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Since the financial crisis of 2008-2009, insurers have been challenged by a continuing low rate
environment. With the U.S. Federal Reserve (the Fed) announcing three consecutive rate cuts in the second half of
2019, and with negative interest rate policies in Japan and Europe, there appears to be no break in sight from the
era of low interest rates.  

The U.S. insurance industry has responded to this decade-long pressure by shifting asset allocations. While some of the moves 
differ by line of business, one move has affected insurers of all types and sizes: an increase in exposure to BBB-rated bonds. 

Among property and casualty (P&C) insurers, BBB-rated bonds rose to 15% of the portfolio in 2018 from 9.4% in 2011 (see 
Figure 1). Life-annuity insurers saw BBB exposure rise to 28% of the portfolio in 2018 from 24.2% in 2011.

Figure 1 - Rising Allocations to BBB-Rated Bonds, 2011 - 2018

Prepared by Conning, Inc. Source: ©2019 A.M. Best Company—used with permission.
*Excluding Berkshire Hathaway & State Farm due to their distorting effects

Impact Across a Broad Range of 
Firms
The increase in BBB-rated bonds affected a 
broad range of insurers, from those with $100 
million in General Account assets to compa-
nies with well over $20 billion in assets (see 
Figure 2). While Conning has seen some larger 
firms reach for yield via commercial mortgages 
(life-annuity insurers) or boost their net invest-
ment income via common stock (P&C carriers), 
smaller insurers have tended to be much more 
bond-dependent, making the credit shifts 
more stark.

Some of the rising exposure to BBB-rated 
corporate bonds reflects the overall declining 
credit profile of the U.S. bond market. How-
ever, we also see allocations changing due to 
deliberate choices. Examining the BBB-rated 
bond allocations for various sizes of life-annui-
ty insurers indicates that the smallest insurers 
tend to have the least exposure to BBB-rated 
bonds in their overall bond portfolio. 

Growing Risk to Downgrades
There are potential drawbacks to the increasing concentration of corporate credit risk in insurer portfolios, specifically the dan-
ger of downgrades. A Best’s Special Report on BBB-rated allocations in insurer portfolios with a focus on life-annuity insurers 
noted BBB bonds’ “greater sensitivity to credit deterioration,” especially with regard to required risk capital, whether based on 
current NAIC credit risk factors or A.M. Best BCAR models. At the beginning of 2020, the risk charge more than triples when 
going from investment-grade to below-investment-grade bonds.
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We have seen a similar credit event before, with a similar run-up in embedded asset risk: the 2004-2007 buildup of 
highly rated structured securities, many of which were more exotic structures than prior mortgage-backed securities. 
These senior tranches of collateralized debt obligations (CDOs), and the even more exotic CDO-squareds (structured se-
curities created by aggregating other CDOs), provided higher yields for relatively high credit ratings. However, the spread 
between industry yields and reference rates increased during this period, with industry book yields rising even as the 
interest rate environment was falling. This indicated that there was embedded risk in insurer portfolios, especially for 
life-annuity insurers, which have been more driven in the quest for yield than their P&C counterparts. 

A similar spread widening is here again, especially now that the Fed has reversed its policy of increasing interest rates. 
It appears this time that the increasing credit risk is being recognized, where it had been hidden in the 2004-2007 sce-
nario. However, are life-annuity insurers getting fully paid for this credit risk?  

Perhaps insurers have been lulled by record low default and downgrade statistics with a relatively quiet credit period. 
Betting that the quiet times persist does not reflect the reality of past credit cycles, however, and insurers may not fully 
appreciate their risk exposure.

Figure 2 - BBB Allocations by Company Size, 2014 - 2018

Prepared by Conning, Inc. Source: ©2019 A.M. Best Company—used with permission.

The Value of Diversification
Diversifying into asset classes with differ-
ent risk exposures can help insurers reduce 
potential credit-cycle impacts while maintain-
ing yield. 

Conning built a general P&C industry model* 
to test the benefits of portfolio diversification 
in four different macroeconomic scenarios: 
continuing low interest rates, rising inter-
est rates, high inflation, and a stock market 
crash. For a given macro scenario, other eco-
nomic variables were modeled stochastically. 
The five-year economic value was projected 
for two risk-optimized portfolios: a core-fixed-
income-only portfolio and a portfolio allowing 
for up to 20% allocation of alternative invest-
ments (such as hedge funds.)  
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In all four macro scenarios, the portfolio allowing alternative assets had a projected five-year economic return of at least 
four percentage points higher than that of the fixed-income-only portfolio at the level of risk represented by the overall 
industry asset portfolio (the study is available upon request). In a challenging economic environment for insurers of all 
kinds, and weak underwriting results, improving return for a given level of risk tolerance is important.

Diversification is a common investment tactic but not necessarily one that is easily accomplished. Conning believes that 
building a properly diversified portfolio requires a highly disciplined approach that accounts for an insurer's business 
goals as well as its tolerance for risk. We think insurers are best served in the process by an asset manager with a broad 
range of investment expertise who can help clients build a diversified portfolio that limits reliance an any particular asset 
class or sector. 

A properly diversified portfolio may be its own reward for insurers, as attempting to stay ahead of shifts in investment 
markets, let alone business trends, can be a trying experience.
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ABOUT CONNING

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

©2020 Conning, Inc. This document and the software described within are copyrighted with all rights reserved. No part of this document 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 and Global Evolution, as applicable. Neither Conning nor Global Evolution make any warranties, 
express or implied, in this document. In no event shall Conning or Global Evolution, as applicable be liable for damages of any kind arising out of the 
use of this document or the information contained within it. This document is not intended to be complete, and we do not guarantee its accuracy. Any 
opinion expressed herein is subject to change at any time without notice. 

This document contains information that is confidential or proprietary to Conning (or their direct and indirect subsidiaries or Global Evolution, as 
applicable). By accepting this document you agree that: (1) if there is any pre-existing contract containing disclosure and use restrictions between 
your company and Conning or Global Evolution, as applicable, you and your company will use this information in reliance on and subject to the terms 
of any such pre-existing contract; or (2) if there is no contractual relationship between you and your company and Conning or Global Evolution, as 
applicable, you and your company agree to protect this information and not to reproduce, disclose or use the information in any way, except as may 
be required by law.

This material is for informational purposes only and should not be interpreted as an offer to sell, or a solicitation or recommendation of an offer to 
buy any security, product or service, or retain Conning or Global Evolution for investment advisory services. This information is not intended to be nor 
should it be used as investment advice. 

*The models rely on a number of assumptions that are generally stated within the illustrations and are available for further discussion upon request. 
The assumptions can be subject to significant uncertain-ties and contingencies, and such illustrations may change materially in response to small 
changes in one or more of such assumptions. Unlike an actual performance record, simulated results do not rep-resent actual trading. IMPORTANT: 
The projections or other information generated by the model anal-yses regarding the likelihood of various outcomes are hypothetical in nature, do not 
reflect actual re-sults and are not guarantees of future results.  No representation is being made that any account will or is likely to achieve profits or 
losses similar to those shown. All investments described herein carry a risk of loss. 
The data used the model analyses was obtained from sources deemed reliable and then organized by Conning, Inc. The performance calculations 
were prepared using proprietary models and the data used in this report was not audited by any third party. Errors could have occurred in the data, in 
the calculations, or in the preparation of this report. Therefore, information contained in this report may not be precise.  
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