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Insurance Asset Management

The
The ups and downs in

both the bond and stock mar-
kets of late have surprised
many of the “experts” as well
as street-savvy investors.
With comments like “The
economy still is in a fragile
growth stage...”, from the
Federal Reserve, investor
sentiment concerning the
economic prospects for re-
covery remains volatile. This
volatility is mirrored in our yo-
yo stock market and may
become an expected norm in
equities at least until visible
improvements in US macro-

Economic Review:More of the Same

More wmarket volatiity,

More Mixed Economic Re-
sults and More Government
(Financial Reform Act)....

The second quarter of 2010
was somewhat reminiscent
of the fall of 2008. The Greek
debt crisis followed by the
decline and partial recovery
of the Euro were global eco-
nomic events that the U.S.
economy managed through
without a major market
swoon or renewed liquidity
crisis. Although equity mar-
kets posted poor second
quarter results, fixed income
held its ground, with most
major benchmarks posting
positive returns for the quar-
ter.

Lessons Learned from
the European
Sovereign Debt Crisis

The European debt crisis
serves as an example to so-
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economic conditions and
uniform indications of growth
are evidenced across leading
indicators.

A bond market

recap...
Last week, U.S. corporate
bond sales had their busiest
day in four months as yields
fell to their lowest level in six
years. The yield on two-year
Treasuries fell to a record-low
0.5519 percent, perhaps in
part to a Bernanke comment
that the Fed is ready to “take
further policy actions as

lidify two economic premises
that are important to our
domestic economy. First, real
debt levels, as measured as
a percentage of Gross Do-
mestic Product (GDP), do
matter. Cutting the primary
deficit by reducing govern-
ment spending, increasing
taxes or both may increase
the ratio of government debt-
to-GDP resulting in a sover-
eign restructuring or default.
Greece’s sovereign leverage
ratio grew faster due to their
higher debt service costs
(higher coupon rates) experi-
enced during this crisis. Their
efforts to reduce this percent-
age by increasing taxes and
lower spending, compounds
the problem because these
efforts reduce GDP faster
than they cut debt.

Our second premise is that
the U.S. dollar will continue
to serve as the world’s re-
serve currency and a safe
haven for global investors for
at least the medium term.
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needed.” U.S. corporate bond
issuance was the highest
since March 23, when bor-
rowers raised $14.4 billion,
according to Bloomberg data.
These declining yields have
been accompanied by a
rather surprising lack of
“spread” widening. More spe-
cifically, last week the extra
yield investors demanded to
own company bonds instead
of government debt fell 2
basis points to 185 basis
points, the lowest since May
20, according to Bank of
America - Merrill Lynch’s
Global Broad Market Corpo-

Continued on page 5

This will give the U.S. a win-
dow of opportunity to bend
its debt-to-GDP trend line
downward to avoid suffering
the same fate as Greece.
Primary evidence of the
world’s view of the U.S. dollar
was the decline in the 10-
year Treasury yield from 4%
to under 3% during the flight
to quality in the second quar-
ter. We should be able to
continue to refinance existing
debt and finance annual defi-
cits at reasonably low inter-
est rates while we try to get
spending under control.

The Economy: Not a
True Double Dip,
Something
Closer to Soft Serve...

Although the headline unem-
ployment rate as of the June
employment report declined
to 9.5% from 9.7% in May,
the number of discouraged
workers - those no longer
actively seeking employment

Continued on page 4
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0Given the recent
volatility of the
investment
markets, many
smaller insurance
companies are
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with their capital
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A Hafbor in the FinanCiaI Storm:What Reinsurance can do for your Company

Reinsurance i -

useful financial tool for in-
surance companies. It can
effectively manage capital
in the following ways:

I Protects from catastro-
phic loss

i Enables a company to
write higher limits

9  Provides income stabili-
zation

1 Reduces premium/
surplus leverage

Insurance companies can

22" 6 08,4 15t%f rBifidurardtd, or

go without it, depending on
its capital structure and
enterprise risk tolerance. As
insurance companies’ capi-
tal needs change (either
through growth or asset
impairments), how might
that effect its reinsurance
buying strategy?

Recently, poor investment
returns have ravaged some
insurance companies’ sur-
plus, while the same mar-
ket volatility has choked off
the means to raise addi-
tional capital. Despite the
current softening in the in-
surance market, many spe-
cialized opportunities still
exist; however, adequate
capital must be in place in
order to either take advan-
tage of these opportunities
or simply maintain share of
a profitable book. Reinsur-
ance can provide that much
needed capital.

This article will discuss the
current state of the reinsur-
ance market as well as pro-
vide detail as to why rein-
surance may be more vi-
able and efficient than
other means to reduce lev-
erage.
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State of the
reinsurance
market
2009 was another record
earnings year for reinsurers
for two reasons. First, the
year was relatively benign
for catastrophes. The 2009
U.S. hurricane season was
almost non-existent, leading
to reinsurers’ “catastrophe
loads” (the annual expense
reinsurers set aside for an
expected level of catastro-
phes) resulting in earnings.
This, coupled with contin-
ued reserve releases from
prior years, made underwrit-
ing results  particularly
strong. Secondly, reinsurers’
balance sheets recovered
some of the investment loss
suffered in prior years, as

for their investors. This in-
creased surplus, along with
the greater pressure to em-
ploy it, have led to softening
effects on the market.

However, the first quarter of
2010 was not as kind to the
reinsurance market. The
first three months of the
year was the worst first
quarter in many years as
several major catastrophes,
most notably the Chilean
Earthquake, hit the market
with  significant insured
losses.

While these losses only im-
paired reinsurers’ earnings
(and not surplus), it has
chastened some of the rate
decreases in the market.
Adding to rate concern is
the challenge of reducing
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the capital markets im
proved considerably in late
2009. Increased capital
levels provided by the two
factors above have in-
creased the reinsurers’ ca-
pacity to write business (i.e.
supply). Meanwhile, reinsur-
ers are pressured to write
more business in order to
generate adequate ROE'’s
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investment vyields. Lower
investment yields mean

that reinsurers must make
up returns on the underwrit-
ing side (i.e. rate), in order
to generate adequate re-
turns to their shareholders.

Furthermore, significant
inflation is a concern as
governments across the

globe are employing easy

Continued on page 3
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A Harbor in the Financial Storm:continued

monetary policies, and fur-
ther indebting themselves.
If these governments (and
the U.S. potentially being
one of them), pay off these
debts by “printing money,”
then insurance companies
will be paying a lot more in
claims dollars tomorrow
than they are receiving in
premium dollars today. This
is highly debatable as the
current recession has
caused more “deflation,”
than inflation so far; and the
issue does not appear to be
priced in the market.

Despite the upward pres-
sures that may exist, ex-
perts see rates staying flat
or slightly declining for the
remainder of the year, as
reinsurance underwriting
capacity remains plentiful.
While the premium de-
creases do not appear sig-
nificant, a major hardening
in the market remains far
off, barring a major catas-
trophe or financial shock.

The recent June and July
renewals demonstrated the
above with reinsurance pric-
ing remaining flat to slightly
downward. Pricing on prop-
erty business pricing
trended downward with pric-
ing dropping 0-15%, de-
pending on territory and
loss emergence. Meanwhile,
pricing in liability lines was
relatively flat, going slightly
upward or downward based
on the class of business and
loss emergence of each
individual transaction. With
this said, it is important to
consider that reinsurance
pricing is most often a quo-
tient of the underlying insur-
ance premium. Therefore,
the flat reinsurance renew-
als are actually risk-

adjusted price reductions, in
line with the softening seen
in the direct insurance mar-
ket.

Reinsurance as Capital

Given the recent volatility of
the investment markets,
many smaller insurance
companies are facing chal-
lenges with their capital
structure. These problems
have emerged in one of two
ways:

1. Certain insurance compa-
nies have taken significant
impairment losses on their
investments, reducing sur-
plus and threatening their
ability to maintain the exist-
ing portfolio of renewals.
While the environment im-
proved considerably in the
latter portion of 2009, some
companies were forced to
sell at the bottom.

2. Due to the recent invest-
ment volatility, smaller in-
surance companies are un-
able to raise capital to take
advantage of certain, highly
profitable, niche market
segments.

The National Association of
Insurance Commissioners
(NAIC) has a guideline that
all property and casualty
insurance companies must
maintain a net written pre-
mium to surplus “leverage
ratio” below 3:1. Virtually
every insurance company
filing a “yellowbook” (NAIC
Annual Statement) must
adhere to this rule. Depend-
ing on the line of business,
regulators may require an
even lower ratio before tak-
ing control of an insurer.
Any company exceeding this
rule will likely face a quick
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and devastating action from
their respective regulator.

There are four possible op-
tions to mitigate this pro-
gram:

Reduce premium
writings:

A company facing leverage
issues can reduce its pre-
mium volume in order to
satisfy the 3:1 rule. While
this solution can be
achieved within a twelve
month period, it also comes
with considerable opportu-
nity costs as potential un-
derwriting profit and control
of the business of the de-
parting policies is lost.

Raise capital:
Another solution is to focus
on the denominator of the
equation by increasing the
company’s surplus via a
capital raise. While this may
seem more palatable than
the first option, it also
comes with its challenges.
Raising capital usually re-
quires selling a portion of a
company either in common
equity or in warrants of the
same. This raises questions
about whether the current
owners are willing to sell a
minority stake in the firm. In
addition, considerable tim-
ing and efforts (outside of
the regular management of
the company) involved in a
capital raise must be con-
sidered.

Seek higher returns on
investments:
Another potential means of
reducing leverage is increas-
ing surplus through invest-
ment  returns.  Seeking
higher returns by investing

Continued on page 6
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fiThe right
reinsurance structure,
placed with the right
risk partners can be
an efficient means to
reduce leverage in
terms of both cost

and time. “
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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 Review

(dropouts) - actually contrib-
uted to most of the decline.

We anticipate the unemploy-
ment rate will remain firmly
above 9% for at least the
next six months. Housing
follows in step with employ-
ment. Until we see solid im-
provement in the employ-
ment picture, housing will
remain weak, regardless of
tax credits or other federal
incentives. We anticipate a
weak residential market
throughout 2011 and poten-
tially into 2012. Do not look
to construction as a source of
employment to those dis-
couraged workers anytime
soon. Inflation concerns re-
main distant. We have seen
no leading signs of cost-push
inflation, as most input
prices (wages or commodi-
ties) have remained stable or
declined recently. Demand-
pull inflation leading indica-
tors are non-existent. Defla-
tion is of greater concern
now than during the liquidity
crisis of 2008. First quarter
GDP growth was revised
downward for the second
time to 2.7% after a stimulus
-aided 5.6% reading in the
fourth quarter. It appears the
effect of the $787 billion
American Recovery and Rein-
vestment Act of 2009 was
short-lived. The Conference
Board’s consumer confi-
dence index plummeted from
62.7 in May to 52.9 in June.
Without artificial government
support, demand for housing
will decline or stagnate for an
extended period pressuring
home prices and stoking
deflation fears.

The Financial Reform
Act of 2010

Recently, Senate Banking
Committee Chairman Chris
Dodd said : “No one will know
until this is actually in place
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how it works. But we believe
we’ve done something that
has been needed for a long
time.” If he is not sure what
the effect of the 2,500+ page
bill is going to be, how can
the financial markets or any-
one else who reads the bill
from cover to cover? The bill
admits these shortcomings
and creates a remedy to fix
the inevitable implementa-
tion problems by creating the
Financial Stability Oversight
Council (“FSOC”) and entrust-
ing it with so much power
that it can almost rewrite the
Act itself. Some are calling it
a new super regulator. The
FSOC has the ability to
choose which current govern-
mental body will have author-
ity over banks and the level of
capital required. They can
decide if a company is in dis-
tress or if the company poses
a systematic risk through its
activities, scope, size, concen-
tration or interconnected-
ness.

Some of the other major pro-
visions of the Act are:

A The
sumer Financial Protection
Bureau in an effort to consoli-
date all of the existing regula-
tions relating to consumers
into one entity. It will regulate
transaction fees banks can
charge and consolidate con-
sumer loan information sub-
mitted by banks. Although
the consolidation of con-
sumer-oriented regulation will
be a positive, the increased
regulatory filings as well as
limitations on fees and
charges will negatively im-
pact profitability of banks.

A The oVolcker
proprietary trading, but al-
lows a small carve-out for
firms to invest up to 3% of
Tier 1 capital in private equity
or hedge fund seed capital.
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(continued from page 1)

This should reduce risk from
speculative investments de-
pending on the degree of
enforcement.

A Loan origin
ritize their inventory must
retain 5% of the risk of every
deal. We strongly favor forc-
ing originators to keep some

skin in the game, even if it
reduces overall industry ca-
pacity.

A Stress test
out annually under at least 3
scenarios (Baseline, Adverse,
and Severely Adverse).

A Systemical

Companies will have to pay
Systemic Regulation fees to
pay for the cost of future gov-
ernment intervention. The
shape and form of these fees
will be determined over the
next two years and create
even more uncertainty.

The Act does not go far
enough to insure its stated
purpose - to limit or elimi-
nate the risk-taking environ-
ment that supported, and

cr eat i o possibly creatdd,ethe Qatest

financial crises. It also does
not address the future roles
of FNMA and FHLMC. We
anticipate that the biggest
impacts this Act will have on
the economy will be both the
overall inertia from additional
macro uncertainty and crea-
tive force for financial institu-
tions to find ways around the
regulations to meet client
needs profitably.

Capital Markets and
Performance

The, furogegn Unien, melt
down and growing concerns
about the strength of the eco-
nomic recovery had a nega-
tive impact on the financial
results in the equity markets

Continued on page 5
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Economic Review (Continued)

for the second quarter. For the
six months ending June 30,
2010, the Dow Jones Indus-
trial Average has a total return
of -5%, the S&P 500 Index has
returned -6.7%, and the
NASDAQ Composite has re-
turned -6.6%. However, after
an almost 80% increase

in the S&P 500 from March 9,
2009 through March 31,
2010, it's not unexpected to
have a pull-back in equity
valuations. While equity re-
turns were discouraging in the
second quarter, the fixed in-
come markets performed ad-
mirably. The investment grade
bond market, as measured by
the Barclays Capital Aggre-
gate Index, returned 3.49% in
the second quarter bringing
the year-to-date return to
5.33%. The high yield market,
as measured by the Merrill
Lynch High Yield Master Il
Index (MLHYI II), returned -
0.07% in the quarter and
4.74% year-to-date.

During the second quarter,

T h e

rate Index. Spreads represent
the risk premium demanded
by bond buyers above the "risk
free rate" (Treasuries) to com-
pensate them for default risk.
In an uncertain or weakening
economy, these spreads typi-
cally widen reflecting increas-
ing credit risk. Surprisingly,
while we are seeing bond
prices surging and yields fal-
ling, indicating inflation pres-
sures are waning, riskier
bonds are also rallying almost
as much, keeping spreads
tight.

The behavior of the bond mar-
ket investor may provide a
rational answer to the ques-
tion of “what’s really going on
here?”.

© Copyright 2010 CapVisor Associates, LLC. All rights reserved.

Bond

nervous investors sought high
quality investments. U.S.
Treasury securities led all
fixed-income sectors returning
4.68% measured by Barclays
Capital. While corporate and
mortgage credits performed
well in the quarter, returning
3.42% and 2.87% respec-
tively, they could not match
Treasury returns. Over the
longer term, we strongly be-
lieve corporate bonds offer the
best opportunity for outperfor-
mance and we urge insurers
to be overweight that sector.

Outlook and Strategy

The overall pace of U.S. eco-
nomic growth is likely to de-
celerate in the next couple of
quarters as the impact of fis-
cal stimulus wanes, unem-
ployment benefits are ex-
hausted and employment
stagnates or shows little im-
provement.

We anticipate that GDP
growth will remain positive

during 2010, but decline to
the high 2% or low 3% range.

The employment trend
across the U.S. will remain
the key determinant of eco-
nomic recovery. High unem-
ployment and government
regulatory uncertainty has
led to a decline in consumer
confidence.

Individual security selection
is becoming more important
than sector selection, espe-
cially for securities with lower
credit quality.

The Financial Reform Act
further strengthens our pre-
cept that there will always be
a place for long-only, fixed-
income managers with a
bottom-up security selection
style.

This article was partially excerpted from
the full quarterly commentary.

By John C. Saf
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One explanation is that inves-
tors are worried about defla-
tion and are piling out of
stocks and into bonds. Per-
haps these dollars are rather
blindly buying credit risk as
investors desperately grab for
yield. Another explanation is
that bond investors believe
that our economy will enter-
tain a slow, but sustained,
recovery with unemployment
remaining high and inflation
remaining low. This view
would tend to indicate that
investors expect that bond
defaults will be low and the
credit cycle will continue to
strengthen though this slow
recovery. Along these lines,
the weak rate of economic
recovery will punish company
earnings, hence continued

jitters concerning the stock
market, but have little effect
on company creditworthi-
ness. If true, then the rally-
ing of bonds across the risk
spectrum would make sense.

Adding some weight to this
theory, it should be noted
that Credit-default swaps on
the Markit CDX North Amer-
ica Investment Grade Index,
which investors use to hedge
against losses on corporate
debt or to speculate on cred-
itworthiness, declined 3 basis
points mid week, last week.
The index typically falls as
bond investor confidence
improves. CET
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OWhile equity returns
were discouraging in the
second quarter, the
fixed income markets
performed admirably.
The investment grade
bond market, as
measured by the
Barclays Capital
Aggregate Index,
returned 3.49% in the
second quarter bringing
the year-to-date return
t0 5.33%. 6
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tion the potential for this
strategy in this article, it is
really not a viable option.

Utilizing reinsurance:

The right reinsurance struc-
ture, placed with the right
risk partners can be an effi-
cient means to reduce lev-
erage in terms of both cost
and time.

vide a case study along with
an explanation of reinsur-
ance costs. Learn how these
reinsurance transactions can
help insurance companies
effectively manage through
these volatile economic
times.

End: Part | of 2 of A Harbor
in the Financial Storm

By Alex J. Fox

Council of the District

of Columbia (CIC-DC)| =

will present their 8th
Annual Conference at
the LOENTf a
in Wash., DC October
18-19.

Carl Terzer will be a confer-
ence delegate at both of
these upcoming events.

Hope to see YOU soon!

Carl E. Terzer
Principal
CapVisor Associates,

LLC
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