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New World Order
Without question, the multi-year decline in interest rates 
since the Global Financial Crisis has had a profound effect 
on the insurance business. Importantly, it comes at a time 
when the investment part of the insurance business is now 
often taking on more responsibility for driving profitability 
than the traditional underwriting function. Given this 
backdrop, getting asset allocation right has never been more 
important, in our view. The good news is that many CIOs in 
the insurance industry understand that they are operating in 
what we are terming a New World Order for asset allocation, 
and as a result, they are increasingly implementing creative 
solutions to deal with the adverse impact on current income 
that global quantitative easing has created in recent years. 
These initiatives include using their capital more efficiently 
within each ratings bucket, or when appropriate, moving 
down the risk curve to pick up incremental return in what is 
often viewed as an out-of-favor asset class or too complex a 
structure to underwrite. Overall, given the industry’s strong 
capital position, its thoughtful allocation, and its commitment to 
managing both its assets and its liability profile in today’s low 
rate environment, we feel confident that the CIOs with whom 
we interacted while conducting our proprietary survey will 
help to smoothly navigate through the challenging investment 
environment that we are envisioning during the next few years. 
If we are right, then the opportunity to differentiate – and the 
upside for differentiation – could be extremely significant for 
those firms that properly balance the need for better returns, 
including more current income, in today’s low rate environment 
with the undeniable reality that valuations for many asset 
classes around the world now appear generally full in many 
instances.
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“ 
Just when I thought I was out, 

they pull me back in. 
”

MICHAEL CORLEONE 
THE GODFATHER, PART III
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When I made my way to New York City from Richmond, Virginia in 
the early 1990s, I cut my teeth in the equity research department at 
Morgan Stanley covering a broad array of financial services com-
panies, including several in the insurance industry. For a history 
major from the University of Virginia with only a modest amount of 
accounting and finance under my belt at that point in my career, the 
financial statements of insurance companies were – without question 
– the most challenging part of that job. In fact, I still sometimes get 
an uncontrollable twitch when I see a Schedule D report! 

Fast forward to today. I am again spending an increasing part of my 
time working with insurance CIOs as they try to deal with generating 
compelling returns amidst a massive secular decline in interest rates 
to levels that many would have thought impossible before the Global 
Financial Crisis. So, as I lightheartedly just reminded a KKR colleague 
who also worked with me at Morgan Stanley, one of my favorite 
movie lines spoken by Michael Corleone keeps coming to mind of 
late: “Just when I thought I was out, they pull me back in.”

All joking aside, my KKR colleagues and I have had the good fortune 
to spend time with a multitude of thoughtful and committed insurance 
industry executives in recent years who are trying to navigate a chal-
lenging investment climate where there are now almost nine trillion1 
in negative yielding fixed income assets. As part of this process, the 
KKR Global Macro & Asset Allocation team, alongside our Insurance 
Asset Management team, recently conducted a proprietary survey to 
learn more about key investment trends, particularly as they relate to 
the intersection of insurance company asset allocation and the use of 
Alternative Investment products. 

See below for full details, but our primary conclusions are as follows:

1. Both the absolute low level of interest rates and the extremely 
tight level of credit spreads have wreaked havoc on the insur-
ance industry. All told, the overall portfolio yield on the nearly 
three trillion dollars of investable insurance assets that we 
surveyed, which represents an estimated 40% of the entire industry, 
declined by 30 basis points from 4.2% in 2014 to 3.9%, on aver-
age, in 20172. One can see the details in Exhibit 1. Importantly, our 
survey is not an outlier. In fact, the magnitude of this decline seen 
by our survey participants was in line with what we uncovered in 
the latest Annual Report on Insurance, which was released by the 
Federal Insurance Office of the U.S. Treasury. Consistent with this 
ongoing overhang from low yielding fixed income securities on the 
entire insurance industry, interest rate risk was cited as the number 
one concern by many of the CIOs we surveyed (Exhibit 21). Further 
details below.

2. To combat today’s challenging investment environment, insur-
ance companies have begun to branch out into a variety of new 
products. All told, we estimate that Schedule BA assets, which 
the industry defines as other long-term invested assets that are 

1 Data as at March 31, 2018. Source: Barclays Global Aggregate Index, 
Bloomberg. 

2 Data as at September 2017. Source: Federal Insurance Office, U.S. Department 
of Treasury. 

not traditional bonds or common stocks now account for 14.5%3 
of our survey respondents’ investment portfolios, a notable jump 
upward compared to 11.3% in 2014 for our survey participants 
and dramatically above the 5.0% allocation for the industry as 
a whole at the end of 2016 (latest data available)4. Importantly, 
this 14.5% total for our survey participants does not include Non-
Investment Grade Debt, which would take the total to well over 
20% for all these types of investments. All told, we estimate at 
least $200 billion of our survey respondents’ assets have already mi-
grated towards these types of investments during just the last three 
years (Exhibit 16). To fund these increased allocations, insurance 
companies have meaningfully sold Equities and Investment Grade 
Debt in many instances. 

3. There are a variety of factors beyond just lower interest rates 
that are driving the surge towards non-traditional investments. 
In particular, growth in excess capital across the insurance in-
dustry, more efficient structures (i.e., holding direct positions on 
balance sheets), increased third-party ratings usage across more 
products, low correlations amongst strategies in the Alternative 
Investment arena, better terms, and the backing of hard assets in 
certain investment vehicles, have all helped to fuel growth in non-
traditional investments. Strong investment performance has also 
helped to reinforce this behavior pattern of late, even in the face 
of higher capital charges.

4. Within Structured Products, for example, we have seen greater 
demand by insurance companies for better capitalized and more 
transparent securitized investment vehicles, including CLOs, 
ABS, and CMBS, relative to the pre-Global Financial Crisis 
period.5 In addition, downside protected notes that also provide 
upside linkages to equity-like returns are growing in popularity 
among some of the more thoughtful insurance executives with 
whom we spoke. As one might expect, the advantage of getting 
a third-party rating, or some form of documentable collateral for 
these structures has become a major focus, as these types of 
validations often help to notably improve capital charges. All told, 
Structured Product market share increased to 5.9% in 2017 from 
3.3% in 2014, which is the equivalent of around an $80 billion 
increase in the assets of our survey participants, we believe.

5. Within the Alternative Investment arena, Private Equity (PE) 
allocations have nearly doubled to 2.4% since 2014, though 
Private Credit remains the largest absolute Alternative alloca-
tion at 5.6% of total allocations versus a 4.7% allocation in 
2014. Interestingly, PE allocations could actually have been much 
higher, but totals have been reduced by significant harvesting of 
existing positions in recent quarters, according to some survey 
respondents. Meanwhile, Private Credit has benefitted from 
both deeper penetration as well as broader participation by the 
industry, as many CIOs have employed more favorable structures 
to hold these assets. On the other hand, Hedge Fund allocations 

3 Alternative asset classes for KKR include Private Credit, Private Equity, Hedge 
Funds, Commodities/Energy, Infrastructure. U.S. respondents have 14.1% of 
their portfolios invested in Schedule BA assets.

4 See Exhibit 26 for text references to our survey respondents’ asset allocation 
changes from 2014 to 2017.

5 CLOs = Collateralized Loan Obligations; ABS = Asset Backed Securities; CMBS 
= Commercial Mortgage Backed Securities.
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fell sharply to just 50 basis points, down meaningfully from 110 
basis points in 2014. According to survey participants, this trend 
should continue as more CIOs rotate away from an asset class 
that they believe is challenged in today’s environment towards 
products that provide more current coupon and/or a greater 
overall total return.

6. Not surprisingly, given the significantly longer duration of their 
liabilities, life and annuity companies are much more aggres-
sive allocators towards Private Credit and Private Real Estate. 
Specifically, the allocation to Private Credit within life insurance 
companies increased by 270 basis points, from 7.6% in 2014 
to 10.3% in 2017. For Private Real Estate Equity, the allocation 
within life companies recently stood at 2.3%, up 130 basis points 
from 2014. Without question, our survey confirms that life insur-
ance companies are aggressively looking to leverage the longev-
ity of their capital to earn above average market rents in areas 
where banks have created a void after the Global Financial Crisis.

7. Meanwhile, within property and casualty companies (P&C), 
there has been a significant increase in Non-Investment Grade 
Debt, which recently reached 8.4% versus 2.8% in 2014. As 
we show below in Exhibits 6 and 7, high quality High Yield bonds 
have been competitive with stocks – and with less volatility and 
more current income. Given growing recognition of this reality, 
we were not surprised to see that both Domestic Equities and 
Investment Grade Debt have been sold aggressively to fund this 
new allocation towards Non-Investment Grade securities. 

8. We believe Alternatives must continue to perform to gain 
further share. While excess capital in the industry, a conscious 
decision to diversify products, and more rated structures have all 
helped Alternative Investments to gain share, the capital charges 
associated with many of these products remain significant. As 
such, sustainable investment performance still matters, particu-
larly for Alternative Investments that do not provide outsized 
current income. See below for specific assumptions in Exhibits 3 
and 5, but our—admittedly—highly simplistic model suggests that 
products like PE need to earn returns of about eight percent, or 
roughly 500 basis points above the returns of Investment Grade 
Credit, in order to offset their balance sheet capital requirements. 
Current income certainly helps a lot in the Alternative arena, but 
there are also other considerations, including a firm’s immedi-
ate liquidity profile as well as the uniqueness of its long-term 
liabilities.

9. In terms of forward-looking guidance, we created a diffusion 
index to show intended asset allocation changes for 2018. 
This index suggests that on net fully 36.4% of our respondents 
plan to increase allocations to Real Estate Credit, followed by 
Private Credit (+29.5%), and Private Equity (+27.3%). On the 
other hand, the biggest shrinkage in net allocations was linked 
to expected reductions in Cash (-22.7%) and Domestic Equities 
(-20.5%). Given the breadth of desire for the aforementioned 
products, we believe that CIOs are increasingly of the view that 
a diversified set of Alternative Investments likely represents the 
best way to not only deliver strong results by harnessing the il-
liquidity premium to their advantage but also to minimize capital 
charges associated with these strategies.

10. Even though we believe long-term interest rates have bot-
tomed, insurance CIOs do not see insurance asset allocation 
returning to prior allocations any time soon. Interest rates are 
now just too low in absolute terms to use a more traditional 
asset allocation playbook, according to our survey respondents. 
Moreover, as we detail below, we expect long-term interest rates 
to remain generally low in absolute terms during the next few 
years, driven by our view about the strong ongoing relationship 
between nominal GDP and nominal interest rates. We also believe 
that insurance companies have become increasingly sophisti-
cated in their ability to create higher yielding structures that are 
more capital efficient than in the past. As such, we believe there 
is a strong likelihood that an increasing number of insurance 
companies outside our survey participants will actually begin to 
embrace some of the strategies identified within this report in the 
coming quarters. 

11. In terms of macro risks to consider, both our survey respon-
dents and the Global Macro & Asset Allocation team have 
several items of note to highlight. See below for details, but 
there is clearly some hand-wringing associated with the trade-off 
between higher returning yet more illiquid assets. Our proprietary 
work shows that the implied default rate for High Yield, which we 
view as a proxy for credit conditions, is suggesting that we are 
now back to optimistic levels not seen since just before the Global 
Financial Crisis. Given that we are now 106 months into a U.S. 
economic expansion, CIOs are generally concerned that the global 
capital markets are under-estimating the inevitable downgrade 
cycle that accompanies most recessions. Finally, we believe CIOs 
also have growing concerns about the Investment Grade market 
of late, including increased issuance as well as potential degrada-
tion in the quality of issuers. 

While the aforementioned trends reflect aggregate industry behav-
ior patterns, we do want to highlight that each insurance story we 
learned about is truly differentiated; said another way, there is no 
‘correct’ insurance asset allocation that should be followed, in our 
view. To this point, for example, some insurance companies spe-
cifically manage their investment portfolios to generate the largest 
amount of current GAAP income, while others are solely focused on 
book value growth. Time horizons, liability streams, and risk toler-
ance all differ greatly by individual insurer. 

We also want to emphasize that repositioning billions of dollars in 
insurance assets takes multiple quarters, not days or weeks. There 
are also many current regulatory and structuring changes to con-
sider along the way these days, including recent tweaks to CLO risk 
retention rules, new tax considerations on municipal bonds, recent 
shrinkage in the deferred tax asset for U.S. companies, CMBS B-
piece retention rules, and shifts in rating agency approaches to the 
packaging of Alternative Investments and Structured Products.
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That said, as we discuss below in greater detail, the entire industry is 
moving faster than ever, and it has become increasingly sophisticated 
in terms of how it allocates its capital, given not only low rates and 
tight spreads but also the growing reality that the underwriting side 
of the business has been largely unable to deliver the economics that 
many insurance companies expected when their liability risks were 
originally priced in recent years. In particular, insurance companies 
have gotten much more thoughtful regarding capital relief, diversifi-
cation, and J-curve reduction. 

Looking at the big picture, the results of our proprietary insurance 
survey underscore two mega-trends that we see across most of the 
global asset allocation portfolios we review. First, while there are 
benefits to quantitative easing (QE), it does have the long-term effect 
of unduly punishing current savers by reducing interest rates to levels 
below where they otherwise would be. Besides earning less on their 
current investments, it also immediately increases the value of the 
liability stream for the insurance companies that serve as investment 
intermediaries for the millions of individual savers they represent. 

Second, global QE perpetuates and in many instances accelerates 
the ongoing yearn for yield by investors. As a result, we believe that 
insurance companies must seek out new, often more efficient – and 
sometimes more complex – investment strategies to generate the 
cash required to meet both their existing and future obligations. As 
our survey responses underscore, Structured Credit, Non-Investment 
Grade Debt, and Alternative products can clearly help bridge the 
large gap that has accumulated since the onset of the Global Finan-
cial Crisis, but they can carry risks – including liquidity, credit, and 
operational – that too must be considered.

EXHIBIT 1

Portfolio Yields Across the Entire Insurance Industry Have 
Fallen in Recent Years
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3.0%

3.5%

4.0%
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Annuity

Other Average

KKR Survey: Investment Portfolio Target Yield, %

2012 2013 2014 2015 2016 2017e

2017e portfolio target yields estimated from trailing 5-Year spread 
over U.S. IG corporate bonds. Data as at March 31, 2018. Source: 
KKR Insurance Asset Management Survey, KKR Global Macro & Asset 
Allocation analysis.

EXHIBIT 2

We See Expected Future Returns for the Investment 
Management Industry Headed Lower During the Next 
Five Years
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Data as at December 31, 2017. Source: Bloomberg, Cambridge 
Associates, NCREIF, HFRI Fund Weighted Composite Index (HFRIFWI 
Index), KKR Global Macro & Asset Allocation.

Importantly, as we peer around the corner today on what tomorrow’s 
macroeconomic environment may have in store, we do expect inter-
est rates to increase from current levels. For starters, government 
authorities are clearly moving from monetary stimulus strategies to 
fiscal ones, many of which we believe will lead to bigger deficits – 
and ultimately higher interest rates. However, we do not expect a 
massive increase in global bond yields during the next three to five 
years, given worldwide demographics, excess savings, intensifying 
global competition, and increased pricing transparency. 

Another consideration is the future return profile for many financial 
assets, which we think could disappoint relative to recent perfor-
mance trends. Indeed, given the rich valuations that many asset 
classes now face after almost a decade of extraordinary monetary 
stimulus, forward-looking returns, including many of the asset 

“ 
The entire industry is moving 

faster than ever, and it has become 
increasingly sophisticated in terms 

of how it allocates its capital. In 
particular, insurance companies 

have gotten much more thoughtful 
regarding capital relief, diversifica-

tion, and J-curve reduction. 
“
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classes in which insurance companies can invest, are likely to deliver 
significantly lower returns than in the past, in our view (Exhibit 2).

If we are right, this backdrop will likely mean that insurance company 
CIOs may continue to reallocate portions of their portfolios away 
from traditional products such as Investment Grade Debt towards 
ones that can provide either a larger current income (e.g., Structured 
Credit) and/or more robust total return (e.g., Private Equity). How-
ever, even with increasing use of more capital efficient structures in 
many non-traditional investment products, superior investment per-
formance remains a prerequisite for success. In theory, as one CIO 
stated, “the insurance industry is perfect for holding illiquid assets, 
as long as one gets paid for that illiquidity and it remains well capital-
ized.” In our view, this statement elegantly underscores the need for 
higher returning products versus the risk to an insurer’s business 
model from either poor manager selection and/or mismanagement of 
liquidity.

EXHIBIT 3

We Estimate Private Equity Investments Need to Generate 
Returns of Roughly Eight Percent In Order to Justify Their 
Use of Balance Sheet Capital (Assuming a 15% Hurdle 
Rate on Equity Capital)

U.S. BBB-RATED BOND AND PRIVATE EQUITY COST OF CAPITAL AND 
LEVERAGE ASSUMPTIONS

BBB BOND HOLDING PE HOLDING

Cost of Incremental 
Capital (Assumed) 15.0% 15.0%

Leverage 94% 65%

Cost of Leverage 1.9% 1.9%

Tax Rate 21.0% 21.0%

Pre-Tax Required Return 2.9% 7.8%

Difference +490bp

Note: Cost of leverage based on U.S. 12 month LIBOR (trailing 12 
months); leverage for PE based on 35% capital charge, leverage for 
BBB-rated bond based on six percent capital charge. Data as at March 
31, 2018. Source: KKR Insurance Asset Management Survey, KKR Global 
Macro & Asset Allocation analysis.

EXHIBIT 4

Given the Heavy Capital Charges That Insurers Face 
in Non-Traditional Products, Many Have Increasingly 
Focused On More Capital Efficient Structures Whenever 
Possible

CAPITAL CHARGES BY NAIC INVESTMENT CATEGORY

NAIC CATEGORY
RATINGS AGENCY 

EQUIVALENT
CAPITAL CHARGE 
(LIFE INSURERS)

CAPITAL CHARGE 
(P&C INSURERS)

1 AAA, AA, A 0.4% 0.3%

2 BBB 1.3% 1.0%

3 BB 4.6% 2.0%

4 B 10.0% 4.5%

5 CCC 23.0% 10.0%

6 Near Default, Equity 30.0% 30.0%

Data as at March 31, 2018. Source: KKR Insurance Asset Management 
Survey, NAIC, KKR Global Macro & Asset Allocation analysis.

EXHIBIT 5

Private Equity Investments Need to Earn an Additional 
~490 Basis Points to Stay Competitive with BBB Credit 
Investments in Our Simplistic Example
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INCREMENTAL EXCESS RETURN NEEDED TO JUSTIFY INVESTING IN 
PRIVATE EQUITY VS. BBB-RATED CORPORATE BONDS

ASSUMED COST OF INCREMENTAL CAPITAL

9% 11% 13% 15% 17% 19% 21%

90% 2.3% 3.0% 3.6% 4.2% 4.8% 5.5% 6.1%

91% 2.4% 3.1% 3.7% 4.4% 5.0% 5.7% 6.3%

92% 2.5% 3.2% 3.9% 4.6% 5.2% 5.9% 6.6%

93% 2.6% 3.3% 4.0% 4.7% 5.4% 6.1% 6.8%

94% 2.7% 3.4% 4.2% 4.9% 5.6% 6.4% 7.1%

95% 2.8% 3.6% 4.3% 5.1% 5.8% 6.6% 7.3%

96% 2.9% 3.7% 4.5% 5.2% 6.0% 6.8% 7.6%

97% 3.0% 3.8% 4.6% 5.4% 6.2% 7.0% 7.8%

98% 3.1% 3.9% 4.8% 5.6% 6.4% 7.2% 8.1%

Data as at March 31, 2018. Source: KKR Insurance Asset Management 
Survey, KKR Global Macro & Asset Allocation analysis.

Equally as important, we expect more volatile market conditions 
ahead, an environment which likely means that not only will CIOs 
have to pursue innovative strategies to generate their required 
returns but they will also have to learn to harness dislocation and 
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uncertainty to their advantage. This environment will require a new 
mindset, but after spending meaningful amounts of time with the 
CIOs in our survey, we believe that this sub-segment of the market 
has already begun to embrace the ‘New World Order’ that we envi-
sion.

EXHIBIT 6

High Yield Bonds Have Been a Lucrative Way for 
Insurers, P&C Companies in Particular, to Capture Stock-
Like Returns with Much Lower Volatility...
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 Data as at April 4, 2018. Source: Bloomberg.

EXHIBIT 7

...Even With Such Tight Credit Spreads, This Relationship 
Largely Still Holds True Today
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EXHIBIT 8

Insurance Companies Are Using Their Excess Capital to 
Step Into Lending Areas Where Banks Have Retreated in 
Recent Years
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Data as at October 2017. Source: Harvard Business School, Oliver 
Wyman.

EXHIBIT 9

Insurance Companies Are Focused on Capturing the 
Illiquidity Premium Created by Banks Exiting Several Key 
Lines of Business
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Data as at December 31, 2017. Source: Bloomberg, Ares company filings, 
KKR Credit analysis.
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Section I: Details of the 2018 KKR Insurance Survey

In the following section we detail various aspects of our survey, 
including who we surveyed, notable changes in asset allocation from 
2014 to 2017, where survey respondents are most likely to invest on 
a go-forward basis, and finally, market risks.

Who We Surveyed

In completing our survey, we received information from approxi-
mately 50 large, well-capitalized insurance companies that are either 
existing clients of KKR or prospects of the firm. As we show below 
in Exhibits 10 and 11, the average insurance company we surveyed has 
$60.4 billion in investable assets, compared to around $1.2 billion for 
the industry average. In terms of specific industry verticals, 44% of 
the respondents were property and casualty companies (with aver-
age assets of $19.3 billion), while around 38% were life and annuity 
companies (with average assets of $123.2 billion). The remaining 
category, which we termed ‘other’ (it includes multi-line, health and 
reinsurers), represented 19% of the total (with average assets of 
$30.9 billion). Collectively, our survey participants oversee nearly 
three trillion dollars in investable assets, which we believe represents 
nearly 40% of the total U.S. insurance industry investable assets.6 

EXHIBIT 10

Our Average Survey Respondent Has Over $60 Billion in 
Investable Assets…

CATEGORY

TOTAL BY BUSINESS 
LINE FOR THE 

SURVEY

AVERAGE BY 
BUSINESS LINE FOR 

THE SURVEY

Life and Annuity $2.2T $123.2B

Property & Casualty $405.4B $19.3B

Other $278.5B $30.9B

TOTAL INVESTABLE 
ASSETS OF ALL 
RESPONDENTS

AVERAGE PER SURVEY 
RESPONDENT

$2.9T $60.4B

Data as at March 31, 2018. Source: KKR Insurance Asset Management 
Survey, KKR Global Macro & Asset Allocation analysis.

6 Data as December 31, 2017. Source: A.M. Best.

EXHIBIT 11

…Which, Based on Industry Averages, Means More of the 
Larger Insurers Participated in Our Survey

$60.4 

$123.2 

$30.9 
$19.3 

Average, All
Respondents

Life and Annuity Other Property &
Casualty

KKR Survey: Average Investable Assets, US$ Billions

Data as at March 31, 2018. Source: KKR Insurance Asset Management 
Survey, KKR Global Macro & Asset Allocation analysis.

Greater than 90% of the companies surveyed are domiciled in the 
United States. However, many of these firms not only conduct busi-
ness abroad but also manage European and Asian investments as 
part of their local international offerings. Given these global foot-
prints, currency hedging was identified as an important part of their 
overall investment risk management processes. 

On the asset side of the equation, we found that on average, each 
company held about 61% of its assets in Investment Grade Debt. One 
can see this in Exhibit 13. Looking at the details, however, we noticed 
that both P&C companies and ‘other’ insurance companies had 
around 67% of their assets in Investment Grade, compared to just 
under 49% for life companies. The other big deltas in terms of asset 
allocation centered on Structured Credit, Private Credit, and Real Es-
tate Credit, three areas where life companies have been much more 
aggressive in terms of leaning in. Collectively, these three asset classes 
account for over 30% of total investable assets within the life insurance 
companies we surveyed, compared to 5.1% for P&C companies. On 
the other hand, P&C companies have more noteworthy exposure to 
Domestic Equities and Non-Investment Grade Liquid Credit, which 
one can see in Exhibit 13.

“ 
The other big deltas in terms of as-

set allocation centered on Structured 
Credit, Private Credit, and Real Es-
tate Credit, three areas where life 
companies have been much more 
aggressive in terms of leaning in. 

“
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EXHIBIT 12

Life and Annuity Companies Are Leveraging the Duration 
of Their Liabilities to Own More Illiquid Credit

1.5%
2.7%

0.9%

10.3%

12.2%

7.6%

Private Credit Structured Credit Real Estate Credit

2017 Asset Allocation Weightings, Property &
Casualty vs. Life and Annuity Companies, %

Property & Casualty Life and Annuity

Data as at March 31, 2018. Source: KKR Insurance Asset Management 
Survey, KKR Global Macro & Asset Allocation analysis.

EXHIBIT 13

Property & Casualty Companies Have Much More Expo-
sure to Non-Investment Grade Debt and Domestic Equities

 KKR SURVEY RESPONDENTS 2017 ASSET ALLOCATION TARGETS, %
 

Pr
op

er
ty

 &
 

Ca
su

al
ty

Li
fe

 a
nd

 A
n-

nu
ity

Ot
he

r

W
ei

gh
te

d 
Av

er
ag

e 
of

 A
ll 

Re
sp

on
de

nt
s

Total Liquid Equities 10.9 6.7 8.8 9.1

Domestic Equities 8.8 5.3 6.0 7.2

International Equities 2.0 1.4 2.8 1.9

Total Liquid Fixed Income 75.3 53.7 69.0 66.9

Investment Grade Fixed Income 66.9 49.3 66.5 60.7

Non-Investment Grade Fixed Income 8.4 4.4 2.5 6.1

Total Non-Traditional Investments 10.1 35.1 20.3 20.3

Structured Credit (CLO, CBO…) 2.7 12.2 1.8 5.9

Private Credit 1.5 10.3 8.3 5.6

Private Equity 2.0 1.8 4.8 2.4

Hedge Funds 0.9 0.2 0.0 0.5

Real Estate Equity 1.2 2.3 0.5 1.5

Real Estate Credit 0.9 7.6 4.3 3.7

Commodities/Energy 0.5 0.3 0.0 0.4

Infrastructure 0.4 0.3 0.8 0.4

Total Cash/Other 3.7 4.6 2.0 3.7

Cash 3.0 2.6 2.0 2.7

Other 0.7 2.0 0.0 1.1

Data as at March 31, 2018. Source: KKR Insurance Asset Management 
Survey, KKR Global Macro & Asset Allocation analysis.

What drives this difference in asset allocation? While each business 
is a different entity, the overall key influence is a company’s liabil-
ity profile, we believe. Indeed, as we show in Exhibit 14, 70% of the 
liabilities for P&C companies are four years or less; by comparison, 
life companies have more than 81% of liabilities with a duration of 
seven years or more.

EXHIBIT 14

The Liability Duration of the Companies We Surveyed 
Differs Meaningfully by Sector

KKR SURVEY RESPONDENTS LIABILITY DURATION, %
 0-4 

YEARS
4-7 

YEARS
7-10 

YEARS
OVER 10 
YEARS

DID NOT 
ANSWER

Life and Annuity 0% 12.5% 43.8% 37.5% 6.3%

Property & Casualty 70.0% 20.0% 10.0% 0% 0%

Other 28.6% 14.3% 28.6% 28.6% 0.0%

Data as at March 31, 2018. Source: KKR Insurance Asset Management 
Survey, KKR Global Macro & Asset Allocation analysis.

Given the variety of assets to which insurance companies allocate, 
many of the firms with which we interacted outsource management 
of a meaningful portion of their holdings of non-traditional assets. 
As we show in Exhibit 15, lack of in-house expertise was cited as a 
primary factor. This approach was particularly true amongst the P&C 
companies, which generally had smaller investment portfolios relative 
to the life companies we surveyed. 

“ 
In particular, growth in excess 
capital across the insurance in- 
dustry, more efficient structures 
(i.e., holding direct positions on 
balance sheets), increased third-
party ratings usage across more 

products, low correlations amongst 
strategies in the Alternative 

Investment arena, better terms, 
and the backing of hard assets in 
certain investment vehicles, have 
all helped to fuel growth in non-

traditional investments. 
“
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EXHIBIT 15

Insurance Companies Are Outsourcing Investment 
Mandates, but They Are Also Increasingly Shadowing 
How Their Capital Is Being Deployed

1 2 3 4 5

Expertise Not
Available Internally

Specialized Strategy
Not Available Internally

Improves Odds of Meeting
Investment Performance Goals

Cost Benefit to
External Management

Difficulty in Recruiting/
Retaining Staff to Manage

Particular Investments

KKR Survey Respondents Key Benefits to Outsourcing 
(Rank On a Scale of 1 = Not Meaningful, 5 = Critical)

Property & Casualty Life and Annuity Other

Data as at March 31, 2018. Source: KKR Insurance Asset Management 
Survey, KKR Global Macro & Asset Allocation analysis.

EXHIBIT 16

The Trend Across the Insurance Industry Has Clearly 
Been to Find More Return per Unit of Capital Invested in 
Recent Years

17.4%

26.4%

2014 2017

KKR Survey Respondents Allocation to
Non-Investment Grade and Non-Traditional Investments, %

Data as at March 31, 2018. Source: KKR Insurance Asset Management 
Survey, KKR Global Macro & Asset Allocation analysis.

In terms of potential bias, we do want to highlight that our survey 
participants represent somewhat of a unique sub-segment of the 
insurance market as it relates to their heightened usage of more 
complex investment strategies relative to a larger industry peer 
group. Indeed, according to the National Association of Insurance 
Commissioners (NAIC), Schedule BA Assets, which the industry 
defines as other long-term invested assets that are not traditional 
bonds or common stock (see Exhibit 17 and Exhibit 43 in the Appendix  
for full details), accounted for about five percent of U.S. companies’ 
allocation to Alternative assets at year-end 2016 (latest available). 
This industry total compares to 14.5% for our survey respondents. 
Moreover, in terms of pure use of Alternative Investments, which we 
define as Private Equity, Hedge Funds, Commodities/Energy, Private 
Credit, and Infrastructure, the industry’s average investable assets of 
roughly five percent, compare to 9.3% percent for companies in our 
survey7.

EXHIBIT 17

As Expected, Our Respondents Have a Higher Comfort 
Level with Moving Out on the Risk Curve 

5.0%

14.5%

NAIC Schedule BA
Assets Latest

Available (2016)

KKR Survey
Schedule BA
Assets 2017*

Schedule BA Allocation to Alternatives

*If we remove the European companies from the survey, respondents 
Schedule BA assets fall to 14.1%. Source: NAIC, KKR Insurance Asset 
Management Survey, KKR Global Macro & Asset Allocation analysis.

7 Data as at December 31, 2016. Source: NAIC. 

“ 
P&C companies have boosted 

their allocation to Non-
Investment Grade Debt, an 

increase that represents one of 
the most dramatic shifts in our 

overall survey allocations. 
“
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EXHIBIT 18

Some Estimates Suggest That the U.S. Property & 
Casualty Industry Is Now Overcapitalized by 25%
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Data as at March 31, 2018. Source: ISO, Barclays Research.

We link the appetite for more complex products to two characteristics 
inherent in our survey participants. One is that the survey reflects 
CIOs who either do business with KKR or have an interest in our 
products. So, without question, there is a bias towards Alternatives, 
we believe. Second, many of our respondents are large, often publicly 
traded companies or mutual companies with broad books of business 
that likely have more flexibility in their asset allocation mandates than 
some of their smaller, more focused peers. Life and annuity compa-
nies, in particular, are focused on using Alternative Investments to 
meet their annuity hurdles, our survey suggests.

EXHIBIT 19

Property & Casualty Respondents Have Increased Their 
Allocation to Alternatives by 310 Basis Points in Recent 
Years…

KKR Survey Respondents Allocation to Alternatives:
Property & Casualty, % of Total

0.0 1.0 2.0 3.0

Private
Credit

Private
Equity

Hedge Funds

Commodities
/Energy

Infrastructure

Real Estate
Equity

Real Estate
Credit

2014 2017

Data as at March 31, 2018. Source: KKR Insurance Asset Management 
Survey, KKR Global Macro & Asset Allocation analysis.

EXHIBIT 20

…While Life & Annuity Companies Rebalanced by 340 
Basis Points During the Same Period

KKR Survey Respondents Allocation to Alternatives: 
Life and Annuity, % of Total

0.0 5.0 10.0 15.0

Private
Credit

Private
Equity

Hedge
Funds

Commodities
/Energy

Infrastructure

Real Estate
Equity

Real Estate
Credit

2014 2017

Data as at March 31, 2018. Source: KKR Insurance Asset Management 
Survey, KKR Global Macro & Asset Allocation analysis.

“ 
Without question, our survey 
confirms that life insurance 
companies are aggressively 

looking to leverage the longevity 
of their capital to earn above 
average market rents in areas 

where banks have created a void 
after the Global Financial Crisis. 

“
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In terms of what keeps folks up at night, duration/interest rate risk 
and credit risk were cited as the two most influential areas of con-
cern. One can see this in Exhibit 21. Within life insurance companies, 
however, duration risk was clearly the most influential consideration. 
Given that real rates in most of the major economies in which these 
companies invest are still negative (Exhibit 22), we did not find this 
result totally surprising. By comparison, credit risk ranked first with 
property and casualty investors, which – given their more than 17% 
allocation to Non-Investment Grade Debt and Domestic Equities as 
well as a sizeable 67% to Investment Grade Debt – makes sense to 
us too.

EXHIBIT 21

Duration/Interest Rate Risk and Credit Risk Are Areas of 
Concern

100%
92%

36% 36% 32%
24%

12%

Duration
/Interest
Rate Risk

Credit
Risk

Asset /
Liability

Mismatch

Liquidity
Issues

Inflation /
Deflation

Uncertain
Monetary

Policy

Other

KKR Survey: Cited as a Top Three Concern, %

Data as at March 31, 2018. Source: KKR Insurance Asset Management 
Survey, KKR Global Macro & Asset Allocation analysis.

EXHIBIT 22

The Real Yield Environment in Developed Markets Makes 
It Challenging for Insurers These Days
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Data as at March 31, 2018. Source: Bloomberg. 

EXHIBIT 23

Assets on Central Bank Balance Sheets Have Nearly 
Quadrupled Since 2008

Aug-08
4,095

Feb-18
15,619
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G4 Central Bank Balance Sheet, US$ Billions

Data as at February 28, 2018. Source: Federal Reserve, ECB, Bank of 
Japan and Bank of England, Bloomberg. 

“ 
In terms of what keeps folks 
up at night, duration/interest 

rate risk and credit risk 
were cited as the two most 

influential areas of concern. 
“
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Changes in Allocation Between 2014 and 2017: Big Shifts Have 
Been Under Way

In 2007 before the Global Financial Crisis, the balance sheets of 
global central banks, the G4 in particular, were relatively modest. As 
one can see, they were hovering around four trillion dollars before 
they were forced to respond to what we believe was the greatest 

financial services de-leveraging since the Crash of 1929. By the end 
of 2017, however, assets on central bank balances sheets had more 
than quadrupled to nearly $15.6 trillion. As a result, today $26.4 tril-
lion or 64% of the BofAML universe yields less than three percent. In 
2007, by comparison, the percentage was just $3.6 trillion, or 19%. 
One can see the magnitude of this shift in Exhibit 24. 

EXHIBIT 24

In 2007, of the $18.7 Trillion Total of the BofAML Universe Subsectors, $15.1 Trillion, or 81% Yielded Over Three 
Percent. In 2018, the Market Size Has Grown to $41.3 Trillion. However, Today We Estimate That Just 36%, or $14.9 
Trillion, Yields Over Three Percent
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Euro Gov
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Japan Gov
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Yield vs Duration - Major Sectors of BofAML Universe, Dec 2007
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Yield vs Duration - Major Sectors of BofAML Universe, March 2018

Data as at March 31, 2018. Source: Bloomberg. 

EXHIBIT 25

Our Survey Respondents Are Using Private Credit, Non Investment Grade Debt, Private Equity, and Structured Credit 
to Drive Up Yields and Total Return 

68.0%

52.0%

40.0% 36.0%
28.0%

16.0% 12.0%
0.0%

27.6%

48.0%
60.0% 64.0%

72.0%
84.0% 88.0%

100.0%

Private Credit Bank Loans and
High Yield

Private Equity Structured Credit Real Assets Other
Alternatives (VC, 

LBO, etc…)

Investment Grade
Fixed Income

Hedge Funds

KKR Survey Respondents Asset Classes Used to Primarily Drive Higher Yield and Total Return

Yes No

Data as at March 31, 2018. Source: KKR Insurance Asset Management Survey, KKR Global Macro & Asset Allocation analysis.



14 KKR  INSIGHTS: GLOBAL MACRO TRENDS

Given this backdrop, we believe yields on all investment portfolios have 
declined meaningfully. Insurance companies have not been immune, 
with overall yields declining to 3.9% in 2016 from 4.2% in 2014. In 
particular, property and casualty companies have been the hardest hit, 
as we showed earlier in Exhibit 1. To compensate for changes, insur-
ance companies have been notable net sellers of Domestic Equities 
to fund increased exposure in higher yielding areas such Structured 
Credit, Non-Investment Grade Debt, and a broad array of Alternatives 
(except for Hedge Funds). One can see this in Exhibit 26.

EXHIBIT 26

Property & Casualty Companies Have Much More Exposure 
to Non-Investment Grade Debt and Domestic Equities Than 
Other Insurers. Meanwhile, Life Insurers Are Now Larger in 
Private Credit, Private Real Estate, and Structured Products

KKR SURVEY RESPONDENTS

2014 ASSET ALLO-
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Total Liquid Equities 14.7 9.0 8.5 11.8 10.9 6.7 8.8 9.1

Domestic Equities 12.0 8.0 5.8 9.7 8.8 5.3 6.0 7.2

International Equities 2.7 1.0 2.8 2.1 2.0 1.4 2.8 1.9

Total Liquid Fixed 
Income 77.5 61.0 73.0 71.1 75.3 53.7 69.0 66.9

Investment Grade Fixed 
Income 74.7 57.7 70.5 68.2 66.9 49.3 66.5 60.7

Non-Investment Grade 
Fixed Income 2.8 3.3 2.5 2.9 8.4 4.4 2.5 6.1

Total Non-Traditional 
Investments 4.8 27.6 16.5 14.5 10.1 35.1 20.3 20.3

Structured Credit (CLO, 
CBO…) 0.5 8.1 1.3 3.3 2.7 12.2 1.8 5.9

Private Credit 0.7 7.6 11.0 4.7 1.5 10.3 8.3 5.6

Private Equity 1.2 1.6 1.0 1.3 2.0 1.8 4.8 2.4

Hedge Funds 1.6 0.9 0.0 1.1 0.9 0.2 0.0 0.5

Real Estate Equity 0.2 1.0 0.3 0.5 1.2 2.3 0.5 1.5

Real Estate Credit 0.0 7.8 3.0 3.2 0.9 7.6 4.3 3.7

Commodities/Energy 0.2 0.7 0.0 0.3 0.5 0.3 0.0 0.4

Infrastructure 0.4 0.0 0.0 0.2 0.4 0.3 0.8 0.4

Total Cash/Other 3.1 2.4 2.0 2.7 3.7 4.6 2.0 3.7

Cash 2.4 2.3 2.0 2.3 3.0 2.6 2.0 2.7

Other 0.7 0.1 0.0 0.4 0.7 2.0 0.0 1.1

Because of rounding may not equal 100%. Data as at March 31, 2018. 
Source: KKR Insurance Asset Management Survey, KKR Global Macro & 
Asset Allocation analysis.

In terms of notable changes in asset allocation preferences between 
2014 and 2017, we would highlight the following specific modifica-
tions in recent years as the most noteworthy: 

• P&C companies have boosted their allocation to Non-Investment 
Grade Debt to 8.4% from 2.8% in 2014. Without question, this 
increase represents one of the most dramatic shifts in our overall 
survey allocations, we believe driven largely by CIOs’ yearn for 
yield in today’s low interest rate environment. They also believe 
that Non-Investment Grade Debt, BB securities in particular, have 
proved to be strong performers with solid income and lower vola-
tility than many other liquid risk assets (e.g., Public Equities).

• While life companies have not been as aggressive with their Non-
Investment Grade Debt allocations, they have chosen to materially 
increase their allocations to both Private Credit and Private Real Es-
tate. All told, total allocations in the life universe to Private Credit 
ended 2017 at 10.3%, compared to 7.6% in 2014, while Private 
Real Estate Equity increased from 1.0% in 2014 to 2.3% in 2017. 
As we mentioned earlier, we link the notable uptick to not only 
more favorable structures but also increasing in-house expertise 
in these specific areas of investing (particularly with respect to 
Real Estate) within the life insurance companies we surveyed.

• Structured Credit enjoyed strong growth in recent years, a trend we 
expect to continue. We link this growth to insurance companies’ 
willingness to thoughtfully explore new products such as down-
side protected notes and other forms of capital efficient struc-
tures, including certain separately managed accounts that help 
to boost overall returns in today’s low rate environment. Rated 
asset-backed securities too have grown in popularity.

• Overall allocations to Private Equity have nearly doubled to 2.4%, 
compared to 1.3% in 2014. To date, as one might expect in strong 
markets, Private Equity has been an important tool for boost-
ing returns. Not surprisingly, strategies that help mitigate the 
J-Curve, including buying PE secondary ‘blocks’ and/or robust 
co-investment programs (alongside significant fund commit-
ments) are gaining in popularity. However, similar to a complaint 
we heard about Real Estate Equity, there is some consternation 
that real income is not booked until capital is actually returned 
(though mark-to-market does help along the way). 

• The ‘other’ category has reduced Investment Grade Debt and Private 
Credit from quite high levels to fund increases in both Private Equity 
(4.8% versus 1.0%) and Real Estate Credit (4.3% versus 3.0%). 
While the Investment Grade Debt reduction dovetails with the 
general trends reflected in the survey, we believe the rotation 
from Private Credit to Real Estate Credit likely reflects personal 
preferences within the Private Markets versus a more structural 
change in sentiment towards Private Credit. However, the signifi-
cant and broad-based jump in Private Equity does reflect CIOs’ 
interest in boosting overall returns, given the ongoing degradation 
in total return from existing portfolios, we believe.

To be sure, an increased allocation toward higher risk investments 
does not come without a cost. For the highly regulated insurance 
industry, illiquidity concerns and capital requirements ranked one and 
two, respectively, in obstacles faced in investing in private markets. 
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One can see this in Exhibit 27. If there is good news, the industry 
today seems fairly well capitalized. In the property and casualty sec-
tor, for example, some estimates suggest that this market could be 
overcapitalized by 25%.

EXHIBIT 27

Illiquidity Concerns and Capital Requirements Are the 
Major Obstacles Insurers Face When Considering the 
Private Markets 

KKR Survey: What Are the Major External Obstacles
Your Company Faces in Investing in Private Markets? 

0% 20% 40%

Illiquidity
Concerns

Capital
Requirements

Asset Liability
Management

Rating Agencies / Rating of
Insurers That Use Private Markets

Holding Period

Percentage of All Respondents

Data as at March 31, 2018. Source: KKR Insurance Asset Management 
Survey, KKR Global Macro & Asset Allocation analysis.

So Where Are We Headed? 

As part of our exercise, we also spent time with our survey partici-
pants trying to figure out ‘where the puck’ may be headed in terms of 
asset allocation trends. The key message, we believe, is that CIOs are 
still looking for new ways to offset the decline in the yield on their 
investment portfolios in recent years. Consistent with this view, we 
note that, while Private Real Estate Credit is not currently the largest 
allocation, our diffusion index suggests that it is most likely to receive 
increases in allocations in the coming months. Already, though, from 
our perch at KKR, we have seen an increase in demand by insurers 
for higher yielding forms of RE Credit that extend well beyond the 
traditional low leverage, fixed rate, stabilized insurance loans that one 
typically associates with this business. The most notable forms have 
come through two forms of transitional lending:

• Direct – insurance originations for ‘light’ transitional (floating 
rate) lending

• Indirect – through financing transitional lenders (i.e., financing a 
REIT) or investing in CRE, CLOs, private lending funds, and risk 
retention funds 

We have also already seen an increase in demand from insurers for high-
er yielding structured investing. In particular, there has been an uptick in 
insurance companies accessing the lower portions of the CMBS capital 
structures (i.e., BBB/BB versus AAA/AA/A historically). In addition (and 
consistent with the survey results), we are now seeing insurance compa-
nies participating more in CMBS B-pieces through a variety of innovative 
structures. Other hard assets including rail cars were mentioned as part 
of this growing wave of securitization holdings by insurers. Not surpris-
ingly, because there are hard assets pledged against these investments, 
we believe that it has helped to broaden both adoption and penetration 
per insurer in these newer areas of the market.

Meanwhile, Private Credit, which has already gained popularity in 
recent years, should continue to enjoy further market share gains, 
according to our survey. Without question, the message we heard dur-
ing our follow-up survey work is that many CIOs, life and annuity ones 
in particular, want to use their long-dated capital to earn above average 
economic rents in areas that have been abandoned by the banking sec-
tor in recent years. CIOs also prefer the sizeable current income that 
Private Credit provides as well as the product’s more limited duration 
relative to Investment Grade Debt in many instances. 

Interestingly, Private Equity, which generally provides little to no cur-
rent income, ranked third on our diffusion index. Our conversations 
with CIOs who took the survey suggest that the strong absolute re-
turns of Private Equity in recent years have been more than enough 
to offset increased capital charges associated with these positions. 
We also think that there has been a notable migration by insurance 
CIOs towards customized PE programs that can help minimize the 
J-curve effect as well as a concentration in larger and less cycli-
cal companies, including core portfolios. Many also noted the wide 
dispersion of performance between top quartile and bottom quartile 
managers within the PE space (Exhibit 28).

“ 
The key message, we believe, 

is that CIOs are still looking for 
new ways to offset the decline 

in the yield on their investment 
portfolios in recent years. 

Consistent with this view, we note 
that, while Private Real Estate 

Credit is not currently the largest 
allocation, our diffusion index 

suggests that it is most likely to 
receive increases in allocations in 

the coming months. 
“
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EXHIBIT 28

Manager Selection Matters, Particularly in Alternative Asset Classes
Performance: Net IRR: Inception to Date, %

Vintage Years 2000-2015
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Data as at 3Q2017. Data for alternative investments based on the average Since-Inception-IRR for vintage years 2000-2015 from Cambridge Associates. 
Data for traditional asset classes based on average CAGR for time periods 2000-3Q17, 2001-3Q17, etc. through 2010-3Q16 from eVestment Alliance 
database to match the alternative asset class time frame. Source: Cambridge Associates, eVestment.

EXHIBIT 29

Respondents Are Moving Away From Cash and Domestic Equities in Search of Higher Yields and/or Better Returns
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To pay for these increased allocations, our CIOs are most likely to 
reduce exposure to Cash and Domestic Equities. As Exhibit 29 shows, 
it appears that CIOs have largely sold their Investment Grade Debt 
allocations. This insight does not come as a huge surprise, given 
allocations to this asset class have already dropped to 60.7% from 
68.2% in 2014 amidst shrinking yields and extended durations. 

Where Are We Headed From Here in Terms of Long-Term Interest 
Rates? 

Without question, many of the survey respondents with whom we 
spoke told us to tell them where interest rates were headed and then 
they would tell us exactly where their forward-looking allocations 
might go. So, we thought it might make sense to lay out in some 
detail how the Global Macro & Asset Allocation team at KKR thinks 
about the future for interest rates. We think that there are several 
points to consider. First, as we mentioned earlier, we do believe that 
rates have bottomed. This statement is not to be taken lightly, as 
the bull market in bonds dates back to the early 1980s. As we show 
in Exhibit 30, our current forecast is for 10-year Treasury yields to 
reach 3.25% in 2018 and ultimately peak at 3.50% in 2019. 

However, we are also cognizant that the current economic cycle is 
relatively long in the tooth, which restrains our outlook for GDP and 
interest rates over the longer term. Indeed, as part of our base fore-
cast (Exhibit 30), we do assume a recession at some point in coming 
years (e.g., we assume zero U.S. real GDP growth in 2020), which 
is sufficient to restrain our outlook for average nominal growth over 
the next five years to around 3.5%. In our bull case, we have nominal 
rates moving to 4.5% under the scenario that President Trump ener-
gizes the U.S. economy, and as a result, there is no recession on the 
horizon. Conversely, in our bear case, the effects of the current fiscal 
stimulus are underwhelming, leading to quite modest growth until the 
onset of a recession in early 2020.

Key takeaways for each scenario follows:

• Our base case (50% weight) assumes U.S. GDP reaccelerates 
in 2018 before slowing late in 2019. The slowdown is the result 
of a mild U.S. recession sparked by Fed tightening and a credit 
cycle. We assume full-year U.S. GDP growth around zero in 
2020, similar to levels seen in the recession of 2001. 

• Our high case (25% weight) assumes that there is no recession 
in the next five years. Our bull case is in line with to slightly 
above the IMF global baseline forecast for most countries. 

• Our low case (25% weight) assumes that the effect of U.S. fiscal 
stimulus is underwhelming, trade tensions escalate, and that U.S. 
growth remains stuck in the low two percent range until falling 
into a moderately deep recession in 2020.

EXHIBIT 30

We See the U.S. 10-Year Peaking at 3.50% in Our Base 
Case, 4.50% in Our High Case, and 0.75% in Our Low Case 

BASE CASE

Real GDP

Inflation  
(GDP 

Deflator)
Nominal 

GDP

Nominal 
GDP: 3yr 
Trailing

10yr: 
Spread vs. 
GDP Trend

Implied 
10yr Yield

2016a 1.5% 1.3% 2.8% 3.7% -1.3% 2.44%

2017a 2.3% 1.8% 4.1% 3.6% -1.2% 2.41%

2018e 2.7% 2.5% 5.3% 4.1% -0.8% 3.25%

2019e 1.7% 2.2% 4.0% 4.5% -1.0% 3.50%

2020e 0.0% 1.0% 1.0% 3.4% -1.4% 2.00%

2021e 2.0% 1.5% 3.5% 2.8% -0.3% 2.50%

2022e 2.0% 1.8% 3.8% 2.8% 0.2% 3.00%

5 Yr CAGR 1.7% 1.8% 3.5% 3.5% 5 Yr Avg 2.9%

 HIGH CASE

Real GDP

Inflation  
(GDP 

Deflator)
Nominal 

GDP

Nominal 
GDP: 3yr 
Trailing

10yr: 
Spread vs. 
GDP Trend

Implied 
10yr Yield

2016a 1.49% 1.3% 2.8% 3.7% -1.3% 2.44%

2017a 2.27% 1.8% 4.1% 3.6% -1.2% 2.41%

2018e 3.00% 2.8% 5.9% 4.3% -0.8% 3.50%

2019e 3.00% 2.5% 5.6% 5.2% -0.7% 4.50%

2020e 2.50% 2.0% 4.5% 5.3% -0.8% 4.50%

2021e 2.25% 2.0% 4.3% 4.8% -0.3% 4.50%

2022e 2.00% 2.0% 4.0% 4.3% 0.2% 4.50%

5 Yr CAGR 2.5% 2.3% 4.9% 4.8% 5 Yr Avg 4.3%

LOW CASE

 Real GDP

Inflation  
(GDP 

Deflator)
Nominal 

GDP

Nominal 
GDP: 3yr 
Trailing

10yr: 
Spread vs. 
GDP Trend

Implied 
10yr Yield

2016a 1.49% 1.28% 2.8% 3.7% -1.3% 2.44%

2017a 2.27% 1.8% 4.1% 3.6% -1.2% 2.41%

2018e 2.25% 1.50% 3.8% 3.6% -1.8% 1.75%

2019e 1.50% 1.25% 2.8% 3.6% -2.8% 0.75%

2020e -1.50% 1.00% -0.5% 2.0% -1.3% 0.75%

2021e 1.50% 1.75% 3.3% 1.8% -0.6% 1.25%

2022e 1.50% 1.75% 3.3% 2.0% -0.5% 1.50%

5 Yr CAGR 1.0% 1.4% 2.5% 2.6% 5 Yr Avg 1.2%

e = KKR GMAA estimates. Data as at April 15, 2018. Source: Bureau of 
Economic Analysis, Bureau of Labor Statistics, Bloomberg, KKR Global 
Macro & Asset Allocation analysis
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Importantly, given our strong belief that nominal GDP and nominal 
interest rates are closely linked, we actually forecast that 10-year 
yields run in a range of two to three percent over the later years of 
our forecast in 2020 to 2022. One can see the tightness of the rela-
tionship in both Exhibits 31 and 32. 

EXHIBIT 31

Long-term Interest Rates Are Highly Correlated with 
Nominal GDP Growth
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Data as at February 14, 2018. Source: Bureau of Economic Analysis, 
Federal Reserve, Haver Analytics.

EXHIBIT 32

Rates Run in Long-Term Regimes Relative to GDP. The 
Current Regime for Rates Is Approximately 50 to 150 
Basis Points Below Trend Growth, We Believe 

U.S. Nominal 10-Year Yield, % Points Above/(Below)
3-Year Average Nominal GDP
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One final point to highlight is that, while interest rates and GDP are 
highly correlated, the relationship is not static over time. Exhibit 32 

illustrates the different regimes of yields relative to nominal GDP that 
have existed since the 1950s. While regimes have varied, what we 
think stands out is that interest rates have tended to run moderately be-
low the level of nominal GDP growth as long as the Fed was not actively 
trying to suppress run-away inflation. It was only during the Volcker 
Fed era of the 1980s that rates ran notably above nominal GDP for a 
sustained period. Importantly, our belief is that – on a go-forward ba-
sis – inflation will not run away to the upside, as it will be restrained 
by challenging demographics and pockets of global excess capacity. 
As such, our base case is that rates can run in a range of approxi-
mately zero to 1.5% below the rate of nominal GDP growth.

EXHIBIT 33

The ‘Discount’ That 10-Year Nominal Rates Face Relative 
to Nominal GDP Narrows When Inflation Rises Above 
Two Percent

Median U.S. 10-Year Yield, % Points Above/(Below) 
Trend Nominal GDP

2.3%

-1.5%

-0.3%

-1.1%

8%+4-8%2-4%< 2%

KKR GMAA analysis based on quarterly observations from 4Q54-1Q15. 
Data as at July 20, 2015. Source: Bureau of Economic Analysis, Federal 
Reserve, Haver Analytics, KKR Global Macro & Asset Allocation analysis.

EXHIBIT 34

We See Nominal Inflation Around 2.5% in 2018, Which 
Suggests Nominal GDP and Nominal Interest Rates 
Should Maintain Their Pre-Existing Relationship

Full-Year 2018e U.S. CPI Inflation

2.5%

Up from 2.2%
Previously

Up from 2.0%
Previously

2.3%
1.5%

7.2%

Headline CPI Core CPI (79%
of Total CPI)

Food (13% of
Total CPI)

Energy (8% of
Total CPI)

Data as at February 19, 2018. Source: Bloomberg.
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To summarize, our base case is that interest rates should head 
higher over the next few years, but not in the uncontrolled fashion 
that some investors now think. Key to our thinking is that inflation 
does not materially surprise to the upside, and as such, the long-
standing relationship between nominal GDP and nominal interest 
rates holds. Under this scenario insurance companies may experi-
ence some relief in their investment portfolios. However, it might not 
be enough to offset the current shortcomings in their portfolios, and 
as a result, they could have to continue to extend their asset alloca-
tion considerations to include more innovative strategies that allow 
them to better achieve the investment returns they need to satisfy 
their constituents.

Section II: Risks to Consider

So, as we talked to CIOs about what keeps them up at night, there 
was plenty of discussion. Reinvestment risk in today’s low rate 
environment is certainly topical to many, but from a macro and asset 
allocation perspective, we would note the following:

Point #1: Some Worrying Signs in the Investment Grade Debt 
Market Reflect a General Conservatism Surrounding the Quality of 
Capital Markets Issuance of Late

Without question, many CIOs feel that there has been a notable 
decline in the quality of the Investment Grade Debt market. This 
viewpoint is significant as this is the single largest asset within 
investment portfolios. In particular, as we show below in Exhibit 35, 
the BBB segment of the market has grown ten times to $2.9 trillion 
since 1998, and it now represents almost half of the entire Invest-
ment Grade market versus a more modest 30% in 1998. In our view, 
this dramatic increase in size of the total market is notable both in 
absolute terms but also relative to history (when BBBs were a much 
smaller part of a much smaller overall market).

EXHIBIT 35

The Investment Grade Market Has Also Grown 
Rapidly, With the BBB Segment Now Nearly 48% 
of Investment Grade
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EXHIBIT 36

Spreads Are Now Extraordinarily Tight in the BBB Market 
On Both an Absolute and Relative Basis
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Meanwhile, as we show in Exhibit 36 above, BBB spreads relative to 
Treasuries are just 145 basis points, which is extraordinarily tight 
relative to history. Potentially more concerning is that, with spreads 
this tight, duration has actually been extended to 7.3 years, compared 
to around 5.8 years in 2009, according to my colleague Kris Novell in 
our Liquid Credit team. Importantly, this duration extension comes at 
a time when the interest, or coupon on BBB securities, has essen-
tially been cut in half during the same period. 

So, our bottom line with the BBB market is that we agree with our 
CIOs: Things are not necessarily as they seem. In particular, there 
is a growing risk that the traditional IG market, the BBB segment in 
particular, proves to be a weak link during the next market downturn. 
If we are right, then the current size and breadth of this market could 
serve as a major headwind to most investors, insurance companies in 
particular, if they do not remain extremely vigilant around credit quality 
in this now sizeable part of the credit markets. Already, we note that 
of the 11% of the total Investment Grade market on negative watch 
from Moody’s, 72% were given negative watch in 2017 and into 2018. 

“ 
If we are right, then the current 

size and breadth of the BBB 
portion of the IG market could 

serve as a major headwind 
to most investors, insurance 

companies in particular, if they 
do not remain extremely vigilant 

around credit quality. 
“
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Point #2: A Very Optimistic Implied Default Rate Across Much of 
Credit 

From almost any vantage point, the global risk free rate is unusually 
low relative to both history as well as current global growth trends. 
This backdrop was not the case in prior years, and as such, it could 
create price risk across most bond portfolios, according to the CIOs 
with whom we interacted. Moreover, many noted that spreads across 
Credit appear tight amidst a time of booming consumer and investor 
confidence. 

To help quantify the optimism in the global capital markets that CIOs 
are picking up on, we updated our favorite measure for quantifying 
potential over-optimism in the credit markets: our implied default rate 
monitor for High Yield. See Exhibit 37 for details, but our model is 
currently suggesting an implied default rate of 0.4%, well below the 
historical average of 4.4% and a far cry from levels seen as recently 
as the first quarter of 2016 (i.e., around eight percent). Importantly, 
we do not think this optimistic implied default rate is isolated to the 
High Yield market. In fact, our colleagues in Credit are actually more 
concerned about the BBB market than the ‘traditional’ high yield 
market (as measured by the BB market, which is the highest qual-
ity segment of the High Yield market). Indeed, as we show in Exhibit 
38, the BB segment of the High Yield is now 47.3% (i.e., the high-
est rated bonds now represent the largest portion of the index); by 
comparison, as we showed earlier in Exhibit 35, the most speculative 
part of the Investment Grade market is now the largest at just under 
50% of what is a much larger market in absolute dollars ($6.4 trillion 
in size for Investment Grade Debt versus $1.3 trillion in size for High 
Yield8). 

EXHIBIT 37

The Implied Default Rate for High Yield, Which We View 
as a Proxy for Overall Credit Conditions, Is Suggesting 
That We Are Now Back to Levels Not Seen Since Just 
Before the Global Financial Crisis
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8 Data as at March 31, 2018. Source: Bloomberg. 

EXHIBIT 38

However, Unlike the Investment Grade Market, the 
Composition of the High Yield Has Been Improving, 
Not Deteriorating
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Maybe more importantly, though, is that we think that this optimism 
towards the credit cycle has extended into the Private Credit markets 
as well. In fact, similar to several CIOs with whom we spoke, we have 
more consternation about the underwriting standards that we see in 
the small segment of the Private Lending market than we currently 
see in the High Yield market. 

In sum, while none of us are forecasting major credit deterioration 
in the next 12 months, the risk to insurance companies’ portfolios 
is now as high as it has been since the 2006 to 2007 period, we 
believe.

“ 
From almost any vantage point, 
the global risk free rate is unusu-
ally low relative to both history 
as well as current global growth 

trends. This backdrop was not the 
case in prior years, and as such, it 
could create price risk across most 
bond portfolios, according to the 
CIOs with whom we interacted. 

“
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Point #3: QE Unwind Amidst Rising Deficits Is Concerning to Many 
Investors

The passage of the budget agreement on top of the recent tax cuts 
means that the U.S. budget deficit is projected to surge to $1.1 trillion 
by 2019, the largest since 2009 to 2011 when the country was still 
recovering from the Global Financial Crisis (Exhibit 40). This higher 
deficit will necessitate greater Treasury supply and as such, we 
expect U.S. Treasury net issuance to reach $1,051 billion in 2018 and 
$1,150 billion in 2019, more than double the amount issued in 2017 
($488 billion). We expect the distribution of 2018 gross issuance to 
skew towards shorter-dated issues, with approximately 50% com-
prising bills and notes with maturities of three years or less. Another 
30% of issuance will likely have maturities between five and seven 
years, with the remaining 20% made up of 10- to 30-year bonds. 

From our vantage point, we think that adding fiscal stimulus to 
an economy that is already operating at full employment is highly 
unusual. Budget deficits over the next 18 months – 4.1% of GDP 
in 2018 and 5.0% of GDP in 2019 - are set to be historically large 
compared to late points in previous expansions (Exhibit 40). While we 
expect this to boost nominal GDP growth to a 13-year high of 5.2% 
in 2018e, we caution that the surge in net issuance used to finance 
higher deficit spending will coincide with Fed and European Central 
Bank QE turning from a tailwind to a modest headwind beginning in 
October 2018.

EXHIBIT 39

G4 Sovereign Issuance Less Central Bank Purchases 
Shows that Net Issuance Is Now Actually Negative. 
However, this Trend Will Change Notably in 2H18

 
NET 

ISSUANCE
Y/Y % 

CHANGE

CENTRAL 
BANK 
PUR-

CHASES
Y/Y % 

CHANGE

NET 
ISSUANCE 
LESS QE

Y/Y % 
CHANGE

2011 2,446 1,032 1,414 

2012 2,064 -16% 508 -51% 1,556 10%

2013 1,890 -8% 1,063 109% 826 -47%

2014 1,482 -22% 809 -24% 674 -18%

2015 1,044 -30% 1,091 35% -48 -107%

2016e 964 -8% 1,477 35% -514 -971%

2017e 954 -1% 1,104 -25% -150 -71%

2018e 1,267 33% 706 -36% 561 474%

Total 12,110 7,791 4,320

G4 = BoJ, BofE, Fed, Eurozone. QE = Quantitative easing. Data as 
at December 31, 2017. Source: National Treasuries, Morgan Stanley 
Research.

EXHIBIT 40

A Higher U.S. Fiscal Deficit Is Consistent with a Weaker 
U.S. Dollar

Correlation
0.70

-12%

-10%

-8%

-6%

-4%

-2%

0%

2%

4%

75

80

85

90

95

100

105

110

115

'74 '79 '84 '89 '94 '99 '04 '09 '14 '19 '24

US Broad TW Dollar (LHS)
Budget Balance % GDP (RHS)
GMAA Forecast
CBO Baseline (Apr-18)

Relationship Between the Fiscal Deficit and U.S. Dollar

Data as at April 23, 2018. Source: KKR Global Macro & Asset 
Allocation, CBO.

Moreover, all this supply is happening at a time when the global 
central bank policy is changing. Indeed, as we show in Exhibit 39, 
the combination of less QE, coupled with the additional issuance we 
highlighted above, suggests that 2018 could be the first year of net 
issuance (i.e., net issuance less central bank purchases) since 2014. 

In our view, the changing technical picture could be noteworthy, 
particularly if trade tensions lead China to dump some of its massive 
holdings of U.S. Treasuries. This view is not our base case, but simi-
lar to our CIOs, we do recognize that the environment likely is turning 
more volatile than it has been during the past few years.

“ 
From our perspective, we think 
that adding fiscal stimulus to 
an economy that is already 

operating at full employment is 
highly unusual.  

“
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Section III: Conclusion

From almost any vantage point, the recent decline in interest rates 
and credit spreads is having an unprecedented effect on the profit-
ability and sustainability of the entire insurance business. Impor-
tantly, it comes at a time when the investment part of the business 
is taking on more responsibility for shareholder returns than the 
underwriting in many instances. One can see this in Exhibit 41. Given 
this backdrop, getting asset allocation right has never been more 
important, in our view.

EXHIBIT 41

Excess Capacity Has Intensified Competition, Which 
Has Dented Underwriting Profits in Several Parts of the 
Insurance Industry
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The good news is that CIOs in the insurance complex are not sitting 
idly by and hoping that the underwriting results and/or the invest-
ment environment miraculously improve(s) overnight. Rather, many 
are implementing creative solutions to deal with the adverse impact 
on current income that global quantitative easing has created in 
recent years. These initiatives include using their capital more ef-
ficiently within a ratings bucket, or when appropriate, moving down 
the risk curve to pick up incremental return in what is often viewed 
as an out-of-favor asset class or too complex a structure to under-
write. They are also working harder to understand their liabilities, so 
that they can better adjust allocations within the asset side of their 
business model.

Interestingly, while we feel better about the asset allocation game 
plan after completing this survey and working with CIOs to better 
understand its results, we do have some concerns. A lot of money 
has moved into the Alternative, Non-Investment Grade Debt, and 
Structured Product areas in recent quarters, and as such, measured 
deployment pacing from this point forward with the right managers in 
the right areas of opportunity has become of paramount importance. 
As one CIO said to us, “It is all about the ‘underwrite’ and the ‘pacing’ 
at this point in the cycle.” We also think that investors should be kick-
ing the tires on current ratings to make sure that they can withstand 
both good and bad markets, particularly in newly minted securitized 
and private markets. 

That said, our survey results definitely underscore that our CIOs are 
cognizant of the risk in today’s environment. The cost of capital is 
rising, as both rates and credit spreads have both likely troughed. 
As we described above, our base case now includes some form of a 
recession in 2020. Further supporting this fundamental view is our 
proprietary KKR Quantitative Recession Model (Exhibit 42), which 
shows a heightened sense of economic slowdown risk (as measured 
by the red color code) in 24 months. Some with whom we spoke, 
however, thought it could be earlier.

EXHIBIT 42

Our Base Case Now Includes Some Form of a Recession in 2020
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Overall, though, given the industry’s strong capital position, its 
thoughtful allocation, and its commitment to managing both its assets 
and its liability profile in today’s low rate environment, we feel con-
fident that the CIOs with whom we interacted will help to navigate 
smoothly through the challenging investment environment that we 
are envisioning during the next few years. If we are right, then the 
opportunity to differentiate – and the upside for differentiation – 
could be extremely important for those firms that properly balance 
the need for better returns, including more current income, in today’s 
low rate environment with the undeniable reality that valuations for 
asset classes around the world are now generally full. Without ques-
tion, we have entered a New World Order in the insurance industry.

APPENDIX

EXHIBIT 43

Our Respondents’ Schedule BA Assets Totaled More Than 14.5% in 2017

KKR SURVEY SCHEDULE BA ASSETS, %

2014 ASSET ALLOCATION 2017 ASSET ALLOCATION

Property & 
Casualty Life and Annuity Other

Weighted 
Average of All 
Respondents

Property & 
Casualty Life and Annuity Other

Weighted 
Average of All 
Respondents

Private Credit 0.7 7.6 11.0 4.7 1.5 10.3 8.3 5.6

Private Equity 1.2 1.6 1.1 1.3 2.0 1.8 3.5 2.4

Hedge Funds 1.6 0.9 0.0 1.1 0.9 0.2 0.0 0.5

Real Estate Equity 0.2 1.0 0.3 0.5 1.2 2.3 0.5 1.5

Real Estate Credit 0.0 7.8 3.0 3.2 0.9 7.6 4.3 3.7

Commodities/ Energy 0.2 0.7 0.0 0.3 0.5 0.3 0.0 0.4

Infrastructure 0.4 0.0 0.0 0.2 0.4 0.3 0.8 0.4

Total 4.3 19.6 15.4 11.3 7.4 22.8 17.4 14.5

Data as at March 31, 2018. Source: KKR Insurance Asset Management Survey, KKR Global Macro & Asset Allocation analysis.

“ 
Overall, though, given the indus-
try’s strong capital position, its 

thoughtful allocation, and its com-
mitment to managing both its 

assets and its liability profile in 
today’s low rate environment, we 
feel confident that the CIOs with 
whom we interacted will help to 
navigate smoothly through the 

challenging investment environ-
ment that we are envisioning dur-

ing the next few years. 
“
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Important Information

References to “we”, “us,” and “our” refer to Mr. McVey 
and/or KKR’s Global Macro and Asset Allocation team, as 
context requires, and not of KKR. The views expressed 
reflect the current views of Mr. McVey as of the date 
hereof and neither Mr. McVey nor KKR undertakes 
to advise you of any changes in the views expressed 
herein. Opinions or statements regarding financial 
market trends are based on current market conditions 
and are subject to change without notice. References to 
a target portfolio and allocations of such a portfolio refer 
to a hypothetical allocation of assets and not an actual 
portfolio. The views expressed herein and discussion of 
any target portfolio or allocations may not be reflected 
in the strategies and products that KKR offers or invests, 
including strategies and products to which Mr. McVey 
provides investment advice to or on behalf of KKR. It 
should not be assumed that Mr. McVey has made or will 
make investment recommendations in the future that are 
consistent with the views expressed herein, or use any 
or all of the techniques or methods of analysis described 
herein in managing client or proprietary accounts. Fur-
ther, Mr. McVey may make investment recommendations 
and KKR and its affiliates may have positions (long or 
short) or engage in securities transactions that are not 
consistent with the information and views expressed in 
this document.

The views expressed in this publication are the personal 
views of Henry McVey of Kohlberg Kravis Roberts & Co. 
L.P. (together with its affiliates, “KKR”) and do not nec-
essarily reflect the views of KKR itself or any investment 
professional at KKR. This document is not research and 
should not be treated as research. This document does 
not represent valuation judgments with respect to any 
financial instrument, issuer, security or sector that may 
be described or referenced herein and does not repre-
sent a formal or official view of KKR. This document is 

not intended to, and does not, relate specifically to any 
investment strategy or product that KKR offers. It is be-
ing provided merely to provide a framework to assist in 
the implementation of an investor’s own analysis and an 
investor’s own views on the topic discussed herein.

This publication has been prepared solely for informa-
tional purposes. The information contained herein is 
only as current as of the date indicated, and may be 
superseded by subsequent market events or for other 
reasons. Charts and graphs provided herein are for 
illustrative purposes only. The information in this docu-
ment has been developed internally and/or obtained 
from sources believed to be reliable; however, neither 
KKR nor Mr. McVey guarantees the accuracy, adequacy 
or completeness of such information. Nothing contained 
herein constitutes investment, legal, tax or other advice 
nor is it to be relied on in making an investment or other 
decision.

There can be no assurance that an investment strategy 
will be successful. Historic market trends are not reliable 
indicators of actual future market behavior or future per-
formance of any particular investment which may differ 
materially, and should not be relied upon as such. Target 
allocations contained herein are subject to change. 
There is no assurance that the target allocations will 
be achieved, and actual allocations may be significantly 
different than that shown here. This publication should 
not be viewed as a current or past recommendation or a 
solicitation of an offer to buy or sell any securities or to 
adopt any investment strategy.

The information in this publication may contain projec-
tions or other forward‐looking statements regarding 
future events, targets, forecasts or expectations regard-
ing the strategies described herein, and is only current 
as of the date indicated. There is no assurance that such 

events or targets will be achieved, and may be signifi-
cantly different from that shown here. The information in 
this document, including statements concerning financial 
market trends, is based on current market conditions, 
which will fluctuate and may be superseded by subse-
quent market events or for other reasons. Performance 
of all cited indices is calculated on a total return basis 
with dividends reinvested. The indices do not include 
any expenses, fees or charges and are unmanaged and 
should not be considered investments.

The investment strategy and themes discussed herein 
may be unsuitable for investors depending on their spe-
cific investment objectives and financial situation. Please 
note that changes in the rate of exchange of a currency 
may affect the value, price or income of an investment 
adversely.

Neither KKR nor Mr. McVey assumes any duty to, nor 
undertakes to update forward looking statements. No 
representation or warranty, express or implied, is made 
or given by or on behalf of KKR, Mr. McVey or any other 
person as to the accuracy and completeness or fairness 
of the information contained in this publication and 
no responsibility or liability is accepted for any such 
information. By accepting this document, the recipient 
acknowledges its understanding and acceptance of the 
foregoing statement.

The MSCI sourced information in this document is the 
exclusive property of MSCI Inc. (MSCI). MSCI makes no 
express or implied warranties or representations and 
shall have no liability whatsoever with respect to any 
MSCI data contained herein. The MSCI data may not be 
further redistributed or used as a basis for other indices 
or any securities or financial products. This report is not 
approved, reviewed or produced by MSCI.


