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A s speculation that the Federal Reserve will begin to 
nudge U.S. interest rates higher this year intensifies, 
life insurers aren’t ready to celebrate yet.

Interest rates have been languishing at lows not seen 
in six decades.  The years-long yield drought has forced 
life insurers to reconsider their product designs, capital 
management plans and investment strategies.

Even if rates have bottomed out, and that is not 
entirely clear just yet, it will remain a low interest rate 
environment for some time.

Possible rate increases are expected to be modest at 
first and not enough to overcome a general decline in 
portfolio yields, as higher-yielding bonds acquired years 
ago mature and are rolled over into the lower-yielding 
investments available today.

Life insurers, providers of annuities and other long-
duration products, are particularly sensitive to low yields. 
They often write policies with guaranteed payouts 
that may remain in force for decades. While the typical 
approach is to match the policy with investments of 
similar duration, often that’s not possible, leading to 
a mismatch with guaranteed rates during prolonged 
periods of low yield.

For many life insurers, especially those in Europe, the 
rate environment has begun to take a worrying toll.

“It’s been a tough slog as insurers globally have had 
to get used to low interest rates,” said Olivia Mitchell, 
a professor at the University of Pennsylvania’s the 
Wharton School. “In some cases, such as in Germany, the 
government sets minimum guaranteed returns but the 
market instruments are not paying enough to meet these 
minimum levels.”

Despite recent talk of a possible increase in rates, 
some in the industry have expressed concern. Speaking 
at a recent insurance industry conference, Mary Forrest, 
president and chief executive officer of Munich 
Reinsurance North America (Life) said growth is a problem 
for many life insurers.

“Unfortunately that low interest rate environment has 
really affected our clients quite negatively and it’s lasted 
for over seven years now,” Forrest said in an interview 
with A.M.BestTV in June. “I think companies are quite 
concerned about what the future holds in terms of the 
low interest rate environment,” she said.

The Yield Outlook
A bottoming out of rates would be a turnaround that U.S. 

insurers have been waiting for, after seeing their earnings 
pressured by the Fed’s efforts to keep interest rates low 

While awaiting a rise in interest rates, life insurers are applying  
new strategies to product development and asset management.

by Tim Dobbyn
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across a range of maturities in a bid to 
rouse the economy from the 2007-2009 
financial crisis.

In historical terms, the yield on the 10-year 
U.S. Treasury has been on a long downward 
trend since reaching nearly 16% in 1981, 
dropping as low as 1.4 % in July of 2012.

Expectations that U.S. rates had bottomed 
have been proven wrong before. Predictions 
of a rise in rates in 2014 were not fulfilled, 
and then the U.S. economy was thought to 
have contracted slightly in the first quarter 
of 2015, further dampening expectations.

“The net yield on investments for the 
industry continues to come down,” said 
Thomas Rosendale, assistant vice president, 
A.M. Best Co. 

Conning, an investment management 
company focused on serving insurers, 
sees the rate on the 10-year U.S. Treasury note possibly 
reaching just 2 7/8 % by mid-2016. Not until 2017 does 
its projection for economic growth support a rate 
of over 3%.  At the end of July, the 10-year note was 
yielding around 2.2 %.

“It’s still not going up enough to put us 
back in the salad days of a great carry trade 
for insurance companies,” said Richard Sega, 
the chief investment officer at Conning, 
referring to a time when insurers could sell 
policies at one rate and invest the money at 
a higher rate for a comfortable margin.

Furthermore, the compression of rates 
on investments popular with insurers, like 
corporate bonds and mortgage-backed 
paper, is expected to continue.  The extra 
yield for investing in longer maturities 
or lower-rated bonds has shriveled as 
investors have crowded into issues in a 
yield-hungry world.

“Over the past several years we really 
haven’t got paid that much for the amount 
of idiosyncratic credit risk that we take 
in the market because we’ve had all this 

liquidity from the Federal Reserve, “ said Jason Doiron, 
head of fixed income and derivatives at Sentinel 
Investments, an arm of National Life Group.

Even so, a sharp increase in rates also would be 
counterproductive.

Key Points
The Big Picture: 
Years of low interest 
rates have forced life 
insurers to reconsider 
product designs, capital 
management plans and 
investment strategies.

What Is Happening Now: 
Life insurers are waiting for 
a rise in interest rates.

In the Meantime: The 
industry is adapting to the 
low interest rate environment 
by cutting labor costs, 
increasing automation and 
emphasizing the annuity side 
of their business.
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“A slow, gradual rise in rates 
is probably the preferable rate 
movement,” said Stephen Irwin, 
vice president,  A.M. Best Co., 
as opposed to sustained low 
interest rates or a rapid spike in 
rates. Sharply rising rates could 
see customers flock to higher-
yielding products and would 
slash the value of bonds already 
on insurers’ books.

Waiting for the Fed
Federal Reserve Chair 

Janet Yellen has been 
preparing the markets for 
a rise in rates in speeches 
and congressional testimony, 
even while hedging for 
any backward step by the 
economy.  “I expect it will be 
appropriate at some point 
later this year to take the 
first step to raise the federal 
funds rate and thus begin 
normalizing monetary policy,” Yellen said in a July 
10 speech to the City Club of Cleveland. She told 
the Senate Banking Committee on July 16: “My own 
preference would be to be able to proceed to tighten 
in a prudent and gradual manner.” 

The policy statement issued after the Fed’s July 28-29 
meeting kept the door open for a rate rise as soon as 
September, a sentiment reinforced among economists 
and professional investors when figures issued a day 
later by the U.S. Commerce Department showed the 
economy grew in the second quarter at a 2.3% annual 
rate. Furthermore, the government revised its first 
quarter data, saying the economy expanded at a 0.6% 
pace, instead of shrinking 0.2%. Still, slow increases in 
labor costs and weakness in commodity prices make 
other pundits think the Fed will wait until December.

It’s been a while since the Fed raised rates. The fed 
funds target has been in a band of zero to one-quarter 
percentage point since December of 2008, having been 
brought down as the financial crisis unfolded from 
5.25% set in June of 2006. To find the last time the Fed 
embarked on a tightening cycle of the funds rate, the 
rate at which banks lend to each other overnight, means 
going back to June 2004. 

But the rise in rates is expected to be modest, 
perhaps a single increase of a quarter of a percentage 
point this year. It’s not clear whether Fed rate action will 
see the entire yield curve rise or just flatten the curve 
further by raising short-term rates.

A flat yield curve is not that helpful to insurers,  A.M. 
Best’s Rosendale said. “The benefit really comes if we 
start to see a measured but meaningful rise in medium 
and long-term rates.”

The Toll on US Life Insurers
In the United States, earnings 

in the life/health segment have 
been relatively stable.

“On the plus side, it appears 
that the industry has done a 
reasonable job of managing 
through the low interest rate 
environment up until now,” 
according to a Best’s Special 
Report, For the Life/Health 
Industry, The Challenge is 
Profitable Growth, issued on 
May 14, 2015.

Insurers have trimmed 
rates offered on investment-
type policies, sought higher-
yielding investments and made 
widespread use of special 
purpose captive companies 
to cope with XXX and AXXX 

reserve requirements. And if insurers are borrowers, 
they have been able to refinance at low rates. A.M. Best’s 
Rosendale also points out that insurers offering equity-
based variable products have done very well.

That doesn’t mean the low rate environment hasn’t 
had an impact on life insurers.

In May, MetLife Inc. trimmed its 2016 estimate for 
operating return on equity slightly, to about 11%  for 2016, 
from an earlier 12% to 14%  goal, citing in part low interest 
rates.  Still, MetLife Chief Executive Steven Kandarian 
said on the insurer’s July 30 earnings call that the average 
investment spread for U.S. product lines has been in the 
range of 210 to 240 basis points during the past few 
years, “which highlights the resilience of our investment 
margins despite a multiyear period of low interest rates.”

While life insurers were generally reluctant to discuss 
the issue of low interest rates, Munich Reinsurance’s 
Forrest offered some additional insights.

“What does that mean in terms of their products? 
That’s going to be a big challenge, also in terms of 
companies trying out what are the different products 
that we can offer consumers in this low interest rate 
environment? A lot of thinking has to change, actually, 
to consider this new dynamic of a low interest rate 
environment, which looks like it’s going to be here for a 
long time, unfortunately,” Forrest said in June.

Doug French, managing principal of EY’s Insurance and 
Actuarial Advisory Services practice, preaches a go-bold-or-
go-home message to insurers who want to succeed. 

He says the insurance industry in the United States 
has been a negative to low-growth industry over the 
past two decades, with life insurance growing less than 
gross domestic product, annuities growing a little over 
economic growth and property/casualty growth about in 
line with GDP growth.  

“If you are in a mature low-growth, no-growth industry, 
and you have a balance sheet, and you are an insurer, 

“It’s still not 
going up 
enough to put 
us back in the 
salad days of a 
great carry trade 
for insurance 
companies.”

Richard Sega,
Conning 

“A slow, gradual 
rise in rates is 
probably the 
preferable rate 
movement.” 

Stephen Irwin,
A.M. Best Co.
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probably the hardest thing for 
you to maneuver is a prolonged 
low interest rate environment,” 
said French.

“If you look out three to five 
years, you could argue you will 
continue in a low interest rate 
environment,” he said.

Finding Growth
But it’s not all bleak, EY’s 

French insists, as just about 
every market for life insurance 
in America is underserved, 
from the growing number of 
households headed by women, 
to the emerging affluent and 
even the affluent.

“There’s all sorts of places 
to play, you just have to decide 
where you are going to play.” 
But French also says that the 
industry is very risk averse 
and generally does not reward 
leadership teams for taking bets 
or being first-movers.

Insurers who are taking 
action to be successful in this 
environment will have an 
advantage over those waiting to see if interest rates will 
pick up, said David Rains, managing director, healthcare 
& life specialty practice leader at Guy Carpenter & Co.  
“Hope is not a strategy.”

Rains says actions his group has seen include 
redesigning products with lower guaranteed interest 
rates, developing indexed products and reinsuring blocks 
of product that will drag earnings downward. “Many 
insurers have responded by creating inforce management 
teams to focus on strategies for reinsuring or replacing 
these blocks.”

Investment management firm Conning agrees insurers 
need to look at their product strategies, their marketing 
approach and their expenses. “Because no 
amount of interest rate increases that are 
feasible can offset this,” said Conning’s Sega.

Still, Conning maintains that higher 
yields can be had without incurring undue 
risk and encourages clients to look to 
nontraditional investments such as dollar-
denominated emerging markets debt. 
Conning says about 70% of these bonds are 
now investment grade and many issuing 
countries have instituted meaningful fiscal 
reforms. “Within the bond market we do 
believe that on a long-term basis many 
companies are under-invested in emerging 
markets debt,” said Mike Haylon, managing 
director, at Conning.

Conning, with around $92 
billion under management for 
clients as of June 30, also likes 
master limited partnerships in 
the midstream energy business; 
the toll-taking companies that 
process and transport oil and 
gas, and are less affected by 
energy prices. Conning also 
maintains that many clients 
have more liquidity than they 
actually need, making them 
suitable investors in private 
placement debt, where a 
premium is paid for illiquidity.

But caution is a characteristic 
of insurance investment. “We 
are not figuring how to juice 
today’s returns and forgo the 
future,” says Doiron, the portfolio 
manager at Sentinel Investments 
that manages just over $21 
billion in assets for Montpelier, 
Vt.-based National Life. National 
Life was chartered in 1848.

Doiron says Sentinel is in 
the capital markets minute by 
minute but has a weekly meeting 
with the various business lines 
at National Life to make sure 
the product and the investment 
sides are working together.

“We haven’t been able to last that long in the industry 
by taking an undue amount of risk,” he said, “we also 
haven’t been able to survive that long by not taking 
enough risk.”

Asset Allocation
The allocation of U.S. life/health insurance industry 

assets has held relatively steady dating back to at least 
2010, although smaller segments have shown change.

A.M. Best’s 2015 Best’s Aggregates & Averages - Life/Health, 

“A lot of thinking 
has to change, 
actually, to 
consider this 
new dynamic 
of a low 
interest rate 
environment, 
which looks 
like it’s going 
to be here for 
a long time, 
unfortunately.”

Mary Forrest, 
Munich Reinsurance 
North America (Life)

Insurers who are 
taking action to 
be successful in 
this environment 
will have an 
advantage over 
those waiting 
to see if interest 
rates will pick 
up. “Hope is not 
a strategy.”

David Rains, 
Guy Carpenter & Co.
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10-Year US Treasury Yields vs. 
Select 10-Year Sovereign Bond Yields
As a result of global stimulus from foreign central banks, 
many sovereign bonds around the world yield less than 
U.S. Treasuries of comparable duration. 
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which is based on year-end 2014 results, reports the 
distribution of assets at:

•	Bonds: 74.1%, down 1.8 percentage points in the past 
five years.

•	Total	Stock: 2.4%, roughly unchanged.
•	Mortgage	Loans: 10.2%, up slightly.
•	Real	Estate: 0.6%, unchanged.
•	Construction	Loans: 3.5%, down slightly.
•	Cash	&	Short	Term: 2.7%, down slightly.
•	Schedule	BA	Assets: 4.4%, up from 3.5% in 2010.
•	Other	Invested	Assets: 2.0%, up from 1.1% in 2010.

Within bonds, corporate bonds are the biggest 
category for life insurers. Conning says it has seen insurers 
seeking out BBB-rated corporate bonds, the lowest tier 
regarded as investment grade, and urges clients to watch 
overall portfolio concentrations.

Despite adjusting the portfolio mix, net yields for life/
health insurers’ assets have dropped in the most recent 
five reporting years, from 5.37% in 2010 to 4.92% in 2014, 
while the five-year compound annual growth rate for 
admitted assets was 5.3%, according to Best’s Quantitative 
Analysis Report.

An Optimistic View
Dr. Steven Weisbart, senior vice president and 

chief economist at the industry-backed Insurance 
Information Institute, paints a more upbeat picture. He 
says the low rate environment has caused the industry 
to cut labor costs and increase automation, which has 
helped offset the loss of investment income and will 
boost profits as interest rates start to rise.  “If I had to 
bet, I suppose I’d bet on a slow rise and normality in 
2018, something like that.”

Companies are also moving into indexed policies 
with values derived from the stock market. “You can 
understand the appeal of a product that has financial 
guarantees on the downside and has a dimension of stock 
market upside,” he said.

Insurance companies are also seeking growth by 
emphasizing the annuity side of their business, with so 
many baby boomers headed into retirement.

“The only organization type that can help them is an 
insurance company. Banks can’t guarantee that the money 
will last as long as you live, only insurance companies can 
do that,” said Weisbart. BR

For life insurers in Europe, the situation has been 
even more challenging.
“The current interest rate environment is already 

testing European life insurers and a continued period 
of prolonged low rates is likely to create significant 
solvency pressure for some companies,” according to a 
June 29, 2015 Best’s Special Report, Low Interest Rate 
Environment Creates Potential European Insurance 
Solvency Pressure.

On April 2, the International Monetary Fund had 
warned that weak European midsized life insurers 
could face rising risks of distress, with almost a quarter 
of insurers unable to meet their solvency capital 
requirements in the future, if low interest rates persist.

A.M. Best’s report said German life companies face a 
particularly bleak situation as government bond yields are 
extremely low, a challenge for German life insurers with 

significant legacy portfolios of saving products offering 
minimum guaranteed rates of return of 4% to 6% for 
in-force books. Guarantees on new business have declined 
in recent years but even today stand at 1% to 2%, which 
can be considered high taking into account the low bund 
yields, according to the report.

The OECD issued a paper in June warning that the 
rate environment poses a significant risk for the long-
term financial viability of pension funds and insurance 
companies, as they seek to generate sufficient returns to 
meet promises.

German 10-year government bund yields have stayed 
under 1% this year through July.

A global survey of insurance industry participants and 
observers, conducted this year by the Center for the Study 
of Financial Innovation, found persistent low interest rates 
to be the number one concern of those in the life sector.

European Life Insurers Face Tougher Test
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The Decline of 10-Year US Treasury Yields
The CBOE’s 10-Year Treasury Note Index (TNX) has declined sharply from the 1980s and is 
now in a range below levels dating back to the 1960s.


