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Insurance Asset Management

Now' s

Ok, so what to do now

since most of us have taken a
pounding in our investment
portfolios?

Global and domestic securi-
ties markets remain at de-
pressed levels and continue to
be extremely volatile. Econo-
mies around the world, if not
skidding into recession, re-
main downtrodden. Consen-
sus expectations call for a
long period of rebuilding for
both markets and economies;
a view supported by the fact
that current solutions for a
near term remedy lack the
confidence of many astute
financial professionals. Such
is our current state of affairs.

Overall the insurance com-
pany investor’s experience
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through this period is likely
to result in two major trends.
First, there is an expectation
that over the next two years
there will be a strong trend of
“money in motion” as inves-
tors try to find new managers
that function with more trans-
parency and within better
defined constraints. These
new managers will need to
demonstrate an in-depth un-
derstanding of their client’s
particular business, the insur-
ance industry and the impli-
cations of their investment
management process and
style for the insurer. Sec-
ondly, many insurers are
likely to realize that they
need to get back to basics and
reevaluate their investment
program, top to bottom, and
pursue a more informed and

Economic Review-co n gress, Tr

During the first quar-

ter of 2009, the Federal Re-
serve increased efforts to
rekindle credit market activ-
ity and avert a long economic
slump. While the economy
remains fragile, especially
given recent labor market
reports, some mixed reports
from business and consumer
spending and the housing
market suggest the possibility
of a bottom, or at least a bot-
tom formation process. We
believe it is still too early to
be certain, but the economy

may be taking small steps in
the right direction, nudged
along by trillions of dollars in
federal stimulus.

The Federal Reserve moved
very aggressively to expand
its balance sheet as it com-
mitted to purchase up to $300
billion of intermediate-term
Treasury securities in an ef-
fort to keep interest and mort-
gage rates low. The Fed also
committed to increase its
purchases of mortgage-
backed securities by another
$750 billion for a total of
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disciplined approach to in-
vesting. So, what to do now?

Well, the first item on every
insurer’s agenda should be to
reassess their risk budget.
Better late than never! Too
many firms were not aware of
the true risks imbedded in
their portfolios. Others,
mostly to their detriment,
reached for yield knowingly
(Continued on Page 4)

and

$1.25 trillion, and raise its
purchases of Agency debt by
$100 billion for a total of
$200 billion. The additional
$1.15 trillion in announced
purchases boosts the Fed’s
balance sheet to well in ex-
cess of $3 trillion.

The U.S. Treasury depart-
ment also announced details
of a program to address the
ongoing financial crisis. Its
new program, known as Pub-
lic-Private Investment Pro-
gram (PPIP), will focus on
(Continued on Page 2)
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Andy Barile has over 40
years of experience span-
ning the entire insurance
distribution system.

He has an intricate
knowledge of the insur-
ance and reinsurance
industries, having been
an owner, employee, or
practitioner in all phases
of the industry.

o0Mor e
European
legislation will
promote the use of
outside directors
and it is expected
that this trend will
follow in the various
US State domiciles
shortly. )
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CAPTIVEOWNERSNEED INDEPENDENTEXPERIENCEDOUTSIDEDIRECTORS

The obvious benefits

afforded by the use of outside
directors have been well
documented and are self evi-
dent in the fact that they are
commonplace in corporate
America. In part due to the
nature of captive insurers, the
captive industry has been a
laggard in the usage of inde-
pendent directors. In fact,
outside directors are just be-
ginning to show up on Cap-
tive Boards. More recent
European legislation  will
promote the use of outside
directors and it is expected
that this trend will follow in
the various US State domi-
ciles shortly.

Beyond widening the exper-
tise and resources of the
board, outside directors typi-
cally possess the expertise to
be an educator and facilitator
for insurance-related matters.
For example, experienced
independent board members
are often called upon to at-
tend meetings with the in-
surer’s external constituents
to provide more broad-based,
and knowledgeable represen-
tation on behalf of the cap-
tive.

Economic Review

buying troubled loans and
securities from banks. It is
expected to provide $500
billion to $1 trillion in invest-
ments and funding to pur-
chase bad assets from finan-
cial institutions. Supporters
hope that banks will benefit
by removing some of the
“toxic” assets from their
books, and the market will
benefit from improved price
discovery.

Major _areas where an ex-
perienced outside director
can _be invaluable to your

captive

- Capitalization of the captive
insurance company, and its
ability to maintain a good
financial rating, from the
various rating organizations.
Demands by parent corpora-
tions to dividend out the capi-
tal of the captive need to be
tempered, especially at the
Board level.

- Negotiating and placing
adequate reinsurance protec-
tions with financially secure
reinsurance companies. Con-
cepts such as selecting a rein-
surance broker or buying re-
insurance direct from profes-
sional reinsurance companies.

- Expansion into new cover-
ages that the captive should
be providing to the parent
corporation, which were not
included in the original feasi-
bility study. Manuscripted
policy forms and utilization
of actuarial firms for insur-
ance pricing.

- Renegotiating “fronting”

fees. Determining the appro-
priate benchmark to be used.
What does a proposal to a
“front” look like? How do
you find the new “fronting”
insurance companies? How
do you avoid doing
“fronting” business with fi-
nancially risky counterpar-
ties?

- Acquisitions of insurance
entities, and the need for stra-
tegic decision making. Does
my captive need to purchase
the “Third Party Administra-
tor” handling the claim? Do I
need to acquire a domestic
insurer? Should my captive
start its own insurance
agency?

- Is the captive guilty of mar-
ket conduct infractions or
other practices that would
imperil their viability or draw
regulatory scrutiny? Under-
standing the correct approach
to placing excess casualty
coverage in your captive. And
much more....

by
Andy Barile, CPCU
Insurance Consultant
Contributing Editor

(Continued from page 1)

While the massive liquidity
and capital programs under-
taken by the Fed and Treas-
ury will be helpful in resolv-
ing the current economic cri-
sis, there were also mildly
positive developments from
the economic data late in the
first quarter that suggest the
economy may see an incre-
mental improvement in the
next couple of quarters. Late
February and March data

suggest a possible stabiliza-
tion of consumer spending,
new home starts and aggres-
sive inventory liquidation.

However, the first quarter had
its share of bad news as well.
The unemployment rate
jumped to 8.5% as the job
loss toll for the recession rose
above 5 million people. The
current rate compares with
the 7.8% peak in June 1992
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and 10.8% peak in November
1982. The final gross domes-
tic product growth for the
fourth quarter 2008 was mi-
nus 6.3% on an annualized
basis. Auto sales continued
to be dismal and new unsold
home inventories remained
very high. The Fed kept the
Federal Funds target rate at
“zero to 0.25%” in an effort
to head-off deflation and re-
suscitate lending. Ten-year
and thirty-year U.S. Treasury
securities began the first quar-
ter at 2.21% and 2.68%, re-
spectively, and ended the
quarter marginally higher at
2.66% and 3.53%. Short-
term Treasury yields re-
mained relatively unchanged
resulting in a steeper yield
curve.

Capital Markets &
Portfolio Strategy

The equity markets broke

through to new lows in early
March before staging a strong
rally through the end of the
quarter, but most indices are
still down for the year. The
Dow Jones Industrials lost
12.48%, the S&P 500 lost
11.01%, and the Russell 2000
lost 14.95% during the quar-
ter, assuming that dividends
were reinvested. Despite the
market recovery, equity mar-
kets are still trading at levels
consistent with ten years ago.
Equity market volatility, as
measured by the CBOE S&P
500 Volatility Index (VIX),
substantially subsided during
the quarter finishing near 40
after reaching an all-time high
of 80.9 in mid-November.
VIX had traded below 40 for
most of April and there is
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speculation that it could go as
much as 10 points lower if the
uptick rule is reinstated for
equity short sales and existing
naked-short rules are en-
forced. VIX is widely-used
indicator of market sentiment
and is used as to estimate of
expected variability in pricing
embedded options. The cur-
rent trend toward lower val-
ues shows promise for higher
equity values and tighter
credit spreads.

The investment grade bond
market, as measured by the
Barclays Capital Aggregate
Index, returned 0.12% in the
first quarter. The high yield
market, as measured by the
Merrill Lynch High Yield
Master II Index (MLHYT II),
returned 5.02% in the quarter.
Quarterly asset sector excess
returns versus Treasuries
were: ABS 7.66%, MBS
1.72%, Agencies
0.36%, Corporates
and CMBS -1.42%.

-0.21%,

Our outlook for the remainder
0f 2009 has not changed from
the prior quarter. We firmly
believe the recovery will be
sluggish and the Fed Funds
rate will remain in the zero to
0.25% range for most of
2009. We still expect first
quarter GDP to be approxi-
mately negative 7% and re-
bound to positive GDP
growth by the end of the year.
The worst-case scenario — a
global financial system melt-
down — has likely been
averted, but this recession
will be the worst since the
Great Depression as measured
by unemployment, GDP, eq-
uity market losses, and credit
defaults. We agree with Fed
Chairman Bernanke that there

can be no economic recovery
without first fixing the finan-
cial system.

The key market variables we
are closely monitoring are
residential and commercial
real estate price stability as
well as unemployment. Be-
fore residential real estate
prices stabilize, we need
home sales to increase
enough to reduce home in-
ventory levels from the cur-
rent 9.7-month supply toward
the long-term norm of 5-
months supply. With 4.7%
30-year fixed mortgages and
substantially lower asking
prices, housing affordability
is reaching multi-year highs
and temporary first time
homebuyer credits are creat-
ing demonstrable demand,
particularly in the foreclosure
market. Commercial real
estate prices also continue to
decline, but the increase at-
tractiveness distressed prop-
erty prices should eventually
induce bargain shoppers to
step in and help create a bot-
tom in the market. The un-
employment rate historically
rises for up to 18 months after
the trough in the economy
and could easily approach
10% sometime in 2010. We
believe deflationary pressures
will remain over the remain-
der of 2009, spurring addi-
tional Fed efforts to support
growth and credit flows, and
capping government bond
yields.

Conditions in the financial
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OWe believ
high quality, non-
cyclical (defensive)
companies with
strong balance
sheets and stable
liquidity sources that
form the traditional
core holdings of our
portfolios will
continue to lead the

credit ral
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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.

CapVisor
Associates, LLC

Economic Review

markets have been extremely
challenging. Our belief that
significant intrinsic value
exists beyond recent prices
for many asset classes and
corporate issuers is proving
correct in the recent spread
rally. Net credit spreads
(credit spreads less expected
defaults) have improved from
the worst levels but still re-
main historically wide, even
after taking into consideration
expectations of increasing
defaults. Credit market li-
quidity continues to improve

...back to basics

investing in lower rated, less
liquid or otherwise riskier
securities during the pro-
longed low interest rate envi-
ronment of the recent past.
Others ventured still further
out the risk spectrum into
things like absolute return
hedge funds only to find out
that the definition of
“absolute” return was not as
expected. A typical reaction
to disappointing investment
results might be to blame the
investment manager. In many
cases, this may be warranted.
But perhaps, a critical self-
assessment would also be in
order. Insurers should deter-
mine how much of the result
is attributable to things that
they did or failed to do. In
any case, the result will
probably be the same...learn
from the damage and get back
to basics by moving forward
with a new and corrective
approach.

So, what does that mean? It
means re-examining your
firm’s entire investment pro-
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(continued from page 3)

for high quality, recession-
resistant issuers, and is show-
ing signs of expansion to less
attractive issuers. We believe
that the high quality, non-
cyclical (defensive) compa-
nies with strong balance
sheets and stable liquidity
sources that form the tradi-
tional core holdings of our
portfolios will continue to
lead the credit rally. We con-
tinue to posture defensively
all portfolios by proactively
selling securities that develop
unacceptable risk of perma-
nent impairment, and we are

maintaining a reasonable cash
cushion in the portfolios. We
continue to employ our bot-
tom-up, fundamental analysis
to take advantage of new is-
sue corporate and other op-
portunities that strongly con-
tribute to recent and future
performance.

by
John C. Saf, CFA, CPA
Insurance Portfolio
Manager
Contributing Editor

(continued from page 1)

gram. Ask the tough ques-
tions like, “did we focus too
much on investment manager
selection instead of first de-
termining if our strategic allo-
cation was optimal?’; “Is our
investment strategy aligned
with our investment objec-
tives, our enterprise goals and
our risk profile?””; Do we un-
derstand the risks in the port-
folios and are we comfortable
with them?”; “Are we meas-
uring our progress and the
investment manager’s per-
formance against the appro-
priate benchmark, against
peers and on a risk-adjusted
basis?”. And, these questions
are just the start. Much bene-
fit can be gained by obtaining
an external, unbiased view-
point of the current program
as well as an independent
opinion of the appropriate
investment manager
“consideration set” from the
manager universe.

My experience shows that
many insurers make a very
common mistake: they unin-
tentionally shortchange the
investment planning process.
Once an insurer has a suffi-
cient asset base, they typically
search for an investment man-
ager. While hiring a profes-
sional insurance asset man-
ager is very important, it is
premature if the appropriate
investment program has not
yet been designed. The design
or re-design should consider
the overall enterprise objec-
tives, the current and ex-
pected financial situation, and
the company’s risk/reward
profile. Additional factors
include the tax, accounting
and regulatory framework
within which the captive must
operate. The plan’s key parts
should minimally include an
investment policy statement,
investment guidelines, cus-
tomized benchmarks, etc.
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Since a degree of investment
knowledge and education is
required to properly assess all
these variables and options,
outside help many be war-
ranted. A well organized and
thought out planning process
provides the framework
within which your investment
manager will operate and be
evaluated. Relying solely on
the investment manager to
develop this plan is probably
not your best course of action
for many reasons, some of
them obvious, some of them
quite subtle.

With the basics of the invest-
ment plan completed, the next
step requires the determina-
tion of the strategic asset allo-
cation. A rigorous analytic
approach using asset/liability
modeling techniques is typi-
cally recommended, particu-
larly for sophisticated, mature
insurers or complex multiline
writers. Since the strategic
asset allocation (3-5 year in-
vestment horizon) accounts
for over 90% of your invest-
ment result over time, the
process should not be taken
lightly. There are many meth-
ods of determining the opti-
mal allocation including
rather expensive and sophisti-
cate stochastic modeling tech-
niques using Monte Carlo
simulations like Dynamic
Financial Analysis (DFA).
While DFA may be overkill
for all but sizable, complex
insurers, a suitable form of
analysis must be utilized to
properly correlate your in-
vestment strategy with your
company's overall business
objectives and risk tolerance.
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Developing a tactical asset
allocation (3 month to 1 2
year time horizon) is your
next step in building your
investment program. Invest-
ment managers can often play
a key role at this juncture as
long as adjustments are made
for potential biases. However
as you approach this step, I
think it best and easiest to
evaluate your tactical portfo-
lio management using a com-
ponent based approach. This
approach allows management
to more simply define, and
then allocate, their firm’s risk
budget. For example, the li-
quidity component should use
little to none of the risk
budget. Likewise, the reserve
component, representing as-
sets covering underwriting
liabilities, should be conser-
vatively managed with a du-
ration-matched (ALM) fixed
income portfolio. The reserve
typically uses the budget
sparingly. This leaves most of
the risk budget for application
to the surplus component.

For most captives, the reserve
component of their portfolio
requires the most attention as
it represents the bulk of the
insurer’s assets as well as its
ability to meet fundamental
financial obligations; paying
claims. The investment objec-
tive of this component is most
appropriately set to maximize
income or book yield. Ac-
cordingly, this portfolio is
invested in higher quality,
fixed income securities. The
duration match, while some-
times “gamed”, provides a
degree of “immunization”
against the potentially adverse
effects of interest rate move-
ments. Portfolio optimizations
will show that diversifying

across acceptable fixed in-
come sectors will enhance
returns and reduce risk, to a
point. Efficient frontier analy-
sis will identify optimized
portfolios for consideration
and can demonstrate the risk/
reward trade-offs inherent in
competing strategies.

With surplus assets, the in-
vestment objective is typi-
cally total return maximiza-
tion. Consider adding impor-
tant diversification benefits
and incremental yield to the
fixed income portfolio
through high yield, private
placements, preferreds, and
convertables, for example.
Significant growth through
asset appreciation can accom-
plished with allocations to
equities and alternatives. Risk
is appropriately added to en-
hance returns of insurance
portfolios as two primary
conditions are satisfied: 1)
asset/surplus growth is steady
and predictable, and 2) higher
levels of confidence can be
placed on future claims pro-
jections.

Stronger investment programs
should emerge as the product
of our recent tumultuous ex-
perience. For firms that have
been waiting on the sidelines,
and firms that may have al-
ready taken rash measures,
now would be a good time to
re-approach investing with a
clear, long time view of our
changed investment land-
scape. Now is the time to get
back to basics.

Page5

stra
allocation ... will
account for more
than 90% of your
investment result
over the long

term."”
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By

Carl E. Terzer
Insurance Advisor and
Registered
Representative
Editor-in-Chief
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CapVisor Associates is a Capital Advisory firm and a registered investrrLent

advisor specializing in providing highly customized investment asset m
agement services to the US Insurance industry. We bring more than
years of insurance asset management experience to correlate the
surerds investment strategy wit
rigorous evalwuation of the clie
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 1
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

an-
25

n_

h t
nt 6
fic
he
an

e_

St-

e-

d

advisor to clients, acting as an extension of their executive management

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

Wedre on t hepweb!

WWW.capvisorassociates.com

Up Coming Events

1 USA Risk Group
presents their 4th
Annual Execu-

ment panel at the con-
ference.

1 The Vermont Cap-

CapVisor Associates,
LLC will be an EXx-

hibitor. Please come
see us at booth num-

tive Educa-

tional Seminar
at the Ritz Carlton
in Lake Las Vegas,
NV on May 27-28,
20009.

Carl Terzer, Principal,
of CapVisor Associ-

ates will be a featured
speaker on the invest-

tive Insurance As-
sociation will hold

the VCIA An-
nual Confer-

enceat the Shera-
ton Conference
Center in Burling-
ton, VT on August
11-13, 20009.

ber 103at the top of

the stairs— upper level.

Hope to see You

soon!
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