that the SSG has not yet provided specific details on how these new factors will be 
mapped for modeled securities, and future methodology changes to capture the added granularity 
are a distinct possibility. The example above, however, highlights how a more granular approach to 
RBC factors can help the industry right-size the amount of capital it holds for lower risk exposures. 
This improved proportionality between RBC and credit risk may influence some insurers’ asset 
allocation decisions. Structured products, both modeled and non-modeled, will offer insurers 
significant opportunities to improve regulatory capital efficiency given the abundance of low-risk 
bonds that structural enhancements create in securitizations.

Planned RBC Framework without Price Breakpoints and New Granular Bond Factors

Bond Type CMBS

NRSRO Rating AA-

Hypothetical Book Price $114 

Modeling Scenario Optimistic Baseline Conservative Most Conservative

Scenario Probability 10% 55% 25% 10%

Modeled Loss NPV $0 $0 $0 $8.80 

Weighted Loss NPV $0.88 Modeled loss NPV weighted by scenario probability

Intrinsic Price [IP] $99.12 Par minus Weighted Loss NPV

New NAIC Designation
Designation Expected Loss 

[E(L)]
Boundary  

[Par minus E(L)] Gross RBC Factor

1A 0.21% $99.79 0.158%

1B 0.35% $99.66 0.271%

1C 0.47% $99.53 0.419%

1D 0.59% $99.41 0.523%

1E 0.74% $99.26 0.657%

1F 0.92% $99.08 0.816%

1G 1.14% $98.86 1.016%

2A 1.39% $98.61 1.261%

2B 1.85% $98.15 1.523%

2C 2.66% $97.34 2.168%

3A 3.84% $96.16 3.151%

3B 5.28% $94.72 4.537%

3C 6.70% $93.30 6.017%

4A 8.46% $91.54 7.386%

4B 10.98% $89.02 9.535%

4C 14.69% $85.32 12.428%

5A 20.37% $79.63 16.942%

5B 26.90% $73.10 23.798%

2020 Designation NAIC 1F Intrinsic Price between NAIC 1E and NAIC 1F Boundaries

Assigned Gross RBC Factor 0.816%
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The example below1 shows the increased relative regulatory capital efficiency that lower-risk 
bonds may have under the new RBC factors, and how this could inform asset allocation decisions:

We can see in the example above how an A-rated corporate bond and an AAA-rated ABS bond 
could almost be thought of interchangeably given the relative proximity of their yields and their 
identical RBC charge under the current regime. However, when we use the more granular factors 
adopted for 2021 the capital efficiency difference becomes too large to ignore. The relationship of 
yield to RBC between the ABS and the corporate bond in the example goes from 1.3x (3.7 vs. 2.9) 
to 6.5x (9.2 vs. 1.4.) We believe that dynamics like the one showed in this example will possibly 
cause a re-thinking of asset allocation decisions among insurers with regulatory capital constraints.

Conclusion
The various changes to the RBC framework that the NAIC is implementing are likely to have a 
material impact on the level of RBC for structured products in 2021 (and beyond) versus the 2020 
levels. The changes specific to modeled RMBS and CMBS are likely to bring RBC charges for these 
sectors back in line after some of the negative distortions seen in 2020. The broader change to 
RBC factor granularity is likely to provide a closer alignment between the credit risk of high-quality 
securities and their capital requirements. This latter change could make structured products a more 
frequent choice for asset allocation decisions among some life insurers.

Endnote:
1 Schematic Illustration Explaining an Investment Concept: The charts referenced are intended to help illustrate certain 

investment concepts/processes and is not intended to represent actual past, or expected future, performance of any security, 
investment product or investment strategy.

Non-Financial Corporate FFELP Student Loan ABS Senior

Rating A AAA

Weighted Avg. Life 5 5

LIBOR Spread (bps) 30 60

5-year Swaps Rate 0.85%

Implied Yield 1.15% 1.45%

Gross RBC Factor - 2020 0.39% 0.39%

Yield to RBC 2.9 3.7

Gross RBC Factor - 2021 0.816% 0.158%

Yield to RBC 1.4 9.2
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Emerging Markets
Market Review and Outlook

PUBLIC FIXED INCOME

June 30, 2021

Market Review:
During the second quarter, rate volatility and several idiosyncratic stories drove market performance within 
Emerging Markets (EM). After the 10-year treasury yield ended the first quarter at the highest level since 
January 2020, yields rallied back to 1.47%, largely driven by the view that inflation will be more transitory 
than initially projected. 

The strong economic recovery in China and the United States thus far in 2021 has boosted market 
optimism; however, recovery in EM has lagged. Delays to vaccine rollouts and persistently high new cases 
and deaths have hindered re-opening plans and put excess pressure on economies. The emergence of the 
coronavirus delta variant is another impediment to a quick EM recovery. 

Commodities had a strong quarter across the board. Brent hit levels not seen since October 2018, 
while metals including Iron Ore and Zinc, along with agriculture and pulp, marched higher. The strong 
commodity trend is supportive for most EM countries as an offset to their weak domestic economies.
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The Emerging Markets Bond Index Global Diversified (EMBI GD) tightened 14 basis points during the 
quarter to end at 339 basis points. This was driven by positive idiosyncratic stories in high yield (HY) names 
such as Angola, Ecuador, and Zambia. HY sovereigns tightened 37 basis points, while investment grade 
names widened 4 basis points. Returns were healthy (+ 4.06%) with the EMBI GD able to erase most of the 
losses from first quarter. Year-to-date returns for the EMBI GD stand at -0.66%1.

Corporate spreads continued their positive trend, tightening 8 basis points during the quarter to reach 249 
basis points. Corporate Emerging Markets Bond Index-Broad Diversified returns lagged hard currency 
sovereigns but were still positive (+2.10%) and year-to-date returns turned positive (+1.28%)2. The Oil & Gas 
sector was the top performer in the space given strong demand recovery amidst constrained supply. The 
Asia high yield property sector dampened corporate performance, as the Chinese government’s efforts to 
prevent a property bubble in China placed elevated pressure on bonds. 

Source: Bloomberg L.P.
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Local markets saw strong performance during most of the quarter, which faded in June when the Federal 
Reserve signaled a more hawkish bias that rekindled a strong dollar environment. Global Bond Index 
returns for the quarter were able to hold in at +3.54%; however, the index remains in negative territory for 
the year (-3.38%)3.

Corporate issuance continues to be robust. $159 billion of deals were priced in Q2; of which, over $100 
billion was investment grade issuance and at a regional level Asia accounted for over $83 billion. Sovereign 
issuance remains on pace with 2019 levels. Q2 issuance of $40 billion puts year-to-date primary deals 
at $109 billion. Mexico is the largest sovereign issuer thus far; however, Indonesia is expected to be the 
largest issuer by the end of 2021 with over $4 billion more borrowing expected4. 

The EM HY corporate default rate remains at a relatively mute level of 1.2%, with no defaults out of EM 
Europe or the Middle East and African (MEA) regions in the first half of 2021. The full year 2021 projection 
remains at 2.5%, with an expected recovery rate of over 40%5. 

As demand from ESG focused investors becomes more prevalent throughout fixed income, both corporate 
and sovereign issuers have greatly increased the issuance of environmental and social bonds. The adoption 
of ESG in the EM universe has been a slower process than in developed markets; however, we continue to 
see sharp increases in the EM ESG universe both in terms of issuance and demand. In the first quarter, out 
of the $11 billion of inflows, $2 billion of that was ESG dedicated inflows6. Combined amongst corporates, 
financials, government agencies, and sovereigns, ESG-labeled bonds in the first quarter reached $56 
billion versus the $79 billion total issued in 20207. Year-to-date through the second quarter, 16% of total EM 
corporate issuance has been ESG-labeled bonds8. A climate bond initiative survey conducted at the end of 
2020 revealed that 22 sovereigns had already issued a combined $96 billion of green, social and sustainable 
bonds since 2016 and at least 14 other sovereigns indicated intentions to issue bonds of similar nature9.
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Idiosyncratic developments, especially in the 
Latin America region, were abundant during 
the quarter. Ecuador’s moderate businessman 
Guillermo Lasso won the second-round election 
in April. The markets responded positively to 
this news, with bonds rallying on hopes that 
the country will make quick progress on a 
program with the IMF and reduce political 
uncertainty. In Peru, the official election result 
is still unconfirmed at quarter end, as leftist 
candidate Pedro Castillo holds a small lead 
that is being challenged in the courts by Keiko 
Fujimori. So far, the country’s reaction has 
remained peaceful. In Chile, the election for the 
155 members of the Constitutional Assembly 
was held and the political left did well, as 
center-right parties did not reach the minimum 
one-third threshold needed to block significant 
constitutional changes. Mexico’s mid-term elections revealed Andrés Manuel López Obrador’s Morena 
party losing the majority, therefore weakening his chances of passing constitutional reforms to further his 
nationalist agenda. In El Salvador, the new congress voted to remove the Attorney General and Supreme 
Court magistrates, leading to tensions with the U.S. and causing delays for an IMF program. Protests 
in Colombia that initially started around the proposed tax bill turned into protests of resentment of the 
general government. The country was downgraded to high yield as the country’s medium-term fiscal plan 
pointed to a slower than expected fiscal consolidation. 

President Biden continues to show his presence across the globe, recently meeting with the leaders of 
Turkey and Russia. Despite ongoing tensions, the discussions appeared constructive overall. The U.S. 
did take another step in sanctions with Russia by applying restrictions to local OFZ primary issuance 
(federal loan obligations). Europe imposed economic sanctions on Belarus following the kidnapping of a 
journalist and what the European Union viewed as human right violations by the country. South Africa’s 
anti-corruption measures made positive progress, with former President Jacob Zuma imprisoned and 
secretary-general Ace Magashule suspended by the African National Congress (ANC). Argentina made 
a partial payment and delayed the balance on its remaining Paris Club credit line, while negotiations 
continue with the IMF for a new program. IMF progress was robust during the quarter: Senegal had its 
third review, Gabon received a three-year extended fund facility, Angola completed its fifth review, Kenya 
had its first review, and the Fund increased Jordan’s borrowing access10.
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IMF progress was robust during the quarter: Senegal had its third 
review, Gabon received a three-year extended fund facility, Angola 
completed its fifth review, Kenya had its first review, and the Fund 
increased Jordan’s borrowing access. 10
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Figure 5  |  High Demand for Fund Concessional Financing 

Low-income countries’ demand for Fund support expected to quadruple over the medium term (stock of 
outstanding PRGT loans, USD billion)

Source: IMF staff estimates
Note: Assumes annual lending from 2025 of USD 2.4 billion under Low Case and Baseline and USD 4.3 billion under the High Case.
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Outlook:
The global recovery is in full swing, but likely nearing a peak, resulting in a favorable investment backdrop 
but with more risks and moments of increased volatility. China was first in its growth recovery, then 
the U.S. and now Europe, with EM becoming more of a 2H21 into 2022 story. The countries or regions 
that emerged first and recovered a significant amount of lost growth are starting to take active steps 
to reduce some of the unprecedented policy actions. China’s rate of credit expansion is slowing rapidly 
while the Federal Reserve has acknowledged it is discussing tapering of asset purchases. The pandemic 
recovery is, in many ways, just as remarkable as the pandemic related growth shocks. As we look forward, 
growth expectations remain healthy albeit more moderate than the first half of 2021. There are threads of 
uncertainty around growth’s durability, the timing and magnitude of stimulus withdrawal, the risks around 
inflation amid damaged supply chains, and longer-term effectiveness of vaccines. In a more “normalized” 
world in early to mid-stages of the cycle, global interest rates should move higher. Rising real rates could 
pressure bond prices as spreads are at or near all-time tights. These factors and others contribute to a 
more challenging investment environment than over the previous 12 months, but we remain optimistically 
cautious given still robust accommodation, supportive growth and positive flow dynamics.  

In the upcoming quarter, we will continue to monitor the changes in the Mexican government, which 
could be a potential catalyst for improved governance in Pemex, Mexico’s state oil producer. In Peru, 
we are watching the government transition and cabinet designations for clues about policy continuation. 
Later this year there will be important elections in Chile and mid-terms in Argentina. In countries such as 
the Dominican Republic and Sri Lanka, the revival of tourism remains a key factor for economic recovery. 
Interest rate hikes from Brazil, Russia and likely others are expected in the second half of 2021. We are also 
awaiting the disbursement of IMF Special Drawing Rights allocations and news that G7 countries may lend 
~$100 billion of their allocations to EM nations that have been hit hardest by the pandemic. The IMF also 
remains in active discussions with countries including El Salvador, Ecuador, and Argentina. Oil will remain 
in the spotlight with ongoing production discussions from OPEC as well as Joint Comprehensive Plan of 
Action (Iran nuclear deal) progress.

Source: John Hopkins University & Medicine Coronavirus Resource Center as of July 26, 2021
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On the primary front, the market has already seen much of the expected issuance from sovereigns. 
However, we expect for the sovereign issuance calendar to remain active in the second half as countries 
may choose to prefund for 2022. Corporate issuance is expected to be lighter in the second half of the year 
given the Asia region’s tendency to issue the majority of deals in first half. We also anticipate continued 
liability management issuance across the regions if rates start to move. 

Positioning:
Security selection remains critical in the current environment of idiosyncratic country stories and low 
yields. We continue to have a constructive view on EM corporates relative to sovereigns given stronger 
fundamentals and lower volatility. Within the corporate space, we reduced some risk into quarter end, 
allowing us room to reload into any widening. In the sovereign space, idiosyncratic stories remain an 
important determinant of positioning. Investment grade countries such as Peru and Chile, as well as high 
yield names like El Salvador and Angola, remain pockets of opportunity in the market that have seen  
recent volatility.   

Given the changes in the macro backdrop as we transition from a stimulus-heavy recovery to one with 
moderately tighter liquidity conditions, we remain cautious on non-dollar currency, duration in certain 
local curves, and more speculative sovereign issuers. With elevated risks of stimulus removal later this year 
and continued elevated inflation risks, policy decisions and liquidity needs will become more impactful on 
relative prices. 

Source: J.P. Morgan as of June 12, 2021
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Asset Allocation Implications of U.S. Life 
Insurance Risk-Based Capital Changes 

INSURANCE ASSET MANAGEMENT
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Executive Summary 
• The long-awaited modernization of RBC bond factors for U.S. life insurance companies was 

approved by the National Association of Insurance Commissions (NAIC). 

• Taken as a whole, U.S. life insurance industry capital charges will increase as a result of the 
more granular RBC bond factors, largely owing to significant increases in capital charges 
for single-A and mid-to-low BBB securities. The biggest “winners” were the at the highest 
quality (AAA and AA+) and some high yield ratings buckets (BB+, B+ and CCC+), which 
received capital relief relative to the prior regime.  

• The updated portfolio adjustment factors and the newly approved reduction in RBC  
capital charges for real estate equity (REE) could be partial offsets to higher bond capital 
charges, particularly for life insurers that have meaningful exposure to the diversifying REE 
asset class.

• Going forward, we recommend that life insurers evaluate relative value on a more granular, 
capital adjusted yield basis using a breakeven framework to determine capital efficiency.

• There could be asset allocation implications as a result of the new RBC bond and REE 
factors: all else equal, compared to the prior RBC regime, high-quality structured finance, 
loans and real estate equity are more capital efficient, while private fixed income remains 
attractive given spread premiums to publics.
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A Brief History of the RBC Bond Proposal
The NAIC risk-based capital (RBC) system was implemented in 1991 after a series of insurance company 
insolvencies. While modest changes to the risk factors have been made since then, they are largely based 
on historical information from the 1970’s and 1980’s. Given that economic conditions, interest rates, 
credit loss experience and investment portfolio holdings have changed significantly since this time, it 
was prudent to modernize the RBC risk factors. In 2011, the NAIC began to review the current asset (C-1) 
risk structure and factors used in the RBC model, and by 2017, it proposed new and more granular C-1 
risk charges for bonds in the life RBC formula. The proposal was to expand the bond risk factors from 6 
to 20 designation categories which are based on NRSRO ratings (nationally recognized statistical rating 
organizations). Increasing the granularity of bond risk factors allows for more transparency into life 
insurers’ credit risks and more accurately aligns capital charges with credit quality / risk by eliminating 
the capital “arbitrage” within the lower ratings in the current 6 designation structure. For example, under 
the existing RBC regime, in the Moody’s ratings scale, Aaa and A3 rated bonds receive the same NAIC 1 
designations yet are 6 ratings categories apart. 

Both the American Academy of Actuaries (AAA) and later, Moody’s, supported the NAIC initiative by 
providing statistical and modeling analysis, which served as a basis for their versions of the revised capital 
factors and portfolio adjustment factors. Moody’s factors were based on default rates and correlations, 
and issuer diversification benefits observed empirically compared to the AAA’s economic state model. 
Moody’s also considered the life insurance industry’s portfolio composition as part of the analysis. 
While both AAA and Moody’s proposed higher bond capital factors overall, leading to increased capital 
requirements, Moody’s impact was less punitive, particularly at the higher end of the ratings spectrum. 

In June 2021, the NAIC Capital Adequacy Task Force approved the RBC bond factor proposal from 
Moody’s. In conjunction with the bond proposal, the NAIC also approved the reduction in RBC capital 
charges for real estate equity (both direct and on Schedule BA) to reflect actual loss experience within 
this asset class. These investment-related RBC changes, in addition to insurance RBC adjustments, will be 
effective for year-end 2021 RBC reporting by life insurance companies. 

Major Changes on the Horizon from Prior RBC Factors 
There are some material differences between the current and new pretax RBC bond factors and portfolio 
adjustment factors. We highlight the following key observations when examining Moody’s factors versus 
the current RBC regime, as shown in the tables below:

• Highly rated securities (i.e., at the AAA/Aaa and AA+/Aa1 categories) receive material capital relief; in 
fact, AAA/Aaa (NAIC 1A) securities carry only 0.4x the RBC capital charge compared to the prior factors. 
Given their concentration in the highest ratings categories (AAA/Aaa and AA+/Aa1), structured finance 
and municipal securities are poised to see larger reductions from the lowering of the RBC capital factors, 
though we note that spreads and other factors come into play when evaluating the attractiveness of 
securities (see capital-adjusted yields section below).

• The largest increase in capital charges is at the A-/A3 (NAIC 1G) level; compared to the old factors, A-/
A3 securities require 2.6x the amount of capital to be held compared to the old factors (+161% increase). 
Further, under the old regime, RBC capital charges for AAA/Aaa and A-/A3 were the same, and now A-/
A3 is 6.4x higher (at 1.02% pretax). 

• Within the BBB/Baa, category, BBB+/Baa1 (NAIC 2A) fares the best, with no change to the capital charge 
compared to the prior regime (at 1.26% pretax). In contrast, at 2.17%, the RBC factor for BBB-/Baa3 
increased 72% or 1.7x compared to the prior regime. 

• High yield receives some capital relief versus the prior regime; particularly at the higher quality of the 
ratings categories (BB+/Ba1, B+/B1 and CCC+/Caa1). At the BB+/Ba1 (3A) level, the RBC charge declined 
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29% from the prior regime (to 3.15% pretax), while the B+/B1 (4A) and CCC+/Caa1 (5A) both declined 
24%, to 7.39% and 16.94% pretax, respectively. 

• Even at the low end of the high yield ratings categories (BB-/Ba3, B-/B3 and CCC-/Caa3), the increase 
in capital charges is not as high as it is at the A-/A3 and BBB-/Baa3 ratings categories. The increases 
versus the prior regime are in the range of 28-35%, compared to the +161% at the A-/A3 and +72% at the 
BBB-/Baa3 levels. 

• With no change to the RBC capital charges for mortgage loans, the RBC capital factors are more closely 
aligned with the new bond factors, compared to being higher under the prior regime. Specifically, 
the CM1 and CM2 pretax RBC charges for commercial and agricultural loans are 0.90% and 1.75%, 
respectively, which is relatively consistent with mid to low single A categories (NAIC 1F and 1G) and mid 
to low BBB/Baa categories (NAIC 2B and 2C). 

Exhibit 1  |  Revised Capital Factors - Moody’s vs. Current

NAIC Designation Category Life RBC C1 Base Capital Charges1

Moody’s Current Future Current Moody’s Approved % Difference

Aaa 1 1A 0.39% 0.16% -59%

Aa1 1 1B 0.39% 0.27% -31%

Aa2 1 1C 0.39% 0.42% 7%

Aa3 1 1D 0.39% 0.52% 34%

A1 1 1E 0.39% 0.66% 68%

A2 1 1F 0.39% 0.82% 109%

A3 1 1G 0.39% 1.02% 161%

Baa1 2 2A 1.26% 1.26% 0%

Baa2 2 2B 1.26% 1.52% 21%

Baa3 2 2C 1.26% 2.17% 72%

Ba1 3 3A 4.46% 3.15% -29%

Ba2 3 3B 4.46% 4.54% 2%

Ba3 3 3C 4.46% 6.02% 35%

B1 4 4A 9.70% 7.39% -24%

B2 4 4B 9.70% 9.54% -2%

B3 4 4C 9.70% 12.43% 28%

Caa1 5 5A 22.31% 16.94% -24%

Caa2 5 5B 22.31% 23.80% 7%

Caa3 5 5C 22.31% 30.00% 34%

Ca 6 6 30.00% 30.00% 0%

1 Capital charges are pretax and pre-covariance
Source: NAIC, MetLife Investment Management
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Portfolio Adjustment Factors Mute Bond Factor Changes
In addition to the bond factor changes, revisions were made to portfolio adjustment factors to reflect 
portfolio diversification in an individual’s bond portfolio compared to the representative portfolio. The 
portfolio adjustment would decrease the base capital requirement based on the number of issuers in the 
insurer’s portfolio. As shown in the table below, on an absolute basis, Moody’s diversification factors are 
less stringent than the current factors at all issuer levels, meaning that the increase in absolute capital 
charges will be muted from the greater diversification benefits. The most meaningful difference between 
the current and Moody’s portfolio adjustment factors is at the 200-400 issuer level, with Moody’s at 85% 
of current. Within the Moody’s scale, the absolute level of capital charges will be reduced once the issuer 
count exceeds approximately 500, with the greatest benefits from growing from a 500-issuer portfolio 
size, as shown in the differentials. 

Exhibit 2  |  Portfolio Adjustment Factors - Moody’s vs. Current

Portfolio Adjustment Factors

Bond Portfolio Size (# Issuers) Current Moody’s Moody’s / Current 

10 2.50 2.41 96%

100 1.90 1.63 86%

200 1.45 1.24 85%

300 1.30 1.11 85%

400 1.23 1.04 85%

500 1.16 1.01 87%

1,000 1.03 0.91 89%

1,500 0.99 0.88 89%

2,000 0.97 0.87 90%

2,500 0.95 0.86 90%

3,000 0.94 0.85 90%

3,500 0.94 0.85 90%

4,000 0.93 0.84 90%

4,500 0.93 0.84 90%

5,000 0.93 0.84 91%

Differentials Current Moody’s 

500 to 1,500 -15% -12%

500 to 2,500 -18% -15%

500 to 3,500 -19% -16%

800 to 2,000 -9% -7%

800 to 3,000 -11% -9%

800 to 4,000 -12% -10%

1,000 to 2,000 -6% -5%

1,000 to 3,000 -8% -7%

1,000 to 4,000 -9% -8%

Source: NAIC, MetLife Investment Management
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Exhibit 3 is a matrix that combines the pretax RBC capital factors and portfolio adjustment factors, 
showing the increase or decrease in factors relative to the current regime at various issuer levels. As the 
table shows, the greater number of issuers in the portfolio, the more muted the change in capital charge is, 
either on the positive or negative side. The heatmap shows the ratings categories that fared the best and 
worst under the new Moody’s regime. 

Higher Capital Requirements for Life Industry from Revised Bond Factors
On a standalone basis, the move to more granular RBC bond capital factors is expected to increase the 
overall capital requirements for the life insurance industry. Using year-end 2020 Schedule D holdings of 
the vast majority of life insurance companies, Moody’s quantified the increase to the life industry capital 
requirements at +20%, to $46.3B when applying the new RBC factors alone. Incorporating the new portfolio 
adjustment factors, the increase in life industry capital requirements is smaller, at +11% to $41.8B. The 
increase in capital requirements mainly stems from the life industry’s exposure to corporate bonds, which 
represent two-thirds (66%) of Schedule D holdings. Within corporates, the largest holdings are in BBB/Baa2, 
followed by BBB+/Baa1 and A-/A3. According to Moody’s, capital requirements for corporate holdings 
increased 26% compared to the prior regime, or 16% including the portfolio adjustment factors. This is 
partially offset by the life industry’s exposure to structured finance, which represents 23% of Schedule 
D bond holdings, with the vast majority held in AAA/Aaa securities where capital charges declined 
meaningfully. According to Moody’s, capital requirements for structured finance holdings increase a modest 
3% compared to the prior regime but decline 5% including the portfolio adjustment factors.  

Exhibit 3  |   Delta Between Moody’s and Current Capital Charges 
at Various Issuer Levels (Portfolio Adjustment Factors)

300 500 1,000 2,000 3,000 4,000 

Aaa -0.33% -0.29% -0.26% -0.24% -0.23% -0.23%

Aa1 -0.21% -0.18% -0.15% -0.14% -0.14% -0.14%

Aa2 -0.04% -0.03% -0.02% -0.01% -0.01% -0.01%

Aa3 0.07% 0.07% 0.08% 0.08% 0.08% 0.08%

A1 0.22% 0.21% 0.20% 0.19% 0.19% 0.19%

A2 0.40% 0.37% 0.34% 0.33% 0.33% 0.32%

A3 0.62% 0.57% 0.53% 0.50% 0.50% 0.49%

Baa1 -0.24% -0.19% -0.15% -0.12% -0.12% -0.11%

Baa2 0.05% 0.07% 0.09% 0.10% 0.11% 0.11%

Baa3 0.77% 0.72% 0.68% 0.66% 0.66% 0.65%

Ba1 -2.30% -2.01% -1.72% -1.57% -1.53% -1.50%

Ba2 -0.77% -0.61% -0.45% -0.37% -0.35% -0.33%

Ba3 0.87% 0.88% 0.90% 0.91% 0.91% 0.91%

B1 -4.42% -3.83% -3.25% -2.96% -2.87% -2.82%

B2 -2.04% -1.67% -1.29% -1.10% -1.04% -1.01%

B3 1.17% 1.24% 1.35% 1.41% 1.42% 1.43%

Capital charges are pretax and pre-covariance
Source: NAIC, MetLife Investment Management
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Lowering of Real Estate Equity RBC Factors Could Serve as an Offset
In conjunction with the new RBC bond factors, the NAIC also approved an ACLI-sponsored proposal to 
reduce RBC factors for real estate equity (REE) investments, with the intent to reduce capital requirements 
backing this asset class. The proposal leveraged actual real estate sector performance data to demonstrate 
the historical risk of investing in the sector and recommended updated RBC factors based on this analysis. 
The revision includes a reduction in the C-1 capital charge that is assessed on wholly owned real estate 
assets reported on Schedule A from 15% to 11%, and a reduction in the charge on JV and fund real estate 
investments reported on Schedule BA from 23% to 13%. Life insurers’ allocation to the real estate equity 
asset class varies by company, but based on peer analysis, is generally in the range of 0-5%. In light of 
these material favorable changes, REE may become more of a consideration in life insurance strategic 
asset allocation frameworks going forward (please refer to MIM’s webinar titled, NAIC’s RBC Update and 
Implications for Real Estate Allocation Decisions).  

Evaluating Capital-Adjusted Yields Under New RBC Framework:  
Breakeven Concept for Fixed Income Securities
In addition to asset sector fundamentals and the macroeconomic outlook, relative value is an important 
input in the strategic and tactical asset allocation process for insurance companies. While absolute spreads 
and yields are factored in, we believe insurers should evaluate investments on a risk or capital-adjusted 
basis to: (1) screen which asset classes meet or exceed yield hurdles or bogeys; and (2) to determine the 
relative attractiveness of asset classes. Risk or capital-adjusted yields allow for comparability by asset 
class by incorporating differences in capital treatment and loss (default) experience, as well as additional 
spread premiums on private assets. Additional analysis and comparison can also be done on return on 
capital reflecting the differences in the absolute level of capital requirements. For our calculations of capital 
adjusted yields, we utilize the relevant index spreads (mostly from Bloomberg Barclays), historical default 
rates from Moody’s and an assumed RBC ratio of 400% (i.e. 4x the amount of capital). While capital adjusted 
yields are calculated before tax, diversification and covariance, company-specific factors could lower the 
capital charge and relative attractiveness of the asset class (particularly for higher capital charge assets).  

We believe under the new RBC regime, life insurance companies should evaluate capital-adjusted bond 
yields on a more granular basis (at the ratings notched level) given the meaningful differences in RBC capital 
charges within the NAIC ratings categories. To compare capital-adjusted yields, we introduce a breakeven 
yield concept as a framework for evaluating new asset purchases under the new RBC regime. On the 
S&P/Fitch scale, we use BBB+ rated corporates (at the respective part of the curve) as the starting point 
or anchor given that there was no change to the RBC capital charge at this ratings level and life insurance 
companies are large buyers of these rated securities. The remaining asset classes by ratings category are 
shown in relation to the BBB+ benchmark, providing the amount of additional or reduced spread required for 
each rating notch for the capital-adjusted yield to be equivalent to the benchmark, or in other words, where 
insurers would be indifferent purchasing a BBB+ rated corporate and the other security. 

As shown in the Investment Grade (IG) Public Corporates graph below, at the 10-year point on the 
curve, BBB- rated corporate bonds require 58 bps of additional spread for capital-adjusted yields to be 
equivalent. Currently, BBB- corporates are trading 39 bps wider than BBB+ corporates, indicating that an 
investor is not being adequately compensated for the higher capital charges at the lower rated category. 
The current spread differential between BBB+ and A is 19 bps (i.e. A trading tighter than BBB+), compared 
to the 22 bps breakeven, demonstrating that the A rated corporate is more capital-efficient than the BBB+ 
security. At the 30-year part of the curve, current spread differentials of BBB and BBB- rated corporates 
are greater than the breakeven and required differentials, indicating that they are more capital efficient 
than BBB+ corporates. 
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The Private Corporates graphs below show attractive relative value compared to BBB+ corporates as the 
actual spread differentials are above breakeven / required at all ratings categories at the 10 and 30-year 
parts of the curve, we believe reflecting typical spread premiums to public corporates. At the 10-year 
part of the curve, the greatest differential between actual and breakeven spreads are at the BBB+ and 
BBB ratings categories, with the smallest differential at the A+ level. At the 30-year part of the curve, 
differentials are lower than those at the 10-year part of the curve and are relatively consistent across the 
curve in the 21-31 bps range.   

Given the improvement in some capital charges, insurers may be considering new high yield purchases, 
particularly at the BB+ and B+ level. The High Yield graphs show that at the 5-year part of the curve, BB+ 
corporates are modestly more capital efficient relative to BBB+, with the current spread differentials (122 
bps) above the breakeven level (112 bps). BB+ and BB rated bank loans are also capital efficient, and more 
so than BB+ corporates, with greater positive differentials relative to the BBB+ benchmark. The remaining 

As of July 16, 2021.
Source: Bloomberg Barclays, BlackRock, NAIC, MetLife Investment Management
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Exhibit 4  |  Investment Grade (IG) Corporate Bonds Breakeven Analysis

As of July 16, 2021.
Source: Bloomberg Barclays, BlackRock, NAIC, MetLife Investment Management

10Yr Private Corporates 

Breakeven / Required Actual

30Yr Private Corporates  

Breakeven / Required Actual

-60

-40
-20

0
20

40
60

80
100

A
A

A

A
A

+

A
A

A
A

-

A
+ A A
-

BB
B+

BB
B

BB
B-

-80
-60
-40
-20

0
20
40
60
80

100

A
A

A

A
A

+

A
A

A
A

-

A
+ A A
-

BB
B+

BB
B

BB
B-

Exhibit 5  |  Private Corporates Breakeven Analysis



MetLife Investment Management 8

high yield and bank loan ratings in the 5-year part of the curve, and across all ratings in the 10-year part 
of the curve are not capital efficient relative to 10-year BBB+ corporates, which reflects recent material 
spread tightening in high yield over the last year given the risk-on market tone during the post-COVID-19 
recovery. Insurers can evaluate high yield spreads and relative value to determine a potential attractive 
entry point, recognizing there are many investment considerations for high yield allocations and new 
money purchases. These can include tolerance for risk and volatility, among others as discussed in MIM’s 
white paper, High Yield for Insurance Companies: For Everything There is a Season.

In the taxable municipals breakeven analysis, at the 10-year part of the curve, actual spread differentials are 
greater than breakeven / required across all ratings levels, indicating that municipals are capital efficient 
relative to BBB+ corporates. At the 30-year part of the curve, only BBB+ municipals are modestly more 
capital efficient than corporates. 

As of July 16, 2021.
Source: Bloomberg Barclays, BlackRock, NAIC, MetLife Investment Management
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As of July 16, 2021.
Source: Bloomberg Barclays, BlackRock, NAIC, MetLife Investment Management
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For emerging market debt, at the 10 and 30-year part of the curve, actual spread differentials are  
above the required across ratings, indicating the relative capital efficiency of the EM asset class  
compared to corporates.

Within public structured products, given the high-quality bias of insurers’ holdings and the corresponding 
capital relief provided under the new RBC regime, it is not surprising that various sectors are capital 
efficient relative to BBB+ corporates. The graph shows that at the 5-year part of the curve, the most capital 
efficient sectors relative to corporates are non-agency MBS, A- and AA- rated CLOs, and AAA and A rated 
ABS. At the 10-year part of the curve, the most capital efficient sectors are AA and Conduit AM CMBS. 
As discussed in Changes to Investments Risk-Based Capital for U.S. Life Insurers: A Potential Positive for 
Public Structured Products, in addition to the more granular RBC charges by ratings category, the NAIC 
plans to eliminate the price breakpoints for modeled RMBS and CMBS securities. While the NAIC has 
not yet provided guidance for how the mapping to the NAIC categories will work for modeled securities, 
we believe that a large proportion of highly-rated RMBS and CMBS securities will qualify for the top 
designation in the NAIC’s new RBC framework. 

As of July 16, 2021.
Source: Bloomberg Barclays, BlackRock, NAIC, MetLife Investment Management
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Within public structured products, various sectors are capital 

efficient given the high-quality bias of insurers’ holdings and the 

corresponding capital relief provided under the new RBC regime.
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The breakeven methodology is one input in the relative value process; however, it does not take into 
account views on where we are in the credit cycle, sector and company fundamentals, or the potential for 
downgrade (and fallen angel) risk, nor does it take into account any asset-liability management or liquidity 
needs, or any other company-specific priorities. Going forward, life insurers will need to pay greater 
attention to the risk of more frequent NAIC ratings migration, which could have both asset allocation and 
capital implications, particularly in times of stress, given that capital charges will more easily change under 
a regime with 19 rating cross over points instead of just five under the prior 6 category regime.

Potential Life Insurance Asset Allocation Implications
Life insurance companies are likely to incorporate the new RBC framework in their strategic and tactical 
asset allocation framework, and we expect some shifts on the margin as a result of the changes. As discussed 
above, individual fixed income securities may be evaluated for capital efficiency given the sometimes-
material differences in capital charges at the granular ratings category. On a broader asset class level, there 
are some shifts in the relative attractiveness as a result of the changes to RBC capital charges. The tables 
below show the top 10-15 asset class buckets at the 10 and 30-year parts of the curve ranked by capital 
adjusted yield, pre and post the RBC change. The lists are not all inclusive of all available asset classes, thus 
ones lower on the list may meet yield hurdles and be attractive for insurers to invest in. Additionally, using 
index data can skew yields when there are limited data points within an individual rating level.  

In general, private asset classes still screen as being capital efficient given the spread premiums to publics; 
in particular private structured credit, mortgage loans and corporate private placements (BBB and BBB+ 
rated). Mortgage loans are incrementally more compelling as capital charges did not change, while bond 
charges increased on balance. Specifically, the revised bond capital factors for NAIC 1 and NAIC 2 are now 
comparable to the corresponding CM1 and CM2 capital charges for commercial mortgages (particularly at 
the A / BBB levels), whereas under the prior capital regime bonds had meaningfully lower capital charges. 
Real estate equity also ranks high in terms of capital efficiency in the longer-dated, 30-year bucket given 
the meaningful reduction in capital charges.  

As of July 16, 2021.
AAA ABS is mix of student loans, A ABS is auto, BBB is franchise, BBB- is mix of consumer/franchise
Source: Bloomberg Barclays, BlackRock, NAIC, MetLife Investment Management
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Within Public Fixed Income, notable is the improvement in certain structured products sectors, including 
10-year AA CMBS and junior AAA. 10-year BBB+ rated municipals and private corporates also improved 
their capital efficiency rankings. In the 30-year space, there were no material changes in rankings, but 
emerging markets capital-adjusted yields are efficient at multiple ratings categories. 

Exhibit 10  |  Capital-Adjusted Yields by Asset Class – Old and New RBC Regime

New 
Rank

Old 
Rank

Change 
in Rank

Asset Class 
Bucket

10-Yr Capital 
Adjusted 

Yield

New  
Rank

Old 
Rank

Change 
in Rank

Asset Class 
Bucket

30-Yr Capital 
Adjusted 

Yield

1 1 0
Private Structured 
Credit

3.10% 1 11 -10 Real Estate Equity* 4.17%

2 4 -2
Commercial 
Mortgage Loans

2.48% 2 1 1
Emerging Markets 
BBB-

3.33%

3 10 -7 CMBS AA 2.27% 3 2 1
Emerging Markets 
BBB

3.23%

4 11 -7
Private Corporates 
BBB+ and BBB

2.26% 4 3 1
Emerging Markets 
BBB+ and higher

2.99%

5 5 0
Private Corporates 
A and A-

2.22% 5 4 1
Private Corporates 
BBB- and higher

2.94%

6 7 -1
Emerging Markets 
BBB+ to BBB-

2.22% 6 6 0
Public Corporates 
BBB+ to BBB- 

2.72%

7 14 -7 CMBS Junior AAA 2.22% 7 8 -1
Taxable Municipals 
BBB+

2.72%

8 15 -7
Taxable Municipals 
BBB+

2.16% 8 5 3
Taxable Municipals 
A-

2.69%

9 3 6
Private Corporates 
BBB-

2.15% 9 9 0 Agency CMO 2.69%

10 6 3 Non Agency MBS 2.13% 10 10 0
Taxable Municipals 
AAA to A

2.62%

11 8 2
Taxable Municipals 
A-

2.12% 11 7 4
Public Corporates 
A- and higher

2.61%

12 2 9
Emerging Markets 
B-

2.12%

13 17 -4
Private Corporates 
AAA to A+

2.09%

14 18 -4 CMBS AAA 2.09%

15 16 -1 Agency CMO 2.09%

As of July 16, 2021.
*Real estate equity represents a blend of strategy/structure (core/opportunistic and joint venture/wholly-owned) 
Source: Bloomberg Barclays, NAIC, MetLife Investment Management
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When we run a simple optimization to create an efficient frontier of life insurance investment portfolios 
that seek to maximize capital-adjusted yields at varying C-1 capital requirements under the prior and new 
RBC capital regime, the findings are as follows: 

• As expected, the new efficient frontier shifts down and flattens; capital adjusted yields decline by 
approximately 10 bps on average across most of the curve as a result of higher overall bond charges. 
Additionally, as insurers go further out on the risk spectrum, there is less opportunity to increase capital 
adjusted yield under the new regime, which reflects the incrementally higher capital charges at a 
granular notching level. 

• Across most of the efficient frontier portfolios, there are no material changes to the allocation 
preferences by asset class under the new RBC regime versus the prior regime. Private assets are still 
favored by the optimizer; in particular, private corporates and commercial mortgage loans, as well as 
public emerging market debt. At the lower risk portfolios, there is the ability to diversify away from 
U.S. Treasuries, which provides opportunities to pick up yield for insurers that are seeking to reduce 
investment capital requirements. 

• Within the asset classes, however, there are meaningful shifts in the ratings preferences under the 
new RBC regime versus the old. Across most efficient portfolios, under the new RBC regime, there are 
allocations to AAA and AA rated securities (mostly structured finance), and no allocation to A- bonds, 
in sharp contrast to the prior RBC regime where A- was the largest recommended exposure. Under the 
new regime, there is a blend of BBB exposure (BBB+ to BBB-), compared to only BBB- securities under 
the prior regime. Under both regimes, there is little exposure to high yield, which reflects relatively tight 
spreads and low yields at present. 

• Note that the optimization includes only traditional fixed income and loan asset classes which comprise 
the bulk of life insurers’ investment portfolios, as allocations to equities and alternatives are also 
predicated on liability profile, risk appetite and firm objectives. 

Exhibit 11  |  Portfolio Optimization E�cient Frontier 
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Conclusion
Within the risk-based capital (RBC) framework, the long-awaited update to life insurance RBC bond 
factors will occur at year-end 2021, in addition to a reduction in the real estate equity RBC factors, and 
updates to CMBS modeling and longevity. The overall impact of the investment and insurance RBC 
changes at year-end 2021 will vary materially across balance sheets depending on an individual life 
insurer’s investment portfolio size and positioning and liability profile. Within life insurance strategic and 
tactical asset allocation frameworks, we expect life insurers to evaluate relative value on a more granular, 
capital adjusted yield basis given some material changes to RBC capital factors. Further, there could be 
some shifts in asset allocation preferences that occur as a result, including in certain asset classes that 
benefited from lower capital charges such as high-quality structured finance and municipals, as well as 
high-quality high yield and real estate equity. Our expectation is that changes in overall asset allocation 
will be gradual and will mainly be predicated by additional factors, including capital considerations from 
ratings migration. While the current landscape with relatively tight credit spreads may limit investment 
opportunities in some public sectors at present, we expect life insurers to evaluate these RBC changes 
within the context of market developments, as well company-specific objectives and constraints when 
making future investment decisions.  
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Northern Trust 
ESG Vector Score 

captures both the  
magnitude and direction
of a company’s potential

ESG-related business risks.

Direction
Forward-looking risk 
assessment framework

Magnitude
ESG issues that are 
reasonably likely to impact 
financial performance

THE NORTHERN TRUST  
ESG VECTOR SCORE™

Built by applying 30+ years of 
practical insights and expertise
gained by constructing sustainable 
investment solutions for many of the world’s 
most sophisticated and progressive investors.

Demonstrated leadership:

•  Managing more than $130 bn of AUM* in 
sustainable strategies

•  2020’s best-performing U.S. asset manager 
on environmental and social shareholder 
resolutions**

•  Founding signatory of Climate Action 100+

•  A+ Rated for Strategy and Governance 
Principles for Responsible Investment; 
member since 2009

•  TCFD Supporter

•  SASB Investor Advisory Group Member

As demand for ESG-driven investing has accelerated, so too has the number of 
data providers — each with varying information, reporting components and levels 
of transparency. This has created significant confusion and subjectivity for investors 
to assess the magnitude and direction of individual companies’ ESG-related issues.

Investors have expressed the need for a more transparent and disciplined 
framework that focuses only on the ESG-related business issues that could  
impact the financial condition of a company — and ultimately their portfolio’s 
investment return.

Aligned with Northern Trust Asset Management’s philosophy that investors  
should be compensated for the risks they take, the methodology leverages the 
firm’s extensive quantitative and sustainable investing experience — capturing 
both the magnitude and direction of potential ESG-related risks.

The Northern Trust ESG Vector Score is a 
measurement that assesses publicly traded 
companies in the context of financially  
relevant environmental, social and governance 
(ESG) related criteria that could impact their 
operating performance.

Vector (vec•tor  |  vekter) = a quantity  
that has both magnitude and direction.

* Assets under management as of March 31, 2021.

** ShareAction Voting Matters 2020 report, December 2020. Northern Trust Asset Management ranked 18th overall globally and first among U.S.  
asset managers.
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The Methodology 
This industry-first approach marries two leading sustainability disclosure 
frameworks — the Sustainability Accounting Standards Board’s (SASB)  
Standards, which are industry-specific sustainability disclosure standards 
focused on financial materiality, and the thematic structure of the Task  
Force on Climate-related Financial Disclosures’ (TCFD) recommendations.

It applies TCFD’s anticipatory framework on governance, strategy and risk 
management — beyond simply climate — to all financially material ESG risks 
across the SASB Standards, resulting in a comprehensive risk assessment. 
Additionally, the Score places a further emphasis on corporate governance 
because of the impact it can have on long-term value.

Environment
•  Greenhouse Gas  

(GHG) Emissions

•  Air Quality

• Energy Management

•  Water & Wastewater  
Management

•  Waste & Hazardous  
Materials Management

• Ecological Impacts

Social Capital
•  Human Rights & 

Community Relations

• Customer Privacy

• Data Security

•  Access & Affordability

•  Product Quality  
& Safety

• Customer Welfare

•  Selling Practices  
& Product Labeling

Human Capital
•  Labor Practices

•  Employee Health  
& Safety

•  Employee 
Engagement ,  
Diversity & Inclusion

Business Model 
& Innovation
•  Product Design & 

Lifecycle Management

•  Business Model 
Resilience

•  Supply Chain 
Management

•  Materials Sourcing  
& Efficiency

•  Physical Impacts  
of Climate Change

Leadership  
& Governance
•  Business Ethics

•  Competitive Behavior

•  Management of the 
Legal & Regulatory 
Environment

•  Critical Incident Risk 
Management

•  Systemic Risk 
Management

Guided by the SASB Standards, the ESG Vector Scoring process identifies sustainability issues that are likely to affect 
the financial condition or operating performance of companies within a given industry.

FOCUSING ON FINANCIALLY MATERIAL ESG ISSUES

Sustainability-Related 
Business Issues

Source: SASB. See SASB Materiality Map for additional details.
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Historical View
How has the company 
managed employee 
safety programs and 
certifications? 

What are the employee 
injury rates?

Peer View
How has the company 
performed relative to  

industry peers on health  
and safety issues?

Forward View
Is the company located  

in a country with strict  
working standards? 

Is the company actively 
working to decrease the 

frequency of health  
and safety issues?

A Comprehensive Assessment, Designed to Last
Appreciating that ESG reporting and requirements are continually maturing, the ESG Vector Score framework was intentionally 
designed as open-architecture, allowing for the flexibility of incorporating additional best-in-class data as it becomes available. 
And, in a quickly evolving field, its open architecture design means it can adapt to support multiple data sources and new 
industry requirements over time, so this can be a foundational metric used for years to come.

In a human capital intensive industry such as Air Freight & Logistics, how a company manages this ESG business issue can 
impact how well it performs. The example below provides a lens into how the ESG Vector Score examines a company’s 
management of human capital, with respect to employee health and safety considerations.

Company XYZ

EXAMPLE: HUMAN CAPITAL CRITERIA

Key Benefits

1

3

2

4

Enables more intentional and transparent 
integration of ESG considerations into investment 
processes, addressing the need for a consistent  
way to measure and report on ESG investments.

Offers more precision in identifying ESG-related 
business risks that could impact its performance, 
whether constructing portfolios using best-in-class 
security selection or exclusionary techniques.

Provides a consistent, transparent methodology to 
gain greater clarity when building and managing 
sustainable portfolios by focusing on the magnitude 
and direction of key ESG-related business issues likely  
to have a financial impact on companies.

Assists in prioritizing corporate engagements, further 
aligning sustainable investments and stewardship —  
leading to more deliberate engagements and the ability 
to track progress over time with a consistent metric.
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About Northern Trust Asset Management
Northern Trust Asset Management is a global investment manager that helps investors 
navigate changing market environments, so they can confidently realize their long- 
term objectives.

Entrusted with more than $1.1 trillion in assets,* we understand that investing  
ultimately serves a greater purpose. We believe investors should be compensated  
for the risks they take — in all market environments and any investment strategy.  
That’s why we combine robust capital markets research, expert portfolio construction  
and comprehensive risk management to craft innovative and efficient solutions that 
deliver targeted investment outcomes.

As engaged contributors to our communities, we consider it a great privilege to serve 
our investors and our communities with integrity, respect and transparency.

For more information about the  
Northern Trust ESG Vector Score visit:  
www.northerntrust.com/esgvectorscore

* Assets under management as of March 31, 2021. 

For Asia-Pacific, this material is directed to expert, institutional, professional and wholesale clients only and should not be relied upon by retail investors.
The Northern Trust Company of Hong Kong Limited (TNTCHK) is regulated by the Hong Kong Securities and Futures Commission. In Singapore, TNTCHK, 
Northern Trust Global Investments Limited (NTGIL), and Northern Trust Investments, Inc. are exempt from the requirement to hold a Financial Adviser’s 
Licence under the Financial Advisers Act and a Capital Markets Services Licence under the Securities and Futures Act with respect to the provision of certain 
financial advisory services and fund management activities. In Australia, TNTCHK is exempt from the requirement to hold an Australian Financial Services 
Licence under the Corporations Act. TNTCHK is authorized and regulated by the SFC under Hong Kong laws, which differ from Australian laws.

The information contained herein is intended for use with current or prospective clients of Northern Trust Asset Management. The information is not 
intended for distribution or use by any person in any jurisdiction where such distribution would be contrary to local law or regulation. Northern Trust 
and its affiliates may have positions in and may effect transactions in the markets, contracts and related investments different than described in this 
information. This information is obtained from sources believed to be reliable, and its accuracy and completeness are not guaranteed. Information does 
not constitute a recommendation of any investment strategy, is not intended as investment advice and does not take into account all the circumstances of 
each investor. Opinions and forecasts discussed are those of the author, do not necessarily reflect the views of Northern Trust and are subject to change 
without notice.

This report is provided for informational purposes only and is not intended to be, and should not be construed as, an offer, solicitation or recommendation 
with respect to any transaction and should not be treated as legal advice, investment advice or tax advice. Recipients should not rely upon this information 
as a substitute for obtaining specific legal or tax advice from their own professional legal or tax advisors. References to specific securities and their issuers 
are for illustrative purposes only and are not intended and should not be interpreted as recommendations to purchase or sell such securities. Indices and 
trademarks are the property of their respective owners. Information is subject to change based on market or other conditions.

Investing involves risk — no investment strategy or risk management technique can guarantee returns or eliminate risk in any market environment. 
Products and services provided by subsidiaries of Northern Trust Corporation may vary in different markets and are offered in accordance with local 
regulation. For more information, read our legal and regulatory information about individual market offices (available at northerntrust.com/disclosures).

Northern Trust Asset Management is composed of Northern Trust Investments, Inc., Northern Trust Global Investments Limited, Northern Trust Fund 
Managers (Ireland) Limited, Northern Trust Global Investments Japan, K.K., NT Global Advisors, Inc., 50 South Capital Advisors, LLC, Belvedere Advisors LLC 
and investment personnel of The Northern Trust Company of Hong Kong Limited and The Northern Trust Company.

© 2021 Northern Trust Corporation. Head Office: 50 South La Salle Street, Chicago, Illinois 60603 U.S.A.
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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 $544.9 billion 
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KEY TAKEAWAYS
• The pandemic has underscored that, counter

to conventional wisdom, revenue bonds are
often less risky than their perceived higher-
quality general obligation (GO) counterparts.

• We believe the most attractive segment to
generate tax-advantaged yield today is in
lower-rated investment-grade (A to BBB)
revenue bonds; not traditional high-quality
GO bonds.

• Revenue bonds can often provide a
significant yield gain with a less than
commensurate increase in default risk.

• The municipal bond market is poised to
perform well in 2021 and beyond, with
unique pockets of relative value.

Things are not always what they seem. This is proving 
true in the municipal bond market, where a perception 
shift is underway that carries profound implications – and 
opportunities – for investors. What has become acutely clear 
over the last 16 months is that the conventional wisdom 
around risk and return in municipal bonds is ripe for some 
fresh perspective.

“Pandemunium” averted
The early pandemic view in 2020 was that municipals would 
take a thrashing as tax collections plunged, COVID-19 related 
expenditures spiked, and financial distress would spur a wave of 
defaults. Although state and local governments were indeed hit 
hard by lockdowns, defaults remained low. This was principally 
due to three factors: 

1. Fiscal stimulus from the $2 trillion CARES Act and $1.9
trillion American Rescue Plan. The latter was a municipal
market game-changer that provided $350 billion of direct
aid to state and local governments, which directly bolstered
economic growth and indirectly supported a range of
municipal issuers.

2. Resilient tax revenues. Tax revenues fell less than feared as stimulus swelled, boosting disposable income which, 
in turn, supported consumer spending. The tax base was further aided by stable house prices and a strong stock
market. 

3. New policy tools. The Federal Reserve (Fed), which offered to accept municipal bonds as collateral on loans to
money market mutual funds, also introduced the Municipal Liquidity Facility to provide up to $500 billion in credit
to state and local governments whose revenues dropped during the pandemic. 

In aggregate, combined state and local revenues fell slightly less than $1.7 billion in 2020, according to the Tax 
Foundation. The $350 billion from the American Rescue Plan will more than offset the revenue declines and in 
places where revenue did not decline, the aid comes on top of an already better-than-expected starting point. 
Accordingly, credit risk for municipal bonds has been scaled back significantly.
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More favorable conditions in 2021

While we cannot yet refer to the pandemic in the past 
tense, the picture is improving with each passing day as 
active cases decline, COVID-19 vaccinations climb, and 
recovery conditions improve. With reopening underway, 
supported by continued monetary and fiscal stimulus, 
economic activity is on the mend and the U.S. economy 
is set to grow by around 6% this year.

This strong economic backdrop, coupled with a large 
investment in infrastructure, is helping to strengthen 
the outlook for tax revenues, user fees on toll roads 
and ports, and airport revenues as travel recovers. It is 
sobering to recall that there was open talk of letting 
states default a year ago, whereas today, states including 
Illinois and Connecticut have seen their credit profiles 
improve. Remarkably, California reported a $75 billion 
fiscal surplus for their current fiscal year. 

Twin tailwinds: infrastructure  
and taxes 
Municipal bond issuers stand to benefit from the 
infrastructure package embedded in the American 
Jobs Plan (AJP) proposed by the Biden administration, 
which would invest a targeted $2 billion in infrastructure 
across the U.S. over the next eight years. The plan would 
provide meaningful and widespread support across 
a variety of municipal sectors, which would facilitate 
the refurbishment of existing infrastructure and the 
construction of greenfield projects. 

Unlike the pandemic-stimulus bills, the AJP and 
American Families Plan will need to be paid for – at 
least partially – via higher taxes. For retail investors, who 
comprise the lion’s share of municipal bond purchases, 
this will augment the need for the tax-advantaged 
income that these investments offer. It is worth recalling 
that we are still near secular lows for personal tax rates, 
which have fallen from a high of 86% post-WWII to 37% 
today. While the full extent of the tax changes are not 
final, there is little doubt about the ultimate direction.

Moreover, corporate buyers represent a not-
inconsiderable share (about 20%) of the market. The 
proposed corporate tax hike to 28% from 21% should 

also drive institutional demand among these investors 
for tax-exempt investments, yet another technical factor 
in favor of the municipal market in the days ahead.

Inflows are at record-setting levels

These drivers have not gone unnoticed and the desire 
for exposure to stimulus-sensitive assets and concern 
over taxes have contributed to record municipal inflows 
in 2021. According to Refinitiv Lipper Alpha, municipal 
bond funds attracted nearly $42 billion of inflows 
through mid-May, roughly the same as all of 2020. 
Flows are likely to remain high in the months ahead as 
investors continue their flight to assets that stand to 
benefit from infrastructure stimulus and pay a more 
attractive yield than U.S. Treasurys.

The opportunity in revenue bonds 
The prevailing wisdom on municipal bonds has always 
been to buy the highest-quality bonds (using AAA credit 
ratings as a proxy), assuming these securities offer the 
best value and, importantly, the greatest security. 

However, it seems clear in the wake of COVID-19 and 
its associated lockdowns, that revenue bonds are even 
more resilient than many investors realized. 

Exhibit 1: U.S. personal tax rate post-WWII  
Highest marginal personal income tax rate, 1945-2020

Source: Tax Policy Center, Principal Global Investors.  
Data as of April 30, 2021.

100%

90%

80%

70%

60%

50%

40%

30%

20%

10%

0%
1945 1960 1975 1990 2005 2020



Munis in a new light    3

Revenue bonds are often less risky than GOs 

Traditional municipal investors often buy GOs because 
they believe that they are less risky. The idea is that 
while citizens need to pay their taxes, they are under 
no compulsion to use a specific toll road, bridge, or 
other asset for which there may be alternatives. In 
reality, the pandemic has shown us that revenue 
bonds are incredibly robust. For example, the  
Los Angeles International Airport and the Long Island 
Railroad saw traffic plummet during the pandemic 
(the latter by 98%), yet their bonds were downgraded 
by only one and two notches, respectively. Despite 
experiencing the most unprecedented and rapid 
demand destruction in modern history, the result was 
modest, brief downgrades while maintaining their 
perfect payment records. 

Infrastructure stimulus should make revenue bonds 
more attractive than GO bonds 

The American Recovery Act has reduced the need for 
municipalities to issue debt. Accordingly, the proposed 
infrastructure bill, if passed, should likely increase 
revenue bond issuance at the expense of GO bonds. 

Revenue bonds sit atop the capital structure

It is worth pointing out that revenue bonds have 
structural protection sitting atop the capital structure. 
This is not the case in GO bonds, where bondholders 
are subordinated to pensions. The underfunding 
of pensions remains a long-term issue and did not 
disappear with the stimulus. 

Seek lower-quality credits in  
today’s market 
Lower-quality bonds can provide a significant gain 
in spread with little increase in default risk  

Stimulus and the V-shaped recovery have led to credit 
improvements across the board, with the Bloomberg 
Barclays Municipal BBB TR Index now inside of  
pre-pandemic levels. Investors can get a cumulative 
yield pick-up of 1,400 basis points over U.S. Treasurys  
with only a 100 basis point increase in default risk

Lower-quality municipal bonds have attractive 
yields compared to high-quality municipal bonds 

Today, high-quality municipal bonds are very richly 
valued, as the relative-value ratio for a 10-year 
AAA municipal bond has gone from 81% to 51%, 
approaching all-time highs. In fact, high-quality 
municipal bonds are even pricey relative to investment-
grade corporate bonds. 

Lower-quality municipals have a yield and  
correlation advantage

The higher coupons associated with lesser-quality 
municipal bonds provide higher after-tax income  
and a cushion to absorb higher rates. In the first 
quarter of 2021, BBB-rated municipals returned 
1.28% as compared to a return of -0.65% for  
AA-rated municipals. 

In addition, the long-term correlation of municipal 
bond yields to the yield on the 10-year U.S. Treasury 
drops as credit quality decreases. Today, the 
correlation goes from 93% for AAA-rated municipal 
bonds to 65% for BBB-rated municipals. 

Exhibit 2: Lower quality munis have upside
Cumulative change in spreads and defaults by municipal 
credit quality, bps, 2011 - 2020

Source: Bloomberg, Principal Global Investors. See disclosures for 
index descriptions. Data as of December 31, 2020.
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should expect the 10-year U.S. Treasury to reach 
approximately 2% by year-end, close to fair value, and 
stabilize near that level. 

It is notable, however, that municipal bonds have 
outperformed treasurys through the recent rising rate 
environment. In the first quarter of 2021, U.S. Treasurys 
greater than 20 years in duration lost 13.9% in price, 
yet municipals greater than 22 years in duration lost 
only 0.47%. So while interest rate risk is elevated for 
the entire fixed income spectrum, munis appear more 
resilient to the upward pressures.

Positioning munis in portfolios 
In light of current trends and the market outlook, we 
believe municipal bonds should be considered a core 
component of investors’ fixed income portfolios. These 
unique bonds offer exposure potential to high-quality 
cash flow generating assets, tax-advantaged income, 
attractive yield, and strong capital protection. 

Moreover, investors considering this asset class would 
do well to consider the relative merits of lower-rated 
revenue bonds. Not only do these provide a meaningful 
increase in yield, but they do so while providing a margin 
of safety, often comparable to or even exceeding  
higher-rated GO bonds.

Exhibit 3: The lower the credit quality, the less 
correlated to U.S. Treasurys
By credit quality, March 31, 2006 - April 30, 2021

Source: Bloomberg, St. Louis Federal Reserve, Principal Global 
Investors. See disclosures for index descriptions.  
Data as of April 30, 2021.

Modest headwinds remain
A meaningful SALT cap reduction is possible,  
but unlikely

The State and Local Tax (SALT) cap, with its $10,000 
allowable deduction per taxpayer, was introduced 
by the Trump administration in 2017. While not an 
infrastructure issue itself, the repeal of the SALT cap 
is being used as leverage by some in Congress for 
support of President Biden’s proposed infrastructure 
bill. Removal of the SALT cap deduction would lower 
tax bills, thereby reducing the need for tax-advantaged 
income that municipal bonds provide. However, 
removing the deduction is expected to deprive the 
government of $380 billion in revenue through 2025—
an amount that would need to be made up somewhere. 
Therefore, the likelihood of a SALT cap deduction 
meaningful enough to impact the municipals market is 
relatively small but cannot be fully discounted. 

In addition to taxes, all eyes are on inflation, with price 
pressure concerns contributing to the climb in Treasury 
yields from 0.92% to around 1.45%, since the start of 
the year. The recent rise in inflation should prove 
transitory, permitting the Federal Reserve to remain 
patient and unwind asset purchases at a gradual pace. 
Investors 
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0.65 Exhibit 4: Munis have been resilient to rising rates
Total return of municipal bonds and U.S. Treasurys, by 
maturity, 1Q 2021 

Source: Bloomberg, St. Louis Federal Reserve, Principal Global 
Investors. See disclosures for index descriptions.  
Data as of April 30, 2021.

2.0%

0.0% 

-2.0%

-4.0%

-6.0%

-8.0%

-10.0%

-12.0%

-14.0%

-16.0%

U.S. Treasurys
Municipals

1-3 Yr 5-7 Yr 7-10 Yr 10-20 Yr 20+ Yr



Munis in a new light    5

Index definitions
Bloomberg Barclays U.S. Municipal Index 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 Municipal AAA TR Index is a subset of the 
Bloomberg Barclays U.S. Municipal Index, containing only AAA 
rated bonds.
Bloomberg Barclays Municipal AA TR Index is a subset of the 
Bloomberg Barclays U.S. Municipal Index, containing only  
AA rated bonds.
Bloomberg Barclays Municipal A TR Index is a subset of the 
Bloomberg Barclays U.S. Municipal Index, containing only  
A rated bonds.
Bloomberg Barclays Municipal BBB TR Index is a subset of the 
Bloomberg Barclays U.S. Municipal Index, containing only BBB 
rated bonds.
Risk considerations
Investing involves risk, including possible loss of principal. Past 
performance is no guarantee of future results. Fixed-income 
investments are subject to interest rate risk; as interest rates rise 
their value will decline. A portion of the income from municipal 
bonds may be subject to state and/or local taxes, and it may be 
subject to federal alternative minimum tax (AMT) for certain 
investors.
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 intended 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 Fixed Income is a 
specialized investment management group within Principal Global 
Investors.
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This issue of Insurance Quarterly is focused on real estate opportunities 
and how it pertains to insurance investors. Jack Bishop, Portfolio 
Manager, General Account and Michael Shanks, Portfolio Manager for 
Principal Real Estate Investors offer their expertise on the current state 
of risk-based capital (RBC) factors for real estate and what it will mean 
for insurance investors.

Principal and a group of peers have led the efforts to develop the RBC 
factor proposal and advocate for its adoption. These proposed changes 
are well supported by decades of real estate investment performance 
and would alleviate capital pressure on real estate investments.

1 As of June 30, 2021.
2 Experience includes investment management activities of predecessor firms beginning with the investment department of Principal Life 

Insurance Company.

Industry Insights  
RBC decisions
Contributor: Jack Bishop, Portfolio Manager, General Account, Principal Financial Group

The conclusions reached by the Life RBC Working Group are very much aligned with our 
strategic asset allocation (SAA). The portfolio managers on the general account continue to 
believe real estate (residential, commercial, and agriculture) are critical diversifying building 
blocks for most general account liabilities. The capital factor reductions for equity real 
estate are very consistent with our historical experience of limited losses. Low realized losses 
coupled with very strong capital gain potential continues to drive allocations to equity real 
estate higher. Additional benefits including potential inflation protection, income stability, 
and flexibility of holding real estate on various statutory schedules provide meaningful 
benefits for most capital constrained balance sheet investors. We believe tailwinds exist for 
equity real estate in the future as additional valuation transparency improves and changes in 
market value are potentially incorporated into the assigned capital factors. Most importantly, 
fundamentals will continue to evolve as individuals and institutional behaviors/needs evolve 
requiring significant experience and knowledge to appropriately manage the portfolio. 
Interesting opportunities will continue to emerge as we adapt to significant issues such as 
climate change, pandemics, technology disruption, and socioeconomic changes that will 
impact and redefine how we live, work, and play.   

Highlights

• Principal Global Investors 
has $14.3 billion in third-
party insurance company 
assets under management1

• Nearly three decades of 
insurance investment 
experience externally and 
five decades managing 
the general account for 
Principal Life2

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

• An established global 
investment manager with 
$576.8 billion in AUM and 
more than 800 institutional 
clients worldwide1

Insurance Quarterly:
Perspectives, challenges, and opportunities
Special edition – Risk-based capital and real estate

Second Quarter  |  2021
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Is the door to real estate private equity opening wider for insurance company investors?  
Contributor: Michael P. Shanks, Portfolio Manager, Principal Real Estate Investors

It’s highly likely real estate’s risk-based capital will be reduced 
by year-end 2021 for both directly held (Schedule A) and 
indirectly held (Schedule BA) assets. The National Association 
of Insurance Commissioners’ (NAIC) Life RBC Working Group 
and Capital Adequacy Task Force has adopted a proposal from 
the American Council of Life Insurers (ACLI) to reduce factors 
for Schedule A real estate from 15% to 11% (26.7% capital 
decrease), and Schedule BA real estate from 23% to 13% 
(43.5% capital decrease).  However, the ink won’t dry  
until NAIC’s national meeting in Columbus, Ohio at the end  
of August.       

Current factors set in 1991 used about 60% of common stock 
volatility as a guide for directly held real estate on Schedule A 
due to a lack of performance data for the asset class.  A 50% 
premium was added to the factor for Schedule BA real estate 
held in joint ventures and funds for transparency, structure, and 
leverage concerns. Today, reliable performance data is readily 
available for more informed loss analysis, and a study by Jeffery 
Fisher, Ph.D., a professor at Indiana University and National 
Council of Real Estate Investment Fiduciaries (NCREIF) 
consultant, found real estate held through joint ventures has 
performed consistently, or better than, wholly-owned real 
estate. This combination drove ACLI’s proposal to revise the 
real estate factors. Although a few regulators voiced concern 
that COVID-19’s effect on real estate values aren’t fully known 
yet, all major real estate price indices suggest values have been 
rebounding since fall 2020.  Having analyzed and debated 
both real estate and bond factors for nearly a decade, most 
regulators wish to adjust both this year.       

A major element, however; ACLI’s proposal to adjust the factor 
when the asset-level market value exceeds book value (i.e. 
fair value adjustment), will be deferred until 2022. Since the 
proposed factors are based on market values and not statutory 
accounting using depreciated cost which has a lower risk of 
loss, omitting this feature leaves a potentially significant layer 
of conservatism in the overall real estate RBC framework. While 
several regulators appear to support the concept, they want to 
implement more robust instructions for Fair Value* reporting 
in the statutory statements before relying on it in the fair value 
adjustment formula. Concerns about the fair value adjustment 
will be addressed and proposed to the NAIC next year with a 
goal to implement at year-end 2022. 

Will this lead to growing real estate allocations by life insurance 
companies? 

As has been reported, ACLI stated “While the recommended 
decrease in RBC charge is material, we believe it is unlikely 
that insurance companies will make large changes to their 
commercial real estate allocations in response to changes in 
the RBC factor, as allocation decisions are based on a number 
of factors, including asset-liability management, taxation, 
sector investment expertise, and experience.” 

We disagree. We believe real estate offers favorable risk-
adjusted returns relative to other asset classes, portfolio 
diversification benefits, and some potential inflation protection. 
We think this change is enough for life insurance companies to 
increase real estate allocations, especially given the low-yield 
environment today.

*Fair Value on Schedule A is a supplemental disclosure used for Other-Than-Temporary Impairment (OTTI) assessment to be updated every five 
years (no required update for owner-occupied assets). For Schedule BA, real estate classification is vague, accounting and reporting for assets varies 
depending on structure, and there are no appraisal or valuation requirements.  

We understand the challenges insurers face and integrate the important accounting and regulatory needs of our insurance 
clients. Principal Real Estate Investors is a $96 billion1, top-10 global real estate manager2, and the dedicated real estate 
investment group within Principal Global Investors. Our 60 years of real estate experience3 span the spectrum of public, private, 
equity, and debt investment alternatives, offering innovative solutions and investment opportunities across all four quadrants of 
commercial real estate.



  3For Institutional, Professional, Qualified and/or Wholesale Investor Use Only in Permitted Jurisdictions as defined by local laws and regulations.

Disclosure 
1 As of 6/30/2021.
2 Managers ranked by total worldwide assets (net of leverage), as of June 30, 2020. 

“Largest Real Estate Managers,” Pensions & Investments, October 5. 2020.
3 Principal Real Estate Investors became registered with the SEC in November 1999. 

Activities noted prior to this date were conducted beginning with the real estate 
investment management area of Principal Life Insurance Company and later Principal 
Capital Real Estate Investors, LLC, the predecessor firm to Principal Real Estate 
Investors.

Risk considerations

Investing involves risk, including possible loss of principal. Past performance is no 
guarantee of future results. 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. • United Arab Emirates 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 organisation. •Singapore 
by Principal Global Investors (Singapore)Limited (ACRAReg.No.199603735H), which 
is regulated by the Monetary Authority of Singapore and is directed exclusively at 
institutional investors as defined by the Securities and Futures Act (Chapter 289). This 
advertisement or publication has not been reviewed by the Monetary Authority of 
Singapore. •Australia by Principal Global Investors (Australia) Limited (ABN 45 102 
488 068, AFS Licence No. 225385), which is regulated by the Australian Securities and 
Investments Commission. This document is intended for sophisticated institutional 
investors only. •Switzerland by Principal Global Investors (Switzerland) GmbH. 
•Hong Kong SAR (China) by Principal Global Investors (Hong Kong) Limited, which 
is regulated by the Securities and Futures Commission and is directed exclusively at 
professional investors as defined by the Securities and Futures Ordinance. •Other 
APAC Countries, this material is issued for institutional investors only(or professional/
sophisticated/ qualified investors, as such term may apply in local jurisdictions) and is 
delivered on an individual basis to the recipient and should not be passed on, used by 
any person or entity in any jurisdiction or country where such distribution or use would 
be contrary to local law or regulation.

© 2021 Principal Financial Services, Inc.  Principal, Principal and symbol design, and Principal Financial Group are trademarks and 
service marks of Principal Financial Services Inc., a member of the Principal Financial Group. Principal Global Investors leads global 
asset management at Principal®.

Principal Real Estate Investors is a specialized investment management group of Principal Global Investors

MM11537-03 | 08/2021 | 1717817-112021

Read the latest thinking from Principal Real Estate Investors  
The Fed shows its talons
Capitalizing on an inefficient market: Case for Active REITs

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 $576.8 billion in 
assets under management, and more than 800 institutional clients globally (as of June 30, 2021), including 48 external 
insurance companies. They trust Principal Global Investors to manage more than $14.3 billion in assets, ranging from 
private real estate debt and equity, to specialized debt and equity strategies.

Contact your Principal representative for more information on these and other product solutions.
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SLC Management is a global institutional asset manager that provides innovative and diversified 
solutions to meet our clients’ evolving needs.
Our insurance asset management group is focused on establishing preferred partnerships with insurance 
companies that can benefit from our specialty private credit, public fixed income, real estate and infrastructure 
investment management capabilities. An integrated solutions approach provides the backdrop for customizing 
asset class specific and multi-sector fixed income portfolios.
Learn more at slcmanagement.com

Brett J. Lousararian
Head of Insurance Business Development
brett.lousararian@slcmanagement.com
781-263-5363

http://slcmanagement.com
mailto:brett.lousararian%40slcmanagement.com%20?subject=Insurance%20AUM%20Journal


Gaining exposure  
to private fixed income

Attractive capital efficient yields have made investment grade private credit (IGPC) a staple of insurance balance 
sheets. Recently, with interest rates hitting near all-time lows, this trend has accelerated. Insurers continue to seek 
ways to mitigate portfolio yield erosion with a limited capital budget, as they are unable to take significant investment 
risk without facing regulatory and rating scrutiny. IGPC has been a major investment theme for U.S. insurers of all 
types, as it offers additional yield, diversification and – in most capital models – risk charges similar to that of a public 
corporate bond. 
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Why investment grade private credit? 

Investment grade private credit refers to loans and debt securities issued by companies or entities outside of the public capital 
markets. Investors are primarily institutions such as insurance companies and pension funds that invest in the asset class for 
several reasons:

High quality - IGPC instruments are similar to investment grade public debt in quality and have a more favorable structure. 
They typically have durations that range from five to 30 years, often include collateral and financial covenants and are available 
across the rating spectrum. Typically, both default and recovery experience is more favorable with IGPC compared to the 
equivalent rated public bond. This is due to the additional covenants and collateral associated with the assets.

Enhanced yields - Investors are paid a spread premium over comparable public bonds because these transactions are more 
customized and less liquid. A typical spread premium for a broadly syndicated private transaction would be in the 15-30bps 
range. At SLC Management, we focus on maintaining a spread premium above 70bps through a highly selective approach to 
portfolio construction. 
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Historical Coupon Values 

3-Year 
Average

SLC Management 
Spread to Corporate 
Benchmark*!

143bps 144bps 89bps 58bps 96bps 83bps 74bps 107bps 172bps 132bps 118bps

SLC Management
Spread to Treasuries 295bps 260bps 211bps 214bps 218bps 195bps 181bp 218bps 308bps 226bps 236bps
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Please see important disclosures at the end of this document. 

Diversification – IGPC provides access to high-quality issuers that are not always available in public markets. Annual 
issuance in the investment grade private credit market is $70 to $100 billion per year and growing, with the U.S. 
representing about 60% of annual volume1.  The issuer base includes public and private corporate issuers and spans 
major sectors (e.g. industrials, utilities and financials).

Capital efficiency - Given the widespread use of IGPC, insurance regulators and rating agencies are familiar with the 
asset class and view many of its characteristics as comparable to public bonds. This can provide an efficient way for 
insurers to access attractive spreads without taking on additional credit risk or less favorable capital charges.

How do insurers access investment grade private credit? 

Most insurers are only able to access the asset class via separately managed accounts or fund vehicles. This decision 
is often dependent on balance sheet size as well as the insurer’s investment objectives. Key considerations for 
deciding between a separately managed account or fund approach typically include:  

• Minimum commitments: Many separate account strategies will require a minimum account size in order to 
achieve a fully diversified portfolio of private credit names. These account minimums can sometimes be prohibitive 
to insurers with smaller balance sheets or those looking to take on a smaller exposure to the asset class.   

• Liquidity needs: In order to maintain liquidity within an IGPC portfolio, individual holdings may be sized in  
$3-$5 million dollar blocks, allowing them to be traded more easily in secondary markets. These large 
individual security sizes may limit the appeal of separate accounts for certain investors, as large line items may 
be prohibited in investment policy statement and guidelines.  In contrast, fund vehicles provide investors with 
liquidity via a redemption process.

• Operational requirements: Reporting and pricing complexities for traditional private credit mandates may 
conflict with NAIC or SVO reporting, particularly if the private credit manager is not familiar with the unique 
requirements insurers face. Implementation of private credit mandates can often be complex, as cash is called 
to fund new issuance. Insurers can create a “drag” on performance holding cash or expose themselves to forced 
liquidation during times of market stress. Additionally, investors are lenders of record in SMAs, which adds 
additional operational considerations versus a fund. 
 
 

1 Calculated internally based on external market data sourced from Private Placement Monitor and Bank of America Securities Private Placement Snapshot.
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Benefits of fund vehicles 

A fund offers investors access to IGPC without some of the potential challenges associated with separately managed 
accounts discussed above. A fund approach can also provide a cost efficient way for insurers to access the asset class, 
especially for smaller allocations, while gaining exposure to a broader diversified pool of underlying credits.  

However, a fund vehicle may carry less favorable capital and accounting treatment. To minimize these risks, it is 
critical for insurers to partner with an asset manager that has experience working with insurers. For example, the 
investment committee should ensure that the fund has undergone the due diligence to register and file the fund with 
the Securities Valuation Office (SVO) to be rated, which can help alleviate capital concerns. For insurers subject to 
rating agencies, investors should ask managers if they can provide “look through” on the fund. This will allow them to 
potentially reassign risk charges to the underlying credits (lower risk charges) rather than the fund structure (higher 
risk charges).  

IGPC offers many benefits to insurance portfolios, and a fund vehicle can help insurers of all sizes access the asset class.  
With $57B of private credit assets under management - of which $36B is investment grade - SLC Management offers 
a broad range of solutions targeting yield-enhancing and capital efficient strategies designed to work for insurance 
company portfolios.
 



Investment grade credit ratings of our private placements portfolio are based on a proprietary, internal credit rating methodology 
that was developed using both externally-purchased and internally developed models. This methodology is reviewed regularly. More 
details can be shared upon request. Although most U.S. dollar private placement investments have an external rating, for unrated 
deals, there is no guarantee that the same rating(s) would be assigned to portfolio asset(s) if they were independently rated by a 
major credit ratings organization. 

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

SLC Management is the brand name for the institutional asset management business of Sun Life Financial Inc. (“Sun Life”) under which Sun Life 
Capital Management (U.S.) LLC in the United States, and Sun Life Capital Management (Canada) Inc. in Canada operate. Sun Life Capital Management 
(Canada) Inc. is a Canadian registered portfolio manager, investment fund manager, exempt market dealer and in Ontario, a commodity trading 
manager. Sun Life Capital Management (U.S.) LLC is registered with the U.S. Securities and Exchange Commission as an investment adviser and is 
also a Commodity Trading Advisor and Commodity Pool Operator registered with the Commodity Futures Trading Commission under the Commodity 
Exchange Act and Members of the National Futures Association. 

Registration as an investment adviser does not imply any level of skill or training. There is no assurance that the objective of any private placement 
strategy can be achieved. As with any strategy, the Advisor’s judgments about the relative value of securities selected for the portfolio can prove  
to be wrong.

The relative value over public benchmarks estimate is derived by comparing each loan’s spread at funding with a corresponding public corporate bond 
benchmark based on credit rating. Loans that are internally rated as “AA” are compared to the Bloomberg Barclays U.S. Corporate Aa Index, loans rated 
“A” are compared to the Bloomberg Barclays U.S. Corporate A Index, while loans rated “BBB” are compared to the Bloomberg Barclays U.S. Corporate 
Baa Index. For certain power and utility project loans, a best fit approach of a variety of Bloomberg Barclays’ indices was employed prior to September 
30, 2016. After this date, these types of loans were compared to Bloomberg Barclays Utilities A Index and Bloomberg Barclays Utilities Baa Index, for “A” 
and “BBB” internally rated loans, respectively. Relative spread values obtained through the above methodologies were then aggregated and asset-
weighted (by year) to obtain the overall spread value indicated in the paper.

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

This document may present materials or statements which reflect expectations or forecasts of future events. Such forward-looking statements 
are speculative in nature and may be subject to risks, uncertainties and assumptions and actual results which could differ significantly from the 
statements. As such, do not place undue reliance upon such forward-looking statements. All opinions and commentary are subject to change without 
notice and are provided in good faith without legal responsibility. Unless otherwise stated, all figures and estimates provided have been sourced 
internally and are current as at the date of the paper unless separately stated. All data is subject to change.

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

© 2021, SLC Management
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For four decades, State Street Global Advisors has served the world’s governments, institutions and financial 
advisors. With a rigorous, risk-aware approach built on research, analysis and market-tested experience, we build 
from a breadth of active and index strategies to create cost-effective solutions. As stewards, we help portfolio 
companies see that what is fair for people and sustainable for the planet can deliver long-term performance. 
And, as pioneers in index, ETF, and ESG investing, we are always inventing new ways to invest. As a result, we 
have become the world’s third-largest asset manager with US $3.59 trillion* under our care.
 
*This figure is presented as of March 31, 2021 and includes approximately $60.33 billion of assets with respect to SPDR 
products for which State Street Global Advisors Funds Distributors, LLC (SSGA FD) acts solely as the marketing agent. 
SSGA FD and State Street Global Advisors are affiliated.

Ben Woloshin
Head of SPDR Insurance
Benjamin_Woloshin@ssga.com

http://www.ssga.com
mailto:Benjamin_Woloshin%40ssga.com%20?subject=Insurance%20AUM%20Journal
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$607*

billion in indexed  
fixed income assets

25
years of  
bond index  
investing  
experience

100+
fixed income  
index strategies

The Scale to Specialise

• State Street Global Advisors’ global scale enables our portfolio managers, 
traders and investment strategists to be sector specialists and based in their 
geographic markets 

• Our dedicated capital markets teams provide 24-hour coverage 
across global markets, offering enhanced liquidity and cost-efficient** 
trading strategies 

Proven Track Record

• 25 years of bond investing  — our first fixed income fund launched in 1996 

• More than 100 fixed income professionals dedicated to conducting research, 
managing risks and costs, and supporting our clients

Innovative Solutions for Bond Investors

• Comprehensive range of cost-effective ETFs 

• Offering access to government and corporate bonds across the yield curve, 
using a consistent index methodology

* State Street Global Advisors, as of 30 June 2021.
**  Frequent trading of ETFs could significantly increase commissions and other costs such that they may offset  

any savings from low fees or costs.

A Leader in Fixed Income Index Investing
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*  The fixed income flows and holdings indicators produced by State Street Global Markets, the investment, research and trading 
division of State Street Corporation, are based on aggregated and anonymised custody data provided to it by State Street, in its role as 
custodian. State Street Global Advisors does not have access to the underlying custody data used to produce the indicators.

A snapshot of global fixed income flows, holdings and 
valuations, based on data provided by State Street 
Global Markets.*

Investor Sentiment —  
Flows and Holdings
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State Street Global Markets builds indicators of aggregated 
long-term investor behaviour in fixed income markets from a 
substantial subset of $10 trillion worth of fixed income assets 
under custody and administration at State Street.† This captures 
behavioural trends across tens of thousands of portfolios and is 
estimated to cover just over 10% of outstanding fixed income 
securities globally. 

Analysis

The second quarter can best be described as a transitional period, as we finally got to some of the major inflection 
points in the reopening process. While global vaccinations were slow to start, the acceleration in administered 
shots in the US and UK provided optimism that herd immunity will be an obtainable goal. However, vaccine rollouts 
were uneven, with the eurozone and Canada quickly overcoming initial hurdles and developed Asia still lagging. 
Vaccine rollout in the emerging markets (EM) has proven to be an even slower process where inadequate vaccine 
access has increased the risk of resurgent COVID variants. 

Despite these uneven reopenings, inflation readings have surged globally as reopening demand and supply chain 
disruptions have resulted in some of the biggest price gains seen in decades. While some of these gains can be 
attributed to the reversal of last year’s collapsing prices, inflation still ran hotter than expected, as reopening 
categories were in high demand. Most central banks still expect these price surges to be transitory, although it will 
now likely take longer to see whether their forecasts prove correct. Nonetheless, rising prices have started the 
normalization discussion for many developed markets, while a few emerging economies have already raised rates to 
keep prices in check. 

After a fairly volatile first quarter that saw yields rise globally, the rates market was mostly rangebound for much of the 
quarter before rallying to lower yields near quarter end. The prospect of earlier rate hikes in the emerging markets kept 
investor flows relatively weak in EM sovereigns compared to the developed markets. Stronger US Treasury buying 
emerged near the start of the quarter, particularly from foreign buyers when yields spiked to their YTD highs. More 
recently, cross-border demand for Treasuries has waned, although overall demand remains marginally positive. Since 
the market increasingly expects the Federal Reserve (Fed) to formally begin discussing the tapering process in Q3, 
market stability would require that investors look past shrinking Fed demand as we move into 2022. 

Institutional investors continued to reach for yield in credit in Q2. Flows favored high yield, with investors looking past 
the prospects of policy normalization, higher inflation prints and near-record corporate issuance. More recently, flows 
have moderated to neutral in both the investment grade and high yield parts of the US credit markets, while euro credit 
demand remains strong.

Fixed Income Flows and Holdings

The above estimates based on certain assumptions and analysis. There is no guarantee that the estimates will be achieved. 
† State Street Form 10-K, as of 31 December 2020.
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Source: State Street Global Markets, as of 30 June 2021. Flows and holdings are as of date indicated. 
They should not be relied thereafter. *As at quarter end.

Q2 2021  
Flows & Holdings

 90-Day Flows

 Holdings*

These metrics are generated 
from regression analysis based 
on aggregated and anonymous 
flow data in order to better 
capture investor preference 
and to ensure the safeguarding 
of client confidentiality. 
The figures are shown as 
percentiles, expressing the 
flows and holdings over the 
last quarter, relative to the last 
five years. The benefit of this 
approach is that it provides 
perspective on the size of flows 
and holdings compared to their 
historical trends, whereas a 
single, dollar figure provides 
less context. 

For more information 
please visit
globalmarkets.statestreet.com
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Developed and 
Emerging Market  
20-Day Flows

  Developed Markets

  Emerging Markets

Safety Over Yield

In many ways, low developed market yields, expectations for a weaker USD and broad reflationary support make 
it a perfect environment for emerging market debt (EMD). However, this has not enticed real money investors to 
increase their allocations to EMD this year. As the chart indicates, investors have generally chosen safety over 
yield, with net buying of developed market sovereign bonds at the expense of emerging market bonds. As our 
PriceStats® series shows, inflation in emerging markets has far outpaced price gains in advanced economies, 
forcing rate hikes in several developing countries. Uneven vaccination rates also create greater risk for emerging 
markets, which threatens positive growth expectations.

Treasuries Still Finding Broad Support

The Fed has signaled that it has started to think about the normalization process, with broad expectations 
that tapering of asset purchases will be announced before the end of the year. Interestingly, longer-dated 
Treasury yields have fallen steadily during the second quarter to levels last seen in February, while the curve 
has also flattened. And while expectations around the timing of the first rate hike have not changed, fewer 
subsequent rate hikes are now expected. Our investor flows data continue to show broad buying across 
most Treasury maturities, with shorter-term flows indicating accelerated buying from the intermediate into 
the longer end of the yield curve.

Source: State Street Global Markets, as of 30 June 2021.  
Flows and holdings are as of the date indicated. They should not be relied on thereafter.

20-Day Percentile (%)

0

100

75

25

50

Jan
2020

Apr
2020

Jul
2020

Oct
2020

Jan
2021

Apr
2021

Jul
2021

US Treasuries 5-  
and 20-Day Flows

Source: State Street Global Markets, as of 30 June 2021.  
Flows and holdings are as of the date indicated. They should not be relied on thereafter.

Bills

1–3 years 3–5 years

5–7 years

7–10 years

10+ years

5-Day Flows (%)

20d Flows (%)

0

100

75

25

50

1000 25 50 75



8 Bond Compass Q3 2021

US Investment 
Grade and 
High Yield Bonds 
20-Day Flows

 Investment Grade

  High Yield

Source: State Street Global Markets, as of 30 June 2021.  
Flows and holdings are as of the date indicated. They should not be relied on thereafter.

Turning Neutral on Credit

Both US investment- grade and high yield bonds have seen their spreads tighten this year as the overall cost 
of corporate borrowing fell to all-time low levels. This has prompted record issuance of high yield debt, while 
investment grade issuance has trailed last year’s record volumes. So far this year, investors have favored high 
yield issuers, with the asset class being one of the few bond categories to post a positive return, with spread 
tightening and coupon payments resulting in low single-digit returns. Our investor behavior reflects this 
preference, with positive high yield flows for most of the year and generally neutral investment grade activity. 
More recently, both credit categories have gravitated toward neutral, with meaningful spread tightening unlikely 
from here given the overall low level of yields. 
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Quarterly measure of inflation based on prices from 
millions of items sold by online retailers, helping investors 
anticipate and evaluate the impact of inflation. 

PriceStats®
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PriceStats® Daily 
US Inflation Index 
and Forecast 

 US PriceStats Actual

 Forecast (Current)

 Forecast (12/31/2020)

PriceStats® provides high-frequency measures of inflation and 
real exchange rates drawn from prices on millions of items 
sold by online retailers. This real-time pulse of global economic 
trends helps investors anticipate and evaluate the impact of 
inflation, including the impact on monetary policy and the degree 
of exchange rate misalignments. 

This information is available on a daily basis from State Street 
Global Markets: globalmarkets.statestreet.com. 

Transitory Inflation Buzz

Transitory inflation will likely go down as one of the most overused financial terms for 2021. We are now past the base 
effect peak for inflation and PriceStats® is confirming that year-over-year measures have started their transitional 
journey, with prices having peaked in May. However, the timing to normalisation is likely to take much longer than 
initially anticipated. As the chart shows, inflation in the US has run much hotter since the start of the year than 
anticipated, which will make the transitory process that much longer. In fact, if monthly price gains just match longer-
term averages, the year-end 2021 inflation rate will still be higher than the peak expected at the start of the year. The 
Federal Reserve’s recent upgrade to its personal consumption expenditures (PCE) forecast is an acknowledgement 
of the extended normalisation process that will push the structural-versus-transitory discussion into 2022.

PriceStats®

Source: State Street Global Markets, as of 30 June 2021.
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PriceStats® US, 
Eurozone, UK, Japan 
and Canada Inflation 
Comparison

 US

  EUR

 UK

 JPY

 CAN

Not All Price Surges are Created Equal

The headline-grabbing inflation prints out of the US are set to ease, with the bulk of the base effects now 
in the rearview mirror. This is already being reflected in our US PriceStats® data series, which peaked at 
the end of May and has compressed by 30bps over the past month. It is worth noting that the lockdown 
process has been unique at a national level, and therefore varying reopening timetables will impact inflation 
expectations. For instance, as the chart shows, it appears that US and Canadian prices are topping out, a 
consequence of a more aggressive lifting of restrictions. In contrast, Europe, only now reaching vaccination 
levels comparable to those in North America, continues to see rising inflation, with base effects in play until 
the fall. The comparatively slow vaccination rates in Japan should be viewed relative to their bottoming of 
prices at the end of last year. It will therefore take longer before we can ascertain whether prices are in fact 
transitory as practically every central banker espouses.

Emerging Market Prices Still Rising

While there are signs that the transitory pricing message pushed by developed market central banks may in 
fact prove accurate, the same is not true within the emerging markets. As the chart shows, the PriceStats® 
EM aggregate series not only stands at the highest level in its history (back to 2010), it continues to push 
higher. While base effects are partially responsible, higher import costs, particularly commodity prices, 
currency depreciation and supply disruptions are also at play. Fortunately, most individual country readings 
remain within the range of central bank targets, although upward pressure will make it a question of how long 
policy can remain accommodative before normalisation begins. For some countries, that time is already here, 
with the central banks of Russia, Brazil and Mexico having recently raised rates in an attempt to contain prices.

Source: State Street Global Markets, as of 30 June 2021.
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State Street Global Advisors has identified the key 
considerations for investors in the coming quarter, 
and how markets can be navigated using SPDR ETFs.

Fixed Income Outlook
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Bond market volatility increased toward the end of the quarter but remains below the levels witnessed 
during the first quarter of 2021. The largest increase this quarter occurred following the surprise change in 
the Federal Reserve (Fed) dot plots, projections that now indicate the potential for two rate hikes in 2023 — 
up from one previously.

This partial policy pivot flattened the yield curve by 23 basis points in June, the largest monthly flattening 
since 2015.1 Yet the flattening slowed toward the end of the month following Fed Chair Jay Powell’s 
declaration that the dot plots should be taken with a grain of salt2 — and they should be. For example, 
projections published in 2015 and 2016 forecasted interest rates rising much faster than the Fed conducted 
their hikes. And even after the Fed raised rates in December 2015, the projections continued to miss the 
mark — forecasting four hikes in 2016 even though there would be only one that year. Put simply, the dot plot 
is a projection of where officials feel policy may be in the future, not where it will be. So the rise in short-term 
rates that contributed to the flattening in June was likely a knee-jerk response that should mean revert. 

The first change of the crisis-related policy decisions is likely to be a tapering of bond purchases. 
San Francisco Fed President Mary Daly, a voting member in the Federal Open Market Committee, said 
conditions could be met later this year or early next.3 And this aligns with the Fed’s view on labor, with 
Chair Powell indicating unemployment should noticeably improve by the fall4 — a forecast strengthened 
by the June payroll report that saw the pace of hiring accelerate by the most in 10 months.5 Tapering, or at 
least foreshadowing of the timeline for tapering, will likely place upward pressure on longer-term rates and 
steepen the yield curve over the coming months. 

Irrespective of whether the Fed acts, we are likely to see rates rise modestly throughout the summer as 
economic data improves amid the recovery. Currently, 11 out of the 16 economic data points we track have 
improved past their pre-pandemic levels.6 One metric that is not above its pre-pandemic level, however, 
is consumer confidence. Yet the latest reading exceeded all forecasts and was propelled by Americans 
becoming more upbeat about the economy and the job market.7

 
This confidence should place more upward momentum on consumer spending, particularly within the 
services industries that are still not back to pre-pandemic levels. Given that consumption makes up roughly 
70 percent of the economy, this should lead to continued upward-revised GDP figures and a potentially 
higher US 10-year yield — as it is a market proxy for forward-looking growth and inflation prospects.

Beyond rising rates, the recovery will also continue to create a supportive backdrop for credit (fewer 
defaults and more upgrades), even as yields and spreads are stretched within traditional fixed-rate 
segments — most notably high yield, where yields are now at a record low of 3.75 percent.8 

The tight spreads and low yields create a weaker fundamental backstop if volatility does rise, however. And 
there is the potential for more bond market volatility, perhaps after the Federal Reserve Bank of Kansas 
City’s Jackson Hole Economic Policy Symposium in late August, which historically has been used to 
communicate major policy changes.9 

Even if rates do rise, the level of yields will still be low from a historical perspective. And investors will have 
to navigate a sea of rate options that have either elevated duration risks or tight valuations. As a result, over 
the next quarter, investors may want to focus on duration management (shorter-duration corporates and 
more balanced active core mandates), as well as target less-stretched credit exposures (senior loans) that 
offer a noticeable yield pickup over basic Treasuries and core Bloomberg Barclays U.S. Aggregate Bond 
Index (Agg) bonds. 

Fixed Income Outlook: Catching Summer Yield Waves
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Theme 1 
Target Yield and Mitigate Rate Volatility With a Balanced  
Active Core 

Given the outlook for potentially higher, but still historically low, rates and a possible increase in bond market 
volatility this summer from post-crisis policies likely kicked off at the Jackson Hole symposium, investors 
may want to reexamine their core allocations within bond portfolios. And with these market forces in play, 
active management may be more ideal than owning the broader Agg. 

An active mandate has more flexibility and depth of options, two valuable traits in this market. An active 
strategy can alter the duration profile based on prevailing macro trends as well as target other bond sectors 
not included in the Agg, such as high yield bonds (3.74 percent), emerging-market bonds (3.8 percent), 
and bank loans (3.70 percent)10 — three sectors which offer some of the highest yields in the fixed income 
universe today.

An active strategy that simply overweights credit and doesn’t offer a balanced and risk-managed exposure 
may, however, be unable to provide the intended diversification that core bonds are meant to offer within the 
broader portfolio. The SPDR® DoubleLine® Total Return Tactical ETF (TOTL) seeks to generate high quality 
income by balancing both traditional and nontraditional fixed income asset classes. 

As of the end of Q2, approximately 30 percent of TOTL’s portfolio was allocated to pure credit sectors, 
favoring securitized credit over corporate credit.11 And within the 70 percent allocated to more rate-sensitive 
markets, roughly 32 percent12 of it was to agency mortgage-backed securities — a core bond segment with 
an 83 basis point advantage over basic Treasuries.13 

This ability to allocate differently across bond sectors has positively contributed to TOTL’s 101 basis point 
outperformance in 2021.14 Additionally, selection effects within those sectors have also been a positive 
contributor, combining with sector effects to make up just less than half of the outperformance from 
TOTL this year. The largest contributor, however, has been the duration management implemented by the 
portfolio management team — speaking to the multiple access points of flexibility an active mandate has at 
its disposal. 

As a result of this flexibility, TOTL yields 100 basis points more than the Agg,15 but remains underweight 
duration (4.32 years vs. 6.61 years).16 And this focus on duration management could continue to be the key 
driver of performance in the core, as rates could remain choppy over the coming months due to uncertainty 
surrounding the global recovery, the transitory nature of inflation, and the pace and timing of central bank 
policy normalization. 

Despite its exposure to nontraditional credit-sensitive sectors, TOTL can still potentially serve as a 
defensive core bond exposure. DoubleLine’s focus on risk management has allowed TOTL to defend against 
both equity and interest-rate volatility, as evidenced by lower historical drawdowns, as shown in Figure 1. 
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Figure 1
TOTL Drawdown 
vs. Rates, Equities, 
and the Agg

  SPDR® DoubleLine 
Total Return Tact  
ETF (TOTL) 

  Bloomberg Barclays 
U.S. Aggregate 
Bond Index 

 US 10 Year 

 US 30 Year 

 S&P 500 Index 

Source: Morningstar, 1 May 2015–30 June 2021. US 30-Year represented by the Bloomberg Barclays 
U.S. Treasury Bellwethers (30Y) Index. US 10 Year represented by the Bloomberg Barclays U.S. 
Treasury Bellwethers (10Y) Index. Performance quoted represents past performance, which is no 
guarantee of future results. Investment return and principal value will fluctuate, so you may have a gain 
or loss when shares are sold. Current performance may be higher or lower than that quoted. Please 
visit ssga.com for most recent month-end performance. It is not possible to invest directly in an index.
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TOTL also has a superior drawdown profile than its peers, as during the Fed rate hike in Q2 2015, TOTL saw 
a drawdown that was 126 basis points less than its median active peer.17 Likewise, during the pandemic-
induced volatility seen at the end of Q1 2020, TOTL saw a drawdown that was 335 basis points less than 
that of its peers. In fact, TOTL ranks in the 7th percentile relative to its peers based on max drawdown since 
its inception.18 DoubleLine’s focus on active risk management and balancing of credit- and interest-rate-
sensitive sectors has led TOTL to have a standard deviation that is lower than 98 percent of its peers since 
its inception.19

To mitigate potential equity and rate volatility in the core while targeting a higher level of income, consider 
going active with the SPDR DoubleLine Total Return Tactical ETF (TOTL).
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Theme 2  
Focus on Loans for Potential Upside and Income

Looking outside the Agg for income generation naturally leads to below-investment-grade credit strategies 
like high yield. However, the credit markets are, to a degree, priced to perfection given record low yields and 
elevated valuations (tight spreads) — creating a noticeably asymmetrical return profile, a fact reinforced by 
its negative convexity.20 

Yet, while tight, the environment remains constructive for credit considering the accommodative monetary 
policies in place, improving corporate profits, and rebounding economic data. There are also positive rating 
trends. Upgrades are outpacing downgrades by a 2:1 ratio, and the default environment is improving — with 
JP Morgan forecasting declining defaults in 2021 and 2022.21 

Below-investment-grade senior loans may be able to provide high income without the stretched valuations 
found within the traditional fixed-rate high yield market. Senior loans currently yield the same as high yield 
(3.7 percent vs. 3.74 percent), but have more upside potential based on the current average price in the 
market.22 Even with senior loans outperforming traditional high yield by 60 basis points this year, the average 
price has stayed below par ($98.08). Conversely, the average price of high yield bonds is over $104, as 
shown below. This dynamic for loans creates a similar high yielding exposure but with a less asymmetrical 
return profile than fixed-rate high yield. 

Figure 1
Loan vs. High Yield 
Average Price

  Loans

  High Yield

Source: S&P/LSTA Leveraged Loan Index, Bloomberg Barclays High Yield Index, as of 31 May 2021.
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Beyond the improved valuations, senior loans also may offer a performance tailwind based on changes 
in interest rates. Fixed-rate credit, after all, is not immune to duration headwinds, as yield curve changes 
have subtracted 165 basis points from the overall 3.62 percent return in 2021 from high yield.23 Senior loans, 
however, have been able to sidestep any duration-induced price declines, as a result of its floating rate 
structure, while still participating in the credit rally. Yield curve changes so far this year have been negligible 
for loans, a fact underscored by loans not only outperforming fixed-rate high yield this year (+60 basis 
points), but also the more duration-sensitive investment-grade market (+455 basis points).24
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The base rate of the floating rate component is usually one- to three-month LIBOR. Therefore, the duration 
for senior loans is usually between 30 and 90 days. Thus, concerns about inflation and the potential for 
interest rates to rise further based on the Fed’s latest projections may mean that the loan category — as a 
result of its lower duration — may hold its value more than other credit instruments. And if, as expected, the 
Fed raises rates to temper any inflationary headwinds — and short-term interest rates (LIBOR) increase — 
then the loan coupon also increases. 

Should the credit rally come to a stall, however, loans are also more senior in their capital structure. 
Historically, they have witnessed lower relative levels of volatility than fixed-rate high yield (5.50 percent vs. 
7.37 percent).25 This, combined with their high income profile, more upside potential relative to high  
yield -based pricing levels, and stronger ability to mitigate any increase in rates due to their floating rate 
structure, makes loans an integral part of a diversified credit portfolio in this current environment. 

For an actively managed senior loan exposure that may add more value over an indexed approach through 
credit selection, consider the SPDR® Blackstone Senior Loan ETF (SRLN).
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Theme 3  
Trim Rate Risk Within Corporates

Within the investment-grade (IG) corporate bond market, rate movements have been the dominant driver of 
returns through the first six months of the year, subtracting 373 basis points of return.26 This negative impact 
from yield curve changes more than offsets the positive 270 basis points of return from spread tightening 
amid the rally27 — even as spreads fell to the anomalously low 1st percentile at 82 basis points.28

Credit spreads across the maturity spectrum are tight, with all tenors’ spreads below the bottom 5th 
historical percentile.29 While the recovery is still likely to be supportive to credit markets and further spread 
tightening, there is not much room left for spreads to tighten to a point where spread return contribution 
could overcome the impacts from likely higher interest rates. Particularly for broad-based corporate bonds 
that have an extended duration profile of over 8.5 years.30

Therefore, duration management within the core investment-grade corporate bond sector is important. 
The only drawback to trimming duration completely and focusing on shorter maturities would be sacrificing 
income. For example, the floating-rate investment-grade corporate note market (duration of 0.08 years) 
yields only 34 basis points,31 while one- to three-year corporate bonds yield only a slightly higher 57 basis 
points.32 Striking a balance between yield and duration, therefore, is crucial. Analyzing a maturity segment’s 
yield per unit of duration alongside current yield levels can be helpful in navigating this challenge. 

The maturity segment, as shown below, with the highest yield per unit of duration ratios, and a yield over 
1 percent, is the 1- to 10-year space. The overall profile is improved by simply “cutting off the tail” on the 
longer-duration bonds in the 10-year-plus maturity bucket. Compared to the broad market, the 1- to 10-year 
segment has 4.15 years less duration (48 percent lower), but a yield still north of 1.3 percent. While the latter 
is 32 percent less, it is not a one-for-one trade-off with duration which positively impacts the ratio. Similarly, 
by including the short end of the curve, the 1- to 10-year segment has a slightly stronger ratio than the 5- to 
10-year space, given the latter’s higher yield is offset by a longer duration (two more years) than the 1- to  
10-year market.

Figure 1
IG Bond Market Yield 
and Duration Profiles

 Yield

  Duration

  Yield-per-unit-duration

Source: Bloomberg Finance L.P. as of 6 July 2021. Past performance is not a guarantee of 
future results. 
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Beyond the potential benefits if rates do rise, the 1- to 10-year space may also be slightly less impacted by a 
rise in credit spreads off these low levels on a relative basis versus broad corporates. The option-adjusted 
spread duration (OASD), a metric that indicates the percent change in the price of a bond with respect to a 
100 basis point change in spreads for 1- to 10-year corporates, is 4.5 versus 8.5 for broad corporates.33

Both levels are stretched versus history, but the broader market’s OASD is at an all-time high (99th 
percentile) right now, whereas the 1- to 10-year space has a bit more room to go before hitting its own 
historical max (sits in the 94th percentile).34 The duration times spread (DTS) for the 1- to 10-year corporate 
market is also less than the broader corporate bond segment,35 further indicating less credit volatility and 
perhaps tempering some concerns, on a relative basis, of owning tightly valued broad corporates. 

For a shorter-duration investment-grade exposure, consider the SPDR® Portfolio Intermediate Term 
Corporate Bond ETF (SPIB).
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Institutional investors appear to be at a turning point with 
the construction of fixed income portfolios.

The Index Turning Point
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The Index Turning Point

Institutional investors appear to be at a turning point with the construction of fixed income portfolios. 
According to recent institutional investor research conducted by State Street Global Advisors of more than 
350 global respondents,1 66 percent said increased use of indexing is a high priority for liquid, core fixed 
income exposures. Further, 63 percent gave high priority to indexing for less liquid, non-core fixed income 
exposures over the next three years and 68 percent indicated that exchange traded funds (ETFs) will play a 
bigger role in their fixed income portfolios.2 

Indexing appeals to fixed income investors for many of the same reasons it appeals to equity investors — 
indexing delivers cost-effective, diversified, and liquid exposures. And today’s ultra-low rate and spread 
environment, where fees have a larger impact on yields and returns, makes indexing’s cost-effectiveness 
more attractive than ever. 

And with investors relying on indexed fixed income to achieve a broad range of goals, from maximizing the 
impact of asset allocation decisions to complementing active strategies and accessing less liquid segments 
of the fixed income market, use will continue to accelerate. 

Source: Longitude Study, State Street Global Advisors, as of 30 June 2021.

How Does Fixed Income Indexing Work?

Index tracking can be done through a full replication methodology that holds all of the underlying securities 
in the index in the respective weights or by employing a sampling strategy. Sampling can be the most 
efficient technique for constructing portfolios as many broad fixed income indices include a large number 
of securities, but not all of those securities can be purchased. Couple this with potentially high transaction 
costs to access illiquid bonds and full replication isn’t always possible or practical. 

Asset managers such as State Street Global Advisors use a sampling approach when indexing fixed income 
and managing ETFs. Rather than owning every security in an index, the goal is to build portfolios with the 
same characteristics as the index.
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For example, State Street Global Advisors takes both a top-down and bottom-up approach to limit 
exposure differences while maximizing the benefits of sampling to ensure that the index’s performance and 
characteristics are replicated.

A top-down approach seeks to align the key risk dimensions of the fixed income strategy to the 
index, including: 

•  Duration: Matching on key rate duration exposures across the curve

• Sector exposures: Aligning sector and industry compositions to manage macro impacts

• Quality: Selecting to ensure good alignment along the credit rating dimension

• Credit spread: Examining differences between option-adjusted spread as well as other metrics such as 
option-adjusted spread duration at the issue and issuer level.

These factors are typically the key variables that drive market beta.

A bottom-up security selection approach is often used in markets such as high yield, emerging markets 
or convertible bonds that typically can have high idiosyncratic or security specific risk, coupled with 
higher price volatility. In a bottom-up approach, State Street Global Advisors seeks to identify large or 
outsize idiosyncratic risks and ideally neutralize or certainly mitigate them. For example, we might decide 
to purchase one bond versus another from a company based on its position in the credit curve. Cost per 
exposure (similar to a bid-ask spread or transaction cost) is another key input when evaluating sampling and 
prioritizing various betas. 

Indexing in Less-transparent Markets

Through market structure changes and new portfolio management techniques, an experienced index 
manager can continue to push the boundaries of what is possible in indexing. Everything from emerging 
market debt (EMD) and high yield (HY) to convertibles is an exposure that can now be delivered reliably and 
efficiently via index strategies. 

In the past, the high cost of replication, market volatility and inefficiency were the main obstacles to the use 
of index strategies in these less transparent fixed income markets. Although these concerns were once 
valid, improvements in price discovery and trading and indexing techniques mean that implementation has 
moved a long way from index replication. Today, experienced investment managers can minimize and offset 
these negative effects.

In fact, the cost of indexing in these less transparent markets is no longer prohibitively expensive. The 
trading cost for EMD hard currency bonds is now comparable to investment-grade corporate bonds, and 
the cost for local currency-denominated securities is a fraction of that.3

For both HY and EMD, indexers can keep costs low by employing portfolio management techniques such 
as minimizing turnover — and value can also be added by exploiting market inefficiencies, gaining exposure 
through the primary markets while also proactively anticipating index changes. Specific to emerging 
markets, indexers can also control all FX trades (even in controlled currencies) and manage exposure 
effectively through the forward or nondeliverable forward markets to ultimately deliver benchmark returns 
through a thoughtful but tightly risk-controlled investment process. This reliable and efficient delivery of 
EMD returns contrasts with the variability and higher costs associated with active managers in EMD.



25 Bond Compass Q3 2021

Indexing Alongside Active Management

As the sources of alpha have become increasingly better understood, investors are questioning whether 
they should be paying active fees for what may simply be asset allocation decisions, such as structural 
overweighting of credit to outperform their benchmarks. Moreover, the bond market dislocation in March 
2020 may have prompted some investors to question the wisdom of relying solely on an active manager. 

The findings from State Street Global Advisor’s research on institutional investors’ preferences and 
intentions show that investors whose fixed income portfolios are predominantly allocated to active 
strategies were less satisfied with performance across various fixed income sectors over the last three 
years than those that had a higher share of indexing.

Conversely, investors that complement their alpha-seeking active managers with indexing strategies may 
be achieving better outcomes in the form of lower costs and, importantly, the ability to maximize the impact 
of their asset allocation decisions. For institutional investors with more balanced indexed/active fixed 
income portfolios, the percentage of those that were somewhat satisfied/extremely satisfied with active 
managers’ performance was materially higher than those with heavily active and mostly active portfolios.4 

Source: Longitude Study, State Street Global Advisors, as of 30 June 2021.
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Because index strategies can complement active strategies and provide investors with greater flexibility to 
tactically allocate and fine-tune exposures to target allocations, more investors now employ both active and 
index approaches to their overall fixed income program. 

State Street Global Advisors Fixed Income Indexing Capabilities

With indexing set to play a bigger role in fixed income allocations, these four steps can help you analyze your 
current fixed income approach and determine whether it can be improved: 

1 Evaluate What are the costs and complexities of your current approach?

2 Determine Are your objectives being met consistently and efficiently?

3 Analyze If employing multiple managers, are there offsets to their styles? Does that impact the 
overall outcome? 

4 Act Should you replace the weaker manager(s) with an index strategy to reduce costs, improve 
performance reliability or facilitate tactical allocations?

  Heavily Active Portfolio  
(0–10% Index)

  Mostly Active Portfolio  
(10%–30% Index)

  More Balanced Portfolio  
(30%+ Index)
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In many instances, a switch to indexing can bring greater cost-effectiveness and performance transparency 
as well as diversification and liquidity benefits.

Choosing an experienced index manager is also key. Founded in the late 1990s, State Street Global 
Advisor’s Global Fixed Income Beta Solutions team has accumulated significant knowledge and insight 
through multiple market cycles, crises and conditions. The strength of our indexing process and risk 
management has been tested during bouts of volatility, not only during calm markets. And today our mission 
remains to deliver reliable, transparent and risk-controlled exposure to our clients’ benchmarks as precisely 
and cost-effectively as possible.

William Ahmuty
Head of SPDR Fixed Income Group

Matthew Bartolini, CFA
Head of SPDR Americas Research

Patrick Bresnehan
Head of Fixed Income Beta Solutions 

David Furey 
Head of Fixed Income Strategists, EMEA

Authors

Endnotes

1 In partnership with Longitude Research, a Financial Times company. The research also included in-depth telephone interviews with two 
institutional portfolio managers (one in North America and one in Europe).

2 Fixed Income: Preparing for the Big Shift, State Street Global Advisors, June 2021. 

3 The Move to Indexing, State Street Global Advisors, May 2021. 

4 Fixed Income: Preparing for the Big Shift, State Street Global Advisors, June 2021.
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Bloomberg Barclays U.S. Aggregate Bond Index A benchmark that provides a measure of the 
performance of the US dollar-denominated investment-grade bond market. The “Agg” includes investment-
grade government bonds, investment-grade corporate bonds, mortgage pass-through securities, 
commercial mortgage-backed securities, and asset-backed securities that are publicly for sale in the US.

Emerging Markets Developing countries where the characteristics of mature economies — such as 
political stability, market liquidity, and accounting transparency — are beginning to manifest. Emerging 
market investments are generally expected to achieve higher returns than those of developed markets but 
are also accompanied by greater risk, decreasing their correlation to investments in developed markets.

Fixed Income A type of investing, usually involving bills, notes, or bonds, for which real return rates or 
periodic income is received at regular intervals and at reasonably predictable levels. Fixed income can also 
refer to a budgeting style that is based on fixed pension payments. 

High Yield A company or bond that is rated “BB” or lower is known as junk grade or high yield, in which case 
the probability that the company will repay its issued debt is deemed to be speculative. 

Inflation An overall increase in the prices of an economy’s goods and services during a given period, 
translating to a loss in purchasing power per unit of currency. Inflation generally occurs when growth of the 
money supply outpaces growth of the economy. Central banks attempt to limit inflation, and avoid deflation, 
in order to keep the economy running smoothly.

Investment-Grade Credit A fixed-income security, such as a corporate or municipal bond, that has a 
relatively low risk of default. Bond-rating firms, such as Standard & Poor’s, use different lettered descriptions 
to identify a bond’s credit quality. In S&P’s system, investment-grade credits include those with “AAA” or “AA” 
ratings (high credit quality), as well as “A” and “BBB” (medium credit quality). Anything below this “BBB” rating 
is considered non-investment grade. 

J.P. Morgan EMBI Global Diversified A benchmark of US dollar-denominated government bonds issued 
by emerging market countries. The benchmark limits the weights of countries with bigger debt by excluding 
some of these countries’ debt outstanding.

J.P. Morgan GBI-EM Global Diversified Index An investable fixed-income benchmark of local-currency 
emerging market bonds that includes only countries directly accessible by most of the international 
investor base.

Senior Loans Floating-rate debt issued by corporations and backed by collateral, such as real estate or 
other assets.

Treasuries The debt obligations of a national government. Also known as “government securities,” 
Treasuries are backed by the credit and taxing power of a country, and are thus regarded as having relatively 
little or no risk of default. 

Volatility The tendency of a market index or security to jump around in price. Volatility is typically 
expressed as the annualized standard deviation of returns. In modern portfolio theory, securities with higher 
volatility are generally seen as riskier due to higher potential losses. 

Yield The income produced by an investment, typically calculated as the interest received annually divided 
by the price of the investment. Yield comes from interest-bearing securities, such as bonds and dividend-
paying stocks. 

Glossary
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Important Risk Discussion

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 
June 30, 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.

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

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

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 
mark of Bloomberg Finance L.P. and its 
affiliates, and BARCLAYS®, a trademark 
and service mark of Barclays Bank Plc, 
have each been licensed for use in 
connection with the listing and trading of 
the SPDR Bloomberg Barclays ETFs. 

ETFs trade like stocks, are subject to 
investment risk, fluctuate in market value 
and may trade at prices above or below 
the ETFs’ net asset value. Brokerage 
commissions and ETF expenses will 
reduce returns.

Standard & Poor’s®, S&P® and SPDR® are 
registered trademarks of Standard & 
Poor’s Financial Services LLC (S&P); Dow 
Jones is a registered trademark of Dow 
Jones Trademark Holdings LLC (Dow 
Jones); and these trademarks have been 
licensed for use by S&P Dow Jones 
Indices LLC (SPDJI) and sublicensed for 
certain purposes by State Street 
Corporation. State Street Corporation’s 
financial products are not sponsored, 
endorsed, sold or promoted by SPDJI, Dow 
Jones, S&P, their respective affiliates and 
third-party licensors and none of such 
parties make any representation regarding 
the advisability of investing in such 
product(s) nor do they have any liability in 
relation thereto, including for any errors, 
omissions or interruptions of any index.

Distributor: State Street Global Advisors 
Funds Distributors, LLC, member FINRA , 
SIPC, an indirect wholly owned subsidiary 
of State Street Corporation. References to 
State Street may include State Street 
Corporation and its affiliates. Certain State 
Street affiliates provide services and 
receive fees from the SPDR ETFs. 

SSGA Funds Management, Inc. 
(“SSGA FM”) serves as the investment 
adviser to the Fund. State Street Global 
Advisors Limited, an affiliate of SSGA FM, 
serves as investment sub-adviser to 
the Fund.

SSGA Funds Management has retained 
Blackstone Liquid Credit Strategies LLC 
as the sub-advisor. State Street Global 
Advisors Funds Distributors, LLC is not 
affiliated with Blackstone Liquid Credit 
Strategies LLC.

Before investing, consider the 
funds’ investment objectives, risks, 
charges and expenses. To obtain a 
prospectus or summary prospectus 
which contains this and other 
information, call 1-866-787-2257, 
download a prospectus or 
summary prospectus now or talk to 
your financial advisor. Read it 
carefully before investing.

© 2021 State Street Corporation.  
All Rights Reserved. 
ID631100-3560912.2.1.AM.RTL 0721  
Exp. Date 31/10/2021

Not FDIC Insured 
No Bank Guarantee 
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T. ROWE PRICE INSIGHTS
ON FIXED INCOME

KEY INSIGHTS
	■ Integrating ESG factors has long been part of our approach to risk management 

and potential alpha (excess return) generation within emerging market (EM) 
corporate bonds.

	■ The ESG profiles of companies within the EM corporate bond universe can vary 
markedly, making ESG integration essential to investment decision‑making.

	■ Three key ESG dynamics are at play within the EM corporate bond universe: 
growing investor focus, greater regulation, and an increasing market impact.

How Weighing ESG 
Risks Adds an Edge in 
EM Corporates
Integrating ESG factors has the potential to provide a 
research edge.

Integrating environmental, social, 
and governance (ESG) factors 
within our investment process is a 

long‑standing part of our approach 
to risk management and potential 
alpha (excess return) generation. 
Credit analysts research company 
fundamentals to identify those that 
we believe are inefficient or have 
the potential for ratings upgrades—
this includes the consideration of 
ESG factors alongside traditional 
financial analysis.

We screen the portfolio using 
T. Rowe Price’s proprietary Responsible 
Investing Indicator Model (RIIM). 
RIIM analysis and the research of 
our in‑house responsible investing 
and governance teams provide 
broad coverage of the ESG risks and 
opportunities among companies in our 
universe. It offers a second perspective 
on the ESG characteristics and any 
elevated exposures in the portfolio.

Last, we utilize sovereign research 
and analysis to inform macro and 
sovereign views that underpin our 
corporate positioning. An emerging 
market country with better sovereign 
ESG characteristics—and a more 
robust regulatory environment—will 
typically provide a better backdrop 
for corporate investing and potentially 
encourage better corporate ESG 
practices. RIIM is invaluable here—it 
evaluates sovereign issuers on ESG 
criteria. Our sovereign analysts provide 
added insights on transparency, 
geopolitical assessments, and social 
stability factors.

The Integration of ESG Factors 
Is Essential

Integrating ESG factors is essential 
to our alpha generation and risk 
management goals. The ESG profiles 
of companies within the emerging 
markets corporate bond universe can 
vary markedly—there are questionable 

July 2021

Samy Muaddi
Portfolio Manager, Emerging Markets 
Corporate Bond Strategy

Integrating ESG 
factors is essential 
to our alpha 
generation and risk 
management goals.

FOR INVESTMENT PROFESSIONALS ONLY. NOT FOR FURTHER DISTRIBUTION.
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companies, and there are good 
ones. Some sectors are more prone 
to having riskier ESG characteristics, 
such as extraction industries, while 
others are leveraged to more 
sustainable business trends and have 
shown good progress on certain 
ESG factors, such as Chinese real 
estate companies.

Three key ESG risk categories that 
demand particular attention in the 
emerging market corporate bond 
universe are:

1. Social and Political Risk: 
The policy direction of a country—
institutional quality, free speech, 
rule of law, and wealth equality—
can have a profoundly positive or 
negative impact on its population 
and businesses. Conversely, 
improvements in areas like property 
rights and education can create 
sustained opportunities in the 
private sector. Our sovereign 
analysis is vital to building an 
in‑depth understanding of the social 
and political profiles of each country 
in which we invest.

2. Environmental Risk: 
In areas such as energy, utilities, and 
mining, which comprise a relatively 
large share of the emerging markets 
universe, a company’s environmental 
practices can have significant effects 
on its business. On the positive 
side, companies that improve their 
practices are likely to enjoy lower 
capital costs and regulatory support.

3. Corporate Governance Risk: 
For emerging markets, this is 
particularly important. Given the risks 
inherent in emerging markets lending, 
we require a high degree of comfort 
with the history, reputation, and 
other business relationships of the 
management teams we support.

ESG Trends to Watch Within 
Emerging Market Corporate Bonds

There are three dynamics at play here—
client demand, regulatory pressures, 
and markets. Clients around the 
globe are increasingly concerned with 
how ESG factors play a part in their 
investment portfolios. It’s rare for our 
institutional client meetings not to feature 
discussions on ESG.

Assessing Company Vulnerability to Permafrost Thawing
Incorporating a risk premium1 for thawing into our bond evaluation

  Lower risk exposure
to thawing.

  Asset base is modern and 
able to better withstand 
permafrost changes. 

  Balance sheet flexibility to 
address possible disruptions 
from environmental damage.

Lowest Risk Premium Medium Risk Premium
  At risk from thawing but 

bearing capacity deterioration 
not yet severe. 

  Likely to have flexibility 
for higher capital expenditure.

Highest Risk Premium
  Majority of assets in 

permafrost areas, likely to 
require significant investment. 

  Under pressure to maintain 
elevated dividend payments 
to shareholders.

  Balance sheet offers only a 
modest margin of error for 
permafrost-related incidents.

1 The additional return expected from an investment to compensate for the level of risk being taken. This is an illustrative example of how ESG factors may be 
incorporated into the investment process by portfolio managers. The views expressed may differ from those of other investment professionals at T. Rowe Price.
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Regulation is also changing rapidly, 
driving changes in the way companies 
conduct their business and the extent 
and quality of their ESG disclosure. 
Particularly when it comes to 
environmental regulation, the landscape 
will be very different going forward. 
For decades, companies have borne 
little to no cost for the externalities 
of pollution or use of natural capital. 
Markets are increasingly pricing ESG 
factors into credit risk and spreads (the 
additional yield that investors require 
for holding riskier assets). For example, 
a Brazilian pulp and paper company 
we recently researched issued a 
sustainability‑linked bond at a lower cost 
than traditional debt. 

ESG Factors as a Direct Influence on 
Investment Decisions

A recent example is our analysis of the 
impact of climate change on a Russian 
mining company. The company has 
infrastructure built on permafrost 

(ground that remains frozen at zero 
degrees or below for at least two years 
consecutively) in northern Russia. 
As the permafrost layer has begun to 
thaw and subside due to the warming 
of the climate, the company’s logistics 
infrastructure has suffered collapses, 
including a rail line and a storage tank. 
These issues will be costly to remedy 
and will require ongoing investment. 
As a result, we reassessed the 
appropriate spread. 

Another example is a Chilean utility 
issuer. The company’s shift to 
renewables should lower the group’s 
average carbon intensity. The company 
is also transitioning its coal assets from 
providing baseload power generation 
to providing crucial grid balancing 
services, which has the potential to 
facilitate deployment of renewables 
in the electricity system. These 
adaptations have potential benefits in 
a world where momentum is building 
for a transition to cleaner energy.
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Important Information
This material is being furnished for general informational and/or marketing purposes only. The material does not constitute or undertake to give advice of any nature, 
including fiduciary investment advice, nor is it intended to serve as the primary basis for an investment decision. Prospective investors are recommended to seek independent 
legal, financial and tax advice before making any investment decision. T. Rowe Price group of companies including T. Rowe Price Associates, Inc. and/or its affiliates receive 
revenue from T. Rowe Price investment products and services. Past performance is not a reliable indicator of future performance. The value of an investment and any income 
from it can go down as well as up. Investors may get back less than the amount invested.

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

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

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

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

Brunei—This material can only be delivered to certain specific institutional investors for informational purpose upon request only. The strategy and/or any products associated 
with the strategy has not been authorised for distribution in Brunei. No distribution of this material to any member of the public in Brunei is permitted.

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

China—This material is provided to specific qualified domestic institutional investor or sovereign wealth fund on a one‑on‑one basis. No invitation to offer, or offer for, or sale of, the 
shares will be made in the People’s Republic of China (“PRC”) (which, for such purpose, does not include the Hong Kong or Macau Special Administrative Regions or Taiwan) or 
by any means that would be deemed public under the laws of the PRC. The information relating to the strategy contained in this material has not been submitted to or approved 
by the China Securities Regulatory Commission or any other relevant governmental authority in the PRC. The strategy and/or any product associated with the strategy may only 
be offered or sold to investors in the PRC that are expressly authorized under the laws and regulations of the PRC to buy and sell securities denominated in a currency other 
than the Renminbi (or RMB), which is the official currency of the PRC. Potential investors who are resident in the PRC are responsible for obtaining the required approvals from 
all relevant government authorities in the PRC, including, but not limited to, the State Administration of Foreign Exchange, before purchasing the shares. This document further 
does not constitute any securities or investment advice to citizens of the PRC, or nationals with permanent residence in the PRC, or to any corporation, partnership, or other entity 
incorporated or established in the PRC.

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

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

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

Indonesia—This material is intended to be used only by the designated recipient to whom T. Rowe Price delivered; it is for institutional use only. Under no circumstances 
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T. ROWE PRICE INSIGHTS
ON GLOBAL FIXED INCOME

KEY INSIGHTS
	■ Policy responses to the coronavirus pandemic should continue to create a 

conducive backdrop for leveraged credit in the near to medium term.

	■ Bank loans offer some degree of insulation from interest rate risk while providing 
attractive income in a low-yield fixed income opportunity set.

	■ Selectively participating in special credit situations, when value and a competitive 
advantage exist, is an important part of our approach.

Opportunistic Investing in a 
Dynamic High Yield Market
Investment flexibility may enhance risk-adjusted returns.

W ith the economy continuing 
to recover from the global 
pandemic, we believe 

investors could benefit from an allocation 
to below investment-grade credit. Equity 
valuations appear somewhat stretched 
after a rally that began more than a 
year ago, meaning that returns could 
be more subdued going forward. In our 
view, the high yield market, including 
bank loans and distressed credit 
situations, remains an attractive option 
for investors seeking meaningful income 
in a relatively low-yield environment.

Policy responses to the pandemic 
should continue to create a conducive 
backdrop for below investment-grade, or 
leveraged, credit in the near to medium 
term. Unprecedented fiscal stimulus has 
provided meaningful support for the 
economic recovery, while the Federal 
Reserve and other major central banks 
have committed to accommodative 
monetary policy with a focus on real 

economic growth and improvements in 
the labor market. 

We believe significant progress in vaccine 
distribution—roughly 50% of the U.S. 
population had received at least an initial 
dose of a vaccine by the end of May—
could have powerful effects on consumer 
sentiment and behavior. At the corporate 
level, declining distress and improving 
fundamentals should result in a lower 
default rate in 2021 and 2022.

Ability to Invest Across the 
Capital Structure 

We believe our investment approach 
is somewhat unique in that we can 
dynamically shift exposures based not 
only on our views of value across capital 
structures and industries but within 
companies’ capital structures as well. 
Our holdings reflect high-conviction 
names gleaned from our combined 
global high yield and bank loan credit 
research team, which allows us to 

June 2021

Rodney Rayburn, CFA
Portfolio Manager

Jason Bauer, CFA
Sector Portfolio Manager

Our holdings reflect 
high-conviction 
names gleaned 
from our combined 
global high yield 
and bank loan credit 
research team...
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identify inefficiencies and pursue relative 
value across both asset classes. 

Specifically, we evaluate the full capital 
structure of a company, allowing for 
investment in positions outside of 
traditional high yield bonds, including 
bank loans and, to a lesser extent, 
equity or equity-related securities 
often tied to an existing credit position. 
However, we are willing to maintain a 
larger allocation to “core” high yield 
when risks appear skewed in favor of a 
more balanced approach.

Bank Loans Offer Low-Duration 
Profile and Attractive Yields

The post-pandemic macro environment 
has led to higher intermediate- and 
long-term Treasury yields as investors 
contemplate whether a broad economic 
recovery could trigger inflation, bringing 
greater attention to interest rate risk, 
often measured by duration.1 Our 
ability to flexibly allocate to bank loans 
should offer some degree of insulation 
from interest rate risk while providing 
attractive income in a low-yield fixed 
income opportunity set. 

The floating rate feature of loans—where 
coupons adjust based on a short-term 
benchmark rate—gives them a very low 
duration profile, which means that they 
should perform well relative to other 
fixed income asset classes as rates 
increase. Given their shorter duration 
profile and seniority in the capital 
structure, we believe the loan asset class 
is a more defensive way to add exposure 
to below investment-grade names while 
also providing attractive income.

If the Federal Reserve 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.

Special Situations Could Provide 
Competitive Advantage

The breadth and depth of our global 
credit research platform allows us to 

1 Duration measures a bond’s sensitivity to changes in interest rates.

Flexibility to Pursue Relative Value
(Fig. 1) High yield bond and bank loan yields
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bank loans should 
offer some degree 
of insulation from 
interest rate risk...
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selectively participate in special situations 
and distressed names when we identify 
the potential for value and a competitive 
advantage in negotiating favorable 
outcomes. When participating in a 
restructuring process, for example, we 
seek to maintain our position in liquid, 
freely tradeable securities and take an 
active role on creditor committees to 
create value for the positions. 

These holdings, while limited in number, 
can offer the potential for meaningful 
total return. They can also afford 
exposure to areas of the credit market 
that may not be closely followed by 
traditional buy-side investors and, 
therefore, could be mispriced.

Reorganization Plan Supports 
Holdings Related to Bankrupt 
Satellite Operator

For example, our investment in a 
bankrupt satellite operator is a special 
situation that produced meaningful 
absolute returns during the first quarter 
of 2021. Our investment team has 

closely followed developments in this 
credit story for several years, and when 
the company filed for bankruptcy 
in May 2020, we saw a favorable 
risk/reward opportunity in the secured 
part of the capital structure—we only 
own the company’s secured bonds 
and loans—based on our fundamental 
view that the value of the core business 
is sufficient to cover the company’s 
secured debt.

The various parts of the company’s 
capital structure rallied after the firm 
reached an agreement with some 
of its creditors and filed a financial 
reorganization plan that could 
significantly reduce debt and pay down 
secured bonds and loans upon exit from 
bankruptcy. This positions the company 
to potentially emerge from bankruptcy in 
the second half of 2021, although this 
could be extended due to the complex 
nature of the case. The longer the 
company stays in bankruptcy, the longer 
our position likely benefits. 

Compelling Yield/Duration Profile 
(Fig. 2) Duration and yield across asset classes
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WHAT WE’RE WATCHING NE X T 
Progress in vaccine distribution, fiscal stimulus, and accommodative 
central bank policy create a conducive backdrop for leveraged credit.  
However, sustained levels of inflation could lead the Fed to consider 
rate increases earlier than previously expected. This is a risk we are 
monitoring closely.

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 © 2020, J.P. Morgan Chase & Co. 
All rights reserved. 

Key Risks—The following risks are materially relevant to the strategy highlighted in this material: 

Debt securities could suffer an adverse change in financial condition due to a ratings downgrade or default, which may 
affect the value of an investment. Fixed income securities are subject to credit risk, liquidity risk, call risk, and interest 
rate risk. As interest rates rise, bond prices generally fall. Investments in bank loans may at times become difficult 
to value and highly illiquid; they are subject to credit risk such as nonpayment of principal or interest, and risks of 
bankruptcy and insolvency.
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T. ROWE PRICE INSIGHTS
ON FIXED INCOME

KEY INSIGHTS
	■ The sector strategy advisory group (SSAG) model can be helpful in distilling the 

extensive fundamental and quantitative research from the SSAG into a portfolio 
construction context.

	■ We customize the SSAG model by incorporating the insights of our credit 
analysts on individual securities as well as our own views and outlooks.

	■ We consider the broader risk target for an entire portfolio and our conviction in 
different forms of risk exposure to help determine sector allocations.

Blending Quant and 
Fundamental Portfolio 
Construction Inputs
The SSAG model provides a sector allocation framework.

Because our multi‑sector 
strategies have the flexibility 
to invest across many fixed 

income sectors, we use a range of 
quantitative and fundamental inputs 
to inform our sector allocations. The 
sector strategy advisory group (SSAG) 
model is one of these tools. It is 
important to keep in mind that the 
strategies are not “black boxes” that 
blindly follow the signals produced by 
a particular model. We use the SSAG 
model as a complement to other 
quantitative inputs, the fundamental 
views of our credit analysts, and 
our own qualitative outlooks for the 
economy and financial markets. 
However, the SSAG model can be 
helpful in distilling the extensive 
fundamental and quantitative research 
from the SSAG into a portfolio 
construction context.

Sector Strategy Advisory Group

The SSAG consists of portfolio 
managers with expertise in individual 
fixed income sectors ranging from 
securitized credit to bank loans to 
emerging markets debt, as well as 
multi‑sector portfolio managers, traders, 
and members of the quantitative 
research team. Every month, the SSAG 
meets to discuss broad sentiment 
toward risk in fixed income markets 
and conditions in various sectors to 
provide ideas on where to allocate 
risk exposure.

The members develop outlooks 
for each sector that they convey to 
T. Rowe Price’s multi‑sector portfolio 
managers along with rankings of 
relative attractiveness by sector. The 
results of these discussions help 
inform positioning in our multi‑sector 
credit strategies.

August 2021

Christopher Brown, CFA
Cochair, Sector Strategy 
Advisory Group

Anna Dreyer, Ph.D., CFA
Head of Fixed Income Risk 
and Portfolio Construction 
Research Team

Kenneth Orchard, CFA
Cochair, Sector Strategy 
Advisory Group
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Risk‑Optimized Portfolio of Sectors

We developed a model in seeking to 
create a risk‑optimized portfolio across 
credit sectors. The model incorporates 
the SSAG’s views on the risk 
environment and relative attractiveness 
of credit sectors, incorporating both 
market information and fundamental 
views to provide a reference point for 
portfolio managers as they determine 
how to allocate risk exposures within 
their strategies across sectors.

To this end, the SSAG model 
incorporates inputs from a pair of 
proprietary models. The first is an 
internally developed risk model 
designed to determine whether to 
characterize the current risk environment 
as generally positive (risk on) or negative 
(risk off) by applying indicators, including 
the level of risk asset volatility and 
investor positioning. It also uses data 
from a sector ranking model developed 
by the SSAG that incorporates relative 
valuations, our economists’ outlook for 
the economic environment, estimates 
for credit spread1 changes under various 
scenarios, and conviction scores from 
sector portfolio managers to rank the 
set of credit sectors from most to least 
attractive in the current environment.

Strategic and Tactical Model 
Recommended Allocations

The SSAG model generates a strategic 
portfolio, or recommended credit 
sector allocation, and a tactical 
portfolio. The goal of the strategic 
model portfolio is to maximize carry, 
or interest income in excess of the 
risk‑free rate, per unit of volatility without 
incorporating the risk environment or 
the SSAG sector outlooks. The strategic 
model portfolio represents a potentially 
optimal credit portfolio when sector 
views and risk appetite are broadly 
neutral. This diversified foundational 
portfolio is designed with a goal of 
being durable across market cycles.

The SSAG tactical model portfolio takes 
the optimization process a step further 
and incorporates the risk environment 
view as well as the expected spread 
moves implied by the sector rankings to 
generate a model portfolio designed to 
try to take advantage of current market 
conditions and sector views. Both SSAG 
model portfolios allow wide latitude 
for sector allocation ranges, but they 
apply some constraints on overall sector 
exposures and risk levels in an effort 
to generate diversified portfolios with 
realistic boundaries.

Reference Point for Allocating 
Credit Risk

The SSAG recommended allocation 
is an important consideration for 
developing positioning across credit 
sectors. However, we use it as a source 
of ideas internally for structuring the 
multi‑sector portfolios, not as an ironclad 
rule. The recommended allocations 
provide a reference point for determining 
the level of overall risk to take in the 
multi‑sector strategies as well as how 
to allocate that risk among the various 
credit sectors.

We also view the amount of risk taken 
in sector positioning in relation to other 
risks in the broader strategies. These 
can include interest rate risk, both in 
terms of duration2 and positioning 
along the yield curve. For example, the 
higher our conviction in our outlook for 
rates or yield curve changes, the more 
risk we will likely allocate to our rates 
exposure versus sector positioning—and 
vice versa.

Credit Analysis Still Essential

At a more granular level, collaboration 
with our global team of credit analysts 
can lead us to modify the SSAG model 
credit sector allocations. Fundamental 
analysis at the credit level is still a critical 
component of the T. Rowe Price fixed 
income research process. For example, 

1 Credit spreads measure the additional yield that investors demand for holding a bond with credit risk over a similar‑maturity, high‑quality 
government security.

2 Duration measures a bond’s sensitivity to changes in interest rates.
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a high‑conviction call on an individual 
high yield credit (or multiple credits) 
could cause us to overweight high yield 
bonds relative to the SSAG model’s 
recommended allocation.

The SSAG model is an important 
element of our portfolio construction 
toolkit, providing a useful framework 
for strategic and tactical sector 
allocation decisions.

WHAT WE’RE WATCHING NE X T 
Our sector specialists and traders continually monitor liquidity in 
various sectors, particularly as many global market participants 
take vacations and holidays in the summer months. Liquidity 
conditions are an important factor in the SSAG’s views on the relative 
attractiveness of sectors.
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Loans from Federal Home Loan 
Banks: An opportunity for US 
insurers to enhance investment 
yield and total return

KEY POINTS

 Federal Home Loan Banks lend to insurers at very competitive rates, providing 
opportunities to add alpha or enhance yield by borrowing at low cost and 
investing in risk-appropriate markets.

 Adding to its appeal, FHLB debt may receive favorable treatment as operating 
leverage by ratings agencies.

 We provide examples of customized investment solutions that can enable 
insurers to capitalize on the advantages of FHLB borrowings, and we also note 
potential risks.

AS OF 31 DECEMBER 2020, 528 insurance companies were members of the 
Federal Home Loan Bank (FHLBank or FHLB) system and had borrowed 
US$150 billion from it.1 FHLBanks lend to insurers at very competitive 
rates, creating potential opportunities to add income or enhance yield by 
borrowing at low cost and investing in risk-appropriate markets. When 
combined with possible favorable treatment from ratings agencies, we 
believe this program is worth consideration by US insurers.

Federal Home Loan Banks: Designed to support the  
US housing market
The FHLBanks are regional cooperatives of mortgage lenders owned and 
governed by their 6,697 members, which include commercial banks, sav-
ings and loan institutions/thrifts, credit unions, community development 
financial institutions, and insurance companies. Any entity designated as a 
financial institution under the Federal Home Loan Bank Act of 1932 that is 
in good financial standing, and that owns or issues mortgages or mortgage-
backed securities, is eligible for membership.2 Insurers, more specifically, 
must be chartered by and regulated under the laws of a state.

Any views expressed here are those of the author as of the date of publica-
tion, are based on available information, and are subject to change without 
notice. Individual portfolio management teams may hold different views 
and may make different investment decisions for different clients. 

Abigail Clare
Client Service Manager, Financial 
Reserves Management Group

Abigail helps deepen relationships 
and consultative partnerships with 
clients. She assists clients with long-
term investment strategy and policy 
issues, evaluates portfolio risks and 
performance, helps ensure compliance 
with policy guidelines and applicable 
regulations, resolves administrative and 
operational issues, and meets with 
clients to discuss investment- and 
business-related issues.

1Federal Home Loan Banks 2020 Combined 
Financial Report. | 2More background on the 
FHLBank system is available from its Office 
of Finance, www.fhlb-of.com. The FHLBank of 
Chicago offers further Information for insurers 
at https://www.fhlbc.com/solutions/details/
how-insurance-companies-benefit-from-an-
fhlbank-membership-q2-2019 and the NAIC 
recently published a Capital Markets Bureau 
primer on FHLBs at https://content.naic.org/
sites/default/files/capital-markets-primer-
federal-home-loan-banks.pdf
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Individually and as a whole, FHLBanks are liquidity providers; they extend 
attractive financing to member companies who in turn offer loans to home-
owners. Government support and the fact that each bank is responsible not 
only for its own debt but that of every bank in the system, are what enable 
the FHLBanks to pass on cost savings to members.

To become a member, an institution must purchase FHLB stock and meet 
certain credit-rating metrics of the FHLBanks. Membership is applied for 
and maintained at the holding-company level. The location in which an 
insurer conducts their principal course of business (e.g., the location of the 
board or executive team) typically determines that company’s regional or 
“home” FHLBank. The amount of FHLB stock required to be purchased 
varies across FHLBanks, but typically is a small percentage of an insurer’s 
invested assets. FHLB stock is not publicly traded but can be redeemed for 
par at the issuing bank under each bank’s conditions. Once the member-
ship requirements have been met, member companies are able to apply for 
a secured loan, referred to as an “advance” by the FHLBanks.

Borrowing limits, loan pricing, available maturities, 
collateral requirements
Maximum borrowing limits for advances vary by FHLBank, but commonly 
fall between 20% and 60% of total assets. Member advances are priced 
at fixed or floating rates across a range of maturities, from overnight to 
30 years. According to the most recent FHLBank Office of Finance inves-
tor presentation, floating rate advances, as a percentage of total advances, 
peaked in 2016 at just over 50%; dropping closer to 20% at the end of 2020 
as fixed rate advances gained popularity. The maturity of advances has 
lengthened in tandem with this trend: Close to 95% of advances fell within 
the less-than-one to five-year range in 2016, falling to almost 75% by Q4 
2020. While rates are regularly updated and differ across banks, Figure 1 
lists a sampling of rates as of early-April 2021.

Figure 1
Sample indicated loan interest rates as of 1 April 2021

Term

US Treasury 
rates (for 
reference) (%)

FHLBank  
fixed-rate 
advances (%)1 

FHLBank  
floating-rate 
advances (%)1

2 years 0.18 0.38 0.21

5 years 0.94 1.13 0.40

7 years 1.40 1.58 0.50

10 years 1.70 1.93 0.60
1Representative lending rates courtesy of FHLB Chicago; actual rates vary by FHLBank, type 
of advance, and specifics of each agreement. Fixed rate advances are based on duration-
equivalent US Treasury rates plus indicative spread. Floating rates are based upon SOFR plus 
indicative spread. Data as of 1 April 2021, SOFR was 0.01%. For illustrative purposes only.

To capitalize advances, borrowers must purchase activity-based FHLB 
stock in addition to the stockholdings required for membership. The 
FHLBank Office of Finance cites a typical rate of 4% – 5% of principal bor-
rowed. Both membership and activity-based stock types pay a dividend. 
This capital is usually returned to the member via stock buyback once the 
advance is repaid. Advances are also required to be fully collateralized 
by securities or loans; specific requirements for such collateral vary by 
regional FHLBank and the prospective borrower’s credit status. Typically, 
eligible collateral must be single-A rated or above and housing related, 

Individually and as a 
whole, FHLBanks are 
liquidity providers; 
they extend attractive 
financing to mem-
ber companies who 
in turn offer loans to 
homeowners. 
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including: US Treasuries, agency debt, agency and non-agency MBS, com-
mercial MBS, municipal bonds (with proof that these are housing-related), 
cash, deposits in the FHLBank, and other real-estate-related assets. Most, 
if not all, insurers typically already own many of these eligible collateral 
types. Corporate bonds, private debt, and equities are not accepted as 
collateral. The haircuts applied to collateral vary by bank and by member-
applicant (Figure 2).

Figure 2 
Lending values for delivered collateral as of 31 December 2020

Collateral type

Effective lending 
values applied to 
collateral (%)

Average 
effective lending 
value (%)

Cash and US obligations 68 – 100 92

State and local government securities 7 – 92 79

Municipal debt 67 – 99 81

US agency securities (excluding MBS) 68 – 99 95

US agency MBS and collateralized 
mortgage obligations (CMOs)

68 – 98 94

Private-label MBS and CMOs 50 – 92 69

Community Financial Institutions (CFI) loans 3 – 65 27

Commercial MBS 50 – 95 84

Other securities 53 – 92 86

Single-family mortgage loans1 35 – 89 72

Multifamily mortgage loans 33 – 83 74

Home equity loans and lines of credit 32 – 67 53

CFI securities 87 – 93 93

Commercial real estate loans 20 – 86 70

Other real estate loans 6 – 78 72

Student loan securities 94 – 96 95
1Includes Federal Housing Administration and Department of Veterans Affairs loans | Source: 
Federal Home Loan Banks 2020 Combined Financial Report

Securities collateral is delivered to an approved third-party custodian or 
to the FHLBank or is pledged by completing a form to secure the advance. 
Monitoring of collateral and lending capacity is ongoing and calls for addi-
tional or substitute collateral may be issued by an FHLBank to protect its 
credit interest. In addition, the FHLBank lender has senior-most claim 
on pledged collateral. While the FHLBank system recorded losses from 
exposure to swaps issued by Lehman Brothers in the global financial crisis 
(at the time, all FHLB debt was swapped to 3-month LIBOR, hence the 
exposure), the collateralization requirements have helped ensure that no 
FHLBank has ever incurred a credit-related loss from a member.

Strong growth in FHLB insurer membership, borrowings
FHLBanks are able to offer extremely competitive interest rates compared 
to commercial lenders, and recognition of this membership benefit contin-
ues to grow among insurers. Year-over-year growth of insurer membership 
in the FHLB system has been continually positive over the past 22 years. 
Fifty-seven insurers joined the FHLB in 2020, a gain surpassed only by the 
68 new insurance-company joiners in 2015.

Collateralization 
requirements have 
helped ensure that no 
FHLBank has ever 
incurred a credit-
related loss from a 
member
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These members are taking advantage of attractive borrowing terms: 
Advances to insurance-company members reached an all-time high of 
nearly US$125 billion in 2020. In a survey of our insurance clients on their 
use of FHLB advances,3 respondents cited an array of uses for the funds, 
including untapped emergency liquidity, active liquidity spread enhance-
ment investing, ALM needs, acquisition funding, and refinancing of 
144a debt.

More broadly, membership by insurers grew at an annual pace of 10% in 
the ten years 2011 – 2020. The total par value of insurer advances rose 12% 
annually over the same period, based on data from FHLB Office of Finance 
reports. As of year-end 2020, insurance companies had borrowed just over 
30% of total outstanding FHLB advances, or US$124.95 billion. Advances 
were extended to 220 distinct member borrowers out of 528 total FHLB 
insurance members, a historic high (Figure 3).

Figure 3 
Rising participation by insurers in the FHLBank system
Percent of total
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% of total member borrowers – insurers

Source: Federal Home Loan Banks annual combined financial reports. Data from 1997 through 
31 December 2020. For illustrative purposes only.

By business type, life insurers have been the biggest borrowers based on 
annual filings, followed by P&C and health writers. The MetLife Inc. group 
ranked as the largest insurance-company borrower at the consolidated 
level, based on US$17 billion in advances outstanding as of year-end 2020. 
In 2020, 38% of life, 14% of P&C, and 8% of health filers reported available 
FHLBank lending capacity or outstanding advances. These filers represent 
91% of life, 48% of P&C, and 49% of health industry admitted cash and 
invested assets, respectively, as reflected in Figure 4.

Membership by insur-
ers grew at an annual 
pace of 10% in the ten 
years 2011 – 2020.

3Source: Wellington Management. This February 
2017 survey included 22 insurance client 
respondents. 
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Figure 4 
Participation in the FHLBank system by insurer type
US$ trillions
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Source: Market Intelligence, 31 December 2020.

Assuming a 5% haircut on posted collateral, we estimate outstanding 
borrowing capacity of US$195.7 billion across life borrowers, US$21.5 bil-
lion across P&C borrowers, and US$4.0 billion across health borrowers 
(Figure 5).

Figure 5 
Estimated borrowing capacity by insurer type
Modeled total capacity ($billions)

195.7

21.5
4.0

Life

P&C

Health

Sources: Market Intelligence; Wellington Management estimates, 31 December 2020.

While insurance companies rarely make up more than 6% of total FHLB 
member borrowers, they have a 30% share of par value advances because 
their borrowings tend to be larger than those of other member types. It is 
worth noting that insurers’ move from 18% of par value of advances held in 
2019 to 30% of total advances in 2020 resulted from a combination of an 
increase in borrowing by insurers and a 16% drop in advances held by com-
mercial banks year over year. The costs to an FHLBank of making a loan 
vary little by loan size, so taking larger advances may help insurers obtain 
relatively favorable loan terms.

The costs to an 
FHLBank of making 
a loan vary little by 
loan size, so taking 
larger advances may 
help insurers obtain 
relatively favorable 
loan terms.
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Putting loans to work
How are insurers using their increased FHLB borrowings? Unsurprisingly, 
during the financial crisis and recent pandemic, insurers’ liquidity needs 
drove a surge in advances. Liquidity remains a dominant motivation today, 
for a wide range of uses: to fund a merger or acquisition, meet regulatory 
requirements, and serve as a working-capital backstop. Insurers also use 
FHLB loans to manage and mitigate interest-rate and other risks, optimize 
Risk Based Capital (RBC), reduce cash drag, meet social goals, supplement 
ALM duration, and arbitrage collateral. For example, insurers may bor-
row funds to lock in reinvestment rates and extend the duration of existing 
investment portfolios, or to fill liability maturity gaps and tighten up 
ALM duration.

An opportunity for spread enhancement
We believe insurers may find benefit from FHLB borrowings in yield arbi-
trage, where there is potential to earn excess spread over the cost of an 
FHLB advance. Portfolios structured with an objective of spread enhance-
ment over the low rate of an FHLB advance may offer possibilities for 
insurers to add alpha or yield. Among the investment approaches we have 
seen implemented are securitized instruments, including collateral loan 
obligations (CLOs), and corporate credit. (CLOs and short credit have even 
more appeal in a rising-rate environment.) Furthermore, FHLBanks can be 
flexible in structuring loans, offering a range of choices in addition to term 
and rate selection including fixed or floating-rate pricing, prepayment, and 
structured options.

Floating rate programs have been more advantageous for insurers look-
ing to implement spread enhancement programs. Insurers have used 
short to intermediate term advancements to fund these portfolios, with 
the exact advance structure dependent on risk preferences and intended 
asset portfolio composition. Terms will vary from bank to bank but bor-
rowers are generally provided the ability to roll advances at the end of each 
term. Notably, the FHLB has converted the structure of their floating rate 
product from a LIBOR-based structure and now offer Discount Note (DN), 
Prime, and SOFR indexed floater structures. It would appear that these 
alternatives have historically provided a better rate to borrowers and we 
view this change as a net positive for insurance-company borrowers.

Regulatory treatment
FHLBanks do not restrict how their members use advances. However, 
insurers must take into account how ratings agencies assess spread-
enhancement activities, how these programs affect RBC, and how state 
laws may impact investment parameters. Advances, including those drawn 
for spread enhancement, are classified as either funding agreements, 
which are largely specific to Life companies, or debt. Funding agreements 
(deposit-type contracts issued as general account obligations) are usually 
treated as operating leverage. According to a recent NAIC Capital Markets 
Bureau report, “approximately 75-80% of FHLB advances to U.S. insurers 
are in the form of funding agreements.”  However, advances carried as debt 
can also qualify as operating leverage if they meet criteria of individual rat-
ings agencies.

Liquidity remains a 
dominant motiva-
tion today, for a wide 
range of uses: to fund 
a merger or acquisi-
tion, meet regulatory 
requirements, and 
serve as a working-
capital backstop.
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A.M. Best, Moody’s, S&P, and Fitch have all noted the broad benefits of the 
growing relationship between insurers and the FHLB. More specifically, 
A.M. Best and S&P have established guidelines on how each agency treats 
spread-enhancement activities. These guidelines cover classification of 
an FHLBank advance as operating or financial leverage, how the advance 
might affect the strength of the insurer’s balance sheet, and the resulting 
rating. The criteria for spread-enhancement activities to qualify as operat-
ing leverage include interest rate duration matching between the assets 
purchased and the underlying debt; credit quality; liquidity risk; intent 
and purpose of the program; positive spread generation; risk controls; 
and sufficient reporting data. Further, A.M. Best notes that an investment 
leverage portfolio (one created with borrowed funds) cannot exceed 20% of 
reserves at the operating company level.

RBC impact for FHLB spread lending programs will vary by business line, 
size of advance, posted collateral, and investment allocation. Figure 6 
summarizes potential RBC charges assuming the spread portfolio is 
invested with a minimum quality of NAIC 2 and an asset mix of 50% NAIC 
1 bonds and 50% NAIC 2 bonds. Life companies that structure a spread 
lending advance within a funding agreement, as illustrated, benefit from a 
2018 update to the RBC framework: Capital charges are assessed only on 
the portion of collateral above and beyond the advance amount.  Assuming 
an advance of US$100 million and a collateral basket receiving a 10% 
haircut, a life insurer would need to post a total of US$110 million in total 
collateral. The US$100 million collateral amount equal to the advance 
does not generate a capital charge, instead, only the US$10 million of over-
collateralization falls into scope for an RBC charge.

Figure 6
Example RBC impact

Capital charge (%)

Capital charge basis Description Life Health P&C

FHLBank stock Required in support of advance 1.10 2.30 15.00

Pledged assets1 Charge on collateral – 0.30 0.30

Charge on over-collateralization amount 0.40 0.30 0.30

Purchased spread assets2 FHLB advance investment allocation 0.85 0.65 0.65

Funding agreement liability Not applicable to advances 
carried as debt

0.77 – –

1Bonds – NAIC 1 – Other | 2Bonds – 50% NAIC 1/50% NAIC 2 | Sources: NAIC, FHLB, 
Wellington Management. Data as of 1 April 2021 | For illustrative purposes only.

Finally, regulatory requirements of the 50 states are too varied to address 
here but should be considered in the construction of the investment port-
folio and viable spread targets. Investment managers and consultants are 
ably positioned to assist in this area.
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Using FHLB advances to potentially enhance yield/generate alpha: 
Key considerations
Drawing on our experience in establishing these types of mandates with 
insurance clients, we suggest a few other points to consider:

1. Sizing of the advance and overall FHLB capacity is constrained by the 
amount of eligible collateral that is available to pledge. Many insurers 
maintain spare borrowing capacity for emergency liquidity purposes.

2. We think the pace of borrowing is essential. It is important to plan the 
tranches of cash flows in accordance with how quickly the cash can 
actually be invested into the particular asset class; we have found it is 
best to avoid sitting in cash while paying interest on an advance. 

3. Establishing clear and comprehensive guidelines for yield-enhancement 
activities is also critical, in our view. Inclusion of a liquidity component 
and explicitly addressing other requirements for meeting regulatory 
and ratings-agency constraints can demonstrate intent to regulators 
and also create a clear framework for the investment manager. 

4. From the outset, it is important to determine the metrics of success and 
how performance will be measured. For example, many of our insur-
ance clients track investment income from their FHLB spread lending 
portfolios against an annual target. Considerations in determining an 
appropriate target include expected portfolio income, FHLB dividends, 
investment management fees, and borrowing costs.

5. Finally, a written document, of course, cannot replace the importance 
of ongoing communication between insurer and investment manager 
on pace and implementation. Frequent contact, especially in the ramp-
up phase, is essential, as is the ability to generate reporting metrics that 
provide transparency to the insurer’s investment committee, board, 
and regulators. 

Potential risks
It is also critical to understand the possible risks for these solutions. 
Insurers, as institutional investors, continually assess the available levers 
they can pull to potentially increase income. But each lever has potential 
tradeoffs. By going lower in quality, insurers face credit risk. If they go 
private, this presents liquidity risk. By adding longer duration, insurers 
increase their term risk. 

One way to think about FHLB spread lending mandates is that insurers 
are increasing potential income by adding leverage to high-quality assets 
using inexpensive term financing. Importantly, there are some risks to 
seeking to add income this way, which vary depending on the insurer’s cho-
sen arbitrage approach:

Mark-to-market risk
These portfolios are comprised of daily-priced credit assets that will expe-
rience changes in spread. Another way to think about this could be spread 
duration risk, since the liability (the FHLB loan) has no spread duration, 
whereas a portfolio of CLOs, as an example, typically has a spread duration 
of five to seven years. As spreads change, the market value of the portfolio 
will change accordingly. In theory, this risk can be mitigated if assets are 
held until maturity of the loan, assuming no principal losses on the bonds 
held. However, if the asset portfolio were liquidated prior to maturity, then 
there could be a realized loss (gain).
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Credit risk
As with any investment, the value of a fixed income security may decline. 
In addition, the issuer or guarantor of that security may fail to pay interest 
or principal when due, as a result of adverse changes to the issuer’s or guar-
antor’s financial status and/or business. In general, lower-rated securities 
carry a greater degree of credit risk than higher-rated securities.

Collateral risk
The terms of each FHLB loan will dictate the required collateral terms, but 
if the value of the collateral were to drop significantly, the insurance com-
pany borrower might need to post additional collateral.

Customized investment solutions that build on the  
FHLB lending opportunity
Working collaboratively with insurers, we have created investment solu-
tions with custom objectives and risk profiles that seek to capitalize on 
the FHLB lending option. Figure 7 includes example portfolios that show 
how an insurer might implement this idea. The fixed rate lending examples 
(shown in dark blue) of two-, five-, seven-, and ten-year terms, respectively, 
each comprise a hypothetical portfolio of 100% corporates matched to 
fixed rate loans that have a cost of a treasury rate plus a spread. The float-
ing rate lending example (shown in light blue) is a 100% CLO portfolio 
matched against a floating rate loan with a five-year term and has a cost 
of SOFR plus a spread. At times, the FHLB offers loans prepayable by the 
insurer, which we frequently recommend due to the minimal cost and 
increased flexibility.

These example portfolios consider NRSRO and rating agency guidelines 
with regard to liquidity and quality considerations. Historically, we have 
seen the most uptake in floating rate advance options. This has been driven 
by the attractiveness of CLOs relative to other investment grade asset 
classes, as the 100% CLO portfolio historically presents the best arbitrage 
opportunity. Within the CLO portfolios we have seen a mix of credit risk 
ranging from 100% AAAs to a blend of A or better (as shown in Figure 8). 
Some clients have opted for more broad securitized portfolios using other 
floating rate assets like Single Asset Single Borrower CMBS. More recently 
we have seen an uptick in interest in longer duration (~10 year) fixed rate 
loans given an attractive spread and the opportunity to lock in low fund-
ing rates for a long period of time. The trend within fixed rate loans has 
been towards 100% corporate credit given that sector best maximizes the 
arbitrage but introducing other credit sectors such as securitized or taxable 
municipals could further improve spread.

Working  
collaboratively with 
insurers, we have 
created investment 
solutions with cus-
tom objectives and 
risk profiles that seek 
to capitalize on the 
FHLB lending option.
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Figure 7 
FHLB spread lending examples

FHLB loan Example portfolios
Portfolio 
less loan

FHLB loan 
option

Base rate 
yield (%)

Duration 
(years)

Spread  
to base 
rate (bps)1

Yield to 
worst  
(%)1

Spread  
to base 
rate (bps)2

Yield to 
worst  
(%)

Spread 
advantage 
(bps)

2 years 0.18 1.98 20 0.38 47 0.65 27

5 years 0.94 4.98 19 1.13 67 1.61 48

7 years 1.40 6.95 18 1.58 55 1.95 37

10 years 1.70 6.95 23 1.93 76 2.46 53

Floating rate 0.01 0.00 39 0.40 235 2.36 196

1Loan rates are as of 1 April 2021 as provided by FHLB Chicago. Funding costs are measured 
as spread over duration-equivalent US treasury rates for fixed rate loans; for floating-rate 
loans, funding costs are measured as a spread above SOFR. SOFR measured 0.01% as of 1 
April 2021. | 2CLO spread is typically measured above 3-month LIBOR but is recalculated here 
above SOFR for an apple-to-apple comparison. Fixed Rate model portfolios (highlighted in dark 
blue) are based on Bloomberg Barclay’s Corporate Index Data. The models are based on index 
data and were blended together to reach a target duration. | The Floating rate portfolio data 
(highlighted in light blue) shown is for a representative account, is for informational purposes 
only, is subject to change, and is not indicative of future portfolio characteristics or returns. This 
account is a floating rate portfolio and is the representative account for our CLO Constrained 
strategy. It became the representative account on 1 August 2016 because it was the oldest 
account at the time of selection. Each client account is individually managed; individual hold-
ings will vary for each account and there is no guarantee that a particular account will have the 
same characteristics as described. Actual results may vary for each client due to specific client 
guidelines, holdings, and other factors. In limited circumstances, the designated representative 
account may have changed over time, for reasons including, but not limited to, account termina-
tion, imposition of significant investment restrictions, or material asset size fluctuations. For 
illustrative purposes only. | Data is as of 1 April 2021

ADDITIONAL DISCLOSURES

This material contains hypothetical analysis and results shown are for 
illustrative purposes and are not representative of an actual portfolio 
or account. Results for model portfolios are developed with the benefit 
of hindsight (i.e., actual knowledge of market conditions) and thus 
have many inherent limitations. Results of actual advisory accounts 
will vary, perhaps significantly, from the information shown. Since 
trades have not actually been executed, results may have under-or 
over-compensated for the impact, if any, of certain market factors, 
such as lack of liquidity, and may not reflect the impact that certain 
economic or market factors may have had on the decision-making 
process if client funds were actually managed in the manner shown. 
Investment guidelines or restrictions that may be imposed by a cli-
ent may impact the characteristics of the investment approach. 
The impact of such investment guidelines and restrictions are not 
reflected. The material provided herein is not to be construed as 
investment advice or a recommendation to buy or sell any security. 
Please consult your own third-party advisors and consider your 
own circumstances and objectives prior to making any investment 
decisions.
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Figure 8 
Representative CLO portfolio
Portfolio characteristics
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1Quality based on middle of Fitch, Moody’s or S&P rating (split to low) | The data shown is of 
a representative account, is for informational purposes only, is subject to change, and is not 
indicative of future portfolio characteristics or returns. This account is a floating rate portfolio 
and is the representative account for our CLO Constrained strategy. It became the representa-
tive account on 1 August 2016 because it was the oldest account at the time of selection. Each 
client account is individually managed; individual holdings will vary for each account and there 
is no guarantee that a particular account will have the same characteristics as described. Actual 
results may vary for each client due to specific client guidelines, holdings, and other factors. In 
limited circumstances, the designated representative account may have changed over time, for 
reasons including, but not limited to, account termination, imposition of significant investment 
restrictions, or material asset size fluctuations. | The representative portfolio assumes a 5-year 
floating rate loan indexed to a spread to SOFR | As of 1 April 2021 | For illustrative purposes 
only.

Conclusion
Use of FHLB lending facilities has been on the rise among insurers. Our 
insurance-client base has increasingly studied the borrowing options to 
meet a variety of needs, ranging from liquidity to spread enhancement. 
We believe that the FHLB advance program provides compelling poten-
tial for insurers to add alpha or increase yield by borrowing at low rates 
and investing in risk-appropriate markets. Combined with the favorable 
treatment FHLB debt may receive as operating leverage by regulators, we 
believe this program is worth consideration. 

We believe that 
the FHLB advance 
program provides 
compelling potential 
for insurers to add 
alpha or increase 
yield by borrow-
ing at low rates and 
investing in risk-
appropriate markets.
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MULTI-ASSET VIEWS FOR INSURERS

The rising tide of inflation: Risks 
and opportunities for insurers
KEY POINTS

• COVID vaccination progress and ample policy support make us confident in tak-
ing a more pro-risk stance, but persistent inflation concerns curb our  
enthusiasm somewhat.

• Interest rates could keep rising, especially in Europe, where we see the sharpest 
acceleration in vaccination rates and economies reopening — an outcome that 
insurers welcome after years of low reinvestment rates.

• Within equities, we prefer Europe, where we expect improvement in domestic 
economies, and emerging markets, which should benefit the most from a  
reflating global economy.

• Recent inflationary pressures are likely to persist, which may benefit many global 
commodities but could potentially pose a headwind for some other asset classes 
going forward.

• Downside risks include a spike in interest rates, more COVID-related lockdowns, 
or policy mistakes. Upside risks include a lift in inflation-capping productivity or 
broader and more sustainable reopenings than expected.

THERE IS A GROWING SENSE THAT THE WORLD IS “GETTING BACK TO 
NORMAL,” AND WHAT A RELIEF IT IS! WE SEE MORE PEOPLE VENTURING 
OUT, DINING AT RESTAURANTS, STAYING AT HOTELS, RETURNING TO 
THEIR NON-HOME OFFICES, AND MORE. Unfortunately, many countries 
are still dealing with more contagious and virulent mutations of COVID-
19 and lower vaccination rates. But in aggregate, the global economy is 
recovering with the aid of accommodative fiscal and monetary policy, sup-
porting the strong performance of risk assets and the continued rotation 
from growth to value. 

Inflation is the bogeyman now. US inflation leapt 5% in May from a year 
earlier, well above the Federal Reserve (Fed) forecast for 2021. “Transitory 
versus persistent” was the central debate at the June Federal Open Market 
Committee meeting, with recognition of the upside risks to inflation 
accelerating the Fed’s tightening path from zero rate hikes in 2023 to two 
anticipated hikes in 2023. Even though the market has priced in earlier 
hikes, the Fed’s base case is that temporary factors and base effects are 
still distorting inflation prints. We see an elevated risk that supply/demand 
imbalances in labor and commodity prices may become more persistent. In 
housing, for example, structural drivers are contributing to higher prices 
and could feed into rents 12 – 18 months from now (Figure 1).

As of June 2021 | Views expressed have a 6 – 
12 month horizon and are those of the authors 
and Wellington Management’s Investment 
Strategy Team. Views are as of the date indi-
cated, are based on available information, 
and are subject to change without notice. The 
authors’ process has been updated to incorpo-
rate a wider set of inputs from the Investment 
Strategy Team; changes in views will be 
included again starting next quarter. 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  | Source: 
Wellington Management

Tim Antonelli, CFA, FRM
Multi-Asset 
Insurance Strategist

Daniel Cook, CFA
Investment  
Strategy Analyst

Multi-asset views for insurers
Asset class View

Reserve assets

Investment-
grade credit

Moderately bearish

Securitized 
assets

Neutral

US government Neutral

Europe 
government

Bearish

Japan 
government

Neutral

Surplus assets

High yield Moderately bearish

Bank loans Moderately bullish

Emerging 
market debt

Moderately bullish

US equities Neutral

Europe equities Bullish

Japan equities Neutral

Emerging market 
equities

Moderately bullish

Commodities Moderately bullish
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Figure 1
Persistent inflation could show up in rents
US CPI-shelter and composite home price index
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Against this backdrop, we continue to maintain a pro-risk stance, but it is 
tempered by a worse growth/inflation trade-off. Within equities, we are 
bullish on Europe, which we believe is on the cusp of an economic accel-
eration, and moderately bullish on emerging markets (EM), given their 
leverage to an improving global cycle and strong commodity prices, as well 
as continued US dollar weakness. We remain moderately bearish on gov-
ernment bonds, especially in Europe, where negative rates are particularly 
vulnerable to an improving cycle. Credit spreads are generally rich, but we 
find some value in bank loans, as well as EM sovereign and local debt.

Rising inflation supports our value-oriented tilts toward non-US equity 
markets, smaller caps, and cyclical sectors such as financials, consumer 
discretionary, materials, and industrials. Within commodities, we favor 
energy and industrial metals, which have historically been more sensitive 
to rising inflation than equities and can potentially help hedge against a 
rise in interest rates.  

Of course, insurers face business implications from higher-than-antici-
pated inflation, above and beyond their investments. On the underwriting 
side of the house, if loss reserves on the balance sheet did not consider 
materially higher inflation when the claim was incurred, or when the prod-
uct was originally priced for sale, the reserve could prove too low to cover 
the claims payment itself when due. This will be a critical story to follow in 
the coming months.

Rising inflation 
supports our value-
oriented tilts toward 
non-US equity  
markets, smaller 
caps, and  
cyclical sectors such 
as financials,  
consumer  
discretionary,  
materials, and 
industrials.
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Finding value in fixed income
The Fed’s more hawkish stance is likely to keep US long-term interest rates 
range-bound over our 6 – 12 month time horizon. We expect the Fed and 
the European Central Bank (ECB) to remain accommodative and to very 
cautiously begin their “tapering” processes sometime around year-end 2021 
or early 2022. Still, we think inflation will likely increase more than central 
banks are forecasting. This could pressure global rates higher. Europe’s 
negative rate structure seems particularly vulnerable in the face of its 
accelerating nominal growth.

We think credit valuations are rich, with most spreads well inside of 
median levels since inception of the indexes (Figure 2). That said, default 
rates continue to decline and demand technicals remain strong, driven by 
demand from Europe and Asia, as well as from US pension funds seeking 
long-duration assets to lock in their improved funded status. 

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 positive view on residential housing, but remain 
cautious on commercial property, such as malls and offices, where the 
outlook is more uncertain. Low mortgage rates, declining unemployment, 
and millennials’ growing demand for housing continue to be potential 
tailwinds for sectors such as workforce housing and credit-risk transfer. 
Insurers continue to capitalize on this part of the bond market, as secu-
ritizations have grown as a percentage of US insurers’ fixed income as of 
year-end 2020 (Figure 3). 

EM debt spreads have lagged the spread tightening in other sectors. We 
think the outlook for EM will begin to brighten as these countries receive 
vaccines and benefit from global growth and stimulus. While EM central 
banks are actually hiking rates to tamp down inflation, we expect currency 
gains to contribute to local-debt performance.  

Figure 2
Most credit spreads are rich 
Option-adjusted spreads, 21 June 2021 (bps)

Current

Percentile 
since 
inception 
(%) Median Low Inception date

US corporates 82 19 112 51 30 June 1989

US high yield 281 6 441 233 31 January 1994

EM debt 351 39 386 149 31 December 1994

US CMBS 54 0 104 13 30 June 1999

PAST RESULTS ARE NOT NECESSARILY INDICATIVE OF FUTURE RESULTS AND AN 
INVESTMENT CAN LOSE VALUE. | Sources: Bloomberg, Wellington Management

EM debt spreads have 
lagged the spread 
tightening in other 
sectors. We think the 
outlook for EM will 
begin to brighten 
as these countries 
receive vaccines and 
benefit from global 
growth and stimulus.
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Figure 3
US insurance industry: Bond sector allocations as of year-end 2020
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Equities: More room to run
Among equity regions, we favor Europe, where we expect the sharpest 
increase in vaccinations (after a sluggish start) and economic growth, and 
where we find valuations relatively attractive. Leading economic indica-
tors suggest the consumer sector may soon be booming, joining an already 
strong manufacturing sector. 

While we are moderately bullish on EM equities broadly, we see pockets of 
value and, as always, believe EM country, sector, and issuer differentiation 
will be key. In Asia, we are hopeful that the Chinese credit impulse will 
hold up and think net commodity exporters throughout the EM complex 
could benefit from higher commodity prices and better terms of trade. 

We are neutral on US and Japanese equities. While we are quite optimistic 
about the US economy, its equity indices tend to be dominated by growth-
heavy, interest-rate sensitive, and expensive stocks. We are also mindful of 
a potential increase in corporate tax rates, which could hamper earnings. 
We prefer value-oriented equities in the US, as well as smaller caps, which 
are typically more sensitive to changes in economic growth and less sensi-
tive to rising rates. Similar to Europe and EM, Japan stands to benefit from 
a stronger global cycle. However, we are less optimistic about any domestic 
catalyst pushing Japanese equities upward and prefer Europe and EM. 

Across factors and styles, we generally prefer value-oriented companies 
that can do well in a higher growth and interest-rate environment. While 
value has generally outperformed growth since September 2020, it still has 
a wide gap to close after lagging dramatically over the past decade  
(Figure 4). 

Within credit, we 
prefer short-duration 
sectors, such as 
bank loans and 
certain areas of the 
securitized market.

P&C insurers Health insurers Life insurers
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Figure 4
Value has ample room to outperform
Value/growth, Russell 1000 indices
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Commodities: Cyclical and structural factors underpinning 
performance
We continue to see higher commodity prices as one source of inflation, 
given broad supply/demand imbalances across energy, metals, and agri-
culture. As discussed last quarter, there are also structural changes that 
appear to be making commodity prices more inelastic. First, capital 
expenditures have been on a downtrend for the past decade, after a period 
of overspending and underdelivering on long-term projects (Figure 5). 
Second, amid the transition to a lower-carbon world, areas like metals 
and agriculture are facing higher costs and potentially lower supply due to 
climate-related goals. 

We continue to see 
higher commodity 
prices as one source 
of inflation, given 
broad supply/demand 
imbalances across 
energy, metals, and 
agriculture.
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Figure 5
Commodities: Lack of capex may inhibit production
Capex by the top 6 iron ore, copper, and gold producers (USD billions)
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Risks
We think the inflation debate will be the market’s primary focus in the 
coming months. A policy mistake in which the Fed allows inflation expec-
tations to rise and then has to play “catch up” could be negative for risk 
assets. However, as noted, we expect the Fed and ECB to announce their 
tapering plans in the fall. We think central banks will be extremely care-
ful in how they communicate, but bumps could occur along the way, as 
markets may be sensitive to any perceived change in policy support. The 
tapering theme and the prospect of less fiscal support in the second half of 
this year may cap total returns in risk assets and are the main reasons we 
are only moderately bullish on developed market equities. 

Another risk is the potential for COVID variants to spread further and dis-
rupt the global recovery. We are also monitoring the global cycle impact of 
tightening financial conditions in China.

On the upside, global markets may be underestimating the Fed’s commit-
ment to its new average-inflation-targeting policy. A scenario could unfold 
in which interest rates remain anchored at low levels for longer than antici-
pated and risk assets ramp considerably higher. 

Finally, governments are spending on traditional and technological infra-
structure after many years of underinvestment. Targeted investments 
could boost productivity and cap inflation because higher revenues can 
absorb increased wages without the need for higher prices. 

We think  
central banks will be 
extremely careful in 
how they  
communicate, but 
bumps could occur 
along the way, as  
markets may be  
sensitive to any  
perceived change in 
policy support.
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Investment implications
Count on high-quality bond allocations for stability — While our views 
tilt toward an economic recovery, we think it is still prudent to maintain an 
allocation to high-quality bonds in case of a sharp equity sell-off.  We think 
municipal bonds play a strategic role for taxable investors, especially given 
the trend toward greater federal spending. US investors could also consider 
expanding their investment-grade fixed income universe abroad to  
seek value. 

Get more selective in credit — Most spreads are rich, but we don’t see a 
catalyst for them widening much from here. We see the best risk/reward 
potential in sectors like bank loans, CLOs, and residential-housing-ori-
ented structured credit. We think EM sovereign and local debt also offer 
better upside potential from a spread and currency perspective.

Stick with value — We remain in the recovery phase of the cycle, and 
the risk of inflation and higher rates points to potential outperformance 
in value-oriented exposures such as non-US equities, smaller-cap stocks, 
and cyclical sectors like financials, materials, and industrials. We think 
there are attractive opportunities in select energy companies that have 
strong plans for navigating the transition to a lower-carbon economy. This 
remains an area ripe for ESG integration in an insurer’s investment  
policy statement. 

Pursue inflation protection with commodities — Inflation may reach 
higher levels or be more persistent than many asset allocators expect. 
While value-oriented equities may provide some protection, commodities 
(excluding precious metals) have historically been the most inflation-
sensitive asset class. However, due to punitive capital treatment (both 
regulatory and rating agency-based), insurers may instead opt for the com-
bination of equities and real estate assets. Direct real estate and mortgage 
loan investments have been popular target investments over the  
past five years. 
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As Covid-19 restrictions ease and the global economy begins to reopen, the 
current state of the high-yield market is in a unique position. Top of mind issues 
for credit investors now include rising rates and inflation, challenges that have 
been dormant for years. The mix of encouraging economic data and seemingly 
challenging valuation levels further complicates the picture. In this article, we 
give an overview of current market dynamics and highlight a few points 
institutional investors in high yield may want to consider.

This paper explores:
• How current economic forces could influence the medium-term outlook 

and discuss the potential consequences on total returns

• Changes in the composition of the asset class since the global financial 
crisis and what this means for valuations

• Pitfalls to taking a tactical allocation approach to the asset class

• Opportunities outside the domestic high-yield market

Executive Summary

As Covid-19 restrictions 
ease and the global 
economy begins to 
reopen, the current 
state of the high-yield 
market is in a unique 
position.
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The possibility of 
material inflation 
appearing over the 
near to medium term 
would make this 
recovery phase 
different from 
previous periods.

Past performance is no guarantee of future results.  
Source: Bloomberg Barclays, eVestment. Time periods selected represent three-year increments that have 
followed periods of economic contraction over the past twenty years.

If strong economic growth caused higher U.S. interest rates, high-yield bonds could benefit 
from improving company fundamentals, while still exhibiting less sensitivity to increases in 
interest rates relative to other fixed income asset classes. 

3 Year Performance (% Annualized)

Jan 2002 – Dec 2004 Oct 2009 – Sep 2012

Equity  
Indices

S&P 500 3.59 13.20

Russell 2000 11.48 12.99

MSCI ACWI-GD 8.08 7.78

Credit  
Indices

Bloomberg Barclays US Corporate  
High Yield 2% Cap 12.60 12.82

Bloomberg Barclays US Credit 7.80 8.73

Bloomberg Barclays US Aggregate 6.20 6.19

Bloomberg Barclays Global Aggregate 12.73 5.04

Interpreting mixed signals in high yield 
1.  Rising rate environment + inflationary pressures: Opportunity or challenge?
  In the first half of 2021, credit investors’ concerns shifted from Covid-19 related uncertainty 

to rate volatility and inflation. The US Investment Grade credit market stumbled through 
the first half of the year as these new risks began to emerge, with the Bloomberg Barclays 
US Credit Index producing a return of -1.28% over 1H 2021. However, the Bloomberg 
Barclays US Corporate High Yield 2% Cap Index proved to be more resilient, delivering a 
total return of 3.62% over that same time period.1 

  As a shorter-duration asset class, high-yield bonds exhibit lower sensitivity to interest rates 
than investment-grade bonds. This is an important factor in an environment that seems 
supportive of rising rates and prone to inflationary concerns following the deluge of stimulus 
money. As of June 30, 2021, the duration of the Bloomberg Barclays US High Yield Index was 
approximately 4 years, while the Bloomberg Barclays US Credit Index had an average 
duration of just greater than 8 years.2 This means the US Investment Grade credit exposure 
to duration risk is double that of US high yield.

  If we take the view that the current point of the cycle is indicative of the beginning of a market 
recovery, based on encouraging economic data supporting the narrative of a business 
reopening period, examining high yield performance during similar periods may provide 
insight. As the data table below shows, in previous market cycles, high yield has provided strong 
returns during the recovery phase. This could be attributable to the intuition that with an 
improving economic backdrop comes improving company fundamentals, resulting in lower 
probabilities of default and therefore attractive total return. 

  However, the possibility of material inflation appearing over the near to medium term 
would make this recovery phase different from the previous periods highlighted in Table 1. 
Inflation could act as a tailwind given the high-yield market’s heavy exposure to 
commodities and the possibility for issuers to pass costs on to the historically strong U.S. 
consumers. Conversely, some issuers within the index may struggle, particularly those that 
don’t have the size or scale to pass rising costs on to consumers or suppliers, and highly 
leveraged issuers. Not all high-yield issuers are alike, so in the near term, we expect to see 
different results in different segments of the high-yield market.

1. Bloomberg Barclays, as of June 30, 2021. High Yield market represented by the Bloomberg Barclays US High Yield 
2% Capped Index.

2. Bloomberg Barclays, as of June 30, 2021. US Credit index referenced is represented by the Bloomberg Barclays  
US Credit Index.
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Looking beyond 
headline valuation 
numbers, investors 
are left with a 
contrasting view of 
the market that seems 
to lack direction 
and conviction.

Figure 1.  US HY Spreads vs US IG Spreads (Jan 2020 - Jun 2021) 
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Source: BlackRock Aladdin, as of June 30, 2021. US HY BM: Bloomberg Barclays US Corporate High Yield 2% Issuer 
Capped Index. US Credit BM: Bloomberg Barclays US Credit Index.

In our opinion, pockets of high yield still have the potential to grind tighter. The higher-quality segment 
of high yield (BB-rated bonds) offers attractive risk-reward value relative to the lowest-rated segment 
(BBB-rated bonds) of the investment grade market.

3, 4, 5. Bloomberg Barclays, as of June 30, 2021.
6, 7. Bloomberg Barclays, Citi.
8. Aviva Investors, https://www.avivainvestors.com/en-us/views/house-view/
9. J.P. Morgan
10. Bloomberg Barclays, as of June 30, 2021.

2.  Assessing contradictory indicators: Supportive fundamental backdrop clashes 
with rich valuations

  When economies began to shutter at the onset of the pandemic, high-yield valuations reflected 
pessimistic expectations.In March 2020, the monthly total return on the Bloomberg Barclays US 
Corporate High Yield 2% Cap Index (“the Index”), was -11.5 per cent, yield-to-worst (YTW) at the 
Index level was approximately 9.5 per cent, and Index-level option-adjusted spreads (OAS) 
finished the month at 880bps, after briefly surpassing 1,000bps earlier in the month before 
government and central bank intervention.3 At the end of June 2021, valuations were drastically 
different, with yields under four per cent and spreads below 300bps.4 These spread levels are 
historically tight;  the last time they broke below 300bps was in early 2007.5 

  Nearly fourteen years later, it’s worth considering just how different the Index looks now 
compared with the period preceding the global financial crisis (GFC). The ratings breakdown 
illustrates this point, as BB-rated issuers, the highest-quality segment of the high-yield market, 
now constitutes more than 50 per cent of the index, compared to roughly 37 per cent in 2007.6 
Conversely, the lowest-quality segment of the market, CCC rated issuers, has shrunk from 20 per 
cent in 2007 to less than 15 per cent of the overall Index now.7 Considering this steady increase 
in overall quality, the Index today would be expected to exhibit a lower headline OAS figure to 
represent the improved credit composition relative to prior periods, all else being equal. 

  So how do investors balance current rich valuations with forecasts for high 2021 global GDP 
figures (our House View calls for approximately seven per cent global GDP growth in 2021)8 that 
indicate further growth in risk assets? Or with strong first quarter earnings that have resulted in 
approximately 90 per cent of S&P 500-listed companies exceeding expectations, with an average 
earnings outperformance of over 20 per cent?9 Or with the fact the market continued to digest 
strong levels of issuance in early 2021, after record amounts in 2020, as companies take 
advantage of attractive financing terms? Looking beyond headline valuation numbers, investors 
are left with a contrasting view of the market that seems to lack direction and conviction.

  The reality for asset allocators is that valuation metrics appear stretched across most asset 
classes. This is certainly true in other areas of credit. The Bloomberg Barclays US Credit Index 
registered OAS level of 77bps at the end of June 2021, the tightest month-end figure post the 
GFC.10 And we’re observing record-setting valuations outside fixed income as well, with both 
the Dow Jones Industrial Average and the S&P 500 continuing to post record levels through 
2021 so far. 
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The ability to gain from 
‘tactical opportunities’ 
can be more difficult in 
practice than it is in 
theory.

 1. ‘High yield is more of a tactical play’

  Some institutional investors have tended to add high-yield exposure on a tactical basis, 
increasing exposure when credit spreads seem historically wide, and dialing back when 
spreads tighten. This approach comes with the obvious difficulty of attempting to time 
the market, but the current environment poses an additional challenge: what do you do 
when economic data and valuation levels are sending contradictory signals?

  Identifying periods of spread widening as a tactical opportunity to allocate to high yield 
with the goal of benefitting from eventual spread compression may sound enticing, but 
precise execution requires extreme flexibility and a certain amount of luck. To take 
advantage and load up on high-yield bonds when spreads seem historically wide (or, 
conversely, to draw down exposure when spreads seem historically tight) requires 
institutional investors to be nimble. After March March 23, 2020, when high-yield OAS 
levels peaked at just over 1,000bps, it only took 90 market sessions for spreads to get 
back to 500bps.11 As institutional investors juggle a myriad of different responsibilities, 
and in some cases are restrained from implementing changes without board approval, 
the ability to gain from “tactical opportunities” can be more difficult in practice than it is 
in theory.

  Another factor supporting the case for staying invested is the difficulty of predicting the 
eventual cause that will result in downside risk. Over the past ten years, many volatility 
spikes in credit markets have been caused by exogenous events. Since the global 
financial crisis, global high-yield index spreads have broken above 500bps only twice: 
during the commodity crisis in 2015/2016, and in response to the Covid-19 outbreak in 
the first quarter of 2020.12 

  At Aviva Investors, as we state in our quarterly House View, “no-one can predict the future 
perfectly”. In recent years, that statement has proved to ring especially true for asset 
managers as recent down markets have increasingly been the result of a sudden and 
extraneous catalyst. 

2. ‘The domestic high-yield market is the only game in town’

  While the US high-yield market does boast a longer history and still accounts for much of the 
investible universe, its European counterpart has continued to grow over the past decade. 
The current composition of the developed markets global high yield market is about 25 per 
cent European and 75 per cent US (roughly one quarter of the Index is denominated in either 
EUR or GBP on a market value basis).13 Data suggests the European high-yield market may 
soon represent a larger portion of the global high-yield market. It’s  growth has resulted in a 
ten-year CAGR of 11.6 per cent based on outstanding debt face-value, compared to a 5.6 per 
cent CAGR for the US high-yield market over the same period.14

  From our perspective, going global in high yield provides the following potential benefits 
to institutional investors: greater diversification (on both a geographic and sector 
exposure basis), increased opportunities for alpha, and a more favorable default history 
relative to the domestic market.

  Not only do investors in global high-yield gain from greater geographical diversification, 
they also benefit from having a better balance across sectors. Roughly 20 per cent of the 
US high yield index is represented by energy and technology sector issuers.15 Meanwhile, 
nearly 40 per cent of the Euro high yield index is represented by finance and 
communications sector issuers.16 The global high-yield index therefore provides a more 
balanced picture and leaves investors less exposed to concentrated industry disruptions.

Debunking common myths institutional 
investors believe about high yield

11, 12. Bloomberg Barclays, BlackRock Aladdin.
14. Bank of America Merrill Lynch, as of April 30, 2021.
13, 15, 16. Bloomberg Barclays, as of June 30, 2021
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Having a greater 
number of tools 
available to construct a 
portfolio results in 
more ways to provide 
alpha. 

  A broader investible universe affords portfolio managers with a global mandate the luxury of 
flexibility, which isn’t available to those with a domestic mandate. At the highest level, 
regional allocation can serve as an additional alpha source. Another, more nuanced, 
advantage is the flexibility to select the most attractive multi-currency tranche from the same 
issuer. By comparing the USD and EUR denominations of the same issuer, it is possible for a 
portfolio manager to select the most attractive opportunities on a currency-hedged basis 
and consequently increase yield without increasing the credit risk or default probability. 
Having a greater number of tools available to construct a portfolio results in more ways to 
provide alpha.

  Lastly, when examining default rates across the European, U.S., and global markets at the 
index level, we find that, on average, default rates among the three haven’t meaningfully 
deviated over the past twenty years. What we have observed, which may come as a surprise 
to US institutional investors, is that over recent periods of markets stress, the US high-yield 
index has experienced higher default rates than the European one. This pattern occurred in 
2009 and 2016, and again in 2020 (See figure 2 below).  

Figure 2.  Moody’s Historical Default Rates (TTM, Jan 2008 - Jun 2021)
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Source: Moody’s Investment Services, as of June 30, 2021. 

A global approach to the high-yield market provides portfolio managers with a greater number of 
opportunities to produce more attractive risk-adjusted returns, and offers investors the ability to gain 
exposure to a broader opportunity set with a more balanced set of risk factors. At Aviva Investors, we take 
a holistic and coordinated approach to managing our Global High Yield portfolio, drawing upon the 
expertise and insight of portfolio managers and credit research analysts located in Europe and the U.S. 
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IR+M UPDATE
Inflation’s Impact on Insurers
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August 26, 2021

As the global economy continues to recover, an accommodative Federal Reserve (Fed) and stimulative fiscal policy
have pushed inflation concerns to center stage. By some measures, inflation is at its highest in over a decade, and
several factors could sustain these levels. Conversely, other metrics point to a more benign environment, and
suggest the recent increase may be “transitory.” While we do not predict the future, we believe overall inflation risks
are elevated, particularly given current spreads and valuations. In this piece, we focus on key inflation metrics and
the potential impact of inflation on the insurance industry.

On a Scale of 1 to 10, How Much Does This Hurt?

• Alphabet soup. There is no one way (or acronym) to measure inflation. While each method helps tell the story, Consumer
Price Inflation (CPI) and Trimmed-Mean CPI are two key metrics that illustrate how results can differ based on the
methodology.

Bloomberg, Bloomberg Barclays and IR+M Analytics as of 7/31/2021. 1Trimmed-Mean CPI refers to the Federal Reserve Bank of Cleveland 16% Trimmed-Mean CPI. 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.

Measuring Inflation: The Devil Is In The Details

• CPI, or headline CPI, measures the prices paid by consumers
for a basket of goods and services, including food and energy,
which are often more volatile. The recent jump in CPI has been
fueled in part by supply chain bottlenecks. For example, used
cars and trucks account for almost one third of recent
increases, which have been affected by the chip shortage.

• Trimmed-Mean CPI¹ adjusts CPI to remove items with the 
highest and lowest one-month price changes. By excluding 
outliers, this metric can provide better signals of underlying 
trends.
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• Inflation expectations are important. The Fed watches real-time inflation data, but also factors expectations into their
decisions. The Fed closely monitors breakeven inflation rates, which measure the difference in yields between nominal
Treasuries and similar-maturity TIPS (Treasury Inflation-Protected Securities). Although breakevens have been on the rise,
they recently fell as the Fed continues to emphasize the temporary nature of the current inflation spike.

• Both metrics show an increase in inflation. However, trimmed-
mean CPI has experienced a much smaller rise, which might
indicate a more transitory jump than a sustained shift higher.

• Inflation impacts various types of insurers differently. Near term, inflation has the potential to pressure the cost of claims
and bond prices, however, longer term, elevated interest rates likely to accompany inflation present an opportunity to
increase book yields and net investment income by reinvesting cash flows at higher rates.

Life
• Life insurers will likely benefit from 

modest inflation, primarily due to 
potentially higher long-term bond 
yields which could be beneficial for 
the spread-based liabilities of life 
insurers. 

Health
• Health insurers may see higher 

claims costs as a result of rising 
health care expenses and 
increased demand for medical 
procedures deferred during the 
pandemic.

Property & Casualty (P&C)
• P&Cs insuring single-family homes 

and autos, sectors with outsize 
inflation, may see a rise in claims 
for specific damage to these types 
of assets as the cost to repair and 
replace has risen in recent months.

• Insurers are mitigating the higher claims costs by repricing policies and raising premiums, which provides a measure of
protection, and demonstrates the pricing power of insurance companies as the prices of many goods and services rise.
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• Treasuries tend to perform worst in rising inflation
environments, as higher inflation both reduces the value of
cashflows and typically leads to higher interest rates.

• TIPS can offer protection against rising inflation. However,
TIPS returns are more correlated to interest rates than
changes in inflation. Additionally, TIPS look most attractive
when deflation fears have pushed breakevens near zero.

• Credit typically does best when inflation is below average
and rising, which is generally an indicator of economic
growth. However, too much inflation might be the result of an
overheating economy, which can lead to diminished returns.

• Securitized assets can offer attractive relative value in this
environment. These bonds have more frequent cashflows
than a corporate bond, providing the ability to reinvest at a
higher rate if rates rise due to inflation, boosting book yield.

• Based on history, trend inflation, defined as the 5-year rolling average of CPI, is at relatively low absolute levels. Asset
classes respond differently when inflation is rising or falling relative to trend.

• Where are we now? Inflation was below trend going into 2020. However, since hitting a pandemic-low of 0.1% in May 2020,
inflation has broadly moved higher. While base effects and supply chain bottlenecks have factored into recent CPI reports, the
last two readings have been sharply above trend, which could have implications for asset returns.

Bloomberg, Bloomberg Barclays, and IR+M as of 7/31/2021. Top chart sourced from Morgan Stanley as of 7/31/2021 and shows 12 month forward US IG Credit excess returns in inflationary environment based on CPI from 1970 to 
7/31/2021. Blue bars show the interquartile range of excess returns and dark blue line is the median. 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.

Impact of Inflation Regimes on Different Asset Classes

• Within credit, we believe certain sectors, such as Transportation and Energy, are better positioned to moderate the impact
of inflation. We think other sectors, like Consumer, are less so.

Opportunities and Watchouts In A Rising Inflationary Environment

Inflation Risks Rationale

Transportation Low

• Companies can pass along price increases or offset with higher volumes. 
• Railroads generally have strong pricing power and will also benefit from the economic 

recovery through volume gains. 
• Transportation services should be beneficiaries of freight inflation. Labor is a concern, 

but most of these companies already pay above minimum wage.

Energy Low

• Higher oil prices are usually a positive for this sector, as they reflect healthier demand, 
which leads to better cash flows. 

• Refiners should benefit from higher selling prices, while Producers are not as concerned 
about raw materials costs as capex budgets are low.

Consumer Medium

• Sector is more exposed, particularly Food and Beverage and Consumer Products.
• Freight, packaging, and labor make up a significant portion of costs and all are seeing 

price pressure. While many companies have hedged some of these costs, margins 
could be more challenged next year.
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• Don’t throw the baby out with the bathwater. Although some sectors are more inflation-sensitive, there are attractive
opportunities at the security level. Given current valuations and higher overall risk levels, we think it is prudent to focus only
on the highest conviction ideas.
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The Only Thing I Cannot Predict Is The Future

Bloomberg, Bloomberg Barclays, and IR+M Analytics as of 7/31/2021. 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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• Accurate forecasting is difficult. The number of scenarios that could lead to greater inflation have increased, and several
factors may lead to a sustained higher level. This bout of inflation could also be temporary, as there are many structural
elements that could keep levels low.

At IR+M, we believe the risk of higher inflation, particularly in an environment of tighter spreads and high relative
valuations, cannot be overlooked. However, we maintain that inflation is difficult to predict accurately and
consistently, and as such, do not position for a specific target. We endeavor to create well-diversified portfolios and
rely on our bottom-up security selection expertise to identify bonds that may be less susceptible to rising inflation. If
inflation does lead to increased interest rates insurers stand to benefit due to the ability to reinvest at higher rates.

• Accommodative monetary and fiscal policy. The Fed’s
balance sheet has expanded more than during QE1, 2,
and 3 combined. Fiscal response increased the budget
deficit in 2020 to almost 15% of GDP, compared to the 50-
year average of 3%.

• Fed policy. In a historic shift, the Fed last year stated that
it would target an average, instead of fixed, 2% inflation
level. Fed officials have commented that they are
comfortable letting inflation “run hot” for some period to
achieve this goal.

• Labor market pressure. Job openings are at a record
high, but so is the percentage of firms not able to fill
positions. Certain sectors, like hospitality and leisure, are
seeing significant growth in wages.

• Demographics. Forecasts call for a declining birth rate
and general graying of the population. An older and
slower-growing population may be deflationary if it leads
to lower overall demand.

• Technology. Besides creating a better iPhone,
technological revolutions lead to supply-side shocks.
These shocks can be deflationary, enabling companies to
produce more for the same cost or less. Many automation
trends that existed before COVID accelerated during the
pandemic, which could constrain labor pressure.

• Labor market pressure. The US is still roughly 7 million
jobs short of pre-pandemic levels, and there remains little
sign of broad wage pressures. Additional unemployment
benefits are set to expire in September, which could lure
more workers back to the workforce.

Upside Risks Downside Risks

• Don’t go chasing waterfalls. Inflation is an important factor to consider when making decisions related to portfolio
positioning. While we do have views on the potential direction of inflation, we remain duration-neutral and instead express
these views through bottom-up security selection. We prefer to remain diversified and “take what the market gives us,” rather
than position for a specific forecast.



ARE INSURERS MAKING A MISTAKE WHEN 

IT COMES TO THEIR PALTRY ALLOCATION TO 

EMERGING MARKET (EM) CORPORATE DEBT?  

WE THINK SO.    

Comparing the top 50 insurers in each of the categories 

of life, property & casualty (P&C) and health, the largest 

average allocation to EM credit was 2.7% of bonds held 

at the end of 2020, and that included exposure to EM 

sovereigns.1

THREE CONSIDERATIONS FOR 
INSURERS WEIGHING AN EM 
CORPORATE DEBT ALLOCATION

AUTHORS 
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ERIK TROUTMAN, CFA, FSA, MAAA 
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1 Source: Loomis Sayles, S&P Global Market Intelligence and Bloomberg. 
See Data Table 1 in Endnotes.
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Opportunity

We believe broadening a core allocation to include EM corporates (augmented by sovereigns when deemed 

appropriate) may make sense for insurers challenged with investing capital—especially in a low-yield 

environment. It can help insurance portfolios achieve 1) a meaningful pick-up in yield for a given rating and 

duration, 2) diversification of issuer-specific and sector risk and 3) favorable total-return opportunities 

relative to other US fixed income sectors over a market cycle.

KEY TAKEAWAYS

• We believe EM corporate debt can offer insurers an attractive opportunity set based on risk and return.

• The combination of ratings and yield potential are prompting some insurers to consider adding EM 

corporate debt to their portfolios.

• Loomis Sayles can work with insurers to help create an appropriate EM corporate debt allocation based  

on their portfolio requirements.
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The qualities listed on the previous page help distinguish EM corporate debt from other asset classes in 

terms of risk and return. As the chart below demonstrates, over the long term EM corporate debt has 

generated a favorable Sharpe Ratio when compared to other investment options.

Growing Opportunity Set
As long-time investors in EM corporate debt, we have seen the sector evolve and grow. Industrialization, 

urbanization and an expanding middle class have fueled EM growth over the years. Not surprisingly, an 

increased corporate presence in the emerging world has accompanied this economic transformation and 

expanded the investment universe. In addition to regional and niche players, emerging markets are home to 

many strong global enterprises, some of which are world leaders in their respective industries. One result 

has been more investment choices for investors.

This evolution highlights the need for broad and deep research coverage. Oftentimes, the best alpha 

opportunities are found through research of lesser-known debut corporate issuers. One of the key 

differentiators of Loomis Sayles is the research capabilities we deploy in this market.
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RATINGS PROCESS CAN CONTRIBUTE TO INEFFICIENCIES 

In our view, rating agencies heavily weight a company’s scale and track record 

when it comes to assigning credit ratings to a debut issuer. Our internal analysis 

places greater emphasis on issuers’ underlying fundamentals and future growth 

prospects. Also, EM corporate debt ratings can be limited to that of its country’s 

rating. Both instances can create market inefficiencies. In our experience, 

fundamental research can help identify these opportunities of mispriced credit 

risk. This analysis can also uncover improving credit stories within the EM 

corporate universe and opportunities to extract the risk premium  

or alpha. 

Taking a broader market view, in comparison to its developed market (DM) 

counterparts, we believe EM corporate bond issuers tend to focus more on 

achieving an investment grade (IG) rating. We also have seen some EM corporates 

raising debt for productive purposes versus for financial engineering.

Advantages of EM Corporate Debt Characteristics
In our view, EM corporate bonds can offer insurers a strong value proposition 

within the EM debt universe. Given the idiosyncratic risks and characteristics of 

EM corporate bonds, we believe fundamental investors have an opportunity to 

pinpoint potential sources of uncorrelated alpha and excess return. 

RISK PREMIUMS

For example, a characteristic of EM corporate debt is the overcompensation, or 

risk premiums, investors receive relative to default risk. In such an environment, 

comprehensive analysis and research has the potential to identify mispriced 

securities, event-driven opportunities and market trends. This characteristic may 

contribute to the significantly higher weighting of corporates versus sovereigns 

within the EM bond holdings of the top 50 insurers in the life (81.8% vs. 18.2%, 

respectively), P&C (83.7% vs. 16.3%) and health (71.7% vs. 28.3%) categories.2 

In our view,  

EM corporate  

bonds can offer 

insurers a strong 

value proposition 

within the EM  

debt universe.

“

2 Source: S&P Global Market Intelligence / Bloomberg. Median percent of emerging market debt owned by top 50 
insurers as of 31 December 2020. Top 50 based on YE 2020 total assets.
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SOLID FUNDAMENTALS

The burgeoning EM corporate debt universe retains a broad reputation as a high yield (HY) debt substitute. 

We do not think this characterization is accurate. The EM corporate opportunity set is about five times that 

of EM sovereigns and it is skewed toward IG. EM corporates have been, on average, less leveraged than US 

corporates across the credit spectrum.

Source: JP Morgan, Bloomberg, CapitalIQ. As of 31 December 2020 (most recent data available).

NET LEVERAGE COMPARISON
(Investment Grade)

From a default perspective, EM HY corporates have demonstrated an average historical level comparable 

with US HY. However, in the last three years EM HY corporates outperformed on this measure, with an 

especially large divergence last year. In 2020, the EM HY corporate default rate was a fairly benign 3.5%, 

while the US HY rate was 6.8%.3

3 Source: JP Morgan.
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In our opinion, EM corporate valuations do not reflect these advantages. On a matched-ratings basis, EM 

corporates have offered a consistent spread premium to their EM sovereign and DM corporate counterparts.
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RESEARCH MATTERS

The additional yield potential in the EM corporate sector can be considered compensation for factors such 

as liquidity risk and the incremental effort required to appropriately analyze issuers across a universe of 60 

plus countries. The importance of fundamental credit research cannot be overstated. We think insurance 

investors should look for EM companies with strong market positions and solid cash flow, the same qualities 

they would seek in DM corporates, while incorporating solid research on the breadth of variables in the 

emerging markets, including sovereign risk, accounting transparency differences, sovereign and family 

ownership, sector structure and evolution, among other factors. 

ROLE OF SOVEREIGNS

We see opportunistic roles for sovereigns in insurance mandates. Sovereigns typically offer longer durations 

than those of EM corporate debt. For example, life insurers appear to be allocating to EM long corporates 

and sovereigns in their asset liability management in lieu of long US corporates.

We have recently seen opportunities to add diversification and duration extension with EM sovereigns in 30- 

and even 40-year tenors. We also consider investments in sovereigns when there is a favorable view on a 

country but a limited corporate bond opportunity.

CORE OR NON-CORE – IS IT JUST SEMANTICS?

Avoid letting terminology limit your investment approach. Instead, let liability requirements or duration 

objectives prescribe what a core allocation should encompass. With these factors identified, an asset 

manager can help determine appropriate maturities, ratings and concentration limits. 

At the end of 2020, EM corporate and sovereign holdings of the top 50 life, P&C and health insurers were 

skewed to IG. The overall rating of insurance EM bond holdings was BBB+.4 EM corporates across IG and HY 

can offer a yield premium to their comparably rated DM counterparts. In our view, insurers should not focus 

on EM corporate exposure as just a substitute for US HY corporates, but rather as part of their IG portfolios. 

We collaborate with insurance companies to help identify custom EM corporate debt investment universes 

with the potential to generate the yield and return to meet the insurer’s core allocation objectives.

4 Source: S&P Global Market Intelligence / Bloomberg. See Table 3 in Endnotes.

7AUGUST 2021



Implications: EM Corporate Debt and Insurance Regulatory Requirements
While insurers globally invest in EM, there are distinct aspects of the US statutory regulatory system that 

typically limit insurers to hard-currency exposure through separate accounts. Our analysis showed the top 50 

life, P&C and health insurers had negligible holdings in local-currency EM debt. We believe it’s critical at the 

outset for the insurer to establish their primary objectives for the mandate, and the resulting implications for 

the allocation.

Conclusion
The EM corporate asset class can offer an attractive risk and return opportunity set. And in a very low-yield 

environment, where insurers need to deploy capital, we believe EM corporate debt can be a strong option.

FEATURES CONSIDERATIONS

Target size of allocation Separate account vs. pooled vehicle structure

Desire for local-currency exposure Consider pooled vehicle structure to efficiently gain access 
to currency risk

Target duration Longer issuance available in sovereigns vs. corporates

Book yield vs. total return orientation Book-yield mandates will require careful consideration of 
longer-term fundamentals of a company to avoid potential 
future impairments. Greater ability to invest in smaller, less 
liquid issues. 

“Core” holding vs. “Plus”
Limits on investment grade. Benchmarks offer varying 
levels of HY exposure 

Stand-alone allocation vs. part of a 
broader “Plus” mandate

Consider multi-asset credit mandate to invest across the 
spectrum of credit for insurers seeking a broader exposure 
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Endnotes
Yield versus Duration chart: 

EM Sov HY = JP Morgan Emerging Markets Bond Index, EM Corp HY = JP Morgan Corporate 
Emerging Markets Bond Index (CEMBI) Broad Diversified High Yield, EM CORP IG = JP 
Morgan CEMBI Broad Diversified Investment Grade Index, EM Sov IG= JP Morgan EMBI 
Global Investment Grade Index, US HY = Bloomberg Barclays US High Yield Index, US IG = 
Bloomberg Barclays US Aggregate Corporates, EM Corp = JP Morgan Corporate Emerging Markets 
Bond Index (CEMBI Broad Diversified), EM CORP 1-5yr = 50% JP Morgan CEMBI Broad 
Diversified 1-3year Index, 50% JP Morgan CEMBI Broad Diversified 3-5year Index.

Sharpe Ratio Chart:
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Table 1

EM Hard Currency Corp IG JP Morgan CEMBI Broad Diversified IG Index
EM Hard Currency Sovereign IG JP Morgan EMBI Global Diversified IG Index
US Corporate ICE BofA US Corporate Index
US MBS ICE BofA US Mortgage Backed Securities Index
US CMBS ICE BofA US Fixed Rate CMBS Index
US ABS ICE BofA US Fixed Rate Asset Backed Securities Index
EM Hard Currency Corp HY JP Morgan CEMBI Broad Diversified HY Index
EM Hard Currency Sovereign HY JP Morgan EMBI Global Diversified HY Index
US HY ICE BofA US High Yield Index
EM Hard Currency Corp (Broad) JP Morgan CEMBI Broad Diversified Index
EM Hard Currency Sovereign (Broad) JP Morgan EMBI Global Diversified Index

Median Average
% of Bonds % of Bonds

EMD
(corporates & sovereigns) 

(IG/HY)

EMD
(corporates & sovereigns) 

(IG/HY)
Top 50 US Life Insurers 2.5 2.7
Top 50 US P&C Insurers 0.6 1.1
Top 50 US Health Insurers 0.9 1.3

Table 2

Median % EM Debt Owned by Top 50 Insurers
Top 50 US Life 

Insurers
Top 50 US P&C 

Insurers
Top 50 US Health 

Insurers
EMD Sovereign (%) 18.2 16.3 28.3
EMD Corporates (%) 81.8 83.7 71.7

Source:  S&P Global Market Intelligence / Bloomberg, As of 31 December 2020. Top 50 based on YE 2020 Total Assets.

Source:   S&P Global Market Intelligence / Bloomberg, As of 31 December 2020. Top 50 based on YE 2020 Total Assets.
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This paper is provided for informational purposes only and should not be construed as investment 
advice. Any opinions or forecasts contained herein reflect the subjective judgments and assumptions 
of the authors only, and do not necessarily reflect the views of Loomis, Sayles & Company, L.P. 
Investment recommendations may be inconsistent with these opinions. There is no assurance 
that developments will transpire as forecasted or that 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 can 
not guarantee its accuracy. This information is subject to change at any time without notice.
Diversification does not ensure a profit or guarantee against a loss. 
Any investment that has the possibility for profits also has the possibility of losses, including loss of 
principal. 
Indexes are unmanaged and do not incur fees. It is not possible to invest directly in an index. 
Information obtained from outside sources is believed to be correct, but Loomis Sayles cannot 
guarantee its accuracy. This material cannot be copied, reproduced or redistributed without 
authorization. 
LS Loomis | Sayles is a trademark of Loomis, Sayles & Company, L.P. registered in the US Patent 
and Trademark Office. 

Table 3

Median % EM Debt Owned by Top 50 Insurers
EMD Securities US Life US P&C US Health 
Investment Grade (NAIC 1/2) 88.9 84.5 90.1
High Yield (NAIC 3-6) 10.1 15.5 9.9
Overall Rating of EM Holdings BBB+ BBB+ BBB+

Source: S&P Global Market Intelligence / Bloomberg, As of 31 December 2020. Top 50 based on YE 2020 Total Assets. 
NAIC: National Association of Insurance Commissioners.
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Commercial Real Estate:  
The Office Market in a  
Post-COVID World
The pandemic turbocharged e-commerce and work-from-home 
movements, reshaped the markets, and created winners and losers across 
commercial real estate sectors. What will this mean for investors? John 
Murray, PIMCO’s global head of private commercial real estate, Francois 
Trausch, CEO and CIO of Allianz Real Estate, and Megan Walters, who leads 
global research at Allianz Real Estate, talk with Michael Chandra, who 
oversees PIMCO’s U.S. public client practice. They discuss their market 
views, particularly within the office sector.

A U T H O R S

John Murray
Managing Director, 
Portfolio Manager

About PIMCO & Allianz Real Estate: PIMCO 
assumed oversight over Allianz Real Estate in 
2020. The partnership combined two 
organizations with complementary geographic 
focuses, products, and expertise into one of 
the largest real estate investors in the world, 
with $180 billion in assets managed across 
both public and private real estatei. By 
combining forces, PIMCO and Allianz Real 
Estate can offer the broad spectrum of real 
estate investments, ranging from core, stable 
assets, to opportunistic investments. 

Q: BEFORE DIVING INTO YOUR VIEWS 
ON THE OFFICE SECTOR, FIRST GIVE 
US A SENSE FOR GLOBAL 
TRANSACTION VOLUMES IN THE 
FIRST QUARTER ACROSS VARIOUS 
REGIONS, AND WHAT ASSET TYPES 
HELD UP BEST.

Walters: Global transaction volumes fell 26% 
and 27% in the U.S. and Europe, respectively, 
and 12% in Asia.ii This was not surprising, given 
the pandemic. Multi-family properties, however, 
held up incredibly well in the U.S. and Europe. 

In Europe, the dollar amount of multi-family 
transactions jumped 66% in the first quarter of 
2021 from the year before, with two of the first 
quarter’s biggest deals in residential properties. 
In Asia, the industrial sector, primarily logistics, 
performed best, with volumes rising 5% from 
last year and 22% from 2019.   Multi-family was 
the best-performing sector in terms of 
transaction volumes in the first quarter in the 
U.S. Volumes were off just 12% in multi-family; 
this compares well to retail, down 42%; office, 
down 36%; and industrial/logistics, off 41%. 

Trausch: The disruption from the pandemic 
has accelerated secular forces such as 
urbanization. Young people want to live in 
cities, close to jobs, education, and healthcare. 
Another trend that has been accelerated is 
rapid technology adoption, including 
e-commerce and teleconferencing. Alongside 
these, the disruption has sent investors in the 
core and core-plus space looking for quality 
and stable yields, while seeking to benefit from 
pandemic-related dislocations. If they cannot 
find existing core property investments, they 
are ready to generate yield pickup by 

V I E W P O I N T  •   J U L 2021

Francois Trausch
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“producing” the core (e.g., finding high quality, long-term tenants 
for a building with little to no deferred maintenance and 
moderate debt to capitalization).  

Murray: I agree, it reshaped the market and created massive 
dispersion in performance between sectors – more than I’ve 
seen in my career – with the winners and losers largely 
sector specific.  

The hotel sector has been a short-term loser but should, in our 
view, recover gradually, albeit unevenly. While the sector is 
improving dramatically in the U.S., pressures remain in Europe as 
lockdowns there extended longer. These assets have massive 
capital shortfalls, which we think are temporary. In the U.S., 
revenue per available room (RevPAR) has rebounded to roughly 
75% of 2019 levels, portending recoveries in Europe as their 
quarantines are lifted.

In contrast, we believe the retail sector is a long-term loser. Retail 
landlords are suffering along with their tenants and we do not 
think rescue capital will be enough to save many of these 
struggling assets. In fact, distress appears set to pick up in 2022. 
Many tenants are not going to come back or, in the U.S., they will 
likely vacate when Paycheck Protection Program (PPP) loan 
funds run out. Adding further pressure is a wall of loan maturities 
coming due, including for U.S. malls and a wave of core funds 
looking to reduce retail exposure. In our view, retail is arguably no 
longer a core portfolio asset. We expect to see opportunities for 
properties that are being repurposed but only at much lower 
prices than the previous retail values. 

The industrial sector has been the big winner, with institutional 
demand at record highs supported by secular e-commerce 
tailwinds. Other strong performers include the residential 
housing sector. Longer term, a rise in rates may pressure single-
family appreciation. But we expect multifamily-for-rent products 
to continue benefiting from favorable demographics. One thing 
to watch in the U.S. rental sector is the numbers of tenants who 
are unable to pay when stimulus programs end. Nontraditional 
residential sectors such as senior and student housing are 
seeing growing institutional demand. Lastly, the office sector –  
which we will dive deeper into next – is expected to hold both 
winners and losers. Tenants aren’t defaulting on their leases, 
even though they are not in the office, but clearly pressures will 
build as smaller tenant leases rollover. 

Q: EMPLOYERS ACROSS THE GLOBE ARE 
ANNOUNCING RETURN-TO-OFFICE PROGRAMS. 
WHAT ARE LEASING VOLUMES AND SURVEYS 
TELLING US? 

Walters: Not surprisingly, global leasing volumes are down about 
30%. In the U.S., they are even lower, off 45% in the first quarter. 
More than half of those leases (56%) are renewals. Recent 
surveys show that the majority of firms, particularly big 
employers, are waiting until later in the year to decide whether to 
return to the office full time. Those surveys showed three out of 
four firms expect about 20% of their employees to work from 
home two days a week. Interestingly, more than half the firms 
surveyed expect to increase the amount of floor space per 
person by as much as 20% for health and hygiene reasons, and 
to accommodate more collaborative working styles.

Q: BALANCING THE VARIOUS OFFICE SPACE 
TRENDS, DO YOU THINK FLOOR AREA WILL 
INCREASE OR DECREASE?

Walters: On average, we believe employers’ decisions to offer 
flextime and to lessen worker density in prime core office space 
will offset each other; overall prime office space demand will be 
much less affected by working from home than in secondary 
office locations and of secondary quality. However, we think 
companies in traditional workspaces, lined with individual 
offices, will opt to cut costs – particularly in the next economic 
downturn – by moving to higher-density open-plan offices that 
are common in crowded cities like New York, Singapore, and 
London. These open-floor-plan layouts can shrink needed space 
by about 20%.

Longer term, the office of the future will not just feature an open 
floor space, but will likely have a contemporary, event-
collaboration or café look and feel. 

Q: DOES THE OUTLOOK FOR OFFICE SPACE 
DEMAND DIFFER BY REGION OR BETWEEN URBAN 
AND SUBURBAN AREAS?

Walters: Looking at cities around the world, we find that 
occupancy and rent levels align broadly with population density, 
rather than gross domestic product (GDP) per capita, as many 
would assume. In turn, higher-density cities tend to have open-
plan offices that can fit more people in the same space. With this 
in mind, we believe higher-density cities might be more resilient 
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to the work-from-home trend. They’ve already maximized space 
with open plans. And if space is given back because businesses 
fail, there are more alternative users of space in a higher-density 
city. This asymmetric supply and demand dynamic is marked by 
a fixed number of very high quality buildings, and many diverse 
users that might be available to take that space.

Trausch: Asia has the highest-density cities in the world. People 
are already back at work in Asia and we’ve seen the office sector 
perform very well. The growing economy in the region is also 
contributing to strong demand for office space. 

In Europe, the trend toward going back to the office is ongoing.  
Some cities, like Paris or London, are very dense and already 
have open office layouts, leaving little room to consolidate space. 
But in many medium-size cities, there may be a space give-back 
underway as offices convert to open floor plans. However, unlike 
Americans and, to some extent, Asians, Europeans do not 
relocate as often, tending to stay in the city in which they grew 
up. This provides a floor under the market and a certain level of 
stability and recurring income, despite the space give-back. 

Murray: The U.S. may have the most diverse post-pandemic 
office space outcomes. Data in major cities like New York and 
San Francisco is clouded by workers’ temporary move out to the 
suburbs. We are seeing limited tenant defaults. When leases 
rollover during the next few years, however, we expect to see 
pressure build in secondary offices with smaller tenants that 
have not yet de-densified. 

Still, there are other relevant trends in the U.S. One is a migration 
of companies from higher-tax to lower-tax cities like Austin and 
Dallas. We do not think that it will be cataclysmic for big cities, 
but it certainly drives demand growth for those relatively small 
low-tax markets. In addition, some markets have their own set of 
employment drivers that can offset work-from-home trends. 
Silicon Valley is one example.

Q: MEGAN, ANY FINAL DEMAND TRENDS THAT 
YOU’D WANT TO HIGHLIGHT? 

Walters: Many large tenants want to be net carbon neutral by 
2030. If they want to honor that commitment, the cities they 
move to will be those with convenient public transport. In 
addition, achieving carbon neutrality will limit the style of office 
assets that some of them can occupy. So we think that core 
prime assets in global gateway cities will do fine, but assets in 
secondary locations could suffer badly from telecommuting. 

We have seen a similar trend in Europe – albeit with different 
roots – affect retail shopping centers over the last decade. As 
e-commerce mushroomed, yields between core and secondary 
shopping centers diverged, with prime core retail doing fine, but 
secondary performing poorly. 

Q: IN LIGHT OF CHANGING OFFICE STYLES, WHAT 
ARE YOU BUYING IN THE OFFICE SPACE? 

Trausch: Allianz Real Estate is a long-term investor, focusing on 
core (i.e., stable income-generating) long duration, high quality 
assets, historically in Europe, with growing exposure in the U.S. 
and Asia. Half of the portfolio is in office investments; the 
balance is distributed among retail, industrial, residential, and 
student housing. With that as context, we look for well-located, 
central office buildings right on the transportation node. Our 
investment team in Asia has in part concentrated on very visible, 
central office locations; we recently acquired a 50% participation 
in one of Singapore’s premium office buildings. 

High ESG compliance is a prominent theme among investors 
and tenants. In all the office assets we acquire, we want to see a 
clear path to reduce carbon footprint.  We also seek properties 
with a positive tenant experience. Tenants want more amenities, 
and they want more technology in their buildings. Mixed use 
concepts are popular with retail, offices, and residential. Recent 
European acquisitions include high-profile complexes in Paris 
and Belgium.

Q: WHERE ARE YOU FOCUSING IN THE U.S., 
PARTICULARLY IN THE OPPORTUNISTIC SPACE?

Murray: PIMCO has been active in the higher-yield, shorter-
duration, more opportunistic part of the market, including both 
public and private debt and equity. Our office strategy focuses on 
the slice of employers that will not offer work from home. For 
example, we have acquired two vacant office complexes in 
Silicon Valley in the last nine months. I would argue that Silicon 
Valley is a heavy research and development market, and much of 
that cannot be done readily at home and therefore I believe we 
will see less pressure on those markets. Both office complexes 
are future-proofed: They are well-positioned for flexible use and 
potential de-densification. One asset is LEED certified, and we 
expect the other will be post-redevelopment. 

Source for information provided is PIMCO and Allianz Real Estate unless noted 
otherwise.
i Assets are comprised of PIMCO and Allianz Real Estate Private Equity, Public 

Equity, Private Debt and Public Debt as of 31 March 2021.
ii Real Capital Analytics
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Fall Foliage

20 Best Places to See Fall Foliage  
in the United States

In late summer and autumn, tree and plant leaves produce less chlorophyll, the green pigment that harvests 
sunlight for plants to convert water and carbon dioxide into sugars. The subsidence of chlorophyll allows 
other chemical compounds in the leaves—particularly carotenoids and flavonoids—to emerge from the 

green shadow of summer. These compounds do not decay as fast as chlorophyll, so they shine through in 
yellows, oranges, and reds as the green fades. 

Bar Harbor,  
Maine

Lenox, 
Massachusetts 

Huntington,  
New York 

Staten Island 
Greenbelt,  
New York 

Brooklyn, 
New York 

Eastern Shore, 
Maryland 

Cape May,  
New Jersey 

Amicalola Falls  
State Park,  

Georgia 

Catskill Mountains, 
New York 

The Poconos, 
Pennsylvania 

Stowe,  
Vermont 

North Conway, 
New Hampshire 

Wisconsin Dells, 
Wisconsin 

Cape Cod, 
Massachusetts 

Columbia  
River Gorge,  

Oregon 

Okanogan-Wenatchee 
National Forest, 

Washington 

Ozark National 
Forest, Arkansas 

Franklin,
Tennessee 

Taos,
New Mexico 

Aspen,  
Colorado 

Sources: https://www.travelandleisure.com/trip-ideas/fall-vacations/best-fall-foliage-spots, https://earthobservatory.nasa.gov/images/84460/fall-colors-arriving 

https://www.travelandleisure.com/trip-ideas/fall-vacations/best-fall-foliage-spots
https://earthobservatory.nasa.gov/images/84460/fall-colors-arriving
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