
chart at left) are behind us 

and spreads have narrowed 

reflecting improving credit 

fundamentals, we believe 

that 2010 should be another 

good year for spread product.  

Even with spreads still above 

historical averages, investors 

need to understand that 

there will be far less room for 

outperformance.  Budget 

deficits, inflation and interest 

rates are the areas to watch 

as we tend to a still fragile 

e c o n o m i c  r e c o v e r y .         

 CET 

As some call it, the “lost 

decade” for inves-

tors will not soon be 

forgotten… perhaps 

despite our best 

efforts.  As we look 

forward to a new 

decade marked by a 

return to robust 

global economic 

and asset growth, 

we hope to avoid 

the volatility caused 

by the asset “bubbles” 

that triggered the trau-

matization of markets and 

economies.  
Looking at bonds, we saw a 

significant surge in the risk 

appetite across fixed income 

sectors last year as institu-

tional investors repositioned 

their portfolios from their 

“flight to quality” stance in 

2008 toward one embracing 

the more enticing returns 

offered by the credit mar-

kets. 

While the opportunities of 

2009 (see total returns in 

Briefly Bonds: past, present and future 

Economic Review  

As the first 

decade of the 

century comes to 

a close, the 

nearly 30 year 

secular trend of 

declining or low 

interest rates 

has perhaps fi-

nally reached a 

turning point.  

Unprecedented 

policy stimulus 

to combat the 

financial crisis of 

2008-09 has left 

the US with unsustainable 

budget deficits (see Chart I), 

a bloated $2.2 trillion Fed-

eral Reserve balance sheet 

and the risk of higher infla-

tion and/or dollar debase-

ment weighing heavily on the 

dollar.  Now that the crisis 

appears to be over, the task 

of unwinding these policies 

and restoring balance to the 

economy becomes the pri-

mary focus in order to ensure 

the status of the dollar as a 

global reserve currency is 

maintained concurrent with 

inflation containment.  While 

the impulse to expect much 

higher interest rates is tempt-

ing due to the sheer scale of 

the situation, the story is 

quite complex and the con-

clusion we reach is the fol-

lowing:   

1) The yield curve 

will begin to flatten 

in 2010 and the 

general level of 

rates will move 

higher, but a rapid, 

sustained move to 

much higher rates 

(i.e. a bond market 

rout) is not likely in 

2010.   

2) While short-term 

trading moves are 

certainly possible, 

we don’t expect 

yields on ten and 

thirty year Treasuries to 

pierce the 4.5% and 5.0% 

thresholds on a sustained 

basis until perhaps 2011 

when the economic recovery 

is on more sound footing.   

3) We expect the Fed’s ability 

to pay interest on reserves to 

be the primary tool to keep 

inflation in check. 
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Chart I: Federal Budget Deficit as a % of GDP 

Source: Barclays Capital, Bloomberg and JP Morgan 

Securities.  Represents total return performance of the 

representative index for each sector 

Sector     2008    2009 

U.S. Treasuries   13.74         -3.57  

U.S. Agencies     9.26         1.53  

Municipals     -2.5         12.9 

Agency MBS    8.34        5. 89  

U.S. Aggregate    5.24         5.93  

U.S. Corporate   -4.94       18.68  

CMBS  -20.52       28.45 

Emerging Market  -12.03       29.82  

U.S. High Yield -26.16       58.21 

 

S&P 500   -37.0         26.5 



Insurance companies, large 

and small, have focused 

greater attention on the 

cost-benefit of outsourcing 

important non-core opera-

tions.  Current economic 

conditions have elevated 

the importance of improv-

ing operational efficiencies 

and this usually results in 

implementing cost control 

measures.  Subsequently, 

statutory and GAAP ac-

counting operations have 

come under scrutiny.  Large 

companies that over the 

years built up staff and de-

veloped internal systems to 

handle their regulatory re-

porting are closely examin-

ing the benefits and trade-

offs of outsourcing these 

services.  Small companies 

that face the prospect of 

purchasing accounting soft-

ware and hiring staff, won-

der how they can most cost-

effectively address their 

needs. 

How can you estimate inter-

nal and external insurance 

statutory and GAAP ac-

counting costs?  Calculating 

internal costs might be diffi-

cult.  Internal labor, technol-

ogy, compliance and man-

agement resources needed 

to produce required statu-

tory and GAAP accounting 

reports are interwoven in 

back office operations.  An 

alternative approach would 

be to ascertain the external 

market price for these ser-

vices and use this price as a 

measuring stick for the in-

ternal analysis.  Using this 

method, it may be deter-

mined that the internal cost 

is more expensive than an 

outsourcing alternative.   

If an internal study showed 

that technology and related 

costs are the largest portion 

of the total cost, an insur-

ance company could elect 

to use an ASP model.  An 

ASP model hosts the soft-

ware on a third party’s ex-

ternal server that is main-

tained, backed up, and se-

cured at a remote location.  

This alternative to complete 

business process outsourc-

ing would have a lower cost 

but would still require inter-

nal labor resources. 

A popular direction that 

insurance companies take 

is evaluating outside invest-

ment management firms 

that provide insurance ac-

counting as a value added 

service.  Insurers imple-

menting this scenario may 

enjoy not only cost savings, 

but even greater opera-

tional efficiencies by having 

accounting joined with their 

investment manager.  Time 

consuming operations like 

portfolio reconciliation are 

handled more efficiently 

when asset managers and 

accounting teams work 

closely together. 

Insurance companies look-

ing to fully outsource their 

statutory and/or GAAP ac-

counting would carefully 

evaluate the few vendors 

that do insurance statutory 

investment accounting.  

When taking this route with 

the national vendors, insur-

ers will find a minimum 

charge of $16-20,000 per 

annum typically for insur-

ance companies with assets 

less than $50 MM.  Addi-

tional technical fees or add-

on accounting services may 

also be applicable.  Based 

on these assumptions, an 

insurer with a portfolio in 

the $25-50 MM range could 

expect processing fees to 

run 35-50 basis points.  If 

the custodian cannot trans-

mit securities transaction 

files in a format that is 

readable by the outsourcing 

vendor’s software, then fees 

could be higher, perhaps by 

as much as 10 basis points.  

A poorly matching transac-

tion file format can lead to 

full manual processing and 

the highest cost. 

One might assume that 

portfolios with a small asset 

size containing basic securi-

ties would require less com-

plicated processing and 

therefore be less expensive 

even if performed manually.  

Yet, processing companies 

need to ramp up a 

“production line” for any 

client and their opportunity 

cost needs to be recouped.  

Small portfolio fees are typi-

cally higher at the larger 

outsourcing vendors.  Small 

third party processors using 

simple software should be 

able to offer services for 

considerably less.  However, 

there are caution flags.  

Using a boutique processor 

might be ill advised be-

cause they are not subject 

to third party audits and 

their E&O insurance might 

be questionable.  But then 

again, if the smaller portfo-
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òCurrent economic 

conditions have elevated 

the importance of 

improving operational 

efficiencies and this 

usually results in 

implementing cost 

control measures.  

Subsequently, statutory 

and GAAP accounting 

operations have come 

under scrutiny. ò 

Gregg Sgambati is foun-

der and president of the 

New Jersey Captive In-

surance Association.   He 

is a former director at a 

national insurance soft-

ware and business proc-

ess outsourcing firm.  He 

can be reached at 

njcia@gmx.com.  
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A number of factors must be 

examined carefully in order to 

understand these views, 

among them:  supply/

demand of Treasuries and 

other sectors, macro/GDP 

outlook, foreign demand for 

US government bonds, Fed 

policy tools, historical prece-

dent. 

 

Supply/demand forecast 

for the bond market 

In terms of supply, the fiscal 

year budget deficit is ex-

pected to decline to $1.4 

trillion in 2010, $1.1 trillion 

in 2011, and $590 billion in 

2012.  This trend implies the 

big move to heavy issuance is 

already cresting and merely 

requires maintenance of 

heavy issuance as opposed to 

growth in issuance (assuming 

no additional federal stimulus 

programs).  However, net of 

quantitative easing-related 

buybacks, net issuance of 

coupon-paying bonds will 

increase by nearly $1.5 tril-

lion (see Chart II above).  

Treasury has articulated a 

goal of lengthening the aver-

age maturity of outstanding 

debt to 6-7 years, so there 

will be some rebalancing out 

the curve in 2010, but they 

anticipate taking several 

years to achieve this goal (the 

target is 5 years by the end of 

2010).  Based on Office of 

Debt Management forecasts, 

the size of ten and thirty year 

debt auctions is expected to 

increase through mid-2010 

and then stabilize at peak 

levels. 

By the middle of 2010, Treas-

uries are expected to over-

take agency MBS as the larg-

est component of the Bar-

clays Aggregate index.  This 

development will likely in-

duce indexers to continue to 

support Treasuries, particu-

larly in light of forecasts for 

reduced gross issuance of 

MBS, corporate bonds and 

ABS in 2010.  The duration 

extension of indexes (from 

MBS extending and higher 

Treasury issuance out the 

curve at the expense of the 

front end) will also be a factor 

supporting Treasuries.  Insti-

tutional investors may wish to 

underweight Treasuries or be 

short duration to some de-

gree, but these factors are 

likely to provide some degree 

of buy-side support. 

 

Macro/GDP outlook 

Another factor limiting supply 

and fueling demand for 

bonds will be on-going credit 

restraint from both consum-

ers and businesses.  The sav-

ings rate has already moved 

higher and is likely to settle in 

to the 6-7% range that per-

sisted in the early 90s, which 

would translate to about 

$750 billion in annual sav-

ings (up about $400 billion 

from today’s levels).  As well, 

the median age of the US at 

nearly 37 is the oldest in his-

tory and consumers are in 

their prime saving years in 

their 40s and 50s.  Since the 

recent past often clouds in-

vestment choices, the fact 

that so many consumers lost 

equity wealth and suffered  
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òInstitutional investors 

may wish to underweight 

Treasuries or be short 

duration to some degree, 

but these factors are likely 

to provide some degree of 

buy-side support.ó 
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Chart II: Net Fixed Income Issuance ex-Fed Purchases 

Chart III: Debt Maturity Measures  
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and agencies from all types 

of investors.  The allocation 

shift is likely due to the be-

havior of these sectors in 

the financial crisis, where 

liquidity was absent and the 

banking sector required a 

federal rescue.  Foreign buy-

ing should remain solid: for 

the year ended Q309, China 

alone absorbed nearly half 

of Treasury issuance.  It re-

mains in their best interest 

to continue this buying as it 

keeps US rates low, just as 

it is in their interest to not 

allow a disorderly decline in 

the dollar due to its link to 

the yuan and to the threat 

posed to its own vast hold-

ings. 

Domestic demand for Treas-

uries has recently been sup-

ported by the household 

and bank sectors.  Domes-

tic bond funds witnessed 

solid flows from shell-

shocked US consumers, 

while banks benefit from 

zero interest rate funding 

and a positively-sloped yield 

curve.  Contraction in pri-

vate credit outstanding has 

also contributed to low gov-

ernment bond yields.  The 

zero interest rate policy and 

record holdings of Treasur-

ies by banks could equate 

to a quid pro quo whereby 

banks rebuild balance 

sheets and reserves are 

retained in the system, 

thereby not feeding con-

sumer spending through 

easy lending (see Chart IV). 

Monetary velocity is created 

once these bank reserves 

are released, which is the 

home value declines last 

year suggests bonds will be 

the favored asset class by 

many for a bit longer be-

yond just 2009, particularly 

since equities appear fairly 

valued. 

Most economists expect 

growth in the US in 2010, 

but given the headwinds 

from a weak real estate 

sector and muted job and 

income growth, 2-3% is 

about all we expect.  The 

inventory cycle should pro-

vide some lift in early 2010 

based on lean inventory-to-

sales ratios, but the outlook 

is weak since most consum-

ers and businesses remain 

cautious. 

Demand for US govern-

ment bonds  

On the demand front, TIC 

data provides insight on 

foreign (both private and 

official) buying of US bonds, 

and recent trends indicate 

growth in Treasury buying 

and declines in corporates 

thrust of the inflation argu-

ment, but unless and until 

bank lending grows rapidly 

there is little risk of runaway 

inflation. 

Fed policy tools 

Fed policy tools must soon 

be employed to move 

monetary policy back to 

neutral.  Since October of 

2008 the Fed has the ability 

to pay interest on reserves 

for the first time in history, 

so banks may not be as 

aggressive about lending 

which expands the money 

supply and risks higher in-

flation if not neutralized.  

The Fed also has the ability 

to sell its holdings of Treas-

uries, agencies or MBS out-

right, or conduct reverse 

repos.  Furthermore, the 

Fed has announced it in-

tends to offer term deposits 

to banks which would again 

encourage banks to park 

reserves at the Fed.  How-

ever, it is likely the Fed 

seeks to avoid running 

down its reserves by aggres-

sively selling MBS since this 

action could adversely pres-

sure mortgage rates and kill 

any latent recovery in the 

housing market. 

A recent study by the NY 

Fed concludes the vast ma-

jority of the newly created 

reserves will end up being 

held as excess reserves re-

gardless of how banks react 

to the various new credit 

programs created by the 

Fed in response to the cri-

sis.  One factor cited is the 

money multiplier, which 

remains inoperative  

Rich Litchfield, VP  

Rich is Head of Trading 

and Portfolio Manage-

ment with a prominent 

Insurance Asset Manager 

and a CapVisor Network 

member. With more than 

15 years experience 

managing tax and liabil-

ity sensitive portfolios, 

his group advises over 

$6.5 billion in insur-

ance.assets. 
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òAdditional services 

including OTTI, A.M. 

Best Supplemental 

Rating Questionnaire 

preparation, and 

portfolio reconciliation 

will add additional 

annual fees although 

these may be easy to 

cost-justify.ó 
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lio has few securities, the 

concern about errors might 

be less.  The point is that 

processing fees by a smaller 

firm can be nearly 50% less. 

As assets under manage-

ment rise, processing fees 

drop (while minimum fees 

go up).  Fees will be deter-

mined by AUM tiers.  For 

example, let’s say that the 

tiers are $50-100MM, $100-

250MM, $250-500MM, and 

$500-750MM.  Fees might 

drop 2-2.5 basis points in 

each of the first two tiers, 

then 5 or so basis points in 

each of the next two tiers.  

When you hit $1B, fees can 

be near 10-15 basis points.  

These larger portfolios may 

have multiples reporting en-

tities, FX, multiple basis 

processing, OTTI write 

downs, options processing, 

wash sales, etc.  All of these 

add-on services, plus higher 

technical and web-access 

user fees, will add thousands 

of dollars to the annual proc-

essing costs.   

A company with a portfolio  

greater than $1B could find 

themselves in position to 

negotiate total fees down to 

around the 10 basis point 

mark. 

Another consideration is the 

number of reporting entities 

with assets in the portfolio.  

Additional stat reporting for 

these other entities will skew 

the fee scale by adding thou-

sands of dollars per entity.  

However in these cases, 

processors will clump the 

total asset value together 

and charge the lower fee for 

the aggregated assets. 

Additional services including 

OTTI, A.M. Best Supplemen-

tal Rating Questionnaire 

preparation, and portfolio 

reconciliation will add addi-

tional annual fees although 

these may be easy to cost-

justify. 

They will need to investigate 

the reputation of the third 

party as well as its flexibility 

in contract terms.  And not 

unexpectedly, the bottom 

line is dollars and cents. 

Continued on page  6 

Insurance accounting soft-

ware and business process 

outsourcing companies: 

¶ SunGard 

¶ Clearwater Analytics 

¶ Flexi Software 

¶ SS&C 

¶ Eagle Investment  
 Systems 

¶ Princeton Asset  
 Management 

¶ EagleTM 

¶ Pendo Systems 

¶ Port-Man 

  

In recent years industry 

trends have pointed toward 

a greater use of third parties 

for accounting services.  This 

trend has even led a few 

large insurance companies 

to do stat accounting for 

outside, smaller insurance 

firms.  Companies that are 

considering business proc-

ess outsourcing will need to 

examine their comfort with 

moving these operations 

outside of their organization.   

due to the flailing economy 

and contracting private credit 

demand.  Another factor cited 

is the growth in excess re-

serves as a by-product of the 

Fed’s other initiatives, such as 

its credit programs for primary 

dealers and currency swap 

lines with foreign central 

banks, both of which are being 

unwound.  

As for the likelihood of out-

right selling of securities  

holdings, recent Fed minutes 

indicates they plan to engage 

in some selling but they re-

serve the ability to pull back 

on these sales should rates be 

pushed to undesirable levels.  

In that case, they would sim-

ply let the holdings run off 

over time.  Approximately 

$100-$200 billion per year 

could roll off organically, and 

reverse repo could also be 

implemented if  

Economic Review                               (continued from page 4) 
necessary.  

Another factor to consider 

is the US dollar particularly 

as it pertains to inflation.  In 

theory, a weaker dollar 

should cause inflation for 

imported goods.  However, 

due to heightened competi-

tion at the retail level and 

the lower concentration of 

imported goods in the typi-

cal consumer basket (now 

estimated at 18%  by BCA,  

By Gregg Sgambati  
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down from 23% pre-crisis), 

this threat is not very credi-

ble.  Furthermore, the cur-

rency trends now in place 

may not continue unabated 

since a strong euro will stifle 

EU competitiveness.   

Japan is in similar straits and 

cannot allow the yen to ap-

preciate as it struggles to 

revive its economy and battle 

deflation.  Already, signs of 

weakness from EU member 

nations such as Greece have 

weakened the euro and al-

lowed the dollar to 

strengthen.   

 

Historical precedent 

The IMF has produced re-

search showing how eco-  
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nomic cycles associated with 

financial traumas such as 

banking crises have deeper 

downturns and weaker up-

turns. Accordingly, the IMF’s 

forecast for global growth in 

2010 is only 3.1%.  Therefore, 

private credit demand will not 

be as powerful a factor in the 

near term, so the money mul-

tiplier will not be in full force 

for some time. 

Pessimists argue the scale of 

the current predicament is too 

monumental and historical 

precedents will not hold.  Al-

though it is tempting to adopt 

such a view, a massive rise in 

rates will choke the recovery 

almost instantly and therefore 

will not be sustained for long.  

Much time has elapsed since 

the biggest real estate bubble   

known to man was pierced 

and still the residential real 

estate market remains mired 

in foreclosures and dark 

homes.  Government stimulus 

programs are helping induce 

some activity now but are 

likely just pulling future de-

mand into the present.  Mean-

while, commercial real estate 

is weak from falling rents, low 

retail and hotel occupancies 

and lower valuations due to 

more stringent underwriting.  

Neither segment of the mar-

ket is likely to thrive if interest 

rates climb by more than 2%. 

By Rich Litchfield 
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