
fortunate and negative real 

returns or principle loss if 

not as fortunate. The chart 

below illustrates the atypi-

cal results experienced 

through the market tur-

moil. 

For those captive insur-

ance companies willing to 

take on moderate credit 

risk in their investment 

portfolio, 2009 proved to 

be a banner year.  Captives 

that maintained too conser-

vative a posture in their 

portfolios, perhaps under-

standable due to economic 

recession and a recent pe-

riod of high market volatil-

ity, incurred a huge oppor-

tunity cost if they were 

A look back…a look ahead 

By observing five year 

return trends one can see 

the benefit of the smooth 

ride, through an unprece-

dentedly bumpy period, 

afforded by the Barclays 

Aggregate (AGG), which 

is really a diversified index 

of sectors. It’s the beauty 

of diversification! Looking 

at sector returns over a 

longer time period clearly 

illustrates the additional 

compensation investors 

typically receive for in-

vesting in “other than risk-

less” securities, such as 

Treasuries.  This longer 

period “normalizes” com-

parative returns and dem-

onstrates the incremental 

yield pick-up expected for 

investments carrying vari-

ous degrees of credit risk. 

For example, over the 10 

year period ending in 

2009, investors earned an 

average spread (excess 

return) over Treasuries of 

30 BPs for an AGG portfo-

lio. An average of 49 BPs 

and 60 BPs of excess re-

turn was earned for Corpo-

rate and MBS portfolios, 

r e spec t i ve l y .  T hese 

spreads also reflect com-

pensation for additional 

risks inherent in the secu-

rity  types such as pre-

payment and reinvestment 

r i sks .  In te r es t ingly , 

“riskless” TIPS yielded a 

189 BP average spread 

over Treasuries while also 

providing inflation protec-

tion! This is rather impres-

sive since the inflation 

protection removes some 

risks that even Treasuries 

possess. 

In the future, we expect a 

“reversion to the mean” of 

spreads. In other words, 

return relationships among 

sectors will more closely 

reflect their longer term 

averages. Near term, you 

may hear “spread  
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Special points of in-

terest: 

 5 year Sector per-

formance 

 Spread behavior 

 Future expecta-

tions 

 Considerations for 

positioning a cap-

tive  insurance 

portfolio 

 CapVisor conclu-

sions 
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% Return 

by Year   

Fixed Income Sector 2009 2008 2007 2006 2005 

Treasuries -3.6 13.7 9 3.1 2.8 
Treasury Inflation Protection Securities 11.4 -2.4 11.6 0.4 2.8 

Mortgage-backed Securities 5.9 8.3 6.9 5.2 2.6 

Corporate Bonds 18.7 -4.9 4.6 4.3 1.7 
Barclays Aggregate 5.9 5.2 7 4.3 2.4 

Municipal Securities 12.9 -2.5 3.4 4.8 3.5 

High Yield Securities 58.2 -26.2 1.9 11.8 2.7 

      

S&P 500 26.5 -37 5.5 15.8 4.9 

      

Source: Russell, MSCI Inc., Dow Jones, Standard and Poors, Barclays Capital, J.P. Morgan Asset 

Management, CapVisor Associates  

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

 

 

Captives that 

maintained too 

conservative a 

posture... incurred 

a huge opportu-

nity cost ... 

“An investment in knowledge always pays the best interest."--Benjamin Franklin, American inventor, statesman 

http://www.ushistory.org/Franklin/info/index.htm


narrowing” used to convey 

this concept. Indexes com-

monly used by insurers, 

such as the Barclays Agg, 

the Intermediate Govern-

ment Credit and the Short-

Intermediate each offer 

degrees of diversification 

over the individual sector 

returns listed above. When 

properly selected or cus-

tomized to closely match 

your captive’s liability du-

ration (asset liability 

matching ), these indexes 

can serve as useful bench-

marks for evaluating in-

vestment manager per-

formance. In turn, invest-

ment managers can use an 

appropriately selected 

benchmark/ index to assess 

your risk budget and aid in 

portfolio construction in 

accordance with your risk 

profile. 

M a n y 

a c t i v e 

f i x e d 

i n c o m e 

ma n a g -

ers de-

s i g n 

t h e i r 

i n v e s t -

m e n t 

process to be dependent, to 

various degrees, upon de-

livering excess return over 

the selected benchmark 

through sector rotation 

strategies. These strategies 

over- or under-weight sec-

tors in your portfolio rela-

tive to the sectors’ weight-

ing in the selected index. 

Investment managers seek 

to over-weight “cheap” 

sectors and under-weight 

“expensive” sectors as de-

termined by their “relative 

value” analysis. This   

quantitative and/or qualita-

tive analysis evaluates the 

sector’s return as com-

pared to Treasuries (the 

“spread”) of the same du-

ration or maturity to deter-

mine if excess compensa-

tion or insufficient com-

pensation is afforded to 

cover the sector’s various 

risks (these risks include: 

credit, pre-payment, down-

grade, interest rate, rein-

vestment, currency, etc.) 

For example, if an invest-

ment manager’s relative 

value analysis determines 

that  Corporates are 

“cheap”, they will carry a 

higher percentage of cor-

porate bonds in your port-

folio than are reflected in 

your benchmark in an at-

tempt to outperform this 

index. 

A look back…a look ahead    continued from page 1 
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Conclusions 
Captive owners and their management team should have an understanding of fixed 

income sectors, their risk/reward profiles and investment manager sector rotation 

techniques. Captive portfolios should be constructed in a manner reflective of the cap-

tive management’s risk appetite represented by the benchmark. To gain diversification 

benefits, this benchmark should typically contain multiple sectors to provide a more 

predictable income stream and a better risk-adjusted investment result. Proper selec-

tion or customization of indices to be used as the performance benchmark is a critical 

task. The index’s sector allocations will loosely mirror the approximate weighting of 

sectors in your portfolio and therefore should be reflective of your risk profile. The 

benchmark selection criterion should also incorporate your overall investment objec-

tives as it will serve as a guide for many of your investment managers decisions and 

directly impact your investment result.  

For more information, 

please contact: 

 

Carl Terzer 

Principal 

CapVisor Associates, LLC  
e-mail: 

Carl.Terzer@CapVisorAssociates

.com 
telephone: 973-219-7106 

www.CapVisorAssociates.com © Copyright 2010 CapVisor Associates, LLC.  All rights reserved. 
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Captive owners 

and their manage-

ment team should 

have an under-

standing of fixed 

income sectors, 

their risk/reward 

profiles...  

http://us.fotolia.com/id/6006212

