
 
The NAIC’s Capital Markets Bureau monitors developments in the capital markets globally 
and analyzes their potential impact on the investment portfolios of US insurance companies. A 
list of archived Capital Markets Bureau Special Reports is available via the index 

 

Update to Market Value Volatility in 2011: Trends Over the Past Three Months and Their 
Impact on the Insurance Industry 
In August 2011, the NAIC Capital Markets Bureau published a Special Report titled, “Market 
Value Volatility in 2011: Short-term Trends That May Impact Insurance Company Industry 
Investment Performance.” In the report, we noted relevant trends in specific markets from Jan. 
1, 2011, through August 2011. Since then, not much has changed in terms of global market 
events, in that both the global sovereign debt crisis and the U.S. housing crisis continue. 
Related to these events, an agreement on Greece’s debt restructuring and a second round of 
support has swung from likely to unlikely several times, increasing volatility in many markets 
worldwide. 
While the bolstering of the European Financial Stability Facility (EFSF, also known as the 
bailout fund) is a positive development, the sovereign debt crisis continues, and a few European 
Union countries have had their long-term sovereign debt ratings downgraded by one or more of 
the nationally recognized statistical rating organizations (NRSROs). In addition, Greece 
announced that it would hold a referendum regarding this latest agreement, which caused 
doubts regarding the package’s approval, but then rescinded this plan the following day. 
Domestically, the U.S. housing crisis lingers and the unemployment rate remains high. Financial 
markets perhaps are on the mend, but time will tell if this is an emerging trend or a short-term 
development. Recent news, such as growth in the U.S. economy by 2.5% in the third quarter, 
and a dip in the unemployment rate to 9%, suggests that perhaps the lull in recovery might be 
over — at least for the time being. 
Government Bonds 
30-year U.S. Treasury Bond vs. 2- year U.S. Treasury Bond – Spread Differential 
In April 2011, the Capital Markets Bureau published a Special Report titled, “The Treasury Yield 
Curve and Its Impact on Insurance Company Investments,” which, in part, explained how the 
yield curve’s shape is indicative of market expectations regarding interest rates. Insurance 
companies — particularly life companies, which tend to invest in long-term assets to match their 
long-term liabilities — benefit from a steepening yield curve. This is because they can offer 
higher and more attractive returns for their long-term investments (when rates are higher on 
long-term investments) than rates on short-term investments offered by other institutions. 
Conversely, when the yield curve is flat, insurance companies lose their competitive edge as the 
rates on long- and short-term investments tend to be similar. 

https://www.naic.org/members_capital_markets_bureau.htm
https://www.naic.org/capital_markets_archive_index.htm


 
The graph above shows the yield differential between the generic 30-year U.S. Treasury bond 
and the generic two-year U.S. Treasury bond from year-end 2004 to Nov. 3, 2011. There are a 
few points in 2006 where the yield curve was slightly inverted; that is, where the yield on the 
two-year Treasury exceeded the yield on the 30-year Treasury. However, the yield curve is 
typically positively sloped and, over this particular time period, the differential averaged 194 
basis points.  At year-end 2010, the differential was 374 basis points and, on Nov. 3, 2011, it 
was 274 basis points. 
In September 2011, the Federal Reserve announced a policy labeled, “Operation Twist,” 
whereby it would sell $400 billion in short-term Treasuries and purchase the same amount in 
longer-term bonds, commencing October 2011 and ending June 2012. This policy is intended to 
lower yields on long-term bonds, while keeping the rate on short-term bonds relatively 
unchanged, thereby “twisting” the yield curve. Operation Twist is intended to keep long-term 
interest rates low to incent borrowing among individuals and companies. This is not, however, 
beneficial to insurance companies that rely on higher long-term interest rates to be competitive. 
Since the announcement, the differential between the 30-year Treasury and two-year Treasury 
narrowed from 340 basis points at the end of August 2011 to 267 basis points at the end of 
September 2011. 



 
Yields on U.S. Treasuries move in the opposite direction to price. The yield on the U.S. 10-year 
Treasury bond has been volatile since August 2011, dipping to low points in September 2011, 
when demand for Treasuries was high (and, therefore, prices increased) as a flight to quality 
ensued with concerns over the Eurozone crisis and its impact on periphery countries.  More 
recently, yields had increased as third-quarter U.S. gross domestic product (GDP) rose and a 
bailout agreement had been reached pertaining to Greek debt; however, the announcement by 
the Greek government that it would call for a vote on the package (the decision since rescinded) 
caused markets worldwide to plummet, including the yield on U.S. Treasuries, as investors 
moved to investments with lower volatility. 

 



As a country whose banks have significant exposure to Greek debt, France’s yield on 10-year 
sovereign substantially increased since early October 2011, reaching a high on Oct. 24 as it 
was announced by France and Germany that the decision regarding the Eurozone rescue 
package would be postponed. In addition, as of year-end 2010, French banks held €419 billion 
(approximately $480 billion) in Greek, Irish, Italian, Portuguese and Spanish debt. Lastly, 
Standard & Poor’s recently published a market commentary suggesting that it might revise its 
outlook on France’s long-term sovereign debt rating to negative due, in part, to its declining 
economy and costs related to the Eurozone debt crisis. Since Oct. 24, the yield has decreased, 
as demand for government bonds has increased (causing the price to increase). As of June 30, 
2011, insurance company exposure to French debt was $27 billion, of which $590 million was 
sovereign debt. 

 
The volatility of the German 10-year government bond is evidenced by the graph above. In a 
narrower range, the German Bund has been volatile over the past three months, due, in part, to 
its role as a leader in the discussions for the Eurozone bailout package. The yield plummeted as 
a delay in decision-making for the most recent package had been announced, because investor 
demand for safety (and, therefore, the price of government bonds) increased.  After a brief 
period of relief, as a package was eventually agreed upon, yields once again dropped due to the 
ongoing instability related to this bailout. As of June 30, 2011, insurance industry exposure to 
German debt was approximately $13.7 billion, of which about $323 million was sovereign 
exposure. 



 
Yields on Italian 10-year government debt reached a high Nov. 1. The yield on Italian 
government bonds had been increasing since a large decline in August 2011, when the 
European Central Bank purchased approximately €14.3 billion of the sovereign debt of member 
states, particularly Spain and Italy, in an effort to reduce yields on the debt of those weakest 
Eurozone countries most affected by the crisis. Insurance company exposure to Italy was $2.4 
billion as of June 30, 2011, including $824 million in sovereign exposure. 
Equity indices 

 
The volatility of the Standard & Poor’s 500 Index (S&P 500), which tracks the most widely 
traded 500 stocks on the New York Stock Exchange, is indicative of the sensitivity of the U.S. 



equity markets to global economic events. As the graph above shows, there were several peaks 
and troughs from August 2011 through Nov. 3, 2011. However, since early October, the index 
has generally been on the rise. This is due, in part, to meetings and subsequent agreements 
among Eurozone leaders regarding the Greek sovereign debt bailout, as well as acceleration in 
U.S. economic growth. The decline in price at the end of October is due mostly to concern over 
whether the Greek bailout is in jeopardy of not being implemented. 

 
The Stoxx Euro 600 (Price) Index is a broad-based capitalization-weighted index of European 
stocks that is designed to provide a broad, but liquid, representation of European region 
companies. As of Nov. 1, 2011, it declined 3.5%, representing the biggest drop in almost six 
weeks, due mostly to concern over the implementation of the most recent bailout package for 
Greece, which was agreed upon Oct. 27, 2011.  In addition, other European stock indices also 
lost value for the same reason. 
Currencies 



 
As concern has intensified over the Eurozone bailout, the euro, as it is valued against the dollar, 
has declined. The euro had been on a declining trend since late August, decreasing from a high 
of 1.4511 Aug. 29, to a low of 1.3176 Oct. 3, due to an increase in the likelihood of a Greek 
bond default because the country is not expected to meet its 2011 deficit target. Since then, the 
value of the euro increased briefly, until recently falling again as turmoil in this region persists. 

 
For the first time since Aug. 4, 2011, the Japanese central government intervened to weaken 
the value of the yen in an effort to make the currency more attractive for exports. Contrary to its 
efforts, in August, the yen spiked to a high of 78.89. On Monday, Oct. 31, the Japanese 



government was believed to have sold about ¥7 trillion to keep the value of the yen down; 
however, due likely to the European sovereign debt crisis, the value of the yen peaked again, to 
75.25, just shy of its high for the year so far. Investors typically buy yen when global financial 
markets are in turmoil. 
Commodities – Oil 

 
The West Texas Intermediate Crude Oil Spot Price (WTI) is a benchmark used to price a light, 
sweet crude oil produced in the United States. The decreases in oil prices are due in part to a 
strengthening U.S. dollar (which typically happens with commodities), as well as an expected 
decrease in demand, especially as the U.S. economy continues to be weak and turmoil 
continues among the Eurozone nations. It is not unusual for prices to increase in anticipation of 
a higher demand during winter months, although this might be offset by concerns about the 
strength of the overall economy. 
Corporate Securities 



 
The Markit CDX North America High Yield Index (CDX HY), a more recently developed index 
that measures bond market activity, is specifically composed of 100 non-investment grade 
corporate entities domiciled in North America. Often, the CDX HY is used as a hedging tool, and 
it provides a general sense of market sentiment. As the graph above shows, there has been 
some volatility in the high-yield bond market, whereby a year-to-date low was reached Oct. 3, 
only two months after a high for the year was reached in August. Below investment-grade bonds 
tend to have more credit risk and, therefore, are more volatile than investment-grade bonds. 
Continued sovereign debt concerns, as well as a struggling U.S. economy, has put pressure on 
prices of high-yield bonds. 

 



The Markit CDX North America Investment Grade Index (CDX IG) consists of 125 investment-
grade entities domiciled in North America. As the graph above shows, there has been some 
volatility in this market due, in part, to investor anxiety. Many investment-grade bonds have 
been trading at a premium because of lower interest rates. Corporate bond offerings in the third 
quarter of 2011 have also been at the lowest level since Lehman Brothers Holdings Inc.’s failure 
in September 2008. However, despite the lack of fundamental issues with corporate credit, 
investors are demanding extra yield to own investment-grade corporate bonds globally. As 
such, the spread to U.S. Treasuries grew to its widest level since July 2009. As of year-end 
2010, corporate bonds were almost 50% of insurance industry total cash and invested assets, 
the majority of which were investment grade. 
Structured Securities 

 
The Markit ABX index consists of reference obligations in 20 non-agency residential mortgage-
backed securities (RMBS) issuers. Weakness in the housing sector continues in the United 
States, resulting in downward pressure on the price of RMBS issues. The sharp decline toward 
the end of October was due, in part, to an announcement by the Federal Housing 
Administration, along with Fannie Mae and Freddie Mac, regarding changes to the Home 
Affordable Refinance Program. The changes will increase the number of borrowers eligible to 
refinance existing mortgages at current, low interest rates and, as a result, increase 
prepayments on higher coupon RMBS. As of year-end 2010, the insurance industry had almost 
$130 billion invested in non-agency RMBS. 



 
The Markit CMBX index is composed of 25 reference obligations that are tranches of 
commercial mortgage-backed securities (CMBS). During 2011, prices on CMBS have been 
volatile and have been trading below par. Delinquencies on U.S. commercial real estate loans 
(that is, loans that are 30 or more days past due) have been increasing at least since August 
2011. Layoff announcements by investment banks have impacted already negative investor 
sentiment. As of October 2011, the delinquency rate for commercial mortgage loans was 9.77% 
— the second-highest level in the history of the market according to Trepp, a commercial 
mortgage and CMBS data provider. A slight uptick occurred as of Nov. 3, due in part to Federal 
Reserve Chairman Ben Bernanke announcing that additional steps would be taken to assist the 
U.S. economy. Nevertheless, CMBS new issuance is expected to remain low for the remainder 
of the year, as loan originations have fallen sharply. As of year-end 2010, insurance industry 
exposure to CMBS was $172 billion, and direct investment in commercial mortgage loans was 
almost $322 billion. 
Summary 
Since our initial report on volatility within the financial markets in August 2011, what remains 
consistent is instability and volatility. Sentiment toward the sovereign debt crisis seems to 
change almost daily, and it has impacted debt and equity markets worldwide. Despite the 
establishment of the EFSF to assist Greece with restructuring its debt (as well as to assist in the 
financial needs of periphery Eurozone countries), discussions continue among political leaders 
regarding additional funding and devising a more permanent solution. In addition, for the first 
half of the year, it appeared that the U.S. economy was finally emerging from financial distress; 
however, continued high unemployment rates — along with a persistent housing sector crisis — 
have slowed steps toward recovery. More recently, announcements regarding layoffs among 
investment banks have also negatively impacted investor sentiment. 
The NAIC Capital Markets Bureau will continue to monitor market volatility and publish 
additional research on this topic as deemed appropriate. 



 



 



 

 

Questions and comments are always welcome. Please contact the Capital Markets Bureau 
at CapitalMarkets@naic.org. 
The views expressed in this publication do not necessarily represent the views of NAIC, its 
officers or members. NO WARRANTY IS MADE, EXPRESS OR IMPLIED, AS TO THE 
ACCURACY, TIMELINESS, COMPLETENESS, MERCHANTABILITY OR FITNESS FOR ANY 
PARTICULAR PURPOSE OF ANY OPINION OR INFORMATION GIVEN OR MADE IN THIS 
PUBLICATION. 
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