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Shocks
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The turbulent first half of 2025 underscored why effective asset allocation is essential in Government 
Risk Pool investment portfolios. These portfolios support members and cover liabilities, so investment 
strategies must closely align with the pool’s risk profile and objectives. Following events such as 
President Trump’s liberation day tariff announcement in April, dramatic swings in Treasury rates and 
equities highlighted these risks. Had risk pools needed to meet cash needs during that turmoil, they may 
have been forced to sell investments at a loss. This paper will outline key asset allocation considerations 
for risk pools to focus on while determining their overall investment strategy.

Risk pools must consider several factors when determining their asset allocation. One element outside 
their control is state investment statutes; some states only allow investments in U.S. government, agency, 
and municipal bonds, limiting risk and potential returns. Where broader investment options exist, the 
risk/reward trade-offs can widen meaningfully. Two critical factors that should be focused on are the 
duration/liquidity profile of the fixed income portfolio and the allocation to risk assets.

The fixed income portfolio’s duration and liquidity should align with the pool’s liabilities and net position. 
In practice this requires working with the leadership of the pool to review historic cash flows and analyze 
actuarial reports and financial statements. Having an appropriate duration target and fixed income 
portfolio structured to reflect the pool’s liabilities and liquidity needs can help maximize income within 
appropriate risk limits and reduces the need to sell securities in times of market stress at potential losses. 
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The importance of this practice was evident during the rising interest rate environment in 2022-23.  
Between rising interest rates, and a large increase in reinsurance costs for property and liability pools, 
this period highlighted the risk of having to sell bonds at a significant loss. Portfolios with duration 
aligned with liabilities limited this risk significantly.

Another key factor is how much of the portfolio is invested in risk assets, such as equities, high-yield 
bonds, bank loans, and convertible bonds. Risk assets can generate additional investment returns 
over investment-grade bonds but are more volatile. This additional return helps to grow net position 
over time. This potential for added return, combined with income optimization in the fixed income 
portfolio, can provide stabilization to member contributions. As with duration, the risk asset allocation 
should reflect the liabilities, liquidity, and financial position of the pool. If underwriting results 
shrink net position, reducing risk assets may be prudent. Risk pools often benefit from a structured 
asset allocation process that considers these factors. Industry practitioners have published various 
approaches to modeling these risks.

To illustrate the impact of allocations in the volatility of the first half of 2025, the table below shows 
simulated returns for three portfolios: A (0% risk assets), B (intermediate risk asset allocation), and C 
(more aggressive risk asset allocation).

Portfolio A reflects an allocation of 100% Intermediate Bonds, Portfolio B reflects the allocation of 77% Intermediate Bonds, 3% High 
Yield, 3% Bank Loans, 12% Equity, 5% Convertible Bonds, Portfolio C reflects the allocation of 57% Intermediate Bonds, 7% Bank Loans, 
20% Equity, 16% Convertible Bonds. Indexes used to calculate returns are the Bloomberg Intermediate Bond Index, ICE High Yield Index, 
Morningstar Leverage Loan Index, S&P 500 Index, and the Bloomberg Balanced Convertible Index.

You can see, looking at the quarterly returns for the first two quarters, that although Portfolio B and 
C have higher returns in 2025, the portfolios underperformed Portfolio A, which had 0% risk assets in 
the first quarter when risk assets underperformed. None of the portfolio allocations listed above are 
more correct than the others and the allocation should depend on the pool’s risk tolerance, underlying 
investment goals, underwriting environment, and financial position.

The duration of the fixed income portfolio and asset allocation of the investment portfolio are 
important components for maximizing the risk-adjusted return of a pool’s investment portfolio and can 
result in differing investment outcomes. Modeling that combines the capital position of a pool, with the 
profile of the liabilities, and the risk profile of investments can help pools achieve investment returns 
that support their members. This modeling can be complex and often requires close collaboration with 
key partners including your actuaries and investment managers.
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investment experience. Michael is responsible for constructing portfolios based on client-specific 
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Disclaimer: Asset Allocation & Management Company, LLC (AAM) is an investment adviser registered with the Securities and Exchange Commission, specializing 
in fixed-income asset management services for insurance companies. Registration does not imply a certain level of skill or training. This information was 
developed using publicly available information, internally developed data and outside sources believed to be reliable. While all reasonable care has been 
taken to ensure that the facts stated and the opinions given are accurate, complete and reasonable, liability is expressly disclaimed by AAM and any affiliates 
(collectively known as “AAM”), and their representative officers and employees. Any views or opinions expressed are subject to change without notice, should 
not be construed as investment advice and should be considered only as part of a diversified portfolio. Any opinions and/or recommendations expressed are 
subject to change without notice and should be considered only as part of a diversified portfolio. Any opinions and statements contained herein of financial 
market trends based on market conditions constitute our judgment. This material may contain projections or other forward-looking statements regarding future 
events, targets or expectations, and is only current as of the date indicated. There is no assurance that such events or targets will be achieved, and may be 
significantly different than that discussed here. The information presented, including any statements concerning financial market trends, is based on current 
market conditions, which will fluctuate and may be superseded by subsequent market events or for other reasons. Although the assumptions underlying the 
forward-looking statements  that may be contained herein are believed to be reasonable they can be affected by inaccurate assumptions or by known or 
unknown risks and uncertainties. AAM assumes no duty to provide updates to any analysis contained herein.  A complete list of investment recommendations 
made during the past year is available upon request. Past performance is not an indication of future returns. This information is distributed to recipients including 
AAM, any of which may have acted on the basis of the information, or may have an ownership interest in securities to which the information relates. It may also 
be distributed to clients of AAM, as well as to other recipients with whom no such client relationship exists. Providing this information does not, in and of itself, 
constitute a recommendation by AAM, nor does it imply that the purchase or sale of any security is suitable for the recipient. Investing in the bond market is 
subject to certain risks including market, interest-rate, issuer, credit, inflation, liquidity, valuation, volatility, prepayment and extension. No part of this material 
may be reproduced in any form, or referred to in any other publication, without express written permission. Opinions and statements of financial market trends 
that are based on market conditions constitute our judgment and are subject to change without notice. Historic market trends are not reliable indicators of 
actual future market behavior. This  material may contain projections or other forward-looking statements regarding future events, targets or expectations, and 
is only current as of the date indicated. There is no assurance that such events or targets will be achieved, and may be significantly different than that shown 
here. Diversification does not assure a profit or protect against loss. This paper is intended for educational purposes only and does not constitute an offer of 
investment advisory services.


