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Summary
•

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

•

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

•

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

•

Insurance companies and their asset managers should have a disciplined investment process
around fundamental credit analysis, risk management and relative value, and given the current
uncertain environment, may want to consider a higher-quality high yield investment strategy.
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High Yield: Relatively Small Exposure for Insurers, But Rising in Size
and Importance
High yield bonds and bank loans, while comprising only a relatively small part of insurance
company investment portfolios, are an important and topical asset class that requires an active
management strategy. For insurers’, high yield (HY) can be an attractive asset class providing
higher coupon income, portfolio diversification and a match for shorter duration liabilities, and
in the case of bank loans, also offering security given its seniority in the capital structure and
exposure to floating rate assets.
With bonds comprising the largest component of life and property & casualty insurance investment
portfolios and yields declining over the last few years as a result of lower interest rates, the quality
composition of insurers’ bond portfolios has shifted. For the life insurance industry, as shown in the
figure below, within bond portfolios, NAIC 2 allocations (or the equivalent ratings range of BBB+
to BBB- on an S&P scale) increased by 3.5 percentage points over the five-year period from yearend 2014 to 2019, to 34.2% of total bond portfolios at December 31, 2019. This increase reflects the
significant growth in the size of the BBB U.S. corporate credit market, by an estimated 61% during
the same period to $3.65 trillion (for the ICE BofA BBB corporate index), as well as the search for
higher yielding investment grade (IG) securities. In contrast, allocations to higher quality (NAIC 1,
representing A-rated and above) and lower quality (NAIC 3-6, representing BB-rated and below)
bonds declined. At December 31, 2019, high yield represented 5.2% of total bond portfolios, down
from 5.9% at year-end 2014. Further, high yield exposure is down from the peak allocation of
6.1% at year-end 2016. While the need for income did not dissipate over this period, life insurers,
including some large publicly traded companies, de-risked portfolios in recent years as a result
of commodity-price weakness, late-cycle credit concerns and rich valuations that did not reflect
rising recession risks. By rating category, life insurers’ high yield portfolios skew toward higher
quality, with nearly 2/3 invested in NAIC 3 rated bonds (representing BB+ to BB- ratings).

Life Insurance Bond Portfolios: Declining Yields and HY Exposure
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Bond quality for the P&C industry varies from the life industry, most notably with higher exposure to
NAIC 1 and lower exposure to NAIC 2 holdings. Additionally, with generally shorter-tail liabilities and
lower investment capital charges as compared to life insurers, the variation in high yield allocations
has not been as dramatic for P&C insurers; in fact, the industry’s exposure to high yield increased
in 2019 to 4.4% of total bonds at December 31, 2019 from 4.0% at December 31, 2018. The mix of
P&C insurers’ exposure to high yield is relatively balanced between NAIC 3 and NAIC 4 holdings, as
shown in the figure below.
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P&C Insurance Bond Portfolios: Increased Yield and HY Exposure in 2019
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Insurance Industry Bond Quality Deteriorated in H1 2020
Life Industry Bond Quality
June 30, 2020
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According to S&P Global Ratings, insurance industry high yield exposure increased from year-end
2019—to 6.0% of the total bond portfolio for the life insurance industry and to 4.8% for the P&C
insurance industry at June 30, 2020, reflecting several varying dynamics at play in 2020. Increasing
the insurance industry’s HY exposure has been the significant number of ratings downgrades in
2020, including corporate issuers that fall to HY from IG (“fallen angels”). Downgrades to HY have
been driven by high leverage following recent M&A activity, oil price weakness and the negative
fundamental impacts resulting from the COVID-19 pandemic. According to J.P. Morgan, as of
November 4, 2020 there have been 53 fallen angels globally representing approximately $205
billion in debt (37 and $182 billion, respectively, in the U.S.), which are the highest levels on record.
Fallen angel activity in 2020 has been concentrated in selected sectors, notably energy (more than
half of year-to-date fallen angels), manufacturing and consumer industries.
Another factor that may have also contributed to the increase in insurers’ high yield exposure is
potential opportunistic purchases during the depths of COVID-19 crisis in late 1Q to early 2Q.
Companies that may have stepped in during this period likely had room within HY risk limits,
perhaps due to de-risking actions taken over the past couple years. During the aforementioned
time period, as shown in the figure below, HY spreads gapped out, with the Bloomberg Barclays
HY index reaching a peak of 1,100 basis points (bps) on March 23, 2020. Even the Bloomberg
Barclays BB index, which is where insurers’ largely focus their holdings and purchases, traded
as wide as 865 bps. These buying opportunities were relatively short-lived, as spreads rapidly
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tightened beginning in April as a result of U.S. Federal Reserve (Fed) actions to support credit
markets, including the April 9 announcement that fallen angels meeting certain criteria would
be included in the Fed’s bond buying program. This resulted in strong market technicals, leading
to further HY spread tightening, which has only continued post-election and following the news
of potential COVID vaccines. As of December 7, 2020, the Bloomberg Barclays HY index is now
trading at 375 bps, which is slightly tighter than the 445 bps average since the beginning of 2014.

High Yield Index Spreads Widened Significantly in Early 2020, But Opportunity to
Buy Was Short-Lived
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In addition to purchases in the secondary market, insurers have had the ability to buy in the primary
market given the significant amount of HY corporate credit issuance year-to-date in 2020. Through
October 30, 2020, according to JP Morgan data, HY issuance totaled roughly $388 billion, up
68% from the same period in 2019, with BB issuers representing 46% of this total. The main uses
of proceeds for corporate issuers have been to refinance debt (65%) and for general corporate
purposes (26%) as companies took advantage of open credit markets to boost liquidity positions
in the current uncertain COVID-19 environment. Initial companies that tapped the market were
largely ones in stressed sectors issuing senior secured debt at high coupon rates, while more
recently, larger bellwether HY issuers and recent fallen angels have raised unsecured debt at lower
coupon rates. In fact, according to Barclays,
in H1 2020 approximately 60% of new HY
HY issuance totaled roughly
issuance (BB and B) had coupon rates of 6% or
greater, including more than 20% at over 8%. In
$388 billion, up 68% from
contrast, to-date in H2 2020 (through October
the same period in 2019.
30, 2020, approximately 63% of HY issuance
(BB and B) have coupons less than 6%.
While some insurers were comfortable taking on HY risk over the past several months, others
have not been active in the HY market due to continued fundamental concerns and the view that
valuations do not reflect elevated credit risks. These insurers stayed on the sidelines during the
crisis and may have taken advantage of tighter spreads to reduce risk in HY to position portfolios
for more attractive buying opportunities in the future. For these companies, HY exposure is likely
to have declined in 2020, particularly given continued tender and call activity by issuers seeking to
take out higher coupon debt in the low rate environment, which may have accelerated the roll-off
of insurers’ HY holdings.
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Many Factors At Play When Determining Insurers’ Optimal High Yield Exposure
High yield corporate credit, including bank loans, can play an important role in insurance company
investment portfolios, as directed by insurers’ strategic asset allocation (SAA) process. Yet, there
are certain financial and risk management factors for insurers to consider when determining the
appropriate and optimal allocation to this asset class. These include:
Stress testing of credit portfolios. With stretched corporate balance sheets as a result of record
debt issuance, as well as continued economic and market uncertainty reflecting the resurgence in
COVID-19 cases and election-related risks, default rates and ratings downgrades will likely remain
elevated for the remainder of 2020 and into 2021. In fact, according to Moody’s in its September
2020 Default Report (dated October 9, 2020), in its baseline scenario, the U.S. speculative grade
(SG) default rate is expected to end 2020 at 10.5% and peak at 11.1% in 1Q21. This compares to
Moody’s calculated 8.5% SG default rate in September 2020 and pre-pandemic levels of 4.5%.
Further, Moody’s expects additional ratings downgrades over the next year; for example, 11.3%
of A3 ratings globally are expected to fall to the Baa category and 7.8% of Baa3 ratings globally
are projected to fall to below investment grade (i.e. fallen angels), on top of what has occurred
year-to-date. In this challenging environment, insurers must have a robust surveillance program to
identify potential troubled sectors and credits in various base and stress case scenarios. As part
of this program, insurers can perform a bottoms-up, issuer by issuer fundamental credit analysis
and compare and contrast it to the results of a top-down methodology based on internal / external
forecasts (such as Moody’s). This analysis can provide a range of potential outcomes for credit
losses and downward ratings migration within insurance company portfolios.
Capital implications of downgrades. Under the U.S. risk-based capital (RBC) statutory framework,
capital requirements vary by type of insurance company (life, P&C and health) and rating, with
lower quality securities necessitating insurers to hold greater amounts of capital. For example,
as shown in the figure below, U.S. life insurers must hold over 2.2x more capital to back a NAIC
2-rated bond compared to NAIC 1 bond, as measured by the difference between the capital
charges shown in the table below. For life companies, the drop to high yield is even more onerous,
with a 2.5x increase in capital requirements to hold NAIC 3 bonds compared to NAIC 2. Further, if
a bond downgraded to HY becomes a top 10 holding in an insurer’s portfolio, the risk charge could
double. While these are the capital charges for U.S. based insurers, other global regulatory regimes
are similar requiring higher required capital to support higher risk assets. Insurers should measure
the capital impact of actual and projected downgrades and defaults on individual company
credit portfolios, taking into account company-specific covariance impacts from investments,
underwriting, etc. Increased capital requirements can then be compared to excess capital above
company RBC targets, which are often based on an insurers’ ratings, objectives and priorities, to
determine if the insurer has the capacity to absorb and hold higher-risk assets.

Insurance Risk-Based Capital Charges Sharply Increase as Quality Declines
NAIC

Bond Equivalent
Range

Life

P&C/Health

1

AAA to A-

0.39%

0.30%

2

BBB+ to BBB-

1.26%

1.00%

3

BB+ to BB-

4.46%

2.00%

4

B+ to B-

9.70%

4.50%

5

CCC+ to CCC-

22.31%

10.00%

6

CC, C, Default

30.00%

30.00%

Capital factors are for insurers’ unaffiliated bond holdings and are pre-tax and pre-covariance (which varies by company).
Source: NAIC.
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Risk limits by sector and issuer. As part of risk management frameworks, insurers typically have
minimum and maximum exposure limits set at the management and/or Board level, for individual
insurance entities and/or on an enterprise basis. These sector and issuer limits are incorporated
within investment guidelines and insurers and/or their asset managers must manage to these
limits to minimize breaches that may need to be reviewed as high as the Investment Committee
of the Board level. With recent ratings downgrades, including fallen angels to high yield, exposure
to individual issuers may exceed maximum limits, which can be cured through either temporary
waivers (and perhaps revised limits / guidelines in the future) or portfolio sales.
Mark to market valuation changes. During the depths of the COVID-19 crisis, high yield market
valuations dropped rapidly and significantly, with the Bloomberg Barclays HY index price declining
approximately 20% during a three-week period to about $79 on March 23, 2020. For U.S. insurers
that held these HY bonds through the crisis, unrealized losses flowed through to GAAP equity via
other comprehensive income (assuming available for sale securities). Similarly, on a statutory basis,
unrealized losses from lower valuations negatively impacted insurers’ surplus levels. Further, mark
to market impacts are greater at P&C insurers than life insurers, given that all high yield bonds
(NAIC 3-6) are carried at the lower of amortized cost or fair value, as compared to only NAIC 6
rated bonds for life insurers (NAIC 1-5 are held at amortized cost). For U.S. insurers, declines in
statutory surplus could reduce excess capital and financial flexibility, which potentially could have
a negative impact on insurance company ratings, particularly if coupled with additional liability
stresses such as catastrophe losses, elevated claims or reserve charges.

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

High Yield Index Yields at Near or At Record Lows
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Timing of HY sales. Insurers that have specific credit concerns and/or an active investment
strategy will need to consider the optimal timing of HY sales to try and maximize value and
total return; in particular, fallen angels given unique technical factors. As discussed in MetLife
Investment Management’s “Fallen Angels in Focus”, the majority of spread movements in
deteriorating credit situations occurs while the issuer is rated investment grade, and in the case
of the 2020 fallen angels (as of late August 2020), these issuers widened on average by 420 bps
relative to other BBB-issuers over the 6 months prior to the downgrade. This material spread
widening, combined with unprecedented support by the Federal Reserve, led to a sharper recovery
in spreads post downgrade, by on average 125 bps relative to other BB-rated issuers as of midApril 2020. These dynamics, in addition to the longer-term tightening trend of HY spreads, whether
driven by investors’ continued search for yield or in recent periods, Federal Reserve support of
credit markets, can provide a guide for potential timing of HY bond sales.
Management of gains / losses. Realized investment losses, whether from impairments or losses on
sales, can negatively impact insurance company financial results and position. On a statutory basis,
realized credit losses and impairments reduce net income for P&C insurers, while for life insurers,
capital could be negatively impacted depending on the individual company’s asset valuation reserve
position (AVR). For insurers’ considering whether to sell a troubled HY credit or impair the security
(particularly at insurers where impairment policies do not include a brightline test), firms must weigh
the risk of downgrade, default and potential decline in market value on a credit by credit basis.
Insurers’ can quantify potential losses and compare them to risk budgets that were established
based on an individual company’s capital position, financial priorities and risk tolerance.

How Insurers Should Think About New HY Investments
Insurance companies that are comfortable with the size of HY portfolios may want to consider
future investments in the asset class, either as part of core fixed income allocations or as
opportunistic purchases. In fact, insurers may have dry powder available resulting from past
portfolio repositioning actions to take advantage of attractive buying opportunities in the
asset class. As such, we believe it is prudent for insurers to have a framework, both related to
fundamentals and relative value, to evaluate new investments. As seen during the current COVID
pandemic, HY spread widening during the peak of the crisis was short lived, thus we believe
insurance companies must be nimble to capitalize on these market opportunities.
Fundamental credit analysis. Given
the inherent higher risk nature of HY,
Given the inherent higher risk
fundamental credit analysis is critical to
help protect against downside risk. In
nature of HY, fundamental credit
fact, in the current uncertain environment
analysis is critical to help protect
with risks related to COVID, the shape of
the economic recovery, oil price volatility
against downside risk.
and election impacts, deep fundamental
credit analysis and security selection is
now more important than ever. Certain
industries are facing significant stress, some business models remain challenged and many
issuers’ credit metrics are deteriorating as they have taken on large amounts of debt to shore up
capital/liquidity positions. As such, credit analysts must identify those names that are at risk for
downgrades and default and determine whether there is adequate compensation for heightened
credit risk. Credit analysts can also help identify the issuers that could thrive in the current
environment, including potential future upgrade candidates to investment grade (i.e. rising stars).
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Relative value. In addition to asset sector fundamentals and the macroeconomic outlook,
relative value is important input in the strategic and tactical asset allocation process for insurance
companies. While absolute spreads and yields are factored in, we believe insurers should evaluate
investments on a risk or capital-adjusted basis to determine the relative attractiveness of asset
classes. Risk-adjusted yields allow for comparability by asset class by incorporating differences in
capital treatment and loss experience, as well as additional spread premiums on private assets. In
the current environment, according to MetLife Investment Management, 10-year BB-rated bonds
are yielding approximately 3.5% or roughly 1.2% on a capital-adjusted basis after deducting default
shaves (largely based on Moody’s historical experience) and U.S. RBC risk charges for life insurers
(after-tax based on a 400% target RBC ratio less a return on required capital). As shown below, HY
and BL capital-adjusted yields can be compared to other public fixed income and private assets to
help determine whether investors are being adequately compensated for the risk inherent in these

While this capital-adjusted yield framework provides a quantitative
lens to compare asset classes, we believe insurers should also apply
a qualitative overlay to the relative value process.
asset classes. While on average private assets may offer more attractive capital-adjusted returns,
insurance companies can identify the breakeven yield where they may be indifferent between a
new investment in a HY bond / BL or a private asset. For example, at present, according to analysis
by MetLife Investment Management, a 10-year BB-rated HY bond yielding approximately 4.8%
would provide a capital-adjusted yield roughly equivalent to that of a private asset composite
(consisting of 10-year private corporates, commercial mortgage and agricultural loans and private
structured debt). While this capital-adjusted yield framework provides a quantitative lens to
compare asset classes, we believe insurers should also apply a qualitative overlay to the relative
value process. One factor to consider is where we are in the credit cycle and the expectations for
future ratings downgrades / defaults, as well as the potential for downside protection that private
assets have historically provided in times of stress (for example, in the form of financial covenants).
Another factor to consider going forward is the potential changes in NAIC capital factors, which
could occur in 2021 or later and may potentially impact the attractiveness of the HY asset class.
Additionally, the potential for higher interest rates in the future may make bank loans more
attractive due to their floating rate nature, particularly for insurers that have floating rate liabilities.

Evaluating Capital-Adjusted Yields for High Yield and Bank Loans Relative to Other
Public/Private Alternatives
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HY Yields vs. Comparables (Floating Rate BL and 10-Yr Bonds)
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Conclusion
Managing the investment portfolio of an insurance company is complex, involving unique
objectives and constraints that vary by company and often underlying portfolio. Within the context
of a diversified portfolio, high yield corporates and bank loans can be viewed as core asset classes
within the strategic asset allocation framework. However, there are many factors to consider—
both insurance and market-related—when determining the optimal allocation to HY and evaluating
new investments in the asset class. Quoting Macbeth, “come what come may, time and the hour
runs through the roughest day”: historically, high yield markets have exhibited contained periods of
volatility providing potential attractive investment opportunities for those insurers that have been
active and nimble. As such, we believe insurers and their asset managers should have a disciplined
investment process around investing in HY, including a focus on deep fundamental credit analysis,
risk management and relative value. Further, in our view insurers should work with a seasoned
insurance asset manager to develop a customized investment strategy in HY and bank loans that
focuses on the higher-quality segment of the market given these uncertain times.
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