
core data element required 

for the ALM process.                                                                         

ALM begins with an analysis 

of assets and/or liability dura-

tions.  For a bond portfolio, 

duration is a complicated 

calculation involving present 

value, yield, coupon, final 

maturity and call features.  

 While there are several types 

of duration and correspond-

ing methods for their calcula-

tion (e.g. effective, modified,  

In the world of insurance 

asset management, “asset 

liability matching” (ALM) 

has been a standard practice 

among more sophisticated 

insurance companies for 

many years. More recently, 

larger insurers have accepted 

the evolution of this concept 

of correlating activities on the 

asset and  liability sides of 

the balance sheet by imple-

menting a more formal and 

comprehensive process called 

enterprise risk management 

(ERM).  Sophisticated quan-

titative programs are now 

available to guide senior 

management in evaluating 

enterprise-wide risks.  

Among small to midsize in-

surers it is not surprising that 

few have undertaken the 

complex and often expensive 

ERM process. However, far 

too few seem to be knowl-

edgeable about ALM.  This is 

evidenced in the fact that 

many firms that we speak to 

seem unaware or unsure of 

their liability duration(s), a 

Fed’s latest quantitative eas-

ing program, dubbed “QE2”. 

 

2010:  A good year to 

clip a coupon…and 

then some.  
We predicted that the Fed 

would not tighten; unemploy-

ment would remain between 

9-10%; the recovery would 

be slower than the historical 

norm; GDP would remain 

positive for the year and 

likely settle in the 3% “area”; 

inflation would be kept at bay 

and finally, housing would 

remain under pressure.  We 

thought the recovery would 

gain momentum during the 

second half of 2010 but it 

came later than anticipated.  

Additionally, 10-year Treas-

uries traded in a wider range 

than predicted when yields 

dropped to a low point of 

2.38% in November before 

selling off to 3.80% in reac-

tion to the announcement of 

QE2 and extension of the 

Bush tax cuts.  All of our 

composites had returns 

greater than their average 

coupon on both a gross and 

net basis, so 2010 was a good 

year to “clip a coupon” and 

then some for our clients.       

 

2011: Continued eco-

nomic improvement 

but at a slower pace 

than we would like. 

 

Our Expectations: 
 

 The positives: 

 Government stimulus in 

the form of extending the 

Bush tax cuts (avoiding fiscal 

tightening), a surprise 2% 

reduction of the employee 

payroll tax, extension of un-

employment benefits and 

QE2 should serve as eco-

nomic catalysts for the con-

sumer. 

 The value of the dollar 
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Not likely, since we be-

lieve the US economy should 

fare better in 2011.  

 

What’s the key to getting the 

economy moving?  If we use 

a car as an analogy for the 

U.S. economy, then banks 

would be the engine and 

commercial lending would be 

the gas. The tank is full, but 

the car is stuck in park!     

 

To better understand where 

we are going we must first 

know where we are and 

where we have been. We will 

briefly recap the economic 

highlights of 2010, provide 

our opinion of where the 

economy is headed in 2011 

and interpret what we believe 

this means for fixed income 

investors.  We will also 

briefly discuss our views on 

the implementation, miscon-

ceptions and goals of the 

Continued on page  5 

Duration and Asset/Liability Matching 

Economic Review:  “Deja Vu all over again”?   



Health Care Reform 

is debated in every news out-

let, every day. Ideas regard-

ing the government’s plan stir 

debate along with other wide 

ranging suggestions on how 

to stop the runaway cost of 

health care. Wellness pro-

grams, drug and treatment 

delivery methods along with 

coverage availability each 

claim to be the solution.  Re-

ducing cost or at least slow-

ing the annual increase in the 

cost of medical care is the 

objective. How this objective 

is achieved is where the con-

flict arises. 

 

Not surprisingly, the answer 

lies in a solution that brings 

together the best of each idea. 

This article focuses on a de-

livery method for insurance 

coverage through a Group 

Captive. One of the most at-

tractive features of a Group 

Captive is it provides the 

ideal insurance platform to 

deploy many of the cost sav-

ing ideas being discussed in 

the health care reform debate. 

The “skin in the game” struc-

ture of a Group Captive en-

courages the stakeholders to 

seek innovative cost saving 

ideas. In fact, the wellness 

programs, Rx delivery meth-

ods and coverage strategies 

we hear about as the latest 

innovation of today have all 

been tested by self insureds; 

not surprising when one con-

siders who directly benefits 

when a medical expense sav-

ing is achieved. 

 

Like other Group Captive’s, 

the Medical Expense Group 

Captive is owned and/or 

beneficially controlled by the 

group member insureds. 

Similar to other Group Cap-

tive members or participants, 

Medical Expense Group Cap-

tive participants are com-

monly homogenous in their 

business pursuits. An exam-

ple of groups that have suc-

cessfully implemented Group 

Captive strategies in the prop-

erty & casualty marketplace 

include physicians, trucking 

companies, contractors and 

accountants. In all cases, the 

homogenous group agrees to 

band together and share a 

certain portion of the risk that 

is common in all of their 

businesses. The objective of 

moderating and reducing the 

cost of insuring their risk is 

realized when the group’s 

risk management strategies 

reduce losses both before and 

after they happen. 

    

How Does It Work? 
 

Like standard insurance for 

medical expenses, a Group 

Captive program requires 

infrastructure for the effective 

delivery of claim payments, 

including a claims admini-

stration or TPA company, an 

insurer to issue the policies 

and a reinsurer to cover the 

large or unforeseen loss 

events. The Group Captive 

Program then adds a Captive 

facility that is controlled by 

the group to assume a portion 

of the risk that is typically 

retained by the insurer.   

 

The formation of the Captive 

facility historically caused the 

Captive solution to be one 

limited to larger organizations 

that could afford the time and 

upfront investment in actuar-

ial, legal and regulatory pro-

fessionals. Fortunately, the 

innovation of the segregated 

account rent-a-captive facility 

enables the middle market to 

access the benefits of a Cap-

tive solution. These segre-

gated account Captive facili-

ties enable an insured or 

group of insureds to effi-

ciently form a Captive that 

can serve as the risk assump-

tion entity for the Group Cap-

tive Program. This Group 

Captive entity is functional in 

weeks with no upfront invest-

ment in professional expenses 

or surplus. 

 

Once the Captive facility is 

formed and the program’s 

service providers are en-

gaged, the Group Captive 

members purchase insurance 

the same way they do in the 

standard market; they send in 

their underwriting informa-

tion, receive a quote and bind 

coverage. The execution of a 

contract with the Group Cap-

tive facility that is commonly 

referred to as a participation 

agreement follows along with 

a contribution of collateral 

before the insurer issues the 

medical expense policy cov-

erage. 

 

The Group Captive then func-

tions like any other insurance 

company and reports to its 

owners its financial perform-

ance with premium earnings, 

loss payments, expenses and 

investment performance ac-

tivity. Through retaining risk 

in the Captive and the appli-

cation of innovative program 

services designed to prevent 

and reduce medical expenses, 

the Group Captive members 

may experience underwriting 

outcomes for their Captive 

reinsurer that enable a return 

of underwriting and invest-

ment income. Without the 

Captive participation by the 

insured members, these posi-

tive underwriting outcomes 

would have inured to the 

benefit of the insurance com-

pany alone.  The return of 

Page 2 
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The Group Captive Meets Medical Expense 

 

“...A Group 

Captive 

approach to 

insuring your 

medical expense 

risk is one of the 

many strategies 

available to 

confront 

escalating 

medical costs 

http://roundstoneinsurance.wordpress.com/2009/12/09/%e2%80%9cthe-group-captive-meets-medical-expense%e2%80%9d/


“...by retaining 

risk in the Captive 

facility, the 

insured members 

are able to 

capture a portion 

of the 

underwriting and 

investment 

income a 

traditional 

insurance 

company typically 

retains. “ 

underwriting and investment 

income obviously reduces 
the insured members cost of 

insuring their medical ex-

penses and offers a cost ad-

vantage over traditional medi-

cal expense insurance cover-

age. 

Why Does It Work? 

A Group Captive delivers 

better results to participating 

members for several reasons. 

First, by retaining risk in the 

Captive facility, the insured 

members are able to capture a 

portion of the underwriting 

and investment income a tra-

ditional insurance company 

typically retains. The profit 

and overhead component of 

the standard insurance trans-

action can be anywhere from 

ten to thirty percent of the 

premium dollar paid by an 

insured. When these profit 

and overhead dollars are cap-

tured by the insured members, 

their overall cost of medical 

expense insurance is reduced. 

Group Captive members also 

realize results that surpass 

their traditional insurance 

experience because of the 

shared incentive the members 

have with each other and the 

other risk takers. Unlike the 

traditional insurance transac-

tion where you pay your pre-

mium and losses are largely 

irrelevant to you, when a 

Group Captive member con-

tributes capital to a risk bear-

ing enterprise that is depend-

ent on the Group’s loss ex-

perience, the incentive is for 

the member to police its claim 

activity more diligently. This 

is the “Skin in the Game” 

concept.  Reduced expenses 

such as reinsurance are also 

realized by the Group Captive 

members who exhibit claim 

experience more attractive 

than the overall medical ex-

pense insurance marketplace. 

Shared incentives create 

shared expense benefits. 

 

Of course, the environment of 

loss prevention is also stimu-

lated as the Group Captive 

members search for the most 

efficient way to deliver Rx, 

purchase medical procedures 

and deliver wellness ideas or 

practices. It is not surprising 

that many of the best in class 

health care solutions being 

advocated by the experts in 

the national debate have their 

origin in the Captive or self 

insurance marketplace. When 

a new method to mitigate the 

health risk of patients can be 

correlated to a premium dol-

lar savings, it is not surprising 

the members of Group Cap-

tives have a higher commit-

ment level to better health 

outcomes than the typical 

insurance buyer. Creativity, 

commitment, oversight and 

consistency all contribute to 

the Group Captive offering 

the best overall price and so-

lution to escalating medical 

expense costs. 

 

What Can Go Wrong?  
 

The devil is in the details. The 

benefits a Medical Expense 

Group Captive offers can be 

lost when details such as pro-

vider networks, excess rein-

surance terms, transaction 

fees and wellness programs 

are ignored or mishandled. 

Should the Group Captive 

also not utilize the efficien-

cies offered by established 

turnkey Captive facilities, the 

organizational costs required 

to establish a regulatory ade-

quate Captive facility can 

take years to recover. Experi-

menting with a new wellness 

program can deliver returns 

with little downside, but try-

ing a new service provider 

without the knowledge and 

experience with reinsurance 

treaties and underwriting 

could contribute to increased 

costs for the Group Captive 

members. 

 

Conclusion 
 

A Group Captive approach to 

insuring your medical ex-

pense risk is one of the many 

strategies available to con-

front escalating medical costs 

head on. Take control by not 

only improving your ap-

proach to how health care is 

delivered to your organiza-

tion, but how the insurance 

dollar is spent and returned. 

When the best possible cost 

containment services are 

combined with an efficiently 

built risk retention facility, 

the conclusion that a Medical 

Expense Group Captive offers 

the lowest cost solution for 

insuring your health care is 

evident. 
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 GDP growth will range 

between 2.50% and 3.25% for 

the year because of the previ-

ously described stimulus pro-

gram, extension of the Bush 

tax cuts, and the 2% payroll 

tax decrease. 

 Monetary Policy will 

remain very accommodative.  

We do not expect a move in 

the Fed Fund Rate during 

2011 and no indication of a 

rate increase until the second 

half of 2012 when unemploy-

ment nears 8.5%. We do not 

anticipate another QE pro-

gram because of the minimal 

impact QE2 has had. The 

yield curve will remain steep 

throughout the year. 

 We expect the 10-year 

Treasury to yield between 

3% and 4% throughout the 

year similar to our expecta-

tions in 2010.  During 2010 

the 10-year Treasury reached 

a high of 3.98% on April 5th 

and a low of 2.38% October 

7th with an average yield of 

3.20% for the year. 

 Inflation should remain 

in check with the CPI likely 

remaining in the 1.0 - 1.75% 

range through the year. Al-

though fears of deflation have 

subsided, inflation will re-

main below Fed targeted lev-

els for an extended period. 

 

 QE2: What is it and 

how did we get here?     
It became obvious in the sum-

mer of 2007 that the housing 

boom was losing momentum 

and the resulting slow-down 

could become problematic for 

the economy.  In September 

of 2007 the Fed made its first 

move, reducing the Federal 

Funds Rate (“FFR”) from 

5.25% to 4.75%.  They con-

tinued to aggressively reduce 

rates until December 16, 2008 

when they moved to a rate 

target of zero to 0.25% in the 

aftermath of the Lehman 

Brothers bankruptcy. The 

FFR has remained at this 

level for the past 24 months. 

(See chart below.)  Having 

used all the bullets in their 

interest rate cylinder, the Fed 

was in need of a new weapon 

to kick-start the economy and 

fend off deflation.  They also 

needed a way to lower me-

dium and long-term maturity 

© Copyright 2011CapVisor Associates, LLC.  All rights reserved. 

should continue to decline 

versus the yuan and yen mak-

ing U.S. goods more attrac-

tive in the global market 

place. 

 Lending will improve as 

banks gain confidence in 

their housing sector loss pro-

vision and capital positions 

and become more entrepre-

neurial in their lending prac-

tices. 

The negatives: 

 Unemployment will re-

main at elevated levels - 

likely at or above 9% for the 

entire year. 

 Residential housing will 

weaken slightly in 2011. Fur-

ther price declines are likely 

(5-10% nationally) as banks 

continue to work through 

their foreclosure backlog and 

mortgage rates remain off 

their lows. We do not expect 

a meaningful housing recov-

ery until 2013. 

 State and local govern-

ments will remain under pres-

sure to further reduce their 

operating budgets as tax reve-

nues remain depressed and 

federal transfer payments 

decline. Debt bridges will be 

more challenging and expen-

sive to obtain to carry them 

over budget gaps. 

 Chinese inflation fears 

might lead Chinese govern-

ment officials to slow their 

economy, causing a global 

ripple effect which slows 

U.S. exports to this growing 

market. 

 Core Consumer Price 

Inflation (“CPI”) will remain 

low but energy and food 

prices will rise during the 

year giving the consumer less 

disposable income. 

 

Our Outlook for 2011:   

 

...Will QE2 

result in 

inflation?  

Interest rates 

began rising 

immediately 

after QE2 was 

announced.   

Economic Review:         Deja Vu all over again ? 
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Asset Liability Man-

agement  (ALM) for 

clients. 
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yields because the FFR 

mostly affects short-term 

interest rates.  

 

 During that time, the Fed 

was forced to provide liquid-

ity to commercial paper and 

mortgage-backed securities 

markets and significantly 

expanded their balance sheet 

In March of 2009, the Fed 

announced a program to pur-

chase additional mortgages 

and longer term Treasury 

debt in the open market in an 

effort to lower rates across 

the yield curve. This would 

make long-term borrowing 

cheaper, especially mort-

gages, thereby spurring refi-

nancing and home purchases. 

These open market purchases 

became known as the first 

quantitative easing program 

or “QE1”.  

In August of 2010 the Fed 

announced it would begin 

another Treasury purchase 

plan in October to further re-

duce interest rates in the  1-7 

year range of  the Treasury 

curve.  In theory this would 

further increase excess re-

serves of the banks and lead to 

an increase in lending because 

of the money multiplier effect 

where the same dollar is lent 

out and deposited in the bank-

ing system many times over 

although this may have re-

sulted in the money multiplier 

effect being diminished as 

businesses and consumers 

reduce their indebtedness. 

 

Even with the limited impact, 

had the Fed not implemented 

QE2, they might be accused of 

doing nothing ( although they 

had no other options).  Will 

QE2 result in inflation?  Inter-

est rates began rising immedi-

ately after QE2 was an-

nounced.  This caused borrow-

ing rates to rise and lifted 

inflation expectations which 

counteract existing defla-

tionary pressures.  Unless 

the Fed can successfully 

unwind the program when 

the economy starts to grow 

again, the excess liquidity 

provided by QE2 will likely 

eventually add to inflation-

ary pressures; however, we 

believe that persistent unem-

ployment stats, local mu-

nicipality cut-backs, in-

creased consumer savings 

rates, global austerity pro-

gram pressures and a weak 

housing market greatly di-

minishes the likelihood that 

inflation will develop.  Will 

QE2 lead to increased lend-

ing? Maybe to some degree, 

but not likely if you believe 

the results of the study.  The 

Fed’s inability to stimulate 

growth through monetary 

Economic Review :          Deja Vu all over again ?        (continued from page 4) 
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Macauley), in essence they all 

represent a “cash-flow ad-

justed, effective term to ma-

turity” for a series of given 

cash flows.  Accordingly, the 

calculation for the duration of 

the portfolio of assets (or li-

abilities) is equal to the sum 

of the weighted average dura-

tions of the underlying assets 

(or liabilities). 

 

To understand and eventually 

mitigate interest rate risks, the 

executive management of an 

insurance company ought to 

be familiar with their com-

pany’s asset and liability  

durations.  Duration measures 

the sensitivity of the cash-

flow to changes in interest 

rates.  The longer the dura-

tion, which is measured in 

years, the more sensitive the 

cash flows are to interest rate 

changes.  We know that a 

bond’s value is determined by 

the present value calculation of 

its future cash flows.  Duration 

therefore measures the bond’s, 

or bond portfolio’s value fluc-

tuation relative to interest rate 

changes.  For example, a bond 

portfolio with the duration of 

five years will have its value 

change inversely at a rate of 5% 

for every 1% change in interest 

rates. 

 

Under present market condi-

tions, insurers are justifiably  

concerned that a rising interest 

rate environment could have an 

adverse and perhaps substantial 

impact on the value of their 

bond portfolios.  This scenario  

policy is often called “pushing 

on a string”. 

 

Capital Markets, Perform-

ance and Strategy 

In addition to the encouraging 

returns in the equity market for 

2010, the fixed income market 

also performed admirably.  

The investment grade bond 

market, as measured by the 

Barclays Capital Aggregate 

Index, returned 6.54% in 2010 

despite losing 1.30% in the 

fourth quarter.  The last quar-

ter was negative due to the 

Treasury yield curve moving 

higher as Congress extended  

tax cuts and reduced payroll 

taxes.  The high yield market, 

as measured by the Merrill 

Lynch High Yield Master II 

Index (MLHYI  II), returned 

15.19% for the year and 3.07% 

in the fourth quarter. 

 

could create a situation  

where asset values decline 

significantly more quickly 

than liabilities, creating a 

shortfall in the ability to 

fund claims payments. 

 

Insurance asset manage-

ment professionals seek to 

mitigate this risk through 

effective ALM practices.  

The first step involves ob-

taining liability duration(s) 

from the insurer’s actuar-

ies.  This calculation is 

based upon the projected 

claims payout patterns (a 

“cash-flow adjusted, effec-

tive term to maturity” for a 

series of given cash-flows) 

for the various lines of 

business underwritten by 

the insurer.  Invest- 

ment managers will con-

struct a bond portfolio repre-

senting “reserve” assets in a 

manner that matches the re-

serve portfolio duration with 

the liability duration.  For ex-

ample, if the insurer’s liability 

duration is 4 years then the 

reserve portfolio would typi-

cally be constructed with an 

asset duration of 4 years.  Con-

ceptually “asset / liabilit y 

m a t c h ”  e f f e c t i v e l y 

“immunizes” the bond portfo-

lio from interest rate changes 

since both assets and liabilities 

will have the same rate of 

variation in a changing interest 

rate environment. 

 

CapVisor will explore this 

topic in more detail in future 

issues of our quarterly insur-

ance asset management news-

letter...stay tuned. 
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        Editor-in-Chief 

 The USA Risk 

Group Annual 

Executive Edu-

cational Confer-

ence will be on 

May 25 through 

May 26 at the Bal-

lantyne Resort in 

Charlotte, N.C. 

 
 The VCIA Annual 

Conference  will be 

August 9 through Au-

gust 11 at the Sheraton 

Hotel and Conference 

Center in Burlington, 

VT. 

  The Bermuda 

Captive Annual 

Conference  will be 

on June 5 through 

June 8 at the Fair-

mount Southampton 

Resort in Bermuda. 

Up Coming Events 
http://

www.capvisorassociat

es.com/uploads/

CICRMar20111.pdf 
Carl Terzer will be a con-

ference delegate at these 

upcoming events. 

Hope to see you 

soon! 

In the News….. 

Also, please visit our 

website to read a recent 

editorial contribution 

submitted to CICR by 

Carl Terzer. This arti-

cle is on page 10 of the  

publication and found 

in our archives at: 
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