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NEW YORK (Dow Jones)--Bond investors tend to be a gloomy lot - they're often on the 
lookout for problems and their investments do well when the economy turns down. 
 
But for 2009, many bond fund managers are looking past the dire economy to brighter 
days and are putting in place trading strategies that are built on an eventual recovery. 
 
Next year "is going to be a brutal year," said Jim Kauffmann, head of fixed income at 
ING Investment Management, "but there are unbelievable opportunities for people who 
know how to do their homework. It's not all doom and gloom." 
 
For sure, the economy will be in for a rough ride next year - more jobs will be lost and 
house prices are unlikely to recover until 2010. Consumer spending, already a significant 
drag on activity, will continue to suffer. But current and future government efforts to 
support the economy and the financial system will eventually bear fruit. 
 
With many riskier fixed-income assets currently at bargain basement prices, it's time to 
start buying. Portfolio managers are eying investments outside the super-safe U.S. 
government bond market, such as high-grade corporate bonds. Treasury Inflation 
Protected Securities are also starting to look enticing, as the massive amounts of cash in 
the system will eventually fuel inflation. 
 
Those investors who plan to play it safe for a while longer see more value in longer-dated 
U.S. government securities, with trades capitalizing on a narrowing gap between short- 
and long-dated yields in high favor. 
 
Inching Into Investment Grade 
 
With Treasury yields near historic lows, venturing into the high-quality investment-grade 
corporate debt market has become very attractive. High-grade corporate bonds are 
yielding 8% on average compared with the 2.17% rate on the 10-year Treasury. The 10-
year Treasury was around 4% this time last year. 
 
Stone & McCarthy's final 2008 U.S. portfolio manager survey shows the move toward 
riskier debt is already underway. 
 



Fund managers have been selling Treasurys during the recent rally to buy into other asset 
classes. Allocations into non-government fixed-income products rose to 73.6% of assets 
from 73.1%, the highest reading since the second quarter of 2003. Corporate debt and 
mortgage-backed security allocations jumped and Treasury allocations fell to the lowest 
reading since spring 2003. 
 
Strategists at RBS Greenwich Capital believe that with high-grade corporate bond yields 
offering stock market-like returns, pension fund managers and other longer-term 
investors will opt more for corporate debt in the coming year rather than sticking with 
low-yielding Treasury securities. 
 
Colin Lundgren, head of institutional fixed income at RiverSource Investments, has 
increased his exposure to investment-grade corporate debt heading into the new year. 
 
"I would be much more nervous going into 2009 if I didn't own any risky assets that are 
at the most compelling valuations of my lifetime given my belief that this too shall pass.  
 
There will be money to be made in 2009," he said. 
 
At ING, exposure to Treasurys has already been scaled back to make room for assets with 
higher rates of return, to around 10% from what was 15% to 30%, depending on the fund, 
Kauffmann said. He is focusing on longer-term debt from high-quality companies in 
sectors such as telecommunications and media, utilities, pipelines, and insurance to some 
degree. The government-backed banking sector is another favored area. 
 
"The banking system has seen a lot of pain," he said, "but now it's nationalized and is 
probably a good place to invest. What we're thinking about is preparing for the day when 
the world wakes up and sees the monetary base has exploded and issuance of Treasurys 
will be enormous." 
 
Anticipating Inflation 
 
Despite current fears about persistently broad price declines, some investors are slowly 
warming up to securities that come with inflation protection - Treasury Inflation 
Protected Securities. 
 
They worry that the massive amounts of cash floating around the system from Federal 
Reserve liquidity programs and the ultra-low level of interest rates will eventually 
translate into rising prices. 
 
TIPS look especially cheap at current levels following a sharp selloff as worries about 
price declines on the back of the collapse in global demand and a sharp rise in the dollar 
rattled investors. 
 
The dollar has seen a turnaround since the beginning of the month, however, and is now 
almost 13% cheaper versus the euro. That's started to support TIPS, which are showing 



"signs of life despite the continuing slide in oil prices and weak CPI/PPI prints," said 
Barclays Capital strategists. 
 
"We feel that due to the sheer amount of financial stimulus that the U.S. government is 
providing, inflation can come back as quickly as it has disappeared," making the present 
low price environment an appealing time to get into inflation-protected government debt. 
 
Sticking With Safety 
 
For fixed-income investors who are still intent on playing it safe until signs of an 
economic bounce back become evident, longer-term Treasurys are the place to be. Short-
term Treasurys have rallied significantly over the last year, with the two-year yield falling 
from over 3% to its current 0.92%. The front-end has run out of steam now that official 
rates are at zero. 
 
But long-term government debt offers not just a relatively better rate of return. It is also 
likely to continue to thrive as the Fed has pledged to buy more mortgage-related debt, 
which creates hedging needs for mortgage investors. The possibility that the Fed could 
buy longer-term Treasurys outright should also keep interest alive, meaning yields will 
have more room to fall and prices can rise some more. 
 
Against that backdrop, investors are also betting that the Treasury yield curve, the gap 
between short- and longer-term yields, will continue to flatten. The benchmark curve - 
the gap between two- and 10-year yields -has fallen by more than 100 basis points over 
the last month, from its mid-November peak of 262 basis points to its current 129 points 
level. 
 
RBS analysts see the curve flattening to 100-125 basis points as short-term Treasurys 
remain anchored and long-term debt gains partly on the poor economic outlook here and 
abroad, and also from a mortgage-financing "boomlet." Refinancings are seen picking up 
as the Fed's mortgage debt buying drives mortgage rates lower. 
 
(Deborah Lynn Blumberg writes about the Treasury markets and other fixed-income 
markets for Dow Jones Newswires.  
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