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fundamentally a communications

exercise. If the investment and actu-
aria functions operate together as a
team, the strategy development discus-
sions can be the beginning of the long,
ongoing dialog and can form the basis
for that working relationship.

If the investment and actuarial func-
tions work as separate teams, then the
strategy devel opment
discussion will be alarge
part of the total discourse
between the two areas and
is therefore even more
important. Investment strat-
egy discussions should
aways begin with the ques-
tion of risk tolerance. That
iswhat every textbook
says. However, risk toler-
anceisrarely known. Itis
sometimes hinted at. The L
best that can oftenbedone =} = =
isto look at various types i
of tealeavesto try to draw apicture of
what risk tolerance may look like.

If you look at what any brokerage
firm or mutual fund company usesto
determine risk tolerance for individual
investors, you will see that they ask about
income and net worth; knowledge of
investments; experience with invest-
ments; investment objectives; risk —
return expectations; expected cash flow
needs and investment horizon.

These are the same questions that
need to be asked about an insurance
company. Direct answers will be more
difficult to get from an insurance
company management than from an
individual investor, where the answers
are usually fuzzy at best.

Risk tolerance will often have to be
determined largely by inference. There
are two methods for indirectly determin-
ing risk tolerance: looking back and
looking ahead. To look backwards, exam-
ine the past investment choices of the
company. For example, take the portfolio
details from the recent past and look at

I nvestment strategy development is

the C1 risk characteristics (under the
current RBC rules) of the purchases
compared to the portfolio at that time and
compared to the current portfolio. Were
the acquisitions significantly different in
risk than the current portfolio?

What types of investments were
chosen that have higher risk characteris-
tics? What types of investments does the
company seem to favor and avoid? From
looking back like this, you can
determine the answersto the
guestions in the preceding
paragraph even if you failed
with direct questioning.

Looking ahead to determine
“4 risk tolerance means taking the
current choices and stating the
risk characteristics of each.
What is chosen then revealsthe
marginal risk tolerance under
direct observation. There are
two problems with this. The
%l first isthat to form an invest-

) ment strategy, you do not want
to work with just marginal risk tolerance.

The second problem is that such
observed decisions sometimes reveal
different and possibly significantly more
conservative or more aggressive than
the actual risk tolerance. One way to
avoid that problem is to combine [ook-
ing back with looking ahead to get a full
perspective on actual risk tolerance.

There arefour key questionsto answer

in the investment strategy discussion:

1. How are you going to make money?

2. How are you going to control earnings
fluctuations?

3. How are you going to prevent
catastrophic losses?

4. How are you going to choose when a
new investment idea comes aong?

How Are You Going to
Make Money?

How you make money relates to the
value that will be added in your invest-
ment selection process to do better than
simply buying a basket of securities at

the market. Some examples include
sector rotation, credit selection, non-stan-
dard weightingsin riskier investments
such asjunk bonds, rea estate, or
common stocks. This answer should be
the same as the answer to the question:
what are you good at?

Whatever the answer, try turning it
inside out. Can this strength be applied
on the sell side aswell as on the buy
side? Even with all of the gainsin invest-
ment technology over the past 10 to 15
years, many, many insurance companies
will still describe themselves as buy and
hold investors.

Fifty years ago, buy and hold was a
moral choice. Trading securities was
thought to be improper speculation.
Fifteen years ago, | encountered a situa-
tion where the portfolio managers told
me that they could not trade securities
because they had been told that the
investment year method used to set inter-
est rates could not handle trading. | told
them that it was my job to make it work
if they had away of making more money
through trading. If, for example, your
investment strategy is driven by sector
selection, why, if you think that you
should buy the sector that has the wider
spreads, do you not want to sell the
sector with the narrower spreads?

When you are talking about making
money, make sure that your strategy
discussion includes talking about your
standards for putting money to work. That
may be through a maximum cash position
or atime limit for purchases. Smple
strategies exist for locking in a particular
yield curve situation to match the time of
the cashflow. If these standards are not set,
then there may sometimes be a tendency
to wait to find the perfect investment,
losing yield or spread until perfectionis
found or until time runs out.

How Are You Going to
Control Earnings

Fluctuations?
Controlling earnings fluctuations can
be along discussion. Thisiswhere the
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actuary needs to bring the investment
manager into the liability side of the
game. All the possible liability side
sources of earnings fluctuations need to
be reviewed with the portfolio manager.
The actuary needs to be forthcoming in
discussing the strengths and weaknesses
of the liability model used to set prices
and test for volatility sensitivities.
Possible shortcomingsin the liability
model aswell as possible effects of varia-
tions in economics should be reviewed.
To act as ateam, the portfolio manager
needs to stay awake for this discussion.

A highly trained investment profes-
siona who knows little about the inner
workings of insurance liabilitiescan be a
big help in formulating the most effective
strategy if they fully understand the
nature of the drivers of the liabilities. On
the other hand, the actuary should stay
awake when the investment manager is
describing the details of what can create
earnings fluctuations from the asset side.
It istoo easy to just hear the words, write
them down and want to skip to the
amount without understanding why the
loss occurs. Only if the actuary and
investment manager understand each
other’s side of the business can they
really form afully effective team.

One area of caution for the control of
earnings fluctuationsis that diversifica-
tionisthe first and most important tool in
moderating earnings fluctuations.
Diversification is usually accomplished
through constraints on maximum expo-
sureto a“name,” sector diversification,
regional diversification, and instrument
diversification. Make sure that your
diversification constraints are meaningful
in today’s economy. With the globaliza-
tion of most things, it is hard to be really
diversified. The most recent lesson learnt
in 1998 after the Russian bond crisisled
to ripples throughout the global financial
system. When things went wrong, every-
thing converged. There were no inverse
correlations to save things for those with
too little liquidity.

How Are You Going to
Prevent Catastrophic

Losses?

Catastrophic losses have received much
attention. In discussions of company fail-
ures, the question comes up as to whether
the crisis was precipitated by a shortage

of liquidity or of capital. The answer in
my opinion is actually that thereislittle
difference between the two when crunch
time comes. In your investment strategy
discussion about preventing catastrophic
losses, take some time and talk through a
simulation of one or more crisis Situa-
tions. Where will you get the cash to
meet the run on the company? The first
instinct isto sell the highest quality, most
marketable securities. In your simulation,
see then what the company bal ance sheset
looks like. What will be the market per-
ception of your company with the bal-
ance sheet that remains? If, on the other
hand, you have plansto use aline of
credit in time of need, think again.

A bank may balk at extending even a
fully guaranteed line of credit to acom-
pany that they perceiveisin trouble.
They will be weighing the expected cost
of alawsuit against the possible loss of
the money extended through the line of
credit. For ahair-raising story of the
daily eventsin afailure situation, read
the two books published last year about
the long-term capital situation in 1998
(Inventing Money: The Sory of Long-
Term Capital Management and the
legends behind it by Nicholas Dunbar
and When Genius Failed: The Riseand
Fall of Long-Term Capital Management
by Roger Lowenstein).

To complete your discussion of earn-
ings fluctuations and catastrophic losses
within your investment strategy develop-
ment discussion, talk about how these
issues are reflected in your everyday
choices in investment decision-making.
Are decisions based on mean or even
maximum returns? Note that for abond,
maximum return is the yield to maturity.
Do you look at risk- adjusted returns? Is
the impact of RBC or Target Surplus on
the returns of investments a part of the
evaluation process?

How Are You Going to
Choose When A New
Investment Idea Comes
Along?

Any time that | have been involved in an
asset liability team, | have noticed that
investment ideas wear out. Whatever
worked well last year does not work as
well thisyear. At the sametime, there are
agroup of investment bankers who make

their living selling the “ new best thing”
to ingtitutional investors like insurance
companies. Every year, decisions need to
be made to choose in or out of these new
opportunities. The pressures are great,
especialy sinceit usually looks like it
will be difficult to meet goals with the
investment strategy that you used last
year. What is needed is a decision-
making framework for evaluating these
new opportunities, or some way to
stretch the existing strategy to either
embrace or reject the new ideas.

The “traditional” approach isto look
at the expected return on these new
choices compared to the current invest-
ments. Other important considerations
are “who elseis doing this?’ and “has
anyone on the investment committee
ever had a problem with this?” Tax and
accounting issues are paramount, and
most important, the projected impact on
sales.

The “modern” approach isto compare
the risk and return of the new opportunity
to the appropriate class of bonds, that is,
the bonds with similar risk characteris-
tics. The most popular new investments
are ones that fall between the cracks of
statutory, RBC, or GAAP rules.
Investments have to be matched with
liabilities also.

The “New Economy” approach is that
investment opportunities no longer have
to fit with liabilities. Companies can
trade away any aspects of either assets or
liabilities that do not fit well.

In the end, almost as important asthe
approach you choose is that you have the
discussion as a part of your investment
strategy formation discussion. This part
of the discussion will be especially useful
in promoting rational decision making
when the choices seem the most urgent.

Having the conversations, asking the
questions, and honestly trying to come to
agreement on answersis what the invest-
ment strategy formation discussion is all
about.
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