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in Life Insurance
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by Ed Betteto

This article has focused on motivation
and trends rather than mechanics. Those
interested in details are welcomed to
contact the author.

he role of capital marketsin the
I life insurance industry has been
much discussed over the past few
years. Insurance securitization efforts
have to-date been primarily directed at
catastrophe risk attracted by the margins
of this low frequency/high severity busi-
ness, particularly in the upper layers. An
additional motivation for this attention
was a perceived lack of capital to deal
with alarge catastrophe, with the atten-
dant price increase that historically fol-
lowed such an event.
Attention has now turned to insur-
ance business characterized by large
pools of small relatively homogenous
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Enterprise Risk And
Capital Management

by Joan Lamm-Tennant, Ph.D.

Editor’s Note: This article is reprinted

with permission of General & Cologne
Re "from Risk Insights"and General Re
New England Asset Management.

fficient employment of capital
Ehroughout the insurance enter-
rise is a dilemmathat most man-

agers consider complex, yet critical to
success. Capital efficiency suggests that
operational and financial opportunities
collectively result in maximum expected
return, subject to the enterprise's risk
tolerance. ERCM is an analytical frame-
work for determining the efficient
employment of capital across the enter-
prise while maintaining an appropriate
balance between the insurer's risk
appetite and its desire to earn attractive
returns for its policyholders, sharehold-
ersor club members. ERCM is built
upon a foundational premise that each
component of capital is related and must
be considered in the context of an over-
all portfolio of the insurer's capital man-
agement initiatives. That is, operationa
and financial opportunitiesin essence
become a "portfolio” of choices whereby
the effectiveness of any one choice is
dependent upon the alternative choices.
For example, appropriate asset allocation
is dependent upon the business mix,
leverage position, dividend policy and
reinsurance strategy. Likewise, the
appropriate reinsurance strategy is relat-
ed not only to the business mix but also
to the asset allocation choice, leverage
position, and dividend policy.

When allocating capital to achieve
optimal financial/operational results,
managers must identify the metric for
evaluating success: accounting or eco-
nomic. For example, some companies
monitor success in terms of GAAP
return on equity or growth in GAAP
surplus, while other insurers consider
economic measures such as shareholder-

(continued on page 5, column 1)

LOMA Collaborates
on New Reinsurance

Designation

by Edward T. Burns &
Jennifer W. Herrod

As reinsurance has become critical in
managing the bottom line, insurance
companies need educational tools to
help them better understand reinsurance
processes and procedures. LOMA, in
conjunction with LOMA's Reinsurance
Administration Professionals Committee
(RAPC), has developed a unique pro-
gram to fill that need.

ot only do many hands make
N light work, many industry
specidlists also enhance LOMA's

ability to create high-quality materials
for professional education and develop-
ment. Recent collaboration between
LOMA and a newly formed industry
committee has functioned well to guide
the development of two unique products
designed to offer the whole industry a
better understanding of the inner work-
ings of reinsurance-insurance that trans-
fersrisk from one insurer to another.

The first of these products is a new
StepOne text entitled Intro to
Reinsurance, which is designed to intro-
duce the basic concepts of reinsurance.
The second product, Reinsurance
Administration, is a full-length textbook
to be used as the basis for the corner-
stone course in a new associate-level
program leading to the professional des-
ignation, Associate, Reinsurance
Administration (ARA). Students can
earn the ARA by completing six LOMA
courses (see page 15). e concerns, prob-
lems, and solutions.

The Growth of an

Industry Initiative

The new reinsurance education products
became possible through a concerted
industry effort begun years ago by the
ives representing many prominent rein-

(continued on page 13, column 1)
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risks such aslife insurance. The driving
force for an entry of the capital markets
into the life insurance industry are some-
what different than those motivating
securitization in the catastrophe market.
Thereisno lack of capital in the indus-
try, although some regulators may take
issue with this statement. The logic
behind the trend toward life insurance
securitization liesin price efficiency.
Given the right conditions, the capital
markets can hold insurance risk more
efficiently than an insurance company.

To maintain its ratings and attract
customers and intermediaries an insur-
ance company is compelled to hold cer-
tain levels of capital on its balance sheet,
including the level of conservatism
required by regulators in their liabilities.
These capital requirements make it very
difficult to earn competitive rates of
return on capital for many core products.

Historically there has been less
pressure on returns for the powerful
mutual companies than existed for stock
companies, with the argument that much
of amutual company's profit is

distributed in its policyholder dividends.

Recently mutual companies have
been incented to measure themselves
according to standards that can more
easily be understood by the outside
world. Among other factors, their boards
are paying more attention to perform-
ance and rating agencies have been
including earnings standards in their rat-
ing reviews.

In this environment having too
much capital can be a problem rather
than an advantage. Many view the
demutualization movement as necessary
for mutual companies to gain access to
more capital to fuel acquisitions. For the
survivors in the end game of the consoli-
dation currently underway, this will
indeed be the case. However demutual-
ization will also provide ameansto dis-
tribute excess capital to shareholders.
Just asin other industries, shareholders
will demand areturn of capital that is
not deployed efficiently.

Similar forces have led to alterna-
tive solutions displacing traditional prod-
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e Mutua funds vs. bank deposits

»  Debt instruments vs. bank loans

» Sdf insurance vs. traditional
health or commercial insurance

*  Asset backed securities vs.
financial institution balance sheets

Conditions for Success

Thus far, life insurance securitization has
been intellectually appealing but in prac-
tice there have been barriers that have
prevented transactions from being
completed.

Probably the most challenging hur-
dleisthe creation of an industry stan-
dard for claim assumptions. The industry
tables compiled by the actuaria profes-
sion are dated; historically a benchmark
table that is 10 years old in an industry
where underwriting standards varied
only modestly with time would suffice.
However there has been rapid recent
development of underwriting techniques
that have allowed the nimble to cherry
pick risks, leaving the less nimble with a
below average profit margin as insur-
ance brokers and agents selectively place
each customer with that insurance com-
pany most competitive in particular risk
classes.

There is more variation in under-
writing standards by company than has
existed before, making claim forecasting
more difficult. While the examination of
historical claims experience for a partic-
ular underwriter remains a valuable tool,
it takes time to assess the results of new
underwriting standards even at large
writers, due to low claim expectations
for newly underwritten lives. Even if
early select experience is credible, there
remains the decision as to how much the
superior selection of risk isworth as
people age and as more years pass from
the date of selection.

An additional issue existsin that
important underwriting information is
often not captured in electronic form,
making mortality forecasting more diffi-
cult for existing business. If emerging
experience for a particular book of busi-
ness could be supported by demographic
information, a bidder for the business
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could be more aggressive than would be
the case without such information. There
is increasing evidence of the powerful
effect of certain demographic character-
istics on mortality rates.

Despite these challenges, conditions
areright for the development of stan-
dards that can be trusted by non-practi-
tioners. The significant recent improve-
ment in mortality, supported by industry
studies, population mortality studies,
socia security mortality, medical
research and by insurers own mortality
studies, has provided reinsurers with the
motivation to increase the rate at which
they forecast mortality improvement in
the bid for more business.

The challenges are not dissimilar to
those posed in the early days of securiti-
zation in the mortgage market. Twenty
years ago the prepayment rate of long-
term mortgages by zip code was propri-
etary information; today this information
is contained in published indices. As
happened with prepayment modeling in
the mortgage market, the electronic revo-
[ution will facilitate the development of
more accurate forecasting of cash flows
in life insurance blocks of business.

Several months ago the National
Underwriter published an article entitled
“The Coming Changesin Life Insurance
Risk Management.” One of the themes

how life insurance cash flows will be
valued. Privacy advocates will be con-
cerned about an insurer passing such
information on to another party.
Processes to ensure that no names pass
hands will likely mollify them.

A second condition for success is an
efficient platform to transform insurance
risk into capital market instruments. An
early barrier to U.S. transactions has
been acceptable accounting treatments
for the insurance companies. Early trans-
actions in the catastrophe market have
used Special Purpose Vehicles to conduct
the transformation. In the life insurance
business, the transforming entity is more
likely to be a legitimate reinsurance
company, abeit domiciled offshore to
provide the flexibility to conduct the
transformation.

A third condition for success is for
the transformation to be conducted by a
brand name with atrack record in securi-
tization. Investors will want comfort to
participate in a new asset class; the
knowledge that the transformer has a
stake in being accurate with the cash
flows will be important. Investors will
also want to know that the business has
been modeled according to standards
developed in the formation of other asset
classes such as mortgage securitization.

The last and perhaps most important

“If emerging experience for a particular book

of business could be supported by demographic
information, a bidder for the business could be
more aggressive than would be the case without

such information.”

of this articleis the rapid conversion of
medical records from paper to digital
format in the health care industry and the
use of such information in the underwrit-
ing of insurance applications. While the
article was about arevolution in life
insurance underwriting, the existence of
demographic, medical and other under-
writing information in electronic form
will also facilitate a dramatic change in

ingredient is high ratings for the instru-
ment—the rating agency "seal of
approval." Dependable cash flows will
be critical in obtaining such ratings.
Lehman Brothers has been a pioneer
in the formation of other new asset class-
es, notably mortgage securitization. In
preparation for the coming market in
insurance securitization, the firm has
dedicated 500 Million USD in capital to

Lehman Re Ltd., a new reinsurer domi-
ciled in Bermuda. Lehman Reis licensed
for both property and casualty reinsur-
ance, as well aslife and annuity reinsur-
ance. The team that has been formed to
support thisinitiative is comprised of
professionals from both the capital mar-
kets and the insurance markets. The
cross-training that began several months
ago is an important step in providing
customers with seamless transactions
rather than the sometimes awkward
handoffs than can exist between different
industries.

The Early Days

As was the case with the creation of
other asset classes, the trend towards life
insurance securitization will be an evolu-
tion rather than arevolution. Observers
in the industry know that mortality risk
has been shifting in large volumes from
insurers to reinsurers over the past few
years. If reinsurers are right in their mor-
tality forecasts and are taking advantage
of their R& D focused on mortality pro-
jection, then one can view this move-
ment as one step in the evolution of
insurance risk away from the insurance
company platform. Most large reinsurers
possess platforms that give them some,
but not all, of the advantages afforded by
securitization.

Early transactions will likely focus
on books of closed business with estab-
lished histories of mortality and lapse
rates because the supporting documenta-
tion will help build confidence in the
projected cash flows. These books will
also be judged by the transformers to
have characteristics that strongly suggest
favorable future mortality. While
investors will likely only accept projec-
tions based on sound data, the trans-
former will attach a further value to the
upside associated with the possibility
that mortality may be lower than that
forecasted in the securitization cash
flows. This upside could be sold to insti-
tutions who want to make a leveraged
play on mortality. In addition to the long
secular improvement in mortality, there
is the possibility of any of a number of
significant medical breakthroughs that

(continued on page 4, column 1)
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are exciting the medical community and
will make big winners of anyone "long"
on mortality. When insurance companies
write life insurance policies, their profit
is of course affected by how actual claim
rates compare to projected claim rates.
The upside has historically been owned
by the entity holding the downside risk.
In a securitization, the downside is going
to be carved into pieces with some of it
held by investorsin a corridor above
expected ( the junior tranch), some by
another group of investorsin a corridor
above this ( the senior tranch ) with the
balance being held in the “ catastrophe
layer” that covers the possibility that
claim rates may be high enough to elimi-
nate the principle of both the senior and
junior bonds. When the cash flows have
been separated in this manner, the possi-
bility of profit stemming from actua
claim rates being below forecast can be
sold separately.

Lehman will use its proven abilities
to tranch cash flows to direct risk to
those entities most comfortable with the
risk/reward profile for each tranch. This
approach has created pricing efficiency
in several other industries. One of the
more interesting financial instruments
could provide, for alump sum considera-
tion, the difference, if positive, of
expected claims less actual claims.
Entities who want to place a bet on a
breakthrough of much longer lifespans
will be attracted to this “upside
instrument.”

The End Game

If an asset class for lifeinsurancerisk is
successfully developed, what of the roles
for insurers and reinsurers?

Insurance companies have already
been reshaping their business as evi-
denced by the active merger and acquisi-
tion activity and as documented in

Reinsurers will be natural partners for
those interested in participating in the
evolution. Some may be highly interest-
ed in particular cash flows created by a

“ The challenge of being world class in a series
of core competencies in order to successfully
compete in all their existing businesses is likely
to be met by only a few outstanding companies.”

numerous articles over the past few
years. The challenge of being world class
in a series of core competencies in order
to successfully compete in all their exist-
ing businessesis likely to be met by only
afew outstanding companies.

Many see their ultimate roles as one
or two of 1) managing customers, 2)
sourcing business, 3) administration, 4)
product devel opment/manufacturing. In
the first two categories, entities such as
the large retail brokerage houses that
control tens of millions of customers
must be seen as ultimate competitors, in
which case, some areas of focus should
be shed to concentrate management
attention. In the last two categories there
will be room for only afew large players
and the niche companies. Here again,
concentration on core competencies is of
the essence.

There will always be room for rein-
surers who are astute in forecasting mor-
tality. | am sure that some of them are
confident that transformers will not beat
them at their own game. In any case the
capital markets will not be suitable for
some of the risk present in insurance
portfolios especialy in the early days.

transformer like Lehman Re because of
the leveraged plays on mortality avail-
able. By shedding the capital associated
with the corridor of risk absorbed by the
investors, reinsurers could significantly
increase their return on capital.

Conclusion

The early days of the life securitization
market are going to be chalenging and
exciting. The path to success is anything
but a six-lane highway. It's more like a
rock-filled winding narrow path down a
steep mountain aboard a stubborn mule. |
wouldn't want to be doing anything else.

Ed Betteto is a Senior Vice President at
Lehman Re Ltd., a wholly owned
subsidiary of Lehman Brothers Inc. He
can be contacted: (441) 296-8451 or via
email: ebetteto@lehman.com.



