
 
The NAIC’s Capital Markets Bureau monitors developments in the capital markets globally 
and analyzes their potential impact on the investment portfolios of US insurance companies. A 
list of archived Capital Markets Bureau Special Reports is available via the index. 
Investment Strategies and Return on Invested Assets 
Market conditions, in particular, the level of interest rates, influence investment decisions. Over 
the past few years, all investors have been challenged with trying to maximize investment 
returns in a low interest rate environment. Basic finance teaches that to reap a higher reward (or 
return) an investor must be willing to take on more risk. Depending on the type of investment, 
risk is in the form of greater market volatility, greater risk of loss, or both. 
Two common investment strategies are total-return and buy-and-hold, neither of which is 
appropriate for all investor types. Total-return investing plays on timing the market (i.e., market 
values) and involves active trading, whereas buy-and-hold investing is not concerned about 
mark-to-market; rather, investments tend to be made for the long-run, and trading is passive or 
minimal. Passive managers focus on the stability of the income over time, although returns from 
buy-and-hold investing tend to be lower than in a total return strategy. One factor to be 
considered when determining investment strategy is time horizon; that is, whether the investor is 
seeking a short-term gain or long-term income. 
With respect to the U.S. insurance industry, life insurance companies account for the majority of 
the industry’s investment activity. Over the past few years, life insurance company investments 
comprised more than 60% of the industry’s total invested assets, with property/casualty (P/C) 
companies comprising another 25% to 30%. Given the nature of life insurance companies’ 
asset-liability matching — that is, investing long-term to match long-dated and generally 
predictable liabilities — they are generally buy-and-hold investors, with the goal of generating 
predictable and stable income in the long run, and having sufficient funds available to pay 
claims when due. A large portion of life insurance companies’ investment portfolios, therefore, 
tend to be in relatively conservative, high credit quality investments. Notwithstanding, especially 
given the low interest rate environment, life insurance companies, like the other insurer types, 
invest in a small component of riskier assets for the yield pick-up. 
Total-Return Investing 
Timing the market, or total-return investing, is an active trading strategy where the investor is 
generally seeking to maximize the value of an investment portfolio via short-term gains. The 
return on investment is a combination of income on the investment (i.e., interest, dividends and 
distributions) plus capital appreciation (i.e., the change in the market price of the asset from 
purchase to sale). Returns with this strategy can be volatile because they depend on the 
direction of interest rates and market conditions. Total-return investors tend to buy investments 
when prices (i.e., market values) are low and sell when prices rise (rather than hold to maturity), 
thereby achieving an additional positive return, also known as capital appreciation (gain). With 
total-return investing, it is possible, then, for an investor to receive more than the yield to 
maturity on a particular asset upon its sale (rather than wait to maturity). While total-return 
investing is generally uncommon for insurance companies as investors because of the nature of 
their liabilities, it is possible that a portion of their investment portfolio is managed via total return 
for yield pick-up, given the current low interest rate environment. Equities are often invested via 
a total-return strategy by ‘’buying low and selling high.’’ In the appropriate venue, asset 
managers may invest in bonds via a total-return strategy by buying undervalued bonds and 
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holding them until they increase in price, and then selling them before maturity for a profit, or 
gain. In a total-return strategy, assets are more commonly reported at their mark-to-market 
price. 
Buy-and-Hold Investing 
Holding investments to maturity means that the investor will receive the yield promised at 
maturity, regardless of where interest rates are at that time. Rather than achieving short-term 
gains, holding to maturity is a strategy used when maximizing income is the goal. That is, buy-
and-hold investors prefer the stability and predictability of income over time, albeit typically 
lower than in a successful total-return strategy. Under certain circumstances, buy-and-hold 
investors may not hold an investment to maturity. This could be the case where an asset 
represents a credit risk and the investor seeks to minimize losses. Another scenario where a 
buy-and-hold investor might sell an asset prior to maturity is when there is credit improvement 
and a gain can be achieved. Lastly, buy-and-hold investors may enter into a discretionary trade 
where they effectively replace an asset with one that is deemed to be of better value. However, 
these investors will need to address replacing the income stream from the asset sold. 
Government bonds, investment grade corporate bonds and municipal bonds are typical buy-
and-hold investments. Coincidentally, corporate and municipal bonds account for the U.S. 
insurance industry’s two largest bond types, according to a May 6, 2014, Capital Markets 
Bureau Special Report titled, “Year-end 2013 Insurance Industry Investment Portfolio Asset 
Mixes.” Over the life of the bonds, investors usually receive interest payments biannually and 
principal (face value of the bond) at maturity. Changes in market value and interest rates are 
generally ignored, as they have no effect on returns unless the bond is sold prior to maturity. 
Insurance companies typically account for the bulk of bonds on their balance sheets using 
amortized cost; that is, the cost of the asset is gradually written off as the bond amortizes or 
depreciates until it matures. 
According to Pacific Investment Management Co. (PIMCO), bonds are the largest securities 
market in the world and are a source of “limitless investment options” with attractive returns. 
Also according to PIMCO, government bonds and corporate bonds comprise the largest sectors 
of the overall bond market. A bond’s return is the same as its yield if held to maturity. The price 
of a bond moves in the opposite direction of its yield. In a market with increasing interest rates, 
bond returns may increase in the long run because funds from maturing bonds are reinvested in 
bonds with higher yields. The converse is also true: in a decreasing interest rate environment, 
proceeds from maturing bonds are invested in bonds with lower yields, thereby reducing returns 
in the long run. Note, too, that when a bond is bought at a premium (i.e., the coupon is higher 
than the prevailing interest rates), the amount the investor receives at maturity will be less than 
the price paid for the bond. The converse is also true; that is, if a bond is bought at a discount, 
the amount the investor receives at maturity will be more than what was paid. 
A higher yield to maturity reflects the market’s perception of increased risk. Higher yields are 
demanded by investors to compensate for risk, such as in bonds with below investment grade 
ratings (which have an increased risk of default), compared to lower yields on bonds that are 
investment grade quality. Longer-term bonds also tend to carry higher yields because, with a 
longer time to maturity, they are more susceptible to changes in interest rates, as well as 
impacts from other market or economic events that could negatively affect their return. In 
addition, returns sought by investors are partly driven by relative value analysis. For example, 
investors expect return on bonds to be lower than return on stocks because the former are 
generally less risky, particularly in a volatile market. 
Returns on Specific Bond Types, Equities and Alternative Investments 
Government Bonds 
Government bonds include sovereign debt that is backed by a central government. In the U.S., 
the “safest” investments are in U.S. government bonds, which include U.S. Treasury bonds, bills 
and notes that pay a fixed coupon semiannually. Returns on U.S. government bonds are 



backed by the full faith and credit of the U.S. government. Treasury bonds are issued with 
maturities of 10 years to 30 years; Treasury notes mature in two, three, five, seven or 10 years; 
and Treasury bills (or T-bills) are short-term securities that mature in one year or less. The U.S. 
insurance industry’s investment portfolio asset mix included approximately $234 billion in 
book/adjusted carrying value (BACV) of U.S. government bonds as of year-end 2013. 
The 10-year Treasury note rate is its yield, meaning the note rate/yield is the rate of return an 
investor receives for investing in the Treasury. It is also the benchmark rate that guides almost 
all other interest rates. Because they are deemed risk-free, returns on U.S. Treasuries are lower 
than other bond types that do not have government guarantees. Returns (yields) on the generic 
10-year U.S. Treasury bond have ranged between 1.39% and 5.3% from year-end 2004 to year-
end 2013, reaching a high of 5.29% in June 2007. As of the end of August 2014, the 10-year 
U.S. Treasury yield was 2.37%. 
Graph 1: Historical 10-year U.S. (Generic) Treasury Yields: 2004–2014 

 
Government bonds also include municipal bonds; that is, those that are issued by or on behalf 
of U.S. state and local governments or their agencies or authorities. Municipal bonds have been 
the second-largest bond investment category for life insurers and the largest for P/C insurers. 
The Bond Buyer Municipal Bond Index is composed of 40 actively traded general obligation and 
revenue issues rated A or better. Graph 2 shows the yield to maturity based on this 
aforementioned index for the 10-year period ending August 2014. Note the spike in yield during 
the recent financial crisis in 2008, as investors demanded more return for the risk as certain 
municipalities during that time experienced financial hardship. For the 2004 to 2014 time period, 
the index reached a high on Oct. 15, 2008, at 6.78%, and a low on Dec. 3, 2012, at 3.89%. As 
of Aug. 26, 2014, the yield was 4.44%. 
Graph 2: Bond Buyer Municipal Bond Index: 2004–2014 
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The BofA Merrill Lynch Municipal Master Index measures the total return on tax-exempt 
investment grade debt that is publicly issued by U.S. states and territories and their political 
subdivisions (including interest income). As Graph 3 shows, for the 10-year period ending 
August 2014, total returns on municipal bonds experienced a negative return during the financial 
crisis , erasing gains from prior years. Negative total returns occur when bond prices drop to a 
degree that exceeds the coupon payment. After a recovery of 14.45% in 2009, the index has 
fluctuated due, in part, to financial challenges occurring in many municipalities across the U.S. 
(such as in Detroit), and it is also influenced by other economic news and events and Federal 
Reserve decisions. Total return for municipal bonds once again dropped below zero in 2013. 
Municipal bonds are generally long-term investments, so maintaining a long-term view of these 
bonds relative to yield would be more meaningful than focusing on a particular year’s total 
return. 
Graph 3 



 
Corporate Bonds 
The aforementioned NAIC Capital Markets Bureau Special Report also noted that corporate 
bonds are the largest bond type held by insurers, at 53% of total bond exposure as of year-end 
2013, the majority of which were investment grade. Returns on corporate bonds are generally 
higher than government bonds with comparable maturities. Returns on investment grade 
corporate bonds are generally lower than for non-investment grade bonds, given their higher 
credit quality, and, therefore, lesser credit risk. 
The total return on corporate bonds reflects the coupon and changes in the price of the bond, 
which is influenced by changes in interest rates and the market’s view of the issuer’s credit 
quality. Because corporate bonds have credit risk, they have higher yields than government 
bonds with similar maturities. The difference between the yield to maturity on the corporate 
bond and government bond is known as the “credit spread.” 
Graph 4 



 
The Barclays U.S. Corporate Investment Grade Index tracks the performance of U.S. 
investment grade rated corporate debt. As shown in Graph 4, total returns ranged between 
approximately 2% and 8% for investment grade corporate bonds from 2003 to 2007 and spiked 
downward into negative territory (-4.94%) during the financial crisis. Post-crisis, as the market 
further recovered and investors were comfortable taking on more risk, investors sought 
investments in high-quality credits, and returns increased to almost 19% (2009). Because of the 
Federal Reserve’s decision to keep interest rates low, investors began to seek higher yielding 
investments. Returns decreased once again to -1.5% in 2013 due, in part, to the Federal 
Reserve announcing it would be tapering its bond-buying program (i.e., reducing economic 
stimulus). 
From the end of 2013 through the end of August 2014, investment grade corporate bonds have 
since bounced back, returning 6.5%, according to the BofA Merrill Lynch Global Corporate 
Index. This is due to diminishing investor concern over rising interest rates as the Federal 
Reserve recently announced that the bond-buying program will be coming to an end. 
Graph 5 



 
The Barclays U.S. Corporate High Yield Index tracks the performance of U.S. below investment 
grade rated corporate debt. Similar to investment grade bonds, total returns were negative in 
2008 because of the financial crisis, and because bond prices decreased to a point that 
surpassed coupon payments. Returns then spiked upward to 58.2% as the U.S economy 
emerged from recession. Returns on U.S. corporate high-yield bonds have since leveled, and 
were 7.4% as of year-end 2013. As high-yield bonds are sensitive to credit risk, their total return 
in 2013 exceeded that of other bonds, such as investment grade corporates and municipals, 
due, in part, to investor appetite for risk, as they sought higher yield in a persistently low interest 
rate environment. Investors derived comfort with such risk because of improving balance sheets 
of companies that issued high-yield debt (post-financial crisis), as well as the benign credit 
environment, which translated into low default rates. Interestingly, according to data from 
Barclays, in recent months, investment grade corporate bonds (high credit quality) has 
demonstrated higher returns than riskier, below investment grade corporate bonds (lower credit 
quality) for the first time since 2010 and the second time since 2006. This is due to a rally in 
U.S. Treasury prices at least through the end of May 2014. Increasing prices on government 
bonds drives down their yields, encouraging investors to seek higher-yielding investments, such 
as below investment grade debt. As investors increase allocations to the riskier debt, their 
prices increase, making investment grade bonds more attractive (in terms of price), which, in 
turn, causes their returns to rise higher than below investment grade bonds. Bond returns for 
the remainder of the year are expected to be influenced by the Federal Reserve’s monetary 
policy decisions. 
Note that the return on these bonds may differ from their yield. As defined by the Securities 
Industry and Financial Markets Association (SIFMA), a bond’s yield changes to reflect price 
movement caused by changing interest rates. Current yield is the annual return on the dollar 
amount paid for the bond, regardless of maturity, whereas yield to maturity is the total return an 
investor receives on a bond if it is held to maturity. According to SIFMA, yield to maturity 
includes “all your interest plus any capital gain you will realize (if you purchase the bond below 
par) or minus any capital loss you will suffer (if you purchase the bond above par).” 
Many investors expected U.S. economic growth to accelerate at the beginning of the 2014, 
which would have increased gains on high-yield bonds and other risky (based on credit quality) 
investments. However, economic growth in the U.S. has been sluggish, and economic growth 



outside the U.S., such as in the Eurozone and China, has also been weak. As a result, returns 
on high credit-quality corporate bonds have benefited. 
Table 1 

 
Source: Standard & Poor’s. 

As shown in Table 1, S&P’s research indicates that returns were positive across all credit rating 
categories; for example, corporate bonds rated CCC returned 6.25% in the six months ended 
May 31, 2014, while AAA/AA-rated bonds returned 4.75%, a difference of 150 basis points. The 
table also shows total bond returns by industry, with homebuilders and real estate having the 
lowest returns, at 4.7%. However, overall, the average return across all industries for the six 
months ended May 2014 was strong, at 5.9%. 
Equities 
When the stock market rallies, returns increase due primarily from appreciation in value, as 
dividend yields are generally not significant. In turn, investors sell out of their bond holdings to 



buy stocks. Stocks are a volatile investment and, as such, carry a high risk-reward premium. 
When investing in stocks, typical investors seek a long-term gain rather than stability of income. 
Therefore, stocks tend to be total-return investments rather than buy-and-hold investments. In 
2013, the Standard & Poor’s 500 Index (S&P 500) returned 32% to its investors — its best 
performance since 1997 due, in part, to a boost in consumer confidence and a rebound in the 
U.S. housing market. The year-to-date return on equities so far in 2014 (through July 24), 
according to the S&P 500, was 8.27%. The five-year total return (including dividends) as of June 
30, 2014, was 136.98%, and the 10-year total return was 111.59%. In comparison, the five-year 
total return for investment grade and high-yield bonds was 7.17% and 12.34%, respectively; and 
the 10-year return was 5.80% and 8.76% for high-yield corporate bonds, respectively, according 
to the Barclays Capital U.S. Corporate Investment Grade Index and the Barclays Capital U.S. 
Corporate High-Yield Bond Index (as of July 2014). 
The S&P 500 achieved all-time record highs in May 2014 since the U.S. national unemployment 
rate dipped to 6.3%, the lowest level since September 2008. While June 2014, in general, 
exhibited slow economic growth, the S&P 500 posted its fifth consecutive monthly gain and 
achieved eight new closing highs. Stocks (mostly common stocks) were 12% of the U.S. 
insurance industry’s total assets, with P/C companies accounting for the majority. 
Graph 5: Standard & Poor’s 500 Total Return Index: 2004–2014 

 
Returns on Alternative Investments: Private Equity, Hedge Funds and Real Estate 
As of year-end 2013, insurer investments in private equity and hedge funds (as indicated in 
Schedule BA) were $287 billion, or 5% of total invested assets. While insurers may have 
increased the BACV of private equity year over year from 2012 to 2013, the private equity 
exposure as a percentage of total invested assets did not change. 
Institutional investors, including insurers, have sought higher returns by increasing investments 
in hedge funds, private equity and real estate over the past five years, according to a study by 
BlackRock. This is particularly true for life insurance companies, as the nature of these 
investments represents a good match for the long-term liabilities. One life insurance company 
had about $55 billion invested in real estate assets as of year-end 2013, and is one of the 
largest institutional investors in the property market. For insurers, investing in private equity has 
not been a core strategy, as its illiquidity does not foster a fair asset-liability match for most 



insurers. Rather, it has been a yield-enhancement strategy to make up for the lack of income 
insurers receive on their fixed-income investments in the current low interest rate environment. 
Private equity can include investments in real estate projects, infrastructure, mezzanine debt 
and venture capital, among others, according to research done by Insurance Europe and 
consultant Oliver Wyman. 
According to Cambridge Associates LLC, in 2013, U.S. private equity experienced its best 
annual returns since 2006. Cambridge Associates’ U.S. Private Equity Index, which includes 
data from 1,125 funds, increased 20.6% during 2013 due, in part, to the index’s investment in 
financial services companies, one of its largest sectors. 
Hedge funds returned 7.4% in 2013, according to the Bloomberg Hedge Funds Aggregate 
Index, which is weighted by market capitalization and tracks 2,257 funds. Hedge fund returns 
last exceeded stock returns in 2008 when Bloomberg data showed a 19% loss compared to a 
37% decline in the S&P 500. Hedge funds last outperformed the S&P 500 in 1993, when the 
Bloomberg Hedge Funds Aggregate Index returned 31% and the S&P 500 returned only 10%. 
For the first half of 2014, hedge funds have returned 3.1%, according to research firm 
eVestment, compared to 7.1% for the S&P 500. 
Returns on real estate investments depend on the type of investment. For example, returns on 
single family residences are relatively low compared to real estate investment trusts (REITs), 
which are similar to mutual funds except they hold commercial real estate properties instead of 
stock shares. REITs had an annualized return of 3.21% in 2013, according to the National 
Council of Real Estate Investment Trusts Index, which is a market-cap-weighted index of all 
REITS actively traded on the New York Stock Exchange and the American Stock Exchange. In 
addition, the National Council of Real Estate Investment Fiduciaries (NCREIF) Property Index 
(i.e., a quarterly benchmark for commercial real estate properties owned by large U.S. 
institutions) had a total return of 2.53% for the fourth quarter of 2013. 
U.S. Insurance Industry: Gross Investment Yield 
Because the insurance industry generally follows a buy-and-hold investment philosophy, the 
concept of total return does not have significant meaning relative to the return on its 
investments. Insurers report the gross investment yield for certain asset classes within company 
financial profile reports. Gross investment yield is not the same as a return on an investment. 
Unlike total return, gross investment yield does not include gains or losses from marking an 
asset to market. Table 2 shows the average gross investment yield for several large life 
companies across five asset types. 
Table 2: Average Gross Investment Yield (%): 2009–2013 

 
Bonds in Table 2 include all bond types invested by insurers (i.e., those reported in Schedule 
D), regardless of credit quality (i.e., it includes investment grade bonds and below investment 
grade bonds). Schedule BA assets include “other long-term assets” that are not reported in 
Schedule D, such as private equity and hedge funds. Real estate investments were only 1% of 
the industry’s total cash and invested assets as of year-end 2013, and mortgages were 7%. 
While not a core focus of insurer investments, as Table 2 shows, real estate, mortgage and 



Schedule BA investments have provided a necessary yield pick-up in the current low interest 
rate environment. 
In summary, returns on investments vary not only by asset type and market conditions, but also 
because of investment strategy. Investors can choose to time the market in a total-return 
investment strategy, where short-term gains are typically preferred over long-term income, or 
they can manage their investments via a buy-and-hold strategy, where long-term, stable and 
predictable income is the goal. Neither strategy is optimal for every investor type. Because of 
asset-liability matching, insurers — particularly life insurers — often follow a buy-and-hold 
investment strategy. And, in the current low interest rate environment, investing for the long 
term also eliminates the risk of reinvesting proceeds in assets at the prevailing low interest 
rates, which benefits an insurer’s investment portfolio income. 
The NAIC Capital Markets Bureau will continue to monitor market trends that may influence 
returns on investments and report as deemed appropriate. 



 



 



 
Questions and comments are always welcomed. Please contact the Capital Markets Bureau 
at CapitalMarkets@naic.org 
The views expressed in this publication do not necessarily represent the views of NAIC, its 
officers or members. NO WARRANTY IS MADE, EXPRESS OR IMPLIED, AS TO THE 
ACCURACY, TIMELINESS, COMPLETENESS, MERCHANTABILITY OR FITNESS FOR ANY 
PARTICULAR PURPOSE OF ANY OPINION OR INFORMATION GIVEN OR MADE IN THIS 
PUBLICATION. 
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