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Concerns  about  a  rise  in  inflation persist.  

You  only  need  to  look  at  the  core  CPI, 

which  excludes  volatile  energy  and  food 

prices,  to  see  that  inflation  is  a  very  real 

issue.   This measure was up 0.3%  in May, 

its largest increase since July 2008.  At the 

same  time,  corporations  are  sitting  on 

record  amounts  of  cash  and  ready  to 

deploy capital. 

As  concerns  about  high  unemployment, 

slower  than  expected GDP  growth  and  a 

possible  "double‐dip"  recession  mount, 

the Fed has made  it clear  that  inflation  is 

very  much  its  secondary  worry  and 

continues  to  pump  liquidity  into  the 

economy  through purchasing government 

debt  and maintaining  low  interest  rates.  

This  uncertainty  is  enough  to  make 

actuaries scratch their heads. 

Meanwhile, our actuarial crystal ball keeps 

flashing the following warning: “Make sure 

clients understand how increased inflation 

impacts  their  balance  sheet,  given  that 

they have been managing  their  insurance 

programs  in  a  low  inflation  environment 

for so many years.” 

A  balance  sheet  is  a  comparison  of    the 

projected  current  value  of  assets  and 

liabilities.    A  typical  insurance  program 

relying on alternative risk financing such as 

a self‐insurance fund, a captive  insurer, or 

a risk retention group is operated in a way 

to maintain its surplus position in a range 

which minimizes volatility  in funding over 

the  long  term.    The  lower  end  of  the 

surplus range is intended to guard against 

potential  adverse  loss  experience.    The 

upper  end  of  the  range  is  managed  to 

guard against unreasonable accumulation 

of assets in the program to the detriment 

of better investment opportunities.  

A  sustained  rise  in  inflation  slices  the 

GAAP  surplus  position  of  an  insurance 

program  like  a  double‐edged  sword.    It 

lowers the valuation of the assets typically 

invested  in  fixed‐income  notes.    At  the 

same time,  it inflates the valuation of the 

liabilities  as  it  increases  future  costs 

associated with open and incurred but not 

reported  (IBNR)  claims.    This  leveraging 

effect  increases  as  the  duration  of 

liabilities  and  fixed‐income  assets 

increases. 

As  a  demonstration,  let  us  assume  the 

Well  Funded Captive  Insurance Company 

(WFCIC)  writes  workers’  compensation 

insurance.    As  reflected  in  the  balance 

sheet on the next page, a sustained rise in 

inflation will  have  a  leveraged  effect  on 

WFCIC’s  projected  surplus,  with  a  1% 

higher  than  expected  rate  of  inflation 

reducing surplus by 20% and a 2% higher 

than  expected  rate  reducing  surplus  by 

40%. 
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What If Inflation Rears Its Ugly Head? (continued) 

In  light  of  the  significant  impact  of  a 

sustained rise  in  inflation on the balance 

sheet,  insurance  program  managers 

should discuss  the  following action steps 

with  their  service  providers,  including 

investment managers, brokers, actuaries, 

and claims administrators: 

 Review   investment   strategy 

regarding duration and sensitivity   to 

increased inflation. 

 Examine   c la im   set t lement 

philosophy.    Settling  claims  quicker 

reduces  the  impact  of  increased 

inflation. 

 Review  the  inflation  sensitivity  of  

upcoming structured settlements.  

 Analyze  the  impact  of  potential 

increases  in  discount  factors  on 

liabilities and future funding. 

 Consider  funding  and  reserving  at  a 

higher confidence level if you want to 

be one step ahead. 

 Consider  further  capital  contribution 

or changes to dividend policy  in case 

the surplus position of the program is 

in danger of  falling below  the  safety 

margin  required  to  guard  against 

adverse experience. 

 Monitor  the  impact  on  the  financial 

strength  of  the  program’s  insurers/

reinsurers and  the  future availability 

of coverage under the desired terms 

and limits. 

Whether sustained inflation is around the 

corner or further down the road, there is 

no  denying  that  the  risk  is  real  and  the 

adverse  impact  on  insurance  programs 

could  be  significant  and  should  be 

planned for. 

 

 

 

  

 

 

Expected  1% Higher  2% Higher 

Inflation Level than Expected than Expected

Assets

Cash 1,000,000$      1,000,000$       1,000,000$     

Fixed‐Income Notes  a/ 4,000,000       3,885,759         3,775,869      

Total 5,000,000$      4,885,759$       4,775,869$     

Liabilities

Workers' Compensation Liabilities 3,482,000$      3,667,000$       3,861,000$     

Surplus 1,518,000       1,218,759         914,869         

Total 5,000,000$      4,885,759$       4,775,869$     

Change in Surplus vs. Expected Inflation Level ‐20% ‐40%

a/  A three year duration treasury bond.

Rate of Inflation

WFCIC  Balance Sheet

Full bulletin  Next article >> 

CASCO Website 

http://www.cascoconsulting.com/docs/CASCO_Bulletin_3Q_2011.pdf
http://www.cascoconsulting.com
http://www.cascoconsulting.com/docs/3Q_2011_Credibility.pdf


<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /None
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Error
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.0000
  /ColorConversionStrategy /CMYK
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments true
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 300
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 300
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /CreateJDFFile false
  /Description <<

    /BGR <>
    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000410064006f006200650020005000440046002065876863900275284e8e9ad88d2891cf76845370524d53705237300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>
    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef69069752865bc9ad854c18cea76845370524d5370523786557406300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>
    /CZE <>
    /DAN <>
    /DEU <>
    /ESP <>
    /ETI <>
    /FRA <>
    /GRE <>

    /HRV (Za stvaranje Adobe PDF dokumenata najpogodnijih za visokokvalitetni ispis prije tiskanja koristite ove postavke.  Stvoreni PDF dokumenti mogu se otvoriti Acrobat i Adobe Reader 5.0 i kasnijim verzijama.)
    /HUN <>
    /ITA <>
    /JPN <FEFF9ad854c18cea306a30d730ea30d730ec30b951fa529b7528002000410064006f0062006500200050004400460020658766f8306e4f5c6210306b4f7f75283057307e305930023053306e8a2d5b9a30674f5c62103055308c305f0020005000440046002030d530a130a430eb306f3001004100630072006f0062006100740020304a30883073002000410064006f00620065002000520065006100640065007200200035002e003000204ee5964d3067958b304f30533068304c3067304d307e305930023053306e8a2d5b9a306b306f30d530a930f330c8306e57cb30818fbc307f304c5fc59808306730593002>
    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020ace0d488c9c80020c2dcd5d80020c778c1c4c5d00020ac00c7a50020c801d569d55c002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200035002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>
    /LTH <>
    /LVI <>
    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken die zijn geoptimaliseerd voor prepress-afdrukken van hoge kwaliteit. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 5.0 en hoger.)
    /NOR <>
    /POL <>
    /PTB <>
    /RUM <>
    /RUS <>
    /SKY <>
    /SLV <>
    /SUO <>
    /SVE <>
    /TUR <>
    /UKR <>
    /ENU (Use these settings to create Adobe PDF documents best suited for high-quality prepress printing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
  >>
  /Namespace [
    (Adobe)
    (Common)
    (1.0)
  ]
  /OtherNamespaces [
    <<
      /AsReaderSpreads false
      /CropImagesToFrames true
      /ErrorControl /WarnAndContinue
      /FlattenerIgnoreSpreadOverrides false
      /IncludeGuidesGrids false
      /IncludeNonPrinting false
      /IncludeSlug false
      /Namespace [
        (Adobe)
        (InDesign)
        (4.0)
      ]
      /OmitPlacedBitmaps false
      /OmitPlacedEPS false
      /OmitPlacedPDF false
      /SimulateOverprint /Legacy
    >>
    <<
      /AddBleedMarks false
      /AddColorBars false
      /AddCropMarks false
      /AddPageInfo false
      /AddRegMarks false
      /ConvertColors /ConvertToCMYK
      /DestinationProfileName ()
      /DestinationProfileSelector /DocumentCMYK
      /Downsample16BitImages true
      /FlattenerPreset <<
        /PresetSelector /MediumResolution
      >>
      /FormElements false
      /GenerateStructure false
      /IncludeBookmarks false
      /IncludeHyperlinks false
      /IncludeInteractive false
      /IncludeLayers false
      /IncludeProfiles false
      /MultimediaHandling /UseObjectSettings
      /Namespace [
        (Adobe)
        (CreativeSuite)
        (2.0)
      ]
      /PDFXOutputIntentProfileSelector /DocumentCMYK
      /PreserveEditing true
      /UntaggedCMYKHandling /LeaveUntagged
      /UntaggedRGBHandling /UseDocumentProfile
      /UseDocumentBleed false
    >>
  ]
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


