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Insurers are among the key players in the European bond markets, which have been disrupted 
recently by tightening monetary policy and exogenous shocks such as the liability-driven 
investing (LDI) debacle in the UK. The insurers’ role in providing liquidity to the market is 
growing—with over €2 trillion of premiums received annually, they have the capacity to at 
least partially fill the supply-demand gap left behind by central banks stepping away. Their 
investment preferences changed when bond yields were at all-time lows, and we expect them 
to change again as yields and spreads reach decade highs. We spoke with Vanguard global 
credit analysts Loubna Moudanib and Maija Sankauskaite to understand what drives the 
investment decisions of insurance companies and their impact on credit markets.

They shared insights on:

1.  The size of insurers’ corporate bond holdings, which suggests that they can have a big 
impact on the market.

2.  The expectation that insurers will tilt their portfolios toward higher-quality and more liquid 
bonds in the context of inflation, rising rates, and a potential recession.

3.  How regulations like Solvency II encourage a tilt toward quality.

4.  Shifts expected within insurers’ corporate bond portfolios because of ESG (environmental, 
social, and governance) considerations.

Senior Investment-Grade Credit Portfolio Manager Sarang Kulkarni outlined how understanding 
the investment behavior of insurance companies informs fixed income investing at Vanguard.

Contributors: Loubna Moudanib, Global Credit Research Analyst  |  Maija Sankauskaite, Global Credit Research 
Analyst   | Sarang Kulkarni, Senior Investment-Grade Credit Portfolio Manager



1. How important are insurance companies in European corporate bond 
markets and how is their role changing with central banks stepping 
away as buyers?
European insurers have traditionally been a key player in the financial markets. They 
invest largely in fixed income assets because there’s a need to match cash flows and 
the interest rate sensitivity profile of their liabilities. A large share of their fixed 
income portfolios is in sovereign bonds, but insurers also invest in corporate securities. 
They tend to be buy-and-hold investors and, because of the nature of some liabilities 
they may hold (such as annuities, for example), they are especially important in the 
long end of the market.

European insurers currently hold about €1.9 trillion in corporate bonds. After adjusting 
for non-investment-grade, unrated, and some private credit, and assuming a small 
share of investments would be in bond markets outside Europe, we calculate that 
insurers own more than 50% of the European investment-grade credit bond universe. 

Insurers are key players in credit across regions, but especially in Europe  
and the U.K. 
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Note: The total investment-grade corporate bond universe for each pie chart is based on the following indexes as of September 23, 
2022: Bloomberg Euro Aggregate Corporate Bond Index, Bloomberg Sterling Corporate Bond Index, and Bloomberg U.S. Corporate 
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Sources: Vanguard estimates based on Bloomberg data, National Association of Insurance Commissioners, UK Association of British 
Insurers, European Insurance and Occupational Pensions Authority, S&P Global Market Intelligence, and Barclays Research.

The European Central Bank (ECB) was a large net buyer of corporate bonds for years 
through its quantitative easing programs (it owns approximately 10% of the corporate 
market). However, it stopped purchases under its Pandemic Emergency Purchase 
Programme in March and its longer-running Asset Purchase Programme in June and is 
only continuing reinvestments. 

That pivot to quantitative tightening has created an annual supply-demand gap of 
€65 billion to €70 billion in the corporate bond market. 
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Getting back to equilibrium will require some supply adjustments, such as lower 
issuance volumes, but it will also require other market participants to step up to help 
fill the ECB’s shoes. Insurers have the scale to do this, and therefore their investment 
preferences are likely to drive performance with regard to individual bonds and issuer 
sectors, as well as currency and tenor. 

With insurers having a continuing inflow of fresh cash to invest from premiums earned, 
a small change in their allocation strategies can have a large impact on the market.

2. How will high inflation, rising rates, and slowing economic growth 
affect insurers’ investment decisions and the credit markets?
The current macroeconomic backdrop argues for insurers holding higher-quality 
corporate bonds and more liquid securities. 

The environment of ultralow/negative policy rates in recent years pushed European 
insurers to gradually increase their holdings of higher-yielding but riskier assets, 
including alternative and illiquid types of assets such as real estate and private credit. 
The pressure to boost investment returns was particularly high for life insurers 
because of the share of the guaranteed-rate business, which entitles policyholders to 
a certain rate of return regardless of market performance. 

In recent months, however, record-high inflation levels have forced central banks 
across the globe to start hiking rates, which in turn has led to yields on government 
and corporate bonds surging to their highest levels in years. The charts below 
illustrate how yields have moved to the highest they have been in over a decade 
(chart on the top) and that the share of bonds with negative yields has fallen to zero 
from recent highs of almost 50% (chart on the bottom). 

Yields in European investment-grade credit have moved significantly higher 
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Sources: Vanguard and Bloomberg, as of September 26, 2022.
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With the escalation of the energy crisis in Europe, a recessionary scenario in the 
region is looking highly likely, which will bring with it an increased level of corporate 
defaults and a migration of more bonds to non-investment-grade status. Illiquid 
assets, too, may come into the spotlight as rising volatility can increase the need for 
high-quality assets that can be used as collateral against derivative contracts. 
Moreover, a lack of valuation transparency is likely to bring increased market and 
regulatory scrutiny.

In this context of economic deterioration, we expect insurers to tilt their investment 
portfolios even more toward higher-quality bonds, supporting the demand for and 
consequently the performance of these assets. We ran the European insurance sector 
through capital stress testing under the scenario where default rates rise, and we see 
more “fallen angels,” that is, bonds that lose their investment-grade status, at a level 
similar to previous recessionary environments. While the results show disparity across 
names, the overall sector remains well capitalized even under stress. It is helped by 
the good capital starting position and relatively defensive asset portfolios overall. 
Some insurers even hold an extra cushion of capital, proactively preparing for 
increased defaults.

European insurers’ focus on asset-liability management and their fundamental 
resilience, as evident from regulatory and our own stress testing, makes us believe 
that a scenario of massive selling to raise liquidity, as we saw in the U.K. LDI pension 
funds space, is unlikely for them. 

All in all, we believe insurers will continue to be constrained by the need to match 
liabilities, and in a rising yield environment, we expect corporate bonds to remain a 
sweet spot.

However, life insurers could face higher policy surrender rates, and therefore cash 
payouts, as steep increases in interest rates could prompt customers to switch to 
higher-yielding options. 

At this point we do not expect a dramatic shift out of illiquid investments, as some 
insurers have investments with inflation-hedging properties over the long term (such 
as real estate and equities) and others can be a good match for insurers’ liabilities 
profile (for example, cash flows from mortgages). But it is safe to say that demand 
for more traditional, publicly traded, and liquid assets, such as good quality sovereign 
and corporate bonds, will increase. 
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3. How is regulation shaping insurers’ investment decisions?
A key piece of regulation that influences European and U.K. insurers’ investment 
decisions is Solvency II, which requires insurers to hold aside capital for assets they 
invest in. Capital charges vary by asset class, duration, and credit risk. Insurers need 
to strike a balance between capital efficiency, profitability, and, more importantly, 
assets that match their liabilities.

For corporate bonds, the capital that insurers need to set aside depends on the credit 
quality of the bonds they hold. The proxies used to assess that are usually credit 
ratings and duration. For example, if a 10-year BBB-rated corporate bond is 
downgraded to high yield, the capital surcharge increases by 15 percentage points 
(from 20% to 35%). Even among investment-grade credit, if a 10-year bond gets 
downgraded from A to BBB, the capital charge goes up by almost 10 percentage 
points (from 10.5% to 20%). 

The situation for insurers is amplified if an exogenous event causes not just one bond 
but a portion of their bond holdings to get downgraded. They need to hold sufficient 
reserves to meet a rise in defaults or downgrades to avoid becoming forced sellers. 
The regulatory framework, however, has mechanisms in place to avoid pro-cyclical 
forced selling when spreads widen.

With the rise in yields, the cost of capital for insurers is rising as well. We expect 
insurers to favor lower-risk bonds that both meet their income requirements and are 
less punitive from a capital charges standpoint. The chart below highlights the 
significant increase in capital requirements for longer-duration and especially below-
investment-grade corporate bonds.

Solvency II capital requirements are higher for longer-duration and  
lower-rated corporate bonds 

0

10

20

30

40

50

60

70%

1 5 10 15 20

Capital requirement

Duration, in years

B and below
BB

BBB
A
AA
AAA

High yield

Investment grade

Sources: Vanguard and European Insurance and Occupational Pensions Authority.

5



4. Is the growing preference for ESG in Europe affecting insurance 
companies’ investment decisions, and what is the impact on the broader 
corporate bond market?
There are several reasons for the increasing importance of ESG considerations in 
insurers’ investment decisions: 

• First and foremost, insurers are looking to minimize potential losses resulting from 
ESG. Regulators are increasingly scrutinizing insurers’ preparedness for climate 
change transition risks, prompting insurers to start building ESG risk into their 
solvency assessment models. 

• Insurers tend to have a long-term perspective on investments. They therefore will 
look closely at how ESG considerations could affect the long-term performance of 
the companies and assets they invest in. 

• Most large insurance companies across Europe are committed to global 
environmental and sustainability initiatives. In order to deliver on their commitments, 
insurers will have to adjust their investment portfolios by steering away from certain 
sectors and overweighing others. This will affect the supply-demand dynamic (and, 
consequently, the pricing dynamic) in the bond market.

• Insurers see investing in ESG projects as an opportunity to get attractive returns 
over the long run. They have the potential to contribute to the availability of 
renewable energy and the transition toward a low-carbon economy through 
direct investments in greener technologies, renewable energy, and sustainable 
infrastructure, as well as by purchasing green bonds—the proceeds from which are 
used for financing specific environmentally beneficial projects.

We expect that insurers will want to increase their bias toward more sustainable/green 
assets. Therefore, we expect a greater share of bonds coming to the euro investment-
grade market to be “green” or “sustainable,” and increasing demand for these assets 
will support pricing “greeniums”—which are premiums for bonds labeled “green,” 
“sustainable,” or “social.” 

Why insurers’ investment behavior is important to bond investors
We expect changes in the economy, markets, regulatory environment, and future 
priorities (like ESG considerations) to affect the way insurers invest. 

Insurers tend to be sticky, long-term owners that are likely to remain invested even as 
central banks raise rates and unwind their holdings. They’re likely to keep cash flowing 
into the market given that they will need to continue investing insurance premiums 
regardless of the market environment. These dynamics should help dampen volatility 
and pave the way to a new equilibrium in the credit market as central banks back down. 
That said, given the size of insurers’ portfolios, a small change in their allocations can 
have a large impact on the markets.

Because insurers provide significant liquidity to the market, it’s important to 
understand their investment philosophies, constraints, and objectives. While we do not 
try to time the market and are laser-focused on generating alpha through consistent 
selection regardless of the market environment, we see the supply-demand dynamic in 
credit as a key input alongside fundamental and relative-value analysis.
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