
encompassing risk, regula-

tory, accounting, or tax 

constraints.  The Board or 

Investment Committee 

typically meets this obliga-

tion by having the manag-

In the absence of an In-

vestment Consultant, the 

Board of Directors or the 

Investment Committee gen-

erally has the obligation to 

manage the investment 

managers implementing 

their investment program.  

It is their responsibility to 

ensure that the manager 

operates within the con-

straint set provided:  that 

is, the investment guide-

lines governing the man-

agement of the portfolio 

CapVisor Associates, LLC 

Quarterly Newsletter 

Insurance Asset Management Spring 2014 Volume 6,  Issue 2 

Inside this issue: 

 
Managing 

the  
Managers 

 
By 

 
Carl E. 
Terzer 

 

1 

Economic 

Review 

 

By 

 

Vincent  

Russo 
Howe & Rusling 

1 

The Shrink-

ing Labor 

Force: A Few 

Points to 

Consider 

By  

John Saf 
Oppenheimer 

Investment  

Management 

4 

 

  

  
  
  

© Copyright 2014 CapVisor Associates, LLC.  All rights reserved. 

Investment 

Strategies  
 
The Bond Market 

 
Bond market performance 

in the first quarter returned 

to positive territory after a 

rare year of negative perfor-

mance. Most bond sectors 

gained during the quarter. 

Our benchmark, the Bar-

clays Intermediate US Gov-

ernment/ Credit index, 

gained 0.98% for the quar-

ter as of 3/28/2014. The 

major subsectors of the in-

dex also had positive re-

turns with the credit sector 

continuing to outpace the 

performance of government 

bonds. The highest per-

forming subsector was the 

Investment Grade Industrial 

– Intermediate index with a 

return of 1.90% and the 

lowest performing subsec-

tor was the US Agency In-

termediate index with a re-
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turn of 0.51%. The US 

Treasury Intermediate index 

fared only modestly better at 

0.61%.  

However, as we explain be-

low, bonds of longer maturi-

ties outperformed those of 

shorter maturities. Most of 

the gains have been associat-

ed with a decrease in longer-

term interest rates, while 

interest rates at the shorter 

end of the Treasury yield 

curve have increased slightly 

over the quarter. The highest 

returns on the broader aggre-

gate index were all associat-

ed with bonds having matur-

ities in excess of 10 years. 

The best performing subsec-

tor was the US Treasury 20+ 

year index with a return of 

8.04%. The worst perform-

ing subsectors were all relat-

ed to mortgage-backed secu-

rities and in particular, those 

associated with adjustable 

rate mortgages and asset-

backed loans—mainly auto 

loans. Returns from these 

subsectors were very 

close to zero.  

 

Stormy Weather or a 

Storm of Words?  

The biggest effects on 

interest rates in the first 

quarter were attributable 

to various factors. We 

experienced some very 

severe weather over the 

winter months, as well 

as the most recent geo-

political turmoil associ-

ated with Russian inter-

vention in the Crimean 

peninsula following the 

overthrow of the existing 

government and dis-

placement of Ukrainian 

President Viktor Yanu-

kovych by the political 

opposition. These events 

have added to the uncer-

tainty surrounding the 

US economic recovery 

and need to be discount-

ed by the markets. The 

weather is a seasonal 

factor that usually af-

     (Continued on page 6) 



fects the data negatively and 

adjustments are made to take 

that into consideration when 

forecasts are established. This 

winter, however, has been 

unusually harsh, and the mar-

kets are still evaluating how 

much of the negativity is due 

to the weather and how much 

is real. The geopolitical ef-

fects are usually transitory but 

do require monitoring in the 

event that tensions escalate to 

the point of disrupting eco-

nomic conditions globally. 

Both of the above factors sup-

port the notion that “bad news 

is good news” for the bond 

market. Well, it usually works 

out that way because elevated 

uncertainty usually leads to a 

flight to the safety of less vol-

atile securi-ties—US Treasury 

notes.  

That certainly explains some 

of the positive performance of 

US Treasuries, and bonds in 

general, this past quarter. 

However, the biggest news 

once again had to do with the 

Federal Reserve Bank’s posi-

tion on monetary policy and 

its “forward guidance.” The 

FOMC’s (Federal Open Mar-

ket Committee) March 19 

decision to keep short-term 

fed funds overnight rates 

between 0 – 0.25% was not 

a surprise. But, a change in 

the hard quantita-tive data 

that the market had relied 

upon since the implementa-

tion of the latest asset pur-

chase plan, QE3 

(Quantitative Easing – part 

3), did alter the market’s 

outlook on monetary policy 

going forward. Starting in 

December of 2012, the 

FOMC had given the mar-

ket some parameters to 

monitor regarding how long 

the fed funds rate would 

stay in the 

“accommodative” range of 

0 – 0.25%. So long as the 

unemployment rate was 

higher than 6.5% and the 

outlook for inflation expec-

tations stayed below 2.5%, 

the market could rest as-

sured that an increase in 

short-term rates would not 

be contemplated by the 

FOMC. There has been 

some uncertainty in the 

market surrounding a possi-

ble change in stance regard-

ing the well-defined 

“thresholds.” After all, the 

unemployment rate has 

decreased from 7.9% in 

December, 2012, to the 

latest reading of 6.7%. So, 

in anticipation of reaching 

the 6.5% parameter soon, 

the market was also await-

ing some further clarifica-

tion on whether monetary 

policy would be adjusted 

sooner rather than later. 

While the statement re-

leased by the FOMC did 

not explicitly change poli-

cy, it did give the sense 

that the Committee was 

laying the groundwork for 

more flexibility in setting 

policy going forward.  

In Janet Yellen’s first 

meeting as Chair of the 

Federal Reserve Board, 

she did manage to create 

some volatility in the capi-

tal markets. Even though 

her statements were still 

consistent with current 

easy monetary policy, she 

did leave herself (and the 

Committee) open to sec-

ond guessing by the mar-

kets. (continued on page  5)                 

Vince joined Howe & Rusling 

in October of 2002. He brings 

more than 18 years of experi-

ence as a financial professional 

to the firm. Vince is a graduate 

of the William E. Simon School 

of Business Administration at 

the University of Rochester. He 

started his career as a financial 

analyst at Xerox Corporation, 

followed by more than 12 years 

as an officer in the Treasury 

group of the former Rochester 

Community Savings Bank, now 

part of Charter One Financial. 

Vince was a member of the 

Bank's Asset/Liability manage-

ment team and manager of the 

Corporate fixed income portfo-

lios. His knowledge of the 

Capital markets, as well as his 

analytical experience in model-

ing portfolio sensitivity to shifts 

in the Treasury Yield Curve is a 

valuable addition to Howe & 

 Rusling's management team..  
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“…QE3, 

which is ex-

pected to end 

at the end of 

the third quar-

ter of 2014, 

then the fed 

funds rate 

could move 

higher from 0 

– 0.25% as 

early as the 

first quarter of 

2015.”  

 

Figure 1 
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the retirement rate from 

2010-2013 was a result of 

age eligible people delay-

ing their retirement until 

after their retirement ac-

counts had recovered from 

the great recession of 2008. 

Our baseline assumption is 

that the participation rate is 

now bottoming,  as a more 

normalized retirement rate 

due to population aging (an 

approximate 0.25pp/year 

drag on the participation 

rate) is offset by a gradual 

increase in cyclical partici-

pation as people re-enter 

the workforce when they 

feel they have a rational 

shot at gaining employ-

ment. 

The Fed now defines the 

normalized structural un-

employment (full employ-

ment) rate to be 5.4% (U3)  

and the normalized struc-

tural U6 rate (including 

involuntary part-time and 

marginally attached work-

ers) to be 10%.  U3 and U6 

are currently 6.7% and 

12.7%, respectively.  

Based on a now stabilized 

participation rate, the Fed 

estimates full U3 employ-

ment will be reached by 

2Q16 and the full U6 rate 

will be reached by mid-

2018.  So when will wage 

pressure become an infla-

tionary factor?  If the econ-

omy is strong enough to 

weather the Fed QE3 taper 

program, we anticipate 

wage inflation fears will 

precipitate the first Fed 

Funds rate increase in the 

fall of 2015.    

© Copyright 2014 CapVisor Associates, LLC.  All rights reserved. 
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“Based on a 

now stabi-

lized partici-

pation rate, 

the Fed esti-

mates full 

U3 employ-

ment will be 

reached by 

2Q16 and 

the full U6 

rate will be 

reached by 

mid-2018“ 

 

John Saf, Portfolio 

Manager for Oppenhei-

mer Investment Man-

agement, has over 22 

years of experience 

managing fixed income 

portfolios. His expertise 

in managing con-

strained, liability-

sensitive insurance 

portfolios at prominent 

insurance asset man-

agement firms also in-

cludes overseeing Asset 

Liability Management  

(ALM) for clients. 

Between 1947 and 

1962, the population of the 

United States grew at an av-

erage annual rate of nearly 

2%, an increase from the 

average annual growth rate 

of nearly 1% during the 20 

years prior to WWII.  Sixty 

five years later, this baby 

boom is turning into a retire-

ment boom.  Beginning in 

2012, and continuing for 19 

years, 10,000 boomers per 

day became eligible for re-

tirement.  According to the 

U.S. Bureau of Labor Statis-

tics, approximately 6 million 

people left the labor force 

between 2007 and 2010 with 

34% returning to school, 

18% going on disability and 

26% retiring.  Another 6.6 

million people left the labor 

force between 2010 and 

2013 with 61% retiring, 28% 

going on disability and 7% 

returning to school.  Accord-

ing to the Pew Research 

Center population projec-

tions, all Baby Boomers will 

turn 65 by 2030, causing 

nearly 18% of the nations 

population to be at least 65 

years of age.  Today that 

number is 13%.  While much 

fanfare is made about the 

declining labor force partici-

pation rate, much of that de-

cline is explained by the ag-

ing Baby Boomers.  Will the 

labor force continue to 

shrink for years to come?  

Not likely.  The increase in 
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“We know we’re not close to 

full employment, not close to 

an employment level con-

sistent with our mandate, and 

unless inflation were a signif-

icant concern, we wouldn’t 

dream of raising the federal 

funds rate target.”  

However, now it would ap-

pear that the Committee will 

be looking at a “wider range 

of information,” or infor-

mation that would include a 

broader measure of labor 

market conditions: not just 

the unemployment rate, but 

the underemployment rate 

and the labor participation 

rate. Of course, inflation ex-

pectations would also be a 

critical variable, as well as 

finan-cial market stability. 

While measuring all of those 

variables seems very com-

monsensical and pragmatic, 

the task of weighing one or 

two versus the other(s) is not 

very clear. That notion, com-

bined with Chair Yellen’s 

definition of what she con-

siders a “considerable time” 

when talking of keeping the 

fed funds rate low, caused a 

bit of an uproar in the mar-

kets on March 19. When 

asked in the press conference 

following the meeting to 

clarify how long after the end 

of the asset purchase pro-

gram that might be, her re-

sponse was: “You know, it 

probably means something 

on the order of around six 

months or that type of thing.” 

That was all the markets 

needed to hear to speculate 

on the timing of the next 

monetary tightening cycle. 

Both bond and equity mar-

kets sold off dramatically 

intraday. The S&P 500 in-

dex fell approximately 

0.5% right after the an-

nouncement. However, the 

real volatility occurred 

shortly after the Chair’s 

statement during the press 

conference. The index fell 

approximately 0.9% within 

less than 15 minutes, be-

fore bouncing back to close 

at 1860.77, down 0.6% on 

the day. Bonds, on the oth-

er hand, did not react as 

negatively across the entire 

maturity range. The short-

intermediate to mid-

intermediate range of the 

Treasury yield curve was 

more affected than the 

longer maturities (greater 

than 10 years). The following 

table illustrates the volatili-

ty of the intraday changes 

produced by the statement, 

as well as the current mar-

ket rates after there has 

been some time to digest 

the change in language and 

guidance. (see figure 1 on 

page 2) 

 

We can see that the mar-

ket’s expectations for tight-

er monetary policy have 

changed. Up until that 

statement, the markets were 

projecting the first increas-

es in the fed funds rate in 

late 2015 or early 2016. So, 

the market quickly reacted 

to the notion that if an 

“extended period of time” 

equates to six months af-

ter the end of QE3, which 

is expected to end at the 

end of the third quarter of 

2014, then the fed funds 

rate could move higher 

from 0 – 0.25% as early 

as the first quarter of 

2015. Also supporting this 

notion is the accompany-

ing “dot chart” which is a 

distribution of the FOMC 

participants’ expectations 

of when and by how much 

they expect the federal 

funds rate to change.  

While most participants 

still believe that policy 

would be changing in 

2015, the midpoint or me-

dian projections of where 

fed funds would be by the 

end of each year above 

changed, and there is a 

clear bias in the partici-

pants’ expectations that 

tightening policy would 

most likely start sooner 

than had previously been 

expected.  

Interestingly, the implica-

tions for fixed income 

investment strategies go-

ing forward might be dif-

ferent than most would 

expect. As we’ve seen, the 

short- to mid-intermediate 

term of interest rates re-

acted quickly to the 

change in expectations. 

However, the yields on 

the longer end of the yield 

curve have actually di-

minished. So, while 

most would think that 

as mon-etary policy 

tightens, interest rates 

across the board have 

to increase, why 

would we see the op-

posite happening here 

(at least for now)? The 

answer lies with infla-

tion expectations de-

creasing. It stands to 

reason that if the Fed-

eral Reserve Board is 

contemplating a tight-

er monetary policy 

sooner, then we would 

expect that future in-

flation pressures 

would be subdued. 

Indeed, inflation ex-

pectations as meas-

ured by the difference 

between yields on 

Treasury Inflation 

Protected Securities 

and Treasury notes 

does support a modest 

decrease of 0.10% 

over a five year time 

horizon, since the 

FOMC announce-

ment. Of course, ex-

pectations don’t al-

ways match reality. 

So, that being said, we 

continue to be defen-

sive in the short term 

as we expect con-

tinued improvement in 

economic conditions 

will still put upward 

pressure on interest 

rates – even those of 

longer maturity. How-

ever, we still do be-
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ers present portfolio details 

along with compliance either 

in person or via teleconfer-

ence on a quarterly basis.  

The manager will usually pro-

vide a very comprehensive 

review of  economic condi-

tions followed by a more de-

tailed analysis of current mar-

ket conditions.  Finally, they 

will address the actual quar-

terly performance of their 

client’s portfolio typically 

versus a selected benchmark.  

In addition to the quarterly 

performance, the manager 

may also have other perfor-

mance analyses such as year 

to date, one, three, and five 

year portfolio performance 

versus the benchmark.  Most 

managers can present this 

information very effectively 

and impressively demonstrat-

ing a commanding knowledge 

of the economy’s relationship 

to the markets, the markets 

performance, and their perfor-

mance relative to the bench-

mark.   

 

The Board or Investment 

Committee would typically 

evaluate this information on 

the basis of whether or not 

they agree with the managers 

assessment of the economy 

and its direction, their over-

view of market performance, 

and finally an assessment of 

whether their performance 

beat the benchmark or was 

deficient over one or more 

periods. 

 

So what’s missing? 

 

To answer this question let 

me provide context and an 

example from the liability 

side of the balance sheet. A 

Board or other committee 

of the insurer would not 

evaluate their overall under-

writing performance based 

on the amount of premium 

written/ collected.  So, for 

example, they would not be 

satisfied knowing that the 

company has done a great 

job even if premium has 

been growing steadily over 

a five-year period. Why?  

Because they realize that 

premiums represent funds 

coming into the insurance 

company which must be 

weighed against funds go-

ing our of the insurance 

company in claims and oth-

er operating expenses.  In 

other words, “income” must 

be weighed against the risk 

associated with that income.  

Similarly a Board or Invest-

ment Committee must 

weigh the risks involved in 

obtaining their investment 

returns versus benchmark 

reported by the manager to 

properly evaluate perfor-

mance.  The real measure-

ment that should be made  

to evaluate the manager is 

on the basis of risk-adjusted 

returns, not exclusively on 

nominal returns vs bench-

mark.  Unfortunately, most 

insurers do not have the 

internal analytic capabilities 

to measure risk-adjusted 

returns since specialized 

systems are required to do  

these rather complex 

modern portfolio theory 

(MPT) calculations.  Fur-

ther complicating a com-

prehensive manager per-

formance evaluation 

would be the fact that 

even if risk-adjusted re-

turns (MPT statistics) are 

provided to assess the 

managers “skill”, the 

Board or Investment 

Committee would still not 

know how that skill level 

compares to comparable 

managers of similar port-

folios.  Investment pro-

fessionals refer to this 

analysis as a “universe 

comparison”. 

 

Risk-adjusted returns re-

quire several modern 

portfolio theory statistical 

calculations.  One cannot 

rely upon one single 

measurement to form an 

opinion of the manager 

efficacy.  Some of these 

statistical measurements 

such as alpha, beta, stand-

ard deviation, R squared, 

information ratio, up 

down capture, batting 

average, just to name a 

few, are familiar to the 

Board and Investment 

Committee; others may 

not be familiar.  A profes-

sional investment advisor 

or consultant can provide 

value to the manager as-

sessment process by ana-

lyzing and reporting on 

these various statistical 

measurements of risk-

adjusted performance and 

© Copyright 2014 CapVisor Associates, LLC.  All rights reserved. Continued on next page 

“Under-

standing 

how risk-

adjusted 

return 

compare 

amongst 

managers 

helps to 

deter-

mine 

how this 

current 

manager 

ranks 

within 

their peer 

group. “ 
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provide a determination of 

the skill level of the manag-

er. 

 

An MPT statistical analysis 

of manager performance by 

itself may not even provide a 

clear picture upon which the 

Board or Investment Com-

mittee can base decisions as 

to whether or not their satis-

faction with the current man-

agers performance is truly 

warranted.  Why?  Because 

even if the managers risk-

adjusted performance assess-

ment is favorable, we would 

need to have a comparative 

basis using similar manag-

ers, managing similar portfo-

lios.  Understanding how 

risk-adjusted returns com-

pare amongst managers 

helps to determine how this 

current manager ranks within 

their peer group.  “Universe 

analysis” will enable the 

Board or Investment Com-

mittee to see the quartile 

ranking of their manager as 

well as to see the manager’s 

performance on a risk-

adjusted basis versus the 

benchmark as well as the 

peer group managers. 

 

If it ain’t broke don’t fix it! 

Assessing investment man-

agers based solely upon 

nominal performance versus 

benchmark can lead to erro-

neous conclusions.  For ex-

ample, many Boards of In-

vestment Committees will 

conclude that a manager out-

performing their benchmark 

by 100 basis points in each 

of the selected rolling time 

periods, e.g. year-to-date, 

one, three and five year roll-

ing periods must be doing a 

satisfactory job.  Without 

being able to effectively ana-

lyze the amount of risk taken 

by the manager to produce 

that 100 basis points of out 

performance, the Board or 

Investment Committee can-

not draw any valid conclu-

sions on the efficacy of their 

manager’s performance.  In 

this case, they would be left  

to wonder that for the given 

level of risk undertaken, 

should their manager have 

been able to out perform the 

index over each of those pe-

riods by 200, or perhaps 300 

basis points? 

 

As Boards and Investment 

Committees become aware 

that analytic tools are availa-

ble to help them to better 

assess the performance of 

their investment programs 

as well as the performance 

of the managers it be-

comes incumbent upon 

them to seek out such data 

to properly execute their 

fiduciary responsibilities 

for the insurance company.  

Upon request many invest-

ment managers will gladly 

provide several modern 

portfolio theory statistics,   

offering an indication of 

their skill level via these 

risk-adjusted measure-

ments.  Even armed with 

this data, the Board and/or 

Investment Committee 

need to assess whether the 

statistics provided are ap-

propriate and comprehen-

sive enough to provide a 

basis for their assessment.  

That is, has there been full 

disclosure of statistics that 

might not be favorable to 

the manager?  Illuminating 

any possible bias in the 

selection of which statis-

tics would be provided 

should be carefully policed 

by the Board and/or In-

vestment Committee; a 

potentially tricky and diffi-

cult job.  Additionally, a 

request for, and subse-

quent submission of a 

universe comparison by a 

manager should be exam-

ined for biases in the data-

base of return sets that are 

utilized.  Investment man-

agers may have limited 

access to data from other 

managers or cull the uni-

verse data in a manner 

desired by the client.  

Even under the best of 

circumstances, having the 

manager provide the data 

and assessment opens the 

door to obvious inherent 

conflicts of interest. 

 

Even Board and Invest-

ment Committees with 

sufficient expertise to do 

detailed manager evalua-

tions would be well 

served to periodically re-

view unbiased risk-

adjusted statistics and 

assess vetted universe 

comparison analyses. At 

that time they can take 

comfort in knowing that 

“it ain’t broke, and 

doesn’t need fixing”- we 

have a great performance 

and sound relationship 

with the right manager for 

our organization. 
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lieve that there are some 

global headwinds that could 

have negative impacts on our 

economic outlook. We still 

see continued disinflationary 

pressures in Europe, as well 

as continued uncertainty in 

the banking sector of some 

euro zone members. We are 

also keenly aware of some of 

the credit excesses that have 

been created in China as a 

result of its rapid econom-

ic expansion and the po-

tential for tighter policies 

as well as restructurings 

and defaults in the credit 

market. These, and other 

emerging market trou-

bles, could have a 

dampening effect on 

our own growth poten-

tial. (see figure 2 on 

page 3) 
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Carl will be in at-

tendance at the  

IASA Annual 

Conference -

Educational and 

Business Show in 

Indianapolis  at 

the Convention 

Center from June 

8-11. 

The NAMIC 

Management 

Conference  is 

June 22-25 in 

Williamsburg, 

VA and Carl will 

be an attendee at 

this event. 

 

CapVisor will be 

exhibiting at the 

VCIA  Annual 

Upcoming Events 
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