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When you look longer out on the curve, most of the increase 
in market value due to spread compression is behind us. 
We still expect spreads to grind tighter, driven by a lot of 
demand on the long end of the curve. Pension plans have 
learned over the course of the financial crisis that they have 
been underweight fixed income. Given the long duration of 
their liabilities, we’re seeing significantly increased flows 
within the liability-driven investment space, which is creat-
ing huge demand for the long end of the spread product 
area. So our recommendation to our insurance clients who 
are invested in that area of the market is to maintain those 
investments because of supply/demand dynamics. Earlier 
we had recommended maintaining those investments 
because of the overall valuation characteristics.

“…now is the time for 

insurance companies to 

think about the inflation 

implications of the major 

fiscal expansion that has 

been going on, both in 

the US and elsewhere.”
— Ray Helfer, CFA

We suggest that clients remain fully invested in the spread 
areas of the market on the short end, with the expectation 
that these assets are no longer in rapid market appreciation 
mode but are in income-generation mode. Opportunities 
remain positive but more muted than they’ve been in the 
recent past.  

Coffman: As we look ahead to the end of the year, do you have 
any specific ideas about what insurers should focus on in their 
portfolios?  

Helfer: First, do your planning now because we expect that as 
the broker/dealers begin to tie down their balance sheets for 
year-end, we’re going to see liquidity, which has really come 
back to the market, begin to ebb and flow. Begin to implement 
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your plan sooner than you would have in years past. Second, 
over the last year, insurance companies have been very focused 
on surplus management and balance-sheet management, and 
not as focused on tax management as perhaps they could have 
been. The numbers this year will tend to be much larger in 
terms of trying to balance unrealized and realized gains and 
losses, as well as taking into consideration certain types of 
writedowns or gains from the sale of affiliates. 

Also, there are a number of insurance companies that have 
taken losses from an underwriting standpoint, or for other 
reasons, and they see less need for tax-exempt income for the 
next two to five years. But we would recommend that those 
companies consider holding off on dramatically reducing their 
municipal bond holdings because of the value we see in the 
municipal market. We think there will be time to make those 
asset allocation adjustments more opportunistically in 2010.  

In thinking about year-end planning, we’d also emphasize 
liquidity. Insurance companies have done a fantastic job of 
reliquifying their balance sheets. As the economy emerges 
from the recession, we are challenging our clients to look at 
how much liquidity they have and think about whether they 
have too much. A year ago, that would have been heresy, but 
with money market securities currently trading at less than 25 
basis points, liquidity is more expensive than it has ever been. 
So if an insurance company, from an asset liability manage-
ment testing standpoint, has excess liquidity, we recommend 
that they look to put those funds to work in the market. The 
year-end planning process should include this idea of fore-
casting liquidity, certainly over the coming year, if not the 
coming two years. Companies should make their decisions 
and be a bit more aggressive in holding primary liquidity rel-
atively low, focusing secondary liquidity in very liquid invest-
ments that are earning significantly higher income given the 
steepness of the yield curve in the current environment.
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Figure 2

How Long Does the Deleveraging Regime Last?

S&P 500 Trend P/E Ratio, 1950 – September 2009
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drop is less favorable, as it was in the 1970s, the valuation 
range tends to be lower. In that instance, the trend P/E 
varied between 8x and 12x. If investor expectations are 
disappointed, today’s 13x trend P/E will look expensive. 
We don’t know if the 1970s range will be the right one, but 
we do know that 15x is likely too high (Figure 2). As the 
consensus view continues to shift toward normalcy, and that 
view becomes increasingly priced into financial assets, the 
vulnerability to a change increases.

What to Watch?

As sentiment is moving in a positive direction, I am on the 
lookout for signs that the increasingly expected normalization 
may go off course. Broadly speaking, I’m looking for correla-
tion breakdowns. Correlations have been exceptionally high 
of late, which signals the fact that financial markets are being 
driven largely by common factors. Correlations are bound to 
fall, but the way in which that happens will help us figure 
out what sort of environment we may be transitioning into. In 
addition to gold versus equities, other correlations that bear 
watching include equities versus credit, and the pricing of 
sovereign versus inflation risk. If we are transitioning into a 
more normal environment, credit should be relatively unat-
tractive versus equities, even if it remains attractive from a 
spread perspective. Now that spreads have fallen, the impact 

of higher interest rates that would be associated with stronger 
growth would impact credit far more than equities. As such, 
high-yield bonds may be the better opportunity as the spread 
duration component remains a larger driver.

In terms of inflation risk versus sovereign risk, markets are 
currently pricing the former more aggressively. Credit default 
swap (CDS) spreads on US Treasury bonds are down to 20 
basis points as of early October, down from 100 at their peak, 
reflecting lower levels of concern about the implications of 
the government bearing responsibility for troubled bank 
assets. Gold prices, meanwhile, continue to reach new highs. 
If markets start to get more concerned about the sustainability 
of government debt, protecting against generalized sovereign 
risk could be a more attractive form of insurance. 

Our primary structural themes of emerging markets, natural 
resources, and precious metals remain largely intact given the 
current reflationary environment and the likelihood that it 
persists. Where I differ from the consensus is my view that the 
environment will be highly rotational going forward, and that 
a transition to a typical economic cycle is unlikely to follow the 
usual historical playbook. Looking forward, I am watching for 
data that will help identify the next regime. If the behavior of 
precious metals is any indication, then currency and inflation 
concerns may be with us sooner than we think. 

To learn more about our insurance asset management services, visit www.wellington.com/InsuranceSolutionsVisit:

Figure 1

Equity Markets Need a “Normal” Cycle

S&P 500 Trailing 4-Quarter EPS/Trend*
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