
FOR INSTITUTIONAL / WHOLESALE / PROFESSIONAL CLIENTS AND QUALIFIED INVESTORS ONLY – NOT FOR RETAIL USE OR DISTRIBUTION

Getting real  
about rates: 
The post-war era of substantially positive real 
interest rates may be gone for good

STRATEGIC INVESTMENT ADVISORY GROUP

OCTOBER 2021



J .P .  MORGAN ASSET MANAGEMENT |  STRATEGIC INVESTMENT ADVISORY GROUP

FOR INSTITUTIONAL AND PROFESSIONAL INVESTORS ONLY  |  NOT FOR RETAIL USE OR PUBLIC DISTRIBUTION OCTOBER 2021

   4

“Our Strategic Investment Advisory Group,   
 with a sharp view from every vantage   
 point, is able to connect the dots—the   
 power of perspective that only a globally   
 integrated team can offer.” 



It’s no surprise that the investment landscape is going 
through a period of rapid change, raising new questions  
for investors. While change can present challenge,  
at J.P. Morgan Asset Management we firmly believe  
change is a catalyst for opportunity. 

For years, we’ve partnered with the world’s largest institutional investors, providing 

differentiated research, insights and solutions to help them manage volatility and enhance 

returns. Now, we’re doubling down on our deep commitment to research, analyzing the  

critical issues affecting our clients to uncover the most promising investment opportunities. 

I’m pleased to introduce the Strategic Investment Advisory Group: our best and most 

seasoned CIOs, portfolio managers and strategists, whose expertise spans every asset class, 

joining forces to develop our sharpest comprehensive thinking. The Group is chaired by  

Michael Cembalest, Chairman of Market and Investment Strategy. Through rigorous research, 

debate and collaboration, the Strategic Investment Advisory Group examines the cross-currents 

of global markets and identifies solutions to overcome the pressing obstacles investors  

face today. 

While many firms have deep expertise in individual asset classes, few can bring it all together. 

Our Strategic Investment Advisory Group presents sharp views from every vantage point  

and is able to connect the dots – the power of perspective that only a globally integrated  

team can offer.

The inaugural publication, Getting Real About Rates: The post-war era of substantially positive 

real interest rates may be gone for good, evaluates how investors may surmount one of their 

greatest challenges. Despite expectations for a sustained strong economic recovery, low or 

negative rates look set to persist for an extended period of time. This reflects a confluence  

of forces, including a global pandemic, new monetary policy ideology and governments 

preparing to take on social, infrastructure and climate issues. Still, investors have choices,  

and opportunities to seize across the investment spectrum.

In the first of many publications, the Strategic Investment Advisory Group will guide you through 

the emerging investment landscape. We hope you’ll find our insights valuable.

George Gatch
CEO
J.P. Morgan Asset Management

F O R E W O R D
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US real yields
Yield less core inflation, percent

Source: Barclays, BLS, Bloomberg, JPMAM. August 2021. UST is yield to maturity;
BBB and agency are yield to worst. 
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Getting real about rates:  
The post-war era of substantially positive real 
interest rates may be gone for good

There was a time when institutional investors could 
consistently earn 2% to 4% over the rate of inflation by simply 
investing in long-duration government, agency and corporate 
bonds. The onset of the Global Financial Crisis changed those 
dynamics abruptly in the fall of 2008. Over the last decade, 
many of us expected that the sustained global recovery that 
followed would eventually lead to some kind of normalization 
in monetary policy and rates. But with the passage of time, it 
has become clear that rate normalization relative to inflation  
is not apparent on any near-term or medium-term investment 
horizon. In this inaugural analysis from our Strategic 
Investment Advisory Group, my colleagues and I explore  
these issues and the implications for institutional investors.

INVESTMENT PRODUCTS ARE: NOT FDIC INSURED • NOT A DEPOSIT OR OTHER OBLIGATION OF, OR GUARANTEED BY, JPMORGAN CHASE BANK, N.A. OR ANY OF ITS AFFILIATES  
• SUBJECT TO INVESTMENT RISKS, INCLUDING POSSIBLE LOSS OF THE PRINCIPAL AMOUNT INVESTED.

A  N O T E  F R O M  O U R  C H A I R ,  M I C H A E L  C E M B A L E S T
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Executive  
Summary
Despite our expectations for a sustained 
strong economic recovery, low or negative 
real interest rates look set to persist for an 
extended period of time. 

Non-price sensitive buyers—institutions that buy for regulatory 
or policy purposes—now represent such a large proportion of 
the market that bond yields could remain dislocated from 
economic fundamentals for much of the business cycle.

At its core, our thesis is based on the expectation that 
central banks will be unable to shrink their balance sheets 
meaningfully for fear of political reprisal or a financial 
shock. Central banks have backed themselves into a corner 
from which they will be unable to retreat. These captive 
holders sit alongside sovereign reserve managers whose 
purchases are dictated by currency ambitions, commercial 
banks that need to meet regulatory requirements and other 
financial institutions required to match their liabilities. 
Decisions are dictated by objectives other than an assessment 
of the appropriate price of bonds. The bond vigilantes are 
now outgunned by the bond pacifists. 

This is not to say nominal yields won’t rise to a degree. In the 
fullness of time, we expect quantitative easing to cease and 
interest rates to rise. But our expectation is that any rise in 
nominal rates will fail to keep pace with inflation and so 
real rates remain very low or negative throughout the cycle. 
Such an environment is not without longer-run consequences: 
misallocation of capital and accelerating inflation are two 
potential endgames, even if these might be some years in  
their formation. 

For investors, a multi-year period of negative real returns in 
government and high-grade bonds could have a profoundly 
negative impact on overall portfolio returns, given the pivotal 
role bonds have played in traditional asset allocation. While 
challenging core fixed income, such a scenario could benefit 
other assets. 

As we discuss in detail in the following chapters, the 
investment solutions we find most appealing are:

• Medium to low-quality credit and short-duration securitized   
 credit, both of which will benefit from an economy allowed  
 to run hot for a prolonged period.

• A greater role for equities in providing income, with emphasis  
  on high-dividend, low-volatility sectors such as utilities  
 and telecoms.

• Core real assets – real estate, infrastructure, transportation   
 and natural resources – that provide stable positive real   
 yields with the potential for cash flow growth should inflation  
 risks materialize.

Clearly, none of these options offers the risk-free real return 
once offered by government bonds, but that is the world in 
which we now live. Accepting an increase in portfolio volatility 
and illiquidity is an inevitable consequence of achieving 
“acceptable” portfolio returns.
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Why would real rates  
remain so low?
There are two reasons we could find 
ourselves stuck in a low or negative  
real rate environment. 

The first: a weak post-pandemic recovery in which 
households and businesses have a persistent desire to save 
rather than consume and invest. As a result, central banks 
struggle to meet inflation targets and are unable to normalize 
policy to any significant degree. In this case, secular stagnation 
that plagued the last cycle would intensify in the current one.    

This is not the scenario that concerns us. We don’t believe  
that economies have suffered irreparable scarring during the 
pandemic, nor do we believe that inflation pressures are 
predominantly transient. While productivity has recently 
declined from its pandemic highs, it’s still above levels of the 
last decade, and investment has bounced back quickly. Higher 
inflation is showing up in “main street” expectations and in  
the critical shelter component of inflation statistics.   
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Debt and deficits
% of US GDP

Interest burden on federal debt
Interest payments on federal debt as a % of US GDP

Source: CBO, CRFB. 2020. Dots = 2021 estimate. Source: OMB, CBO. February 2021. Dotted line = CBO projections.
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Our main concern is the second reason:  
an extended period of financial repression 
that forces nominal interest rates away from 
where economic fundamentals would dictate.    

In practice, central banks hold nominal rates low via policy 
rates and interventions in long-term interest rate markets, 
accepting higher inflation as a means to grow nominal GDP and 
maximize employment. At the same time, the nominal stock of 
government and private sector debt are inflated away, and 
borrowing costs are lower in real terms.

One reason this might appeal to the Fed: The US has wartime 
levels of debt and deficits but without the comparative 
advantages that the US held over Europe and Japan during the 
post-war era. Following the Second World War the combination 

of artificially depressed interest rates and strong growth 
supported by a younger and more mobile population of active 
workers rapidly reduced the debt burden. Such supportive 
demographics don’t exist today, pressuring the Fed to partially 
monetize the debt. While interest on the federal debt is still 
low relative to GDP, CBO projections show it spiking even under 
normal paths of rate normalization.

J .P .  MORGAN ASSET MANAGEMENT |  STRATEGIC INVESTMENT ADVISORY GROUP    9
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This distortion of the yield curve is a further loosening of 
monetary policy and financial conditions, when it is only 
debatably necessary. In fact, US CPI exceeds the 10-year 
Treasury yield by the widest margin in 40 years, creating a 
very large windfall benefit for borrowers at the expense of 
traditional fixed income investors. As shown on the bottom  
left, the duration of the current negative real rate era is the 
longest in the country’s history, eclipsed in terms of the 
magnitude of negative real rates only during wartime.  

Central bank intervention takes two forms: 
purchases in their own markets for monetary 
policy purposes, and purchases in other 
countries’ markets for currency management 
and balance of payments reasons.   

Both actions predate the financial crisis and quantitative 
easing, and were then magnified by them. The growth of 
developed market central bank holdings since the financial 
crisis absorbed the increase in debt issuance in recent years; 
this calls into question the ability of central banks to shrink 
their balance sheets in countries where issuance remains  
high or where it spikes due to stimulus resulting from  
future recessions.  
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US bank reserves vs 10-year yields: 2003-2021
US$, trillions

US banking system reserve balances with Federal Reserve banks (lhs)

US 10-year Treasury yield (rhs)

US bank reserves vs 10-year yields: 2020-2021
US$, trillions

Source: Bloomberg, JPMAM. September 8, 2021. Shading indicates periods of reserve growth.
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Source: Bloomberg, JPMAM. September 8, 2021. Shading indicates periods of reserve growth.
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A technical note  
on Fed mechanics
Conventional wisdom suggests that when  
the Fed actively buys bonds via its QE 
operations, the price of those bonds should 
go up (yields down), but that is not always 
the case.   

Indeed, if one views the post-GFC QE era as a whole, the Fed 
balance sheet trended higher and Treasury yields trended 
lower. Importantly, though, during periods where the Fed was 
actively buying bonds and paying for them with freshly printed 
money (i.e., reserves), the opposite appears to be true: Even 
though the Fed was buying, bond prices declined and yields 
rose. The shaded regions in the charts below show periods of 
active reserve growth (mostly QE purchases) when yields 
tended to rise. Similarly, when the Fed stopped buying, bond 
yields tended to fall; in fact, essentially all of the trend 
lower in yields during the QE era occurred outside periods 
of active Fed buying.    

In the charts below, we have chosen to compare banking 
system reserves to yields instead of comparing them to the 
total Fed balance sheet. The reason is that since March of this 
year the Fed has financed its QE purchases not with freshly 
minted money but rather mostly via reverse repo operations 
with money market funds. In other words, the Fed borrowed 
the cash from money market funds to do its QE purchases. The 
reasons for the Fed’s funding change (and why reserve changes 
are positively correlated with 10-year yields) are beyond the 
scope of this paper and are related to leverage and other 
regulatory issues affecting banks. The upshot is that despite QE 
continuing, banking system reserves stopped rising from April 
through July and yields once again fell, suggesting again that 
reserve changes are the more important thing to follow 
than balance sheet size. There are early signs that reserves 
may have once again begun to rise due to banking system 
demand, in which case we would expect yields to rise as well.   
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G4 central bank balance sheets 
US$ trillions

Source: National central banks, J.P. Morgan Economic Research. June 2021.
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Think the central banks will 
normalize their balance sheets?    
That’s what people thought in 2018 (left chart), but the Fed’s 
pursuit of “normalization” was reversed after only modest 
progress due to tightening financial conditions, the US-China 
trade war and eventually COVID-19 as well. The effectiveness  
of balance sheet expansion during COVID suggests that the 
central banks have now locked themselves into a “new 
normal”: a balance sheet response every time something 
adverse happens. So far, central bank monetization of debt  
has had no discernible negative consequences, especially if 
current inflation in the US is viewed with indifference at worst.  
Absent uncontrolled inflation in the future, there is no need for 
central bank balance sheets to shrink, ever. Taxes will never 
have to go up to “pay off” debts owed to the central banks.   
If anything, persistently negative real interest rates that 
accompany continued financial repression in effect amount  
to a “shadow” tax on savers. Our recommendations that follow 
can help minimize that shadow tax, but it can’t be completely 
avoided, since risk-free rates are a foundational component of 
all investment returns.  

Over the long run, economy-wide reallocation of investment 
resources in response to financial repression can be an 
inefficient use of those resources; the resulting distortions 
represent the price paid for ultra-loose monetary policy.  

Before the GFC, analysts studying Japan pointed to declining 
economic dynamism as a negative by-product of its excessively 
loose monetary policy. As shown on the right, the US has 
experienced a falling corporate birth-death rate as well,  
one whose lowest levels coincided with the onset of GFC  
monetary policy. 

We should note our thesis is not solely that 
the actions of central banks are distorting 
interest rates. 

Many other major actors, such as life insurers and pension 
funds, have far less price sensitivity than pure-play total return 
or speculative bond investors – hence, the capacity for bond 
market vigilantism is far reduced. Case in point: hedge fund 
AUM of ~$3.5 trillion pales in comparison to the $30 trillion  
we see on central bank balance sheets as a result of 
quantitative easing over the years1. Since many buyers are 
holding bonds not for income or return but for regulatory 
reasons, liability management or (in the case of central banks) 
policy transmission, the need to compensate with large  
term risk premiums has passed. 

1 Source: AlphaWeek, eVestment and central banks.
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Source: BAML, Bloomberg, JPMAM Multi-Asset Solutions. August 3, 2021. 
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The Fed has indicated that it will taper bond 
purchases from the end of 2021 but even 
so, there’s good reason to expect yields to 
remain anchored.

First, the drop in Fed purchases is in large part matched by a 
drop in Treasury issuance anticipated in 2022. Second, even 
though the Fed is tapering purchases, the ECB, BoJ and other 
global central banks remain active bond buyers – although they 
are not directly buying Treasuries, this demand still limits how 
far US nominal yields can rise in relative terms before 
attracting significant incremental demand. 

Next, according to our retirement strategists, Americans 
currently have $33.8 trillion in retirement assets, including  
$11 trillion in defined benefit plans that have strong incentive 
to de-risk to lock in any windfall gains. The OECD indicates that 
around 75% of pension assets are held in stocks and bonds; 
assuming a 60/40 stock-bond allocation, each incremental 10% 
rise in equity markets creates around half a trillion dollars of 
additional demand for duration from US plans alone. 

Finally, even ignoring outperformance of equity over bonds 
through time – and the consequent rebalancing demand for 
duration – there is a natural incremental duration demand 
from pensions over time. Our US pension analytics team 
anticipates $8.5 trillion in additional duration demand from  
US DB plans over the next ten years. This demand arises 
mainly from new contributions in public plans and shifts in 
hedge ratios and funded status in corporate plans. While not  
all of this duration demand will find its way directly into US 
Treasuries, roughly a third will likely find its way into 
government bonds, with the remainder largely in high-  
grade corporates. 

In sum, even allowing for Fed tapering, there is ample  
non-price sensitive demand for duration to keep yields well 
anchored. Before getting into investment recommendations 
that result from this point of view, we take a look at inflation 
dynamics in the US which could further cement a low real  
rate outcome.
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Source: Bloomberg. August 2021.
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US inflation: Playing with fire
Holding real interest rates below the level appropriate for 
economic fundamentals could well have undesirable side 
effects. A misallocation of resources and asset bubbles have 
been uncomfortably common historical events, the subprime 
crisis being the most obvious and recent. 

In the last hundred years, there have been five occurrences 
when inflation in the US persisted above 5% for more than a 
quarter or two: World War I, World War II, post-WWII 
reconstruction, the Korean War and the Great Inflation. Some 
of the roots were peculiar to wartime: The periods of the World 
Wars were characterized by supply constraints caused by 
hoarding, war rationing and shifting civilian production 
capacity towards military hardware. The Great Inflation was 
more complicated—it was seeded by complacency about the 
interaction between public policy, stimulus and prices during 
the Great Society programs of the 1960s and later exacerbated 
by external commodity shocks including the Oil Crisis of 1973. 
However, the one thing all of these periods had in common was 
extraordinarily easy monetary policy put into place to help 
defray the cost of deficit spending and/or for stimulus.

Like many of the prior periods of high-inflation, the pandemic 
is also a war–only this time, humankind is pitted against a 
global virus rather than against itself. Like the past bouts of 
inflation during wartime, we have two of the same ingredients: 
a curtailed supply of goods and services (in this case, it is not 
hoarding, war rationing and shifting production but 

de-urbanization, a tight labor market, an understocking of 
inventories, and chip shortages) and easy monetary policy. 
Similar to the period before the Great Inflation, there’s a public 
policy shift toward promoting social justice and wealth equality 
funded by deficit spending.

The result of these forces is 5.3% headline inflation as of 
August 2021, the highest price increase since 1990. The jury  
is out on whether today’s inflation is transitory, as the Fed 
believes, or persistent. If elevated prices are transitory, 
monetary policy normalization can be spread over a number  
of years. If elevated prices are more persistent, normalization 
will come faster. However, even then, because of the current 
interconnectedness of the global sovereign bond markets and 
the indebtedness of the developed market governments as a 
whole, the Fed’s ability to raise rates is not as independent as 
in years past. Furthermore, policy makers have shown a 
preference for financial stability, which points to a higher 
chance of a more dovish than hawkish policy error.

One last comment on inflation. Three of the big-picture 
deflationary forces of the last 25 years are fading, as shown  
on the right: cross-border portfolio flows, trade and foreign 
direct investment.
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How should investors respond?
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How should investors respond?
If we do not expect another 1980s-style 
golden era of strongly positive real yields  
in the fixed income markets anytime soon,  
what should investors do to adapt to  
this environment?

For fixed income investors, the blessing and the curse is that 
maximum returns are mostly predetermined (i.e. locked in)  
if the investor holding period is similar to the investment’s 
duration. Given today’s bond prices, it almost doesn’t matter 
whether financial repression continues or it does not and rates 
normalize. In essence, holders of broad passive fixed income 
securities are now effectively guaranteed to do no better 
than to lose purchasing power over the duration of their 
investments if inflation does not quickly drop back below 
the Fed’s target. To avoid losing purchasing power over the 
life of a normal fixed rate Treasury investment, today’s above-
target inflation would have to disappear as quickly as it 
arrived, and would have to undershoot the TIPS-breakeven 
inflation by 100 basis points or more. 

Additionally, as loose fiscal policy has boosted investor risk 
tolerance and the creditworthiness of most private sector 
borrowers, spreads have tightened. As a result, expected 
returns for traditionally riskier fixed income, such as high-yield 
corporates or low-rated securitized credit, have approached 
zero in real terms even if every (risky) borrower repays on  
time and in full.   
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One knee-jerk reaction is to reach for 
inflation-protected securities, where  
there is no cash flow risk to inflation.   

However, owning TIPS means locking in current negative real 
yields, with no chance of redemption if inflation unexpectedly 
falls. In fact, current TIPS pricing vs. nominal Treasuries 
indicates that part of the market expects inflation to exceed 
the Fed’s target rather than miss it. This is another reason  
to doubt the COVID-related economic scarring / secular 
stagnation explanation for current low-interest rates.  

Traditional floating rate fixed income won’t necessarily work 
either if financial repression extends deep into the investment 
horizon, since floating rate bonds typically reset off very short-
term interest rates like LIBOR or SOFR. Though floating rate 
bonds should protect investors from rising rates, they typically 
only protect investors from rising policy rates, which won’t go 
up if financial repression continues.

 
For portfolios that must invest in fixed 
income, duration is the enemy of inflation 
but credit risk is not, because a high-nominal 
GDP environment improves the 
creditworthiness of nearly all borrowers.  

As a result, investors should opt for larger cash flows over 
smaller, favoring medium-to-low quality credit, and shorter 
cash flows over longer, focusing on short average life 
securitized credit, current tight spreads notwithstanding.   
For pension funds and insurance companies with structural 
needs to own longer-duration credit, it is possible to hedge 
interest rate exposure with a short position in Treasuries or 
swaps. If rates don’t move, the hedge cost is manageable,  
and if rates do normalize as a result of investor reallocations 
we’re recommending, then hedges would add returns without 
eroding the income component of spread product.

The real opportunities lie outside  
of traditional fixed income. 

Ideally investors should seek assets whose cash flows can float 
upward with nominal GDP, not with Fed-controlled interest 
rates. Securitized credit, equities, inflation-protected utilities, 
infrastructure investments and rental real estate all exhibit 
some degree of positive sensitivity to nominal GDP. In the 
subsequent sections, we review them.
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Corporate High Yield Corporate Investment Grade

Securitized Credit (AAA) Securitized Credit (BBB and below)

Securitized Credit

Sharpe ratio since 2018
Volatility adjusted excess return over risk free rate 

Source: BoA Research. July 21, 2021.
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Part of the solution:  
Securitized credit
Over the past two decades, especially in the US, the capital 
markets have increasingly provided financing for large pools  
of commonplace assets in the economy. Both sellers and end 
users (of cars, recreational vehicles, business jets, mobile 
phone contracts, single- and multifamily rental real estate, 
solar panels and other green energy products) have all tapped 
securitized credit markets to finance underlying assets. 
Nonbank consumer lenders as well have pooled loans and  
sold the risk and return to end investors. The once-clear 
delineations between investment categories have blurred:  
“Asset-Backed Securities” used to typically refer to credit cards 
and prime auto loans but now also includes loans against a 
wide variety of hard assets or unsecured consumer loans. 
“Non-Agency Mortgages” used to refer mostly to jumbo loans 
and subprime/Alt-A, but now is mostly prime mortgages issued 
by the agencies as part of their mandatory credit risk transfer 
programs. And finally, “Commercial Mortgage-Backed 
Securities” used to mostly refer to multifamily and office loan 
conduits but now also includes single-family rental and agency 
multifamily credit risk transfer.  

For investors, there are some noteworthy advantages to 
securitized credit when compared to public market 
corporate bonds. The frequently “retail” nature of the 
underlying assets (think cell phone leases) means securitized 
credit commonly offers amortizing cash flows and relatively 

short maturities. Asset pools are divided up into tranches  
of payment seniority with their own risk and return 
characteristics. The bespoke nature of the collateral pools 
requires analysis and surveillance, but typically returns  
are higher than for a given corporate credit with comparable 
default risk. For these reasons, risk-adjusted returns as 
measured by Sharpe ratio tend to be advantageous in 
securitized credit when compared to corporate  
credit equivalents.

The quality of the collateral pools has generally increased since 
COVID: Borrower creditworthiness improved due to the fiscal 
response and subsequent wage growth, and the value of hard 
assets (i.e. used cars) rose due to supply chain/demand 
reasons. These are trends we expect to continue.

AA: CLO, CMBS 10 yr, Investment Grade corporate 1-5yr.  
A: CLO, Prime Auto 4 yr, Subprime Auto 4 yr, Credit card 5 yr, Container 5 yr, Timeshare  
3 yr, CMBS 10 yr, Consumer 3 yr, Agency CMBS subdebt, non-performing residential 
mortgages, Investment Grade corporate 1-5 yr.  
BBB: CLO, Prime auto 5 yr, Subprime 5 yr, CMBS 10 yr, Agency CMBS multifamily subdebt, 
Agency credit risk transfer (single family), Investment grade corporate 1-5 yr.  
Securitized product data from BofA Research; Corporate spread data from Intercontinental 
Exchange Indices.   
The BofA Securitized Products Return Indicator (which we label Securitized Credit) 
aggregates monthly returns across select US securitized products. The total is comprised 
of: 1) the AAA Indicator that tracks AAA-rated CMBS, CLO and ABS bonds, and 2) a Down in 
Credit Indicator (BBB and below) which tracks CLO BBB/BB tranches, CMBS BBB tranches 
and CAS/STACR (prime residential mortgages) below-IG rated bonds. Returns are par 
value-weighted.
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Global US

Source: Bloomberg, Datastream, JPMAM. August 2021. Based on MSCI ACWI /S&P500 
dividend yield and yield to maturity of Barclays Global / US Agg. 

Gross buyback yield Dividend yield

Source: Bloomberg, Datastream, JPMAM. June 2021.
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Dividend yield by industry group

Industry group
Mortgage REITs
Tobacco
Gas Utilities
Oil, Gas & Consumable Fuels
Marine
Diversified Telecommunication
Construction & Engineering
Electric Utilities
Insurance
Multi-Utilities
Banks
Telecommunication Services
Equity Real Estate Investment
Water Utilities
Paper & Forest Products
Metals & Mining
Capital Markets
Power and Renewables
Containers & Packaging
Household Products
Construction Materials
Pharmaceuticals
Household Durables
Chemicals
Food & Staples Retailing

US EUR JPN EM Average
9.58% na na na 9.58%

Highest volatility Lowest volatility

6.12% 6.26% 5.93% na 6.10%
2.98% 6.84% 2.11% 6.84% 4.69%
3.87% 4.78% 4.65% 4.93% 4.56%
na 1.56% 6.96% na 4.26%
4.03% 4.33% 3.40% 4.51% 4.07%
na 4.04% 3.24% 4.05% 3.78%
3.32% 4.13% 3.19% 4.34% 3.75%
1.65% 4.60% 3.98% 4.66% 3.73%
3.14% 3.70% na 3.42% 3.42%
2.62% 3.01% 4.00% 2.59% 3.05%
0.00% 5.76% 3.11% na 2.96%
3.07% 2.69% 3.38% 2.29% 2.86%
1.80% 3.81% na na 2.80%

na 2.48% 2.36% 2.91% 2.59%
1.99% 4.67% 2.41% 1.13% 2.55%
1.67% 2.08% 4.37% 1.98% 2.52%
2.91% 2.08% na 2.08% 2.35%
2.03% 2.38% na 2.38% 2.27%
2.43% 2.58% 1.52% 2.42% 2.24%
0.77% 3.20% na 2.71% 2.23%
1.80% 2.64% 1.87% 2.56% 2.22%
1.37% 3.92% 1.78% 1.65% 2.18%
1.99% 2.15% 2.04% 2.36% 2.13%
2.10% 2.57% 1.21% 2.63% 2.13%

Source: Bloomberg. September 16, 2021.

Equity income in 60:40 portfolios
Dividends as % of total portfolio income

Equity index yields 
% yield

Part of the solution: Equities
Given prevailing rate trends, investors are increasingly turning 
to equities for return and income. Even though equity dividend 
yields are close to their lowest levels in many years (the S&P 
500 dividend yield is just 1.34%), more than two-thirds of the 
income in 60/40 portfolios is now derived from equities, with 
dividend opportunities even more attractive outside the US.  
Note that dividend measures for equities do not incorporate 
gross buybacks, which in the US and Europe can contribute 
meaningfully to returns.

The table below shows sectors of US, European, Japanese and 
Emerging equity markets with the highest current dividend 

On mortgage REITs.  
These are generally highly 
levered, low-quality companies 
that have to pay out 90% of 
retained earnings in dividends 
but end up using capital to do 
so since retained earnings 
don’t equal cash flow.  
This sector has usually 
underperformed the market 
over long time periods.

        

yields. The color scheme indicates each sector’s price volatility 
computed over the last three years, with red representing the 
most volatile sectors and blue the lowest. Some of the highest 
dividend yields exist in sectors such as oil & gas, where price 
volatility can quickly overwhelm a dividend-oriented strategy.  
Yield-oriented investors in volatile sectors need to be prepared 
for long holding periods through difficult times, and even in 
less volatile sectors total returns can substantially lag overall 
index measures whose returns are substantially driven by 
outperformance of growth stocks.
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Source: Factset, S&P, MSCI. August 2021.

MSCI World dividend yield, nominal yields and real yields 

Source: Factset, Bloomberg, JPMAM. July 2021.

MSCI World dividend yield 10Y nominal rate 10Y real rate
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A longer discussion on equity dividends 
For investors in US equity markets, dividends have not been  
a critical part of total return. For the 10-year period ending 
December 31, 2020, US large cap stocks had an annualized 
total return close to 14%; only 2.1% of this return came from 
dividends. However, this was not the case in international 
equity markets. Investors in portfolios linked to the MSCI EAFE 
Index (Europe, Australasia, Far East) earned annualized total 
returns of just 6%, with 3.3% coming from dividends (more 
than half of the return). Dividends contributed an even larger 
percentage to 10-year annualized total returns in Emerging 
Markets (dividend return of 2.84% out of an annualized return 
of just 4%).   
 
While there is plenty of dispersion in dividend contributions  
to total returns by region, longer time frames show more 
similarity. Since 1929, dividends have contributed 38% of total 
returns in the US. Data doesn’t go back as far for non-US 

markets; developed international equity market data begins in 
1986. Over this time period, dividends contributed 33% of total 
returns, and since 2001, Emerging Market dividends have 
contributed 29% to total returns. In other words, over the long 
run, dividend contributions to returns are more similar.  
 
Our long-term capital market assumptions estimate that global 
equity returns over the next decade will range from 4.5% for 
US large cap stocks to around 7% for Emerging Markets. If our 
assumptions are correct, given current dividend yields, the 
dividend contribution would revert to its historical 30%-40% 
range. While the implied dividend yields might seem on the 
low-side compared to history, we believe that MSCI World 
dividend yields will exceed nominal and real yields on US 
government bonds. That has been the case since the Global 
Financial Crisis, a trend we expect to continue. Payout ratios 
appear sustainable, and companies have plenty of cash on 
their balance sheets. 
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MSCI World relative dividend yield
% of stocks with dividend yields above country 10Y bond yields

Source: Factset, Bloomberg, JPMAM. July 2021.
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When we drop down to the individual stock 
level, the results are even more compelling: 
Over 70% of companies around the globe 
offer a dividend yield higher than the 
nominal yield on their respective country’s 
10-year bond.   

As active stock pickers, we would not counsel blindly 
chasing dividend yields as not all dividends are equal.   
We know from experience that dividends may be cut or  
in some instances, the dividend is defended at the expense 
of other uses of capital and/or the company’s stock price. 
 
Let’s take two high-yielding examples from the table on page 
18: European Oil/Gas E&P companies and European Diversified 
Telecoms. Let’s also assume that investors entered at the 
“wrong” time, a few months before the COVID recession. For 
volatile Oil/Gas companies, high-dividends help but do not 
offset the entire pain of the price drawdown. For less volatile 
Telecoms, drawdowns are not as large, allowing dividends to 
represent a larger share of positive returns. 
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Fast-growing company valuations
Enterprise value / sales vs market for top quintile sales growth stocks, US 

Source: Factset, JPMAM. August 2021.

US real yields
%, 10 year yield less breakeven inflation

Source: Bloomberg, JPMAM. August 2021.
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We also recommend that investors  
avoid extrapolating the sector trends  
that have prevailed in recent years even  
as we anticipate a period of low interest  
rates ahead.   

There are a lot of factors driving sector performance other 
than monetary policy; over the last decade, other important 
drivers included a relentless pace of innovation, China’s rising 
contribution to global growth and its shift from investment to 
consumption, and a lax environment with respect to antitrust 
policies that are now changing in the US, Europe and China. 

And crucially, our work shows that over time the rate of  
change of interest rates is much more important than the level 
of interest rates when driving sector relative performance. 
Given how much faster-growing US equities have already been 
rerated higher as real yields fell (illustrated below), investors 
should think about a broader range of opportunities for  
stock selection rather than just owning large cap technology 
winners, including of course the higher dividend paying  
stocks already discussed. 
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Strategic role: Core real assets sit above the stock-bond frontier
Expected compound return  

Source: Moody's, JPMAM. June 30, 2021. 
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Part of the solution:  
Real assets
If public markets continue to offer negative real yields and  
the possibility of capital losses if and when rates rise, private 
markets can offer compelling alternatives for investors.  
Investors should focus on “core” real assets, which offer  
stable real yields with potential for cash flow growth during 
inflationary periods. Core real assets refer to tangible 
investments in real estate, infrastructure, transportation and 
natural resources that generate the majority of their returns 
through consistent, long-term contracted cash flows, which  
can be estimated with a low-margin of error. They typically 
operate in developed markets, employ moderate leverage  
and provide some degree of inflation protection. Our preferred 
real asset sectors are ones with sufficient scale and transaction 
volume to provide adequate price discovery and sufficient 
liquidity to open-end vehicles.

As a hybrid asset class, core real assets have risk and  
return characteristics that fall between public market stocks 
and bonds. Due to localized and differentiated return drivers at 
the asset level, core real assets often exhibit low-correlation  
to public equities, and are a good source of portfolio 
diversification. Additionally, having significant and forecastable 
income dampens downside risk during periods of  
market stress.

Over a long-term investment horizon, we expect core real 
assets to deliver returns over financial assets and inflation 
with less downside risk than public equities. This is 
illustrated below2 in a simplified efficient frontier. The primary 
trade-off is less liquidity; every institutional investor should 
develop their own framework for illiquidity risk, since it must 
include the duration of their liabilities; the preexisting level of 
illiquidity already present in the portfolio;3 the share of parent-
level reliance on portfolio returns for annual cash flow (i.e., the 
high-level of reliance on university endowments to fund capital 
commitments, tuition, grants, etc.); and the potential for policy 
changes that could substantially alter the timing of the plan’s 
obligations (i.e., a defined benefit plan that closes to new or 
existing members). 

2 Source: J.P. Morgan Asset Management and Moody’s. Efficient frontier is based on 
JPMAM 2021 Long-Term Capital Market Assumptions. The expected returns and volatilities 
are for illustrative purposes only and are subject to significant limitations. Core real assets 
represent a diversified portfolio of global real estate, infrastructure and transportation 
asset class exposures. An investor should not expect to achieve actual returns similar to 
the target returns and volatilities shown above. 
 
3 When asked about a “fair” return over public markets for illiquidity risk, that’s a difficult 
question to answer without knowing a portfolio’s existing illiquidity level. There’s a big 
difference between a portfolio with a 15% allocation to alternative investments and 35%.  
Before the GFC, some of the largest US college endowments had 50% or more allocated to 
alternatives; a framework that increased required excess returns as illiquidity rises would 
likely have protected these endowments from the liquidity squeeze that followed.
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Against the backdrop of a prolonged period of low and 
sometimes negative real rates, the case for allocating to core 
real assets is more compelling, particularly if cash flows are 
more durable or rise in a rising rate environment. Many of 
these assets have implicit or explicit inflation hedges in place, 
albeit with a modest lag. One example is staggered commercial 
real estate lease terms which reprice based on inflation 
expectations; another is embedded pass-through pricing 
mechanisms in which revenues adjust in line with inflation 
indices, as with certain utility investments. For example, many 
regulated utilities in Europe and the UK operate with a link 
between their weighted average cost of capital (WACC) and 
their allowable return on equity (ROE), which permits earnings 
to rise as inflation impacts the company’s WACC.

The table below provides an overview of different types of 
private market real assets, as well as examples of inflation-
sensitive characteristics which may benefit the asset class 
during inflationary environments. Note that the inflation 
drivers highlighted are not universal to the asset class and  
may only be relevant for certain sectors. 

REAL ASSET  
CATEGORY

GEOGRAPHY TYPICAL MAJOR SECTOR 
EXPOSURES

ILLUSTRATIVE INFLATION-
SENSITIVE ATTRIBUTES

Core/core+ real estate Developed markets Office, industrial, residential, 
retail, extended sectors

Staggered lease terms which 
reprice based on inflation 
expectations, easily levered 
assets, slow supply response, 
transparent rental spot market 
when markets are in equilibrium 
or tighter

Core/core+ infrastructure Developed markets Distribution/regulated,  
contracted/power, GDP-sensitive

Inflation-indexed returns, expense 
pass-through mechanisms 
incorporate input costs

Core/core+ transportation Global Maritime, Energy Logistics,  
Aircraft, Rail & Vehicles

Staggered lease terms at the 
portfolio level, asset values  
adjust to reflect input costs for 
new supply (e.g., labor, steel), 
lease rates which are typically 
correlated with inflation

Core/core+ timber Developed markets Softwood, Hardwood Demand derived from the  
broader economy, inelastic  
supply given the long production 
cycle, ability to shift production 
and optimize price
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US core real estate spread to BBB corporates 
Estimated IRR at purchase less BBB corporate yield  

Source: Moody's, JPMAM. June 2021. BBB: average of Moody's 
intermediate-term BBB corporate bond yield
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As one example, this chart illustrates our estimated premium 
of US core real estate unlevered returns, based on 
underwriting expectations prevailing at the time, relative to 
BBB corporate bonds. This spread is near the highest level 
seen over the last 20 years. Furthermore, whereas low-interest 
rates are a headwind for fixed income investors, they are 
accretive to real asset investors, as moderate leverage can 
increase return potential. While these are private market 
assets, they can often be accessed in semi-liquid investment 
structures such as open-end perpetual life private funds with 
varying redemption provisions (i.e., “evergreen funds”). This 
provides added portfolio flexibility relative to less liquid closed-
end fund structures, which offer less certainty around both the 
pace of initial investment and the ultimate return of capital.
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Conclusion
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A decade of secular stagnation coupled  
with a global pandemic has given rise to a 
profound change in policymaker ideology.

Governments have lost their fear of debt at just the time 
central banks have lost their fear of inflation. Whether 
current inflation pressure is transitory in the US and globally  
is a matter of debate, but the persistence of financial 
repression is likely to remain long-lived.  

Central banks are still coming to grips with the possible 
consequences of actually shrinking their balance sheets, while 
also contemplating the limits of their capacity to use balance 
sheets as a tool for monetary policy, financial stability and, in 
some cases, social policy. At present, central banks look poised 
to assist governments in coping with legacy debt, and are also 
under pressure to support efforts to tackle inequality, 
infrastructure renewal and climate change. Hence, we should 
expect monetary and fiscal coordination to last for many years.

In practical terms, this makes a lengthy period of negative real 
interest rates a highly likely outcome, as nominal yields are 
held below the rate of inflation. This will prove challenging for 
many fixed income markets; even so, such an outcome should 
continue to be a tailwind for other assets. 

Investors seeking to maintain and grow the purchasing power 
of their portfolios in such a world do have choices, if they’re 
prepared to embrace the full spectrum of fixed income and 
hybrid assets, dividend-paying stocks and core real assets.    
An increase in portfolio volatility is likely to be the price paid  
in exchange. This is not a trivial change, and will require 
communication and consensus-building with stakeholders, 
regulators and beneficiaries.
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Appendix
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Appendix I: Corporate and public 
pensions and low-rates
Low-interest rates have a particularly damaging impact on 
pension funds by inflating liabilities and reducing expected 
returns on many yield-oriented assets. Prior to the dot-com 
bubble, many public and corporate plans were in surplus, and 
many corporate pension discount rates were above 8.0%. 
Today, corporate discount rates are generally below 3.0% and 
corporate plans still have nearly recovered to full surplus.  
Conversely, many state, county and city plans remain poorly 
funded despite using much higher discount rates.

Corporate Defined Benefit Plans

Corporate plans have increasingly adopted liability-aware 
strategies across their balance sheets: Many have closed plans 
to new entrants, frozen new benefit accruals and offloaded 
liabilities via direct lump sums to participants or via 
annuitizations with life insurers. Many have also de-risked 
portfolios, holding roughly 50% in long-duration investment 
grade bonds. While the long-term rate trajectory has been 
down, there have been pockets of rising rates providing 
de-risking opportunities (e.g., 2013, 2015, 2016, 2018, 2021). 
With each successive rate decline, plans are better hedged and 
less impacted by subsequent bouts of falling rates. With equity 
markets now at all-time highs, corporate plans find themselves 
in aggregate close to fully funded4. On a forward-looking basis, 
returns in the 4%-5% range will be needed to attain a self-
sustaining surplus that can be annuitized or managed with the 
goal of avoiding further sponsor contributions. While this 
target is more reasonable than figures of the past, it still 
presents a challenge given large allocations to low-returning 
bonds, which are often held to reduce the volatility of a plan’s 
funded status rather than to enhance yields per se. 

Against this backdrop, corporate plans have adopted several 
strategies for achieving 4%-5% returns while coping with a  
low-rate environment:

• Alternative Income: Income-oriented assets like core real   
 assets can provide equity diversification, volatility dampening   
 and a source of cash yield to fund increasing net outflows.  
 For corporate plans, alternative income assets can replace a   
 portion of concentrated corporate bond portfolios as well.

• Credit Diversification: As funded status has improved,  
 long-duration credit portfolios now comprise almost 50% of   
 total assets. Finding alternate sources of yield, like CMOs and  
 newer longer-duration agency securitized assets, is key   
 for resiliency.

• Increasing Illiquid Assets: Large allocations to low-return   
 hedging assets necessitate a higher returning growth   
 portfolio to meet return needs. Further substitutions out of   
 public equity into illiquid growth assets may help, although   
 this needs to be balanced against liquidity needs for pension   
 risk transfer.

4 Corporate pension life cycles. In early stages when a plan has a large deficit, the focus is on outearning the liability; as a result, funded status volatility tolerance is high. As the plan’s 
health improves, subsequent returns needed to reach full funding decline along with tolerance for risk. This dynamic, along with asymmetric incentives (surplus is not easily monetized  
by the sponsor, whereas funded status drawdowns may trigger additional contributions), usually leads to portfolio de-risking as funded status improves. 
 
In practice, sponsors will target a surplus, typically ~110% funded, to account for administrative costs and serve as a buffer against adverse experience in assets and liabilities.  
In aggregate for the corporate universe, we estimate a required return of ~5.0% to reach this objective over the next 10 years without sponsor contributions. While sponsor cash 
contributions to the plan would reduce this figure, it is rare to come across a corporate sponsor who wishes to make them voluntarily, and recent pension regulatory relief ensures that  
for all but the most severely underfunded plans, contributions will be a voluntary exercise. However, there is some dispersion in required returns within the overall universe. For example, 
a plan that is 85% funded would require a 6.6% return while a plan that is 105% funded would require only 3.7%. Thus, at different stages of the pension life cycle, investment objectives 
and risk can change.
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Source: J.P. Morgan Asset Management, State Annual Financial Reports, Moody's. FY 2020. Each tier contains 10 states.

What states would have to pay assuming a 6% plan 
return and 30 year level dollar amortization

What states are currently paying

2017 vs 2020: The cost of unfunded pensions and retiree healthcare as a % of state revenues 
% of state revenues required to pay the sum of interest on net direct debt, the state's share of unfunded 
pension and retiree healthcare liabilities, and defined contribution plan payments   
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Public Defined Benefit Plans 
In contrast to corporate plans, public plans have not 
experienced a broad-based recovery in funded status levels. 
These plans largely remain open to new participants, although 
many have reduced the richness of benefits by, for example, 
reducing or eliminating cost-of-living adjustments. While 
investment returns have largely met or exceeded targets, 
actuarial required contributions have often not been paid in 
full, and the assumptions used to derive them have been overly 
optimistic. Also unlike corporate plans, public plans have not 
meaningfully reduced their expected return assumptions (the 
average assumption has declined less than 100 bps over the 
last 20 years). Thus, as forward-looking asset class returns 
declined, plans redirected portfolios away from safer assets 
like fixed income into larger public equity and alternatives 
allocations in order to keep up with 7%+ return assumptions. 
Since the year 2000, alternative investments have risen from 
negligible shares to ~30% of public plan portfolios. This has all 
transpired amid a rapidly aging public defined benefit plan 
system, which often requires asset sales to fund payouts to 
pensioners. Given the prospect of negative net cash flows, 
some pensions have adopted the following strategies: (a) risk 
overlays/leverage, (b) matching near-term cash flows with fixed 

income to increase the illiquidity budget for the remaining 
portfolio and (c) greater reliance on income-generating 
alternative investments.

It’s worth noting that public returns for the fiscal year ending  
June 2021 are in the 25%-30% range, vastly exceeding 
expected return targets. Some plans are taking this 
opportunity to decrease expected returns (e.g., New York  
State & Local Retirement System lowered its investment  
return assumption to 5.9% from 6.8% after a 33.5% fiscal  
year return), which has the effect of shifting some of the  
future burden, currently on the investment portfolio, to 
employer contributions. Should the rising-asset trend persist, 
the challenge of low-rates would lessen but still remain.  
For example: As illustrated below, a ratio of pension and 
retiree health care obligations to revenues for several highly 
indebted states has improved since 2017 due to above-trend 
public and private equity returns, some tax increases and 
contributions to underfunded plans. However, these ratios  
are still high in absolute terms (i.e., the share of total  
state revenue required to pay all future pension and  
OPEB obligations).5

5 We will go into greater detail on our state- and city-level municipal analysis in the fifth installment of the Eye on the Market “ARC and the Covenants” series later this fall.



J .P .  MORGAN ASSET MANAGEMENT |  STRATEGIC INVESTMENT ADVISORY GROUP

OCTOBER 2021FOR INSTITUTIONAL / WHOLESALE / PROFESSIONAL CLIENTS AND QUALIFIED INVESTORS ONLY – NOT FOR RETAIL USE OR DISTRIBUTION

   31

Appendix II:  
Insurers and low-rates
Significant segments of the global  
insurance industry are not particularly 
sensitive to low-interest rates. Those insurers 
that are impacted (usually life insurers) often 
find limited means for changing asset 
allocation in response, and their decisions 
are usually similar.   

• Much of the insurance market consists of short-maturity   
 health and P&C6 contracts that can be re-priced frequently.   
 Low-interest rates are not particularly relevant since pricing   
 can adjust to reflect prevailing fixed income yields.    
 Furthermore, for public companies, investors tend to focus   
 on core underwriting as the primary source of earnings   
 rather than portfolio earnings. 

• Life insurers generally have the highest interest rate   
 exposure, but variations in business mix and product design   
 can result in vastly different exposures by insurer. Many life   
 insurance products are effectively immunized with high-   
 quality fixed income upon sale or are designed to allow   
 insurers to pass some or all investment risk on to    

 policyholders,7 mitigating the impact of low-interest rates.    
 There are three key scenarios where low-rates are    
 problematic for life insurers: (a) ultra-long liabilities whose   
 cash flows cannot be matched with fixed income; (b) products  
 that take in premiums over time, making immediate    
 immunization of long-term liabilities impossible and resulting  
 in high-interest rate convexity; and (c) legacy products   
 designed with variable crediting rates and minimum   
 guarantees8 that are now in the "money" requiring insurers   
 to credit more to policyholders than they earn on reinvested   
 assets. Note that all three of these factors can be present in   
 the same insurance product. 

• Consequences for life insurers: lower valuations.   
 An extended period of low-rates has resulted in lower   
 investment income and earnings as many life insurers invest   
 new money at lower yields and suffer an ongoing hit to   
 earnings due to legacy products whose reinvestment yields   
 are below original underwriting assumptions. Even for life   
 insurers whose business mix does not jeopardize their   
 solvency, we see depressed market-to-book ratios due to the   
 likely reduction in future earnings. The relatively larger   
 impact of low-rates on life insurers vs. other insurance   
 categories is illustrated in a chart at the top of the next page.

6 There are some long-duration P&C liabilities like workers’ compensation, but these are typically not significant.  
 
7 Equity investment risk can be passed to policyholders via variable crediting rate mechanisms. Examples include participating whole life (referred to as "with-profits" insurance 
outside the US) that give policyholders exposure to markets via options contracts purchased by the insurer and which leave residual equity exposure with the policyholder; insurers only 
retain the credit risk of their investments which fund the purchase of the option contracts. Other examples are products whose policyholders own a separate investment account whose 
returns are guaranteed and hedged by the insurer.   
 
8 Minimum investment guarantees can be a difficult hurdle when rates remain low for a long period of time. In the US, the problem of minimum guarantees is not a significant issue for 
the large mutual insurers that dominate participating whole life. US annuities are generally in good shape as well, with most insurers having far less than 50% of annuities at contractual 
minimum crediting rates. The larger issue is that as of December 31, 2020, between 50% and 90% of universal life reserves were at contractual minimum crediting rates. In these 
situations, some non-economic universal life policies can be effectively dealt with by insurers adjusting fees to render the policies less attractive to policyholders; others may lapse due to 
the increasing cost of insurance as people age. In Europe, disclosure is more limited, but we infer that issues with minimum guarantees on participating insurance are a bigger problem; 
since rates have been low for a longer period, there’s less spread product to buy and guarantees were provided at higher levels than in the US. 
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Life insurance vs P&C insurance price to book 
Ratio  
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Source: Bloomberg, JPMAM. September 9, 2021.
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Regulatory constraints on asset allocation, 
regulatory and rating agency capital 
requirements, and concerns about earnings 
volatility and taxes often constrain what life 
insurers can do about low-rates.9  
 
The two key responses taken so far and which are likely to 
continue: the use of extended fixed income and the 
replacement of some long-duration fixed income and public 
equity with illiquid alternatives. Extended fixed income refers 
to largely illiquid private credit, asset-backed securities with  
nontraditional collateral, emerging market debt and  
non-local currency fixed income. Specifics on various  
markets are as follows: 

US/Bermuda  
The use of illiquid alternatives may grow due to recent 
regulatory changes increasing capital charges on A/BBB fixed 
income and reducing them on real estate limited partnerships.  
Insurers that reinsure long-duration US products via Bermuda 
tend to allocate up to 10% of the portfolio to illiquid 
alternative assets. Other than Bermuda reinsurance portfolios, 
changes in asset allocation have been relatively small; most US 
life insurers have not significantly changed asset allocation in 
the past five years due to structural constraints. An exception 
is non-traditional life insurance models where an insurer has 
an affiliation with a private credit or alternative asset manager.  
These insurers invest significantly in private ABS, private credit 
and CLOs, and tend to dominate the M&A, reinsurance and 
pension risk transfer markets. They generally do not use 
illiquid alternatives more than traditional US insurers for 
onshore business, but are heavy users in Bermuda. 

Europe 
European insurers have broadly followed the US playbook of 
adding extended fixed income and illiquid alternatives. There 
have been notable allocations to infrastructure equity due to 
favorable regulatory capital treatment and to US taxable 
municipal bonds because of the diversification they offer in 
terms of issuers and yield pickup vs. other long-duration 
options. EU insurers also have large holdings in private credit.

China 
With government bonds still yielding +3% (for tenors longer 
than 10 years), Chinese insurers are less exposed to the global 
low-rate environment. Unlike in other major markets in Asia, 
Chinese insurers invest only about 2% in overseas assets. For 
many years Chinese insurers relied on alternative investment 
products to deliver attractive yields, including trust plans, bank 
wealth management products, real estate and infrastructure 
debt. As a result of new asset management product rules and 
new regulations to curb debt levels of local governments and 
the real estate industry, Chinese insurers are facing a severe 
challenge in finding quality alternative investment products  
to invest in.

Japan 
Life insurance asset allocations changed little in the last few 
years, as they had long since settled into a low-rate 
environment. The primary notable shift over time: a gradual 
increase in non-JPY securities, which now comprise 26%  
of total assets. 

9 P&C and health insurers are less constrained in many ways, but shareholders generally do not reward them for taking substantially more investment risk. 

US life insurer relative return vs A-rated corporate bonds and 7-10 year Treasury yields 

0%

1%

2%

3%

4%

5%

0.4x

0.6x

0.8x

1.0x

1.2x

1.4x

1.6x

2010 2012 2014 2016 2018 2020

Source: Bloomberg. March 31, 2021.

Annual return vs S&P 500 Yield to worst

Prudential (lhs)RGA (lhs) Lincoln (lhs) MetLife (lhs)Principal (lhs)

A-rated corporates, 7-10 yrs (rhs) Treasuries, 7-10 yrs (rhs)



J .P .  MORGAN ASSET MANAGEMENT |  STRATEGIC INVESTMENT ADVISORY GROUP

OCTOBER 2021FOR INSTITUTIONAL / WHOLESALE / PROFESSIONAL CLIENTS AND QUALIFIED INVESTORS ONLY – NOT FOR RETAIL USE OR DISTRIBUTION

   33

US life insurer relative return vs A-rated corporate bonds and 7-10 year Treasury yields 
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Broader Asia 
In markets like Korea and Taiwan, the average guarantee on 
legacy products remains high (>4%) so insurance companies 
are under pressure to search for yield while balancing capital, 
accounting and other risk metrics. To maintain yield, insurers 
are increasingly sourcing assets outside of their home markets 
for income, alpha and diversification. Active management 
(higher credit spreads and some contribution from active credit 
and duration trading) will continue to be a popular approach 
for dealing with low-bond yields, especially in Taiwan. Within 
fixed income, Asian insurers are actively searching for yield in 
emerging market debt and select US and Asian high-yield 
credits. Outside of fixed income, illiquid alternative assets are 
transitioning from optional to essential for insurance 
companies across Asia. 

Many large life insurers are either privately held or are mutual 
companies, and thus don’t have share prices to provide market 
signals about future expected earnings. However, for life 
insurers that are public, share prices are closely tied to 
fixed income yields. The chart below shows the performance 
of US life insurers relative to the S&P 500 (left axis) vs. yields 
on A rated corporate bonds and Treasuries (right axis).  

The Athene situation is a notable example of what can happen 
when insurers invest aggressively in response to low-yields.  
Athene is a life insurance company owned by Apollo which was 
taken public in 2016. Its investment portfolio was leveraged, 
more opaque than competitors’ and exposed to material 
amounts of non-agency bonds, private asset-backed securities 
and mezzanine debt. While Athene’s portfolio delivered high- 
net investment income, investors did not reward the company 
for its approach, and its stock price underperformed the 
industry from 2016 to March 2021, when it was announced that 
Athene would be taken private again in 2022.  

The problem of low-interest rates is not new for the global life 
insurance industry. Japan and Taiwan in particular have been 
dealing with low-interest rates for more than twenty years. The 
themes that emerged in those countries: Profitable lines of 
business subsidized other, interest-sensitive lines, insurers 
relied more on alternative assets for return, and also made 
allocations outside of their local currencies. These themes are 
likely to migrate to the US and Europe, though in the US life 
insurers are unlikely to allocate significantly outside of USD 
unless state regulations and treatment of FX hedges changes.  
Another key difference for the US: Life insurers will probably 
be heavier users of reinsurance and M&A solutions involving 
non-traditional insurers referenced earlier. These types of 
insurers have focused on sourcing private assets with wide 
credit spreads relative to their ratings.
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Important information
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