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The views and opinions provided in this presentation are those of 

the two named presenters and not necessarily those of Talcott 
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advice or legal advice.
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“Risk means more things can happen than will happen.” – Elroy Dimson

• As an actuary or risk manager, it is important to be open-minded to what could happen, 
not just what you think will happen.

• Always be willing to question the “conventional wisdom,” or even your own assumptions!

• Just because something hasn’t happened yet, doesn’t mean it won’t!

“It is difficult to make predictions, especially about the future.” – Niels Bohr

• Be humble! Learn as much as you can but understand that your predictions will probably 
be wrong!

• The key is not making exactly the right prediction; the key is understanding the sensitivity of 
your results to changing market conditions and developing a way to mitigate the risk.

“When the facts change, I change my mind. What do you do?” – attributed to 

John Maynard Keynes

• Be willing to learn and adapt if your initial assessment proves to be incorrect—don’t get 
locked into one way of thinking!

“All models are wrong, but some are useful.” – George E. P. Box

• Focus on using models to make decisions, not on models as a complete representation of the 
world.

A little philosophy of risk management
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Predicting the future is difficult, exhibit 1:
Fed dot plots, December 2020 vs September 2022

“When the facts change, I change my mind. What do you do?”

Where the FOMC expected Fed Funds to 

be at year-end 2022, as of 12/16/2020.

Where the FOMC expected Fed Funds to 

be at year-end 2022, as of 9/21/2022.
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Predicting the future is hard, exhibit 2:
Recent rate moves were unforeseen

The AAA Economic Scenario Working 
Group produced a set of 10,000 
stochastic interest rate scenarios, with 
starting yield curve as of 9/30/2009.

Comparing the projected 10-year 
Treasury rate distribution to what 
actually happened shows that we’re 
either living in an extreme tail scenario, 
or the distribution should have been 
wider.

Unlike the dot plot, there’s no obvious 
way to tell what the precise distribution 
should have been!

Predicting the future is hard!

There’s no easy answer.

Ref Date 3 years 7 years 11 years

9/30/2009 9/30/2012 9/30/2016 9/30/2020

Max 11.03% 13.31% 15.93%

99% 5.66% 7.59% 9.10%

95% 4.79% 6.00% 6.88%

90% 4.40% 5.31% 6.07%

80% 4.00% 4.93% 5.57%

70% 3.76% 4.65% 5.25%

60% 3.56% 4.44% 4.99%

50% 3.39% 4.26% 4.75%

40% 3.24% 4.11% 4.57%

30% 3.08% 3.97% 4.39%

20% 2.88% 3.84% 4.22%

10% 2.62% 3.71% 4.07%

5% 2.40% 3.59% 3.92%

1% 2.02% 3.47% 3.77%

Min 1.22% 1.09% 1.19%

Actual 3.31% 1.63% 1.60% 0.69%

AAA Economic Scenario Working Group

September 2009 interest rate scenario set (10000 scenarios)

10 year Treasury distribution

“Risk means more things can happen than will happen.”
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Inflation trends worldwide

Most OECD countries have seen similar recent trends in inflation to what we have 

seen in the U.S., although Japan has seen significantly more muted inflation



©2022 by Talcott Financial Group, Ltd. All rights reserved. No part of this document may be reproduced, published, relied upon, or used or without the permission of Talcott Financial Group, Ltd. 305498 7

The “Macro 101” view is that inflation is “too many dollars chasing too few goods,” 

which is a fancy way of saying that there are supply/demand imbalances.

Supply could be constrained by:

• Demographics / labor supply shortages

• Energy supply issues

• Environmental supply issues (food / water / climate / materials)

• Housing supply

• Trade frictions / barriers

• Supply chain disruptions

• Insufficient productivity

Inflationary pressures can be exacerbated by inflationary expectations, causing 

workers to demand higher wages, increasing pressure on margins and causing 

businesses to raise prices (“wage/price spiral”).

What drives inflation?

“Inflation is always and everywhere a monetary phenomenon.”

– Milton Friedman
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• 1960s: Stimulative fiscal policy (Great Society + Vietnam War)

• 1970: Arthur Burns replaces William McChesney Martin as Fed Chair, runs looser monetary policy

• 1971: Closure of the gold window broke the dollar’s link to gold, allowing dollar devaluation

• 1971: Wage and price controls imposed—temporarily halted inflation, but resulted in shortages

• 1973: Oil embargo produces supply shock—inflation accelerates

• 1974: Wage and price controls lifted

• 1979-1982: Paul Volcker appointed Fed Chair; embarks on restrictive monetary policy that leads 
to back-to-back recessions but ultimately stops inflation

Case study: 
US inflation, 1968-1982 timeline
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• The general consensus is that the cause of the 1970s inflation stems back to 

policy error, namely that monetary policy was too stimulative:

⎻ The Phillips Curve (erroneously) suggested there was a stable relationship between 
unemployment and inflation—policymakers were willing to accept higher inflation for 
lower unemployment.

⎻ But Phillips Curve not stable—once inflation expectations became entrenched, wage-
price spiral ensued.

⎻ Fiscal policy stimulative (Great Society).

⎻ Political pressure to also keep monetary policy stimulative (Phillips Curve / elections).

⎻ Energy and food supply shocks (1973 oil embargo, 1979 Iran crisis) also contributed.

• A somewhat different hypothesis (Nelson, 2022) suggests that policymakers at 

the time did not believe monetary policy could be effective against inflation, 

leading to focus on other (ineffective) interventions.

• One of the key learnings from the 1970s and early 1980s is that monetary policy 

is effective against inflation!

Case study: 
US inflation, 1968-1982 analysis

“Inflation is always and everywhere a monetary phenomenon.”
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Fifty-eight (of the last sixty) years of interest rate history 
can be summed up with two arrows

“If something cannot go on forever, it will stop.” – Herbert Stein

From the low point in 2020:

• 10-year rate has risen to levels last seen in 2008
• First “higher high” since 1982
• Largest runup in rates over 30 months since 1982

• 1962-1982: Higher highs, higher lows
• 1982-2020: Lower highs, lower lows
• 2020-2022: Beginning of uptrend?
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Anchored inflation expectations and policymakers 
actively attacking inflation are cause for optimism

Inflation risk factor 1968-1982 2020-2022

Fiscal stimulus Yes Yes

Monetary stimulus Yes Yes

Demographics / labor supply shortage No Yes

Energy supply issue Yes Yes

Environmental constraints (water / food / 
climate / materials)

No Yes

Trade frictions / barriers Yes Yes

Insufficient productivity Yes Yes

Supply chain issues No Yes

Inflation expectations entrenched Yes No

Policymakers fail to understand problem At first No

Looking at the key drivers of inflation between the 1970s and the 2020s, we see a lot 

of similarities, and in many cases the 2020s issues are worse, except for two absolutely 

key issues!
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What is the market telling us now?

12

Most of the recent 

rate move has 

been in real yields, 

suggesting a 

potential 

normalization of 

risk premia as 

Quantitative 

Easing is unwound

Implied break-even 

inflation rates 

suggest the market 

thinks the Fed will 

quickly get inflation 

back under control
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We don’t know!

Arguing for higher rates:

• Rates have been artificially suppressed by central bank interventions; “natural” rate is 
likely higher.

• Economy remains pretty strong.

• Inflation still running substantially over target, so the Fed will likely continue to raise rates 
until inflation calms down.

Arguing for lower rates:

• Debt load (particularly at governmental level) is much higher than previously; can the 
debt load be sustained and serviced at higher rates?

• Implied rates from inflation indexed bonds suggest the market believes inflation will return 
pretty quickly to normal levels.

Looking forward – where next for rates?

Important to be flexible thinking!
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If you can only take away two things from this presentation, here’s what 

they should be:

Conclusions

Rate predictions and economic forecasting are hard! It’s 
less important to refine your “best estimate” than it is to 

make sure that your risk position is robust to a broad 
range of possible scenarios.

Keep an open mind and be humble – no matter how 
carefully you work, you could be wrong with your 

assumptions! Don’t be afraid to change your mind if you 
get new information that contradicts your current views.



Inflation and Its Implications for 
Portfolio Management

15
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• The 2022 inflationary environment and resultant Fed actions demonstrate the 

importance of managing across the curve.

• The front end of the yield curve has risen dramatically YTD. While the long end 

has also risen, it has significantly lagged the front end.

• This kind of move is not uncommon in inflationary environments – short to 

intermediate rates tend to be more anchored to Fed actions and near-term 

inflation expectations than long-end rates which are more driven by long-term 

inflation and real growth rate expectations.

• So far, the long end (and inflation break-evens) imply market confidence in the Fed 
gaining control over inflation in the short to intermediate term.

• Insurers who managed duration without consideration of KRD’s (or a CF-

matching approach) may find themselves exposed to losses.

Managing across the curve: Part I
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• 5-year TSY is up 300 bps YTD vs the 30-year UST up 200 bps.

• An insurer with $400 invested in a 5-year asset (duration 4) and $100 of a 30-year liability (duration 16) 

going into 2022 would be matched in DV01 terms and, if they managed risk to that measure, may believe 

they were well insulated from rate moves.

• However, their YTD gain/loss would be a surplus impact of $(16):

• Gain on liability MTM: $100 * .16 * 2 = $32

• Loss on assets MTM: $400 * .04 * 3 = $(48) 

Managing across the curve: Part II
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• While inflation presents itself through risk-free rates, it has knock-on effects that 

portfolio managers must consider.

• Companies are facing higher and higher input and labor costs, compressing 

profitability, or forcing them to raise prices and potentially lose sales volume.

• Companies who struggle to contain costs and/or pass them on to consumers 

may need to engage in layoffs, shutter business, declare default. 

• The Fed is taking strong action to try to reign in inflation, which is raising 

borrowing costs for all entities.

• Some borrowers have levered up over the past decade + as they were able to 

take advantage of attractive borrowing rates. But as debt comes due, they will 

need to roll into more costly debt and may not be able to support current debt 

loads.

• All of the above phenomena create a market with increasing credit risk 

portfolio managers need to be cognizant of.

Inflation is not just a rates concern: Part I
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• Managers need to assess whether their long-term strategy is appropriate under 

current market conditions.  Some markets are showing signs of stress, and it may 

be a time to be prudent with respect to the credit risk taken.

• Managers have a choice: they can dial back on risk for similar or better yields 

than in prior years, or they can maintain / lean into risk and earn much higher 

yields with commensurate higher potential downside.

• But there are also opportunities!

Inflation is not just a rates concern: Part II
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• Opportunities exist across the curve to achieve yield without taking on 

significant credit risk.

• So, regardless of the duration of a given insurer’s liability book, the present 

dislocation provides opportunities as well as the previously discussed risks.

• Long A Corporate yields, which have experienced minimal losses even in major 

stresses, are trading at 10-year high yields.

• AAA CLO’s, which have never taken a $ principal loss in the existence of the 

market, are trading at a yield > 6%.

Opportunities abound
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• Prior to the 2022 return of inflation, rates had trended downwards for many years, 

and many market participants had begun to lean towards the “lower for longer” 

camp.

• Similarly, until COVID and immediately following the post-COVID rally, spreads have 

been tighter than long-term averages across most markets.

• Concepts like “TINA” (“there is no alternative” (to owning equities if one wants to 

achieve meaningful yield)) took hold due to these long-term trends.

• These would be hard to argue if one simply looked at a 10- or 20-year trendline for 

rates, but the current market is a good reminder that the future can look very 

different from the recent to intermediate past, and a lot of value can be created by 

keeping that in mind.

• Deals in the portfolio today that have free/cheap extension options are value destructive.  

When sourcing these deals in yield environments that had been tightening for years, 

negotiation of extension premiums may not have seemed important, but it would have been 

very valuable now.

• Likewise, when sourcing deals in wide markets like we face now, lenders may be able to 

negotiate valuable prepayment protection without having to give on other lending terms.

• Market participants tend to focus a lot on the issue of the day (e.g., coupon floors when rates 

were ~ 0), but lenders may be able to extract just as much value by negotiating “free” 

options/protections (against risks not top of mind in present day).

2022, A good time for self-reflection: Part I
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• Because of the experiences over most recent periods of significant stress, when 

the Fed has cut rates aggressively, Treasuries (and particularly long Treasuries) 

have been viewed by many market participants as a hedge against credit and 

equity risks.

• 2022’s return of inflation has been a stark reminder that that may not always be 

the case, and market participants who were relying on expected diversification 

benefits of holding Treasuries have not observed those benefits this year.

• Similarly, other assets (e.g., gold) viewed as hedges against inflation have not 

performed well in 2022 YTD.

• The ultimate hedge may still be cash!

2022, A good time for self-reflection: Part II
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• Many life insurance and annuity insurers hold liabilities which are not expected 

to materialize for many years.

• These long-duration liabilities may (assuming not linked to inflation) significantly 

decrease in value as market yields rise.

• Many insurers have run books short-duration vs. their liabilities (by choice or by 

nature of the asset opportunity set).

• This rising yield environment has created an opportunity for insurers who have 

managed their book this way.

• Insurers now may have the opportunity to neutralize long duration liabilities at 

much more attractive levels than have been available over the past 5-10 years.

Inflation: What are the implications for insurer portfolio 
management?
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• Policyholder behavior – how sensitive are policyholders to market yields? How 

are lapses trending relative to expectations?

• How to incorporate into new business pricing and pricing of renewals? Is 

previously unprofitable business now business you may want to retain?

• Credit spreads are wide – how much of this is true credit risk vs risk-off behavior, 

and how should you manage credit risk as a result? 

• For insurers who have run short books, should they lock in the gains now or is 

there further inflation pain to come?

• The current environment is presenting a tactical opportunity to capture yield in 

certain asset classes – to what extent to lean in and take advantage? 

• What does the current environment mean for the M&A market? “Traditional” 

insurers have been exiting capital intensive blocks via reinsurance transactions, 

but the current yield environment is much more attractive? Do some elect to 

hold on or take advantage of a likely hotter bidding market?

Questions for insurers in this environment


