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Economic Reviews Too Far, Too Fast?
Economic Review: 1
Too Far, Too Fast ? I n ) The Barclays Capital U.S.  strongly negative the past two
looking back to the Credit Spread Index is 275  quarters; pending home sales
fourth quarter of 2008, we  basis points lower than the  spiked strongly in February
Think GloballjiAct 2 believed that the capital mar- December wides and equity - through April—a seasonally
Globally ? kets had sold off past the market indices have re- strong period; weekly initial
’ point of reason and security bounded 30% to 50% from jobless claims trended down
i i i . ki
Economic Review: 3 prices were more reflective oftheir lows toward 500,000 after peaking

Capital Markets &
Performance

future uncertainty than the
underlying fundamentals of
the economy and individual
issuers. Two quarters later,
we have whipsawed in the the general_ economy: con-
other direction in a massive Sumer confidence rebounded

rally spurred by the relief that {0 65 from 55 the lowest
the worst case scenario, a  feading in 29 years; durable
global meltdown and depres- 900ds and factory orders
sion, is not likely to happen. turned positive after running

We are starting to see signs
of a potential recovery, or at
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at 675,000 in late March; and
inventory levels have been
drawn down across the board.

least a pause in the decline, in

The rebound in the credit
markets allowed a large num-
ber of investment grade and
some of the stronger high
yield companies to issue debt
with historically low coupons
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Think Globally- Act Globally?

Clear evidence indicates that §  The value of the emerg-
M OI'€ than $20 Trillion emerging economies are leadng market contribution to

has vanished as a result of thé"d the way out of global re- \yor1d GDP rose to $30.9 tril-
recent global economic melt- €Ssion by posting strong  jigp in 2008 from $15.5 tril-
down. The implications of ~ growth. Take stocks, for ex- |ion jn 2000.

this event will most certainly a@mple: Even after a strong
affect us for years to come. rally, the U.S. market is only
Its impact will be felt in areas & little better than even this

including how we work and ~ Year. China's market is up i

scale, many economists an- 45%. This robust growth con—lggo'

ticipate that this meltdown  firms that emerging markets T JPMorgan Chase analysts
will shift political and eco-  are presently on a more inde-estimate that emerging Asia's
nomic influence away from Pendent economic path, rely- GDP grew by an annualized
the United States diminishing ind [ess on support from U.S. 7% in the second quarter. The

9 Developing countries
bought 35% of the $1.3 tril-
lion worth of U.S. exports in

0 .power is
likely to shift
from the US to
other nations
accelerating the
economic and
political
globalization
process already
under way. 0

our leadership position in the
global community.

There is a consensus opinion
building, along with suppor-
tive evidence, that predicts
increased US government
regulation accompanied by
higher taxes as a reaction to

consumers. In some regards
this decoupling of world

International Monetary Fund
projects emerging economies

economies seems to counter Will grow by 4.7% next year,

the globalization trend that

with China and India leading

was at first praised for robust the way at 8.5% and 6.5%,
growth prior to 2007 and thenrespectively.

blamed when world econo-
mies followed the U.S. into
recession.

our economic crisis. Reduced

borrowing, increased savings
and overall slower economic
growth are likely long term
trends. Should these predic-
tions come to fruition, power
is likely to shift from the US
to other nations accelerating
the economic and political
globalization process already
under way.

So, is this apparent global
decoupling a long term trend
or a short term phenomenon
related to the current eco-
nomic crisis?
too early to
at some facts:

I Developing economies

accounted for 45% of world

GDP last year, up from 37%
in 2000.

The dollar should depreciate
against currencies of emerg-
ing economies since strong
economic growth in those
markets will attract foreign
investment, driving up de-
mand for their currencies.
I't's probably
tOkcburse, therd is soreetgood
news for U.S. Investors as
well. An important psycho-
logical barrier was recently
broken when the Dow Jones
Industrial Average past the
(Continued on Page 5)

Economic Reviewd Too Far, Too Fast? (continued from page 1)

and pay off neaterm maturi-
ties with the proceeds. This
will go a long way to lower-

ing corporate defaults by re-
ducing liquidity event risk

over the next two years. But 1982. We believe the unem-

have we come too far too
fast?

The unemployment rate con-
tinued its vertical climb from
7.2% at yeaend to 8.5% at
the end of the first quarter

and 9.5% at the end of the
second quarter. The current
9.5% rate compares with the
7.8% peak in June 1992 and
10.8% peak in November

ployment rate should con-
tinue to climb well into 2010
and is likely to approach the
1982 peak. High unemploy-
ment will continue to weigh
on consumer spending and
drive higher mortgage delin-
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quencies and defaults. Con-
sumer loan delinquencies
increased in the first quarter
to the highest readings since
the American Bankers Asso-
ciation began keeping track in
1974. Metropolitan commer-
cial office vacancy rates in-
creased to 15.5% in May, but
are still less than the 2003
peak of 16.8%.

The CaseSchiller Home
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Economic Reviewd Too Far, Too Fast? (continued from page 2)

Price Index for the top 20 falls. The Fed kept the fed- ment and is widely used to
Metropolitan Statistical Arease r al f unds t a egjmate the expeetedaari-
(MSAs)isdown 33%from t o 0. 25 %" i n abhilty i priciogrembedded h
the peak. The California, -off deflation and stimulate  options. The current trend
Florida, Phoenix, Las Vegas, the economy. Tegear and toward lower values shows
Detroit MSA indices are thirty-year U.S. Treasury se- promise for higher equity
down 40 to 55% from their  curities began the first quartevalues and tighter credit
peaks. The good news is thatat 2.66% and 3.53%, respec- spreads.

9 of the 20 MSAs were actu- tively, and ended the quarter
ally higher in April. Home  substantially higher at 3.53%
affordability is at a 38/ear all and 4.33%. Shoiterm

-time high, but potential buy- Treasury yields (under 2

ers are afraid to commit be- years) remained relatively
cause they fear losing their unchanged resulting in a
jobs and think that home steeper yield curve.

prices could overcorrect and

get even cheaper.

zero

Liquidity returned to the
credit markets for all but the
weakest issuers and corporate.
bond prices recovered
strongly. The investment
grade bond market, as meas-
ured by the Barclays Capital
Aggregate Index, returned
1.78% in the first quarter.

California is stealing the Capltal Markets The high yield market, as

headlines, but municipalies and Performance measured by the Merrill oLiquidity
across the country are fam_ng Lynch High Yield Master Il returned to the
unprecedented budget deficits Index (MLHYI1 11), returned )

as sales and income tax reveThe equity markets continued23-19% in the quarter. credit markets
nues collapse. Municipalities the strong rally they started Benefitting from very strong for all but the

face large exposures to un-  after reaching new lows in  credit spread performance in

funded pension and health  early March. The Dow Jonesthe second quarter, our Core weakest issuers

benefits and an inflexible Industrials gained 11.96%, and Core Plus composites and corporate
workforce. Municipalities the S&P 500 gained 15.93%, outperformed the Barclays _
face a difficult decisionto  and the Russell 2000 gained C@Pital Aggregate Index. Our bond prices

increase taxes, which ma 0 . Intermediate composite also
Y 20.69% during the quarter, outperformed the Barclays

further retard growth, or re- assuming that dividends werey 1t e r medi at e Go
duce expenditures by cutting reinvested. Second quarter  ndex. Our overweight to
services. gains have the major indices corporate bonds and under-
We expect Gross Domestic almost even yeato-date. weight to Treasuries and
Product (GDP) growth to be Eduity market volatility, as ~ mortgages performed very
in the-1% t0-2% range on an measured by the CBOE S&P well. The_BarcIays Capital
annualized basis for the sec- 500 Volatility Index (vix), ~ -3- Credlt Spread Index

; . . . . tightened 207 basis points
ond quarter of 2009, after ~ continued its rapid decline during the quarter, but it is

recovered

strongl y|

reading-5.5% in the first during the quarter finishing at g\l oyer 100 basis points
quarter and6.3% in the 26.35 after reaching anall  from the teryear average.
fourth quarter of 2008. Only time high of 80.9 in mid The portfolio durations were

25% of the $787 billion eco- November and 40 at the end mostly neutral to the bench-
nomic stimulus package has Of the first quarter. We have mark which minimized the

ields. While high yield has
into law on February 17 and the day before Lehman Bmth)éutperformed, V\?e c)i)ntinue to

much of it was retained by ~ €rS filed for Bankruptcy on_ maintain an average high
state and local municipalities September 14, 2008. VIXis yie|q exposure at a conserva-
to cover their budget short- @n indicator of market senti- tive 10% to 12% in the Core
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John Saf has over 22
years of experience
managing fixed in-
come portfolios. His
expertise in managing
constrained, liability
sensitive insurance
portfolios at prominent
insurance asset man-
agement firms also
includes overseeing
Asset Liability Man-
agement (ALM) for
clients.
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Economic Reviews Too Far, Too Fast? (continued from page 3)

We are not comfortable in- gained 18.09% in the second tion Leveraged Loan Index
creasing this exposure until quarter, but still underper-  (LSTALLI) during the quar-

we are sure the economy is formed the MLHYI Il by

not going to double dip. Ex- almost 5% due to our under-
cess returns versus Treasurieseighting of CCC rated is-
in thequarter were: CMBS

ABS 7.64%, Agencies 1.90% weight to verylow quality

ter by 4.65% for the same
reasons as high yield under-
performed- lower quality

sues which had a total return loans recovered more than the
14.23%, Corporates 13.35%, of 41.3%. We remain under-

higher quality loans we own
in our portfolio.

andMBS 1.25%. Yeato- credits due to their fleeting

date excess returns versus liquidity and the magnified

Treasuries were: ABS default risk from continuing

15.78%, Corporates 13.14%, to be shubut of the new debt by

CMBS 12.81%, MBS 2.97%, issue market. Our Bank Loan John C. Saf, CFA, ,CPA
and Agencies 1.90%. composite produced a total Insurance Portfolio
return of 15.73%, but still l\_/langger )
underperformed the Loan Contributing Editor

Our High Yield composite Syndication Trading Associa-

Investment Considerations

(continued from page 1)

With this gloomy backdrop  credit strengthening will re-  vestment program, reflecting
there is some good news to bquire portfolio adjustments. new economic and market
found. Many insurers were realities resulting from the
ahead of the curve in divest- It is important however, to  recent turbulence, tactical

ing troubled assets in advanc&iew any tactical portfolio  portfolio considerations can

of the economic slump and  considerations within a larger be undertaken.

assumed a more conservativestrategic context. The most

investment posture. This successful investment pro- The most basic consideration
involved a flight to Treasurys grams are designed by insur-involves an analysis of the

and other high quality short ance companies that have  core bond portfolio. Did the
term and caskequivalent op- correlated their program to  investments perform as ex-
tions. These tactical moves their overall business objec- pected? If not, what were the
may have avoided losses, tives subject to their current reasons? Were the causes self
particularly in assebacked  constraint set and maero inflicted by 1) investment

and structured product, but €conomic considerations. guidelines that were not re-
most certainly will prove to  These programs havealso f |l ecti ve of the
be suboptimal going forward. identified the optimal strate- profile, 2) stretching for yield
Short term interest rates are gic asset allocation by incor- through riskier securities, or
expected to rise over the nextporating some degree of 3) selecting a total return

year. Yield curve and for-  ALM analytics. manager
ward rates reflect recent posi- _ . _ been better served by maxi-
tive economic news, infla- Many insurers, irrespective Ofmizing income? Or, was the
tionary fears and a weak dol- the degree of damage invest ment
lar. Fortunately, current de- Wrought on their portfolios by formance reflective of poor
flationary pressures, which ~ the recent market turmoil, arerisk controls, style drift, mis-
include a consumer price in- "€-€valuating their risk toler- interpretation or mis

dex that is down 2.1% over ance. Invariably, this necessiapplication of the risk budget,
the last year and a real inter- tates an examination of in-  Jack of communication, wish-
est rate environment thatis  vestment guidelines, perform-ful thinking, etc.

negative, may moderate the ance benchma_lrks and risk

rise in interest rates over the budget allocation. Once any With the investment program
next year. In any event, inter€quired changes have been redesigned and/or investment
est rate normalization and ~ Made to the design of the in- manager evaluation com-
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Investment Considerations (continued from page 4)
. . . : . . . 0The rebpund
-pleted, tactical considera-  tailor portfolios to the indi-  plete their evaluation of the
tionscan be reviewed. In+e vidual needs of their liability various internal and external the credit
optimizing the portfolio sub-  driven, tax sensitive institu- components of their invest-
ject to new constraints and a tional clients. The other trendment program. It will be im- markets allowed

new market environment, we involves selectively adding portant to have all the ele-
see two major trends. The fixed income asset classes, ments in place and modifica-
first is reflective of the more and perhaps asset managerstions completed to maximize
conservative investment pos- that are reflective of an antici-their after tax, risk adjusted,
ture taken by the insurance  pated future environment in- real returns. Insurance execu- | and some of the

a large number of

investment grade

industry as a whole. It in- volving higher interest rates, tives will appreciate these .
volves ratcheting down the  higher inflation and a adjustments to the extent that stronger high
risk in the guidelines, fine strengthening credit cycle.  they can provide confidence . .
tuning customized bench- ~ Many of these allocations arethat the asset side of the bal- yield companies
marks to reflect these at least partly funded from  ance sheet will contribute . .
changes, and selecting core former nonbond allocations. positive, if not significant, to issue debt with
bond managers with strong results in the challenging en- historically low
insurance asset management During the next six to nine  vironment that lies ahead for
credentials with the ability to  months, insurers should com-the insurance industry coupons. 0
Think GIobaIIyS Act GIobaIIy’? (continued from page 2)
9,000 level for the first time invested abroad. For these  non U.S. assets, perhaps it is
since January. Enthusiasti- investors fortunate to have  time to at least start thinking ‘e»’
cally, some are calling for the very long investment horizons about it. ,T\
Dow to surpass 10,000 as  and higher tolerance for vola- . ¢ ST
early asthe end of thisyear. t i | i ty, this yg'\éloosgr”rf;éeerts\/%nVe?jg\f@:%iﬁhs&(;) & = ,\’ﬂ_\ %ﬁ
S . 3 A ' 4 <
Sustaining that level is more mar ket ' s sur g eappetﬁe. ﬁvergl SmLnder Q\f/\ ' ; \/“/7

suspect given the consensus why nonrUS exposure is a

; ; ) S 7\
of economic expectations.  good idea. allocation to sovereign bonds ‘(Z \«C /

Reading through the mixed . might be a good starting point, Yot
signals is difficult but one For most us domes_t|c insur- partlcularly for smaller insur- g
byproduct of the emerging ers, sizeable allocations to ers. A logical next step, for a

foreign debt and equity mar- slightly more aggressive allo- ly

economies strong growth is
that invariably, our economy
will eventually receive a

boost as exports drive more

kets would generally place  cation, could include a high
your company out of line with quality global bond allocation
its peer group. However, largewith credit exposure restricted
US growth than internal de- insurers, as well as small off- to developed coun_tries. Not-
mand. While this alone does Shore captives owned by U.S. withstanding the higher corre-
not demonstrate that the U.S.companies, are experienced inlation of developed mgrkgts to
;, global bond and equity invest- the US market, there is still
ing, alternative investments  significant benefit to consider-
and currency hedging. And, ing adding or increasing global
why not? As measured bond allocations. Considera-
crudely by the market value oftion of emerging debt, global
publicly traded stocks, the equities and finally, emerging
@é’ accounts for about 45  equities all lie farther out the '
For institutional investors P € cent of t h efiskgpectiur.’Usderstandap o -
with fewer investment con-  'ate wealth. One might con-  bly, allocations to emerging Carl E. Terzer
straints than the insurance  clude that it is not prudent to - markets will place all but the Investment Advisor
industry, global exposure hasdiversify your portfolio across largest insurers as outliers but and Insurance
been an important allocation €SS than half of the global  such allocations are probably Consultant
typically with 10 to 25 per-  €conomy. If your current asse@n inevitable part of future Editor-in-Chief
cent of total portfolio value ~ @llocation does not incorporateinsurance portfolios.

is losing its leadership role i
the global economy, certainly
its nearterm influence will
diminish.

The o0Takeaw
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CapVisor Associates is a Capital Advisory firm and an Stggistered In
vestment Advisor specializing in providing highly customized investm
asset management services to the US Insurance industry. We bring m
than 25 years of insurance asset management experience to correls
the insurerf6s investment strategd
a rigorous evaluation of the cl

design and implement customized investment programs or Speci
strategies in accordance with t
ments, risk budget, regulatory, accounting and tax situation. We use
unbiased, multimanager approach for manager selection, manager

view & performance analysis. Our tailored solutions often include inve
ment strategy and guideline design, benchmark customization and stra
gic and tactical portfolio optimizationsCapVisor Associates is a truste
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advisor to clients, acting as an extension of their executive management

team, to provide investment program enhancements and valaslded
services with expertise, diligence and integrity.

Wedre on t hepweb!

WWW.capvisorassociates.com

Up Coming Events

Plus accounts.

1 TheProperty
Casualty Insurers
Association of
America (PCIA)
will be hosting the
2009 PCI Investment
Seminar at the Ari-
zona Biltmore in

1 TheSelf
Insurance Insti-
tute of America,
Inc. (SHA) will
have their 29th An-
nual Conference
September 224 in
Orlando, FL. L’

1 TheCaptive In-
surance Council
of the District of
Columbia (CIC-
DC) will present
their 8th Annual
Conference at the

Enf ant F

in Wash., DC Octo-

Phoenix, AZ Sp-
tember 1316.

CapVisor Associates,
LLC will be an
Exhibitor. Please

Carl Terzer, Principal, COMe see us aboth

of CapVisor Associ-
ates will be a confer-
ence delegate..

number 443,back
wall, center in the main
exhibit area.

ber 2122.

Carl Terzer will be a
conference delegate.

Hope to see
YOU soon!

© Copyright 2009 CapVisor Associates, LLC. All rights reserved.

y with
ent 0s

fic

he i ns

an

e_

St-


C:/Users/c/Documents/3PM
C:/Users/c/Documents/3PM

