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Are insurance companies missing an opportunity to
reduce exposure?
The municipal tax-exempt market has enjoyed particularly strong performance on a year-to-date basis.
Through the end of the 2nd quarter, Municipal Market Data (MMD) ‘AAA’ yields have fallen by 65 and
72 basis points (bps) in 10 and 20yr maturities, respectively. Most of this performance can be traced
to the strong demand exhibited by the household or retail segment of the market. However, what we
have failed to see materialize so far in 2019 is any dramatic shift in institutional demand from insurance
companies to take advantage of the increased buying focus across the curve from retail investors.

Sector rotation trade
As we have noted in prior AAM Insight write-ups, the Tax Cut and Jobs Act (TCJA) that passed at the end
of 2017 reduced corporate tax rates from 35% to 21%, and in the process reduced tax-adjusted ‘AAA’
yield levels for insurance companies. Our view at AAM since the law was passed has been to target an
increase in after-tax portfolio yields by gradually sector rotating out of tax-exempts and into taxable
sectors like corporates and taxable municipals during periods of significant relative outperformance by
the tax-exempt market.
During 2018, we did this by selling into very strong demand inside of 10yrs. At the time, tax-exempt
investors were very concerned about the hawkish tone of the Federal Reserve and the course of rate
hikes to the federal funds rate. To mitigate that interest rate risk, there was a significant shift toward
reducing duration, with demand heavily focused on moving to the front end of the yield curve. The net
results of this demand to the short and intermediate areas of the yield curve were exceptional downward
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pressure on yields, relative valuation metrics moving to extremely expensive levels and a dramatically
steep yield curve on both an absolute and relative basis versus the Treasury yield curve.
Although we reduced a significant amount of our tax-exempt exposure throughout 2018 in maturities
inside of 10yrs, the exceptional steepness in the yield curve from 2 to 20yrs provided us with a
compelling strategy of maintaining an overweight to maturities 10yrs and longer. Our belief was that
investors would eventually identify that the absolute yield levels on the front end of the curve were
unattractive and that the compelling steepness in the yield curve would entice investors to move out
the curve.

Market rallies on dovish tone from the federal
reserve
During 2019, we continued to reduce exposure as technical imbalances developed on the longer end
of the yield curve. Very strong demand extended further out the curve into the 15 to 30yr area on the
heels of disappointing economic data and FOMC commentary that they would likely halt further rate
hikes for the balance of 2019.
Additionally, reduced supply was also a major contributor to the rally. Another casualty of the TCJA tax
reform was the elimination of tax-exempt advance refundings. This process allowed for the refinancing
of debt more than 90 days before its call date. According to data reported by the Bond Buyer, the
repeal of this technique reduced overall municipal supply by over $100 billion in 2018 relative to 2017,
and 2019 is running at a similar pace to 2018.
The resulting supply/demand imbalances led to tax-exempt rates falling dramatically across the yield
curve. Additionally, the slope of the muni curve from 2 to 20yrs flattened by as much as 35bps on
5/13/19, which also coincided with municipal-to-Treasury ratios in 10yrs falling to an over 25yr low of
70.9%.

Insurance Companies Added Muni Exposure
During the 1st Quarter of 2019
For our insurance company portfolios, we reduced most of our tax-exempt exposure leading into the
heart of these technical imbalances and resulting relative outperformance. However, we have noticed
that so far in 2019, both property and casualty (P&C) and life companies have been adding exposure.
The Federal Reserve’s Flow of Funds Data reported for the 1st Quarter of 2019 shows that municipal
bond exposure increased by $5.3 billion and $3.7 billion for P&C and life companies, respectively. By
contrast, U.S. banks, which also saw a drastic reduction in their tax-adjusted yields at the new 21%
corporate rate, reduced exposure by $7.7 billion during the quarter.
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Exhibit 1: Federal Reserve Flow of Funds

Source: Federal Reserve

What’s also notable from the flow of funds data is that the retail segment, both households and mutual
funds, were drastically increasing exposure during the quarter. With rates falling across the curve,
mutual funds and households added $45 billion and $33 billion, respectively. Additionally, it appears
that solid retail demand extended into the 2nd quarter. Lipper data shows mutual funds that report on
a weekly basis reported inflows that averaged $1.1 billion per week during the quarter.
Based on the flow of funds data, It appears that insurance companies are missing an opportunity to
reduce exposure and to feed the strong demand that‘s currently in the market, especially on the long
end of the curve. Historically, mutual funds have exhibited a negative correlation with Treasury yield
movements. Treasury rates have fallen over 100bps since October of 2018. If we see a reversal of that
rate movement, it’s likely that you could see a slowing in momentum of inflows or outflows develop
in the 2nd half of 2019. That could potentially remove a very essential source of demand from the
market.
Additionally, with the strong rally in tax-exempts, the sector continues to look over-valued relative
to taxable alternatives. Based on MMD data and data compiled by AAM as of 6/30/19, ‘AAA’ taxadjusted muni yield levels remains well-through that of ‘AA/A’-rated industrial corporates, with yield
spreads in 5 and 10yrs at negative 77 and 85bps, respectively. Relative valuation metrics like muni-toTreasury ratios in 10yrs have moved higher by 10.3 ratios to 81.2%, since they hit their 2019 low point
of 70.9% on 5/13/19. However, that ratio level still appears rather expensive compared to the 5yr
average of 90%.
Exhibit 2: Market Yield as of 6/30/2019

Source: AAM, Bloomberg, Thomson Reuters Municipal Market Data
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On the supply side, there’s also the risk that the tax-exempt market could see a much higher supply
cycle, if we see a return of tax-exempt advance refundings. A bipartisan sponsored bill to restore
this refinancing technique, H.R. 2772--Investing in our Communities Act, was referred to the House
Committee on Ways and Means on 5/15/19. There are 9 Democrats and 6 Republicans listed as cosponsors on this bill. If it were to pass, given the low rate environment and the flattening in the yield
curve, we could see a dramatic increase in supply levels that could result in a substantial weakening in
relative valuations for tax-exempts. Given the amount of dysfunction between Congress and the White
House, it would appear that there’s a low probability of this bill passing on its own this year, but could
find firmer footing if there is a change in the makeup of Congress and the Executive Branch in 2021.

Conclusion
In reviewing the flow of funds data over the last 5 quarters, insurance companies have reduced their
exposure to tax-exempts by $43.5 billion to a total of $493.2 billion, which still makes up 12.25% of
the overall market. There appears to be a number of persuasive arguments for insurance companies to
look at a continuation of reducing exposure further to tax-exempts in the near term. However, given
that insurance companies increased their exposure in the 1st quarter of 2019, we are wondering when
the actual trading activity and asset repositioning will begin to reflect the compelling sector rotation
trade that exists for these investors.
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