
1 9 8 5  V A L U A T I O N  A C T U A R Y  
S Y M P O S I U M  P R O C E E D I N G S  

SESSION 5 

MAKING VALUATIONS FROM OUTSIDE THE ORGANIZATION 

MR. LAWRENCE V. DURLAND,  JR:  Over  the pas t  th ree  years ,  we ac tua r i e s  

have been  addressing an ever - increas ing  number  of ques t ions  about  the f inancial  

soundness and sol idi ty of l ife insurance companies .  Some of these  quest ions have 

come  from company  m a n a g e m e n t  as an ou tg rowth  of o ther  analyses  we have 

pe r fo rmed .  But,  by far,  most  of the ques t ions  have come from outs ide the 

insurance  industry  from p rospec t ive  c l ients  and other  i n t e r e s t ed  par t ies ,  

including p rospec t ive  purchasers  of l i fe  insurance  companies .  The public seems  

to have lost i ts  conf idence  in some of the methods  of the past .  

The people  asking such ques t ions  are expressing a concern  tha t  no one has ye t  

been  able to allay. That  concern  is about  the long- te rm financial  soundness of 

today 's  insurance  companies .  Poor  f inancial  d isclosure  by many companies  has 

con t r ibu ted  to this concern.  R e c e n t  fa i lures  or near  fa i lures  of insurance 

companies ,  large and small ,  have inc reased  the public 's awareness  of the f ac t  

tha t  all insurance companies  are not equal.  The inc reased  emphasis  on the 

inves tmen t  componen t  of the p roduc t s  o f f e r e d  by l ife insurance  companies  today  

is now being pe rce ived  by some segmen t s  of the insurance buying public,  

genera l ly  the  more  soph i s t i ca ted  segments ,  as adding another  dimension of risk. 

If companies  Offering short  to i n t e r m e d i a t e  gua ran tees  could fail,  what  does tha t  

mean for  companies  o f fe r ing  long- te rm guaran tees?  True,  we, ac tua r i e s  have 

a lways known that  the risk was there,  but  now we have also made the public 

aware  of it. 
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The  l o n g - t e r m  p e r s p e c t i v e  on the  q u e s t i o n  of  f inanc ia l  soundness  has  d r a s t i c a l l y  

c h a n g e d  our  v i ews  a b o u t  wha t  a p p r o p r i a t e  m e a s u r e s  of  f inanc ia l  soundness  should  

look  l ike.  We can  no longer  r e ly  on s h o r t - t e r m  or s t a t i c  m e a s u r e s  such  as surplus  

r a t i o s  or e v e n  r i s k - a d j u s t e d  surp lus  r a t i o s .  L o n g - t e r m  v a l u a t i o n  of a l i fe  

insure r ' s  f inanc ia l  soundness  has  to address  l o n g - t e r m  e f f e c t s ,  inc luding the  

p r o f i t a b i l i t y  of  c u r r e n t l y  i s sued  po l i c i e s  and t h e  s t r u c t u r e  of  the  c o m p a n y ' s  

c u r r e n t  i n v e s t m e n t  p o r t f o l i o .  

A t  Towers~ Perrin~ Fors ter~  & C r o s b y  (TPF&C)~ m a n y  c l i en t s  w e r e  asking us to  

p e r f o r m  a f u n c t i o n  s imi la r  to  t h a t  of  t he  v a l u a t i o n  a c t u a r y ,  b u t  f r om ou t s ide  the  

c o m p a n y .  This  m e a n t  t ha t  we had to work  f r o m  pub l i c ly  ava i l ab l e  da ta ,  

general ly~ to  f o r m  an opinion a b o u t  an i n su rance  c o m p a n y ' s  l o n g - t e r m  ab i l i t y  to  

m e e t  i ts  ob l iga t ions .  This is a k e y  po in t  - -  we  use  pub l i shed  d a t a  wi th  all of  i t s  

d e f e c t s .  I a l so  m u s t  e m p h a s i z e  t h a t  we  w o r k  wi th  re la t ive9  no t  absolute~ 

measures. 

O n c e  we  had  e m b a r k e d  on this p a t h  fo r  c o m p a n y  valuation~ we  l e a r n e d  t ha t  the  

a p p r o a c h e s  t h a t  s e e m e d  m o s t  a p p r o p r i a t e  l ed  to  a d i f f e r e n t  p e r s p e c t i v e  than  we  

had  u sed  in t he  pas t .  We s t a r t e d  work ing  on the  b a s i c s  and a re  cont inu ing  to  

d e v e l o p  m o r e  s o p h i s t i c a t e d  a p p r o a c h e s .  

In the  b a l a n c e  of  my  p r e s e n t a t i o n ,  I wou ld  l ike to  address f ive  a s p e c t s  of the  

e x t e r n a l  ana lys i s  of  t he  f inanc ia l  so l id i ty  of  l i f e  i n s u r a n c e  compan ie s :  

Cash  f low is wha t  coun t s .  

F inanc i a l  r e p o r t i n g  s y s t e m s  o f t e n  work  aga ins t  you.  

Don ' t  worry9 i t ' s  r e insured!  
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I n v e s t m e n t  s t r a t e g y  has  two sides.  

The s t o c k h o l d e r  has  to ge t  pa id  too.  

Cash  f low is wha t  counts .  Tha t  s t a t e m e n t  does no t  s e e m  too  r e v o l u t i o n a r y  

wi th in  the  c o n t e x t  of  c o n t e m p o r a r y  work in t he  a r e a  of the  v a l u a t i o n  a c t u a r y .  

But ,  when  we, a t  my f i rm,  f i r s t  s t a r t e d  down the  pa th ,  we had  to cu t  a w a y  some  

h e a v y  ove rg rowth .  P r i m a r i l y ,  th is  o v e r g r o w t h  was a focus  on s t a t u t o r y  surplus 

and how i t  would develop  over  t i m e .  The old t h e o r y  s t a t e d  t h a t  all  you  n e e d e d  to 

know about  the  f i nanc i a l  h e a l t h  of an i n s u r a n c e  c o m p a n y  was c o n t a i n e d  in i ts  

surplus  ra t io .  

We s t a r t e d  down this  pa th ,  qu i t e  f r ank ly ,  w i t h o u t  cons ide r ing  m a n y  of  the  

a spec t s  t h a t  we re  u l t i m a t e l y  to  be a d d r e s s e d  by the  p ro fe s s iona l  c o m m i t t e e s  

looking a t  v a l u a t i o n  pr inc ip les .  Howeve r ,  we did have  a l ucky  b r e a k  --  m o s t  of 

t h e  in i t i a l  ques t ions  took  the  fo rm:  How can  I be sure  t h a t  t he  c o m p a n y  can  

m e e t  i ts  ob l iga t ions?  Since the  people  asking such ques t ions  were  qu i t e  

f r e q u e n t l y  th ink ing  of  spec i f i c  p a y m e n t s ,  i t  was ea sy  to  focus  on a company ' s  

l ine cash  f lows.  F r o m  t h e r e  i t  was a s imple  e x t e n s i o n  to  begin  focus ing  on the  

t o t a l  cash  f low ava i l ab le  to t he  company .  If  we could  ge t  a hand le  on the  

a n t i c i p a t e d  f u t u r e  cash  f low for  the  company ,  we f e l t  t h a t  we could  a n a l y z e  i t  

under  d i f f e r e n t  s cena r io s  and, hope fu l ly ,  d raw some  val id  conclus ions .  

Being on the  outs ide ,  working wi th  only  publ ic  da t a ,  g e n e r a l l y  Annual  S t a t e m e n t s  

m e a n t  we had to  r e ly  on some  ve ry  b road  mode l ing  to answer  t h e s e  cash  f low 

ques t ions .  We used  s imple  a g g r e g a t e  mode l s  des igned  fo r  pe r sona l  c o m p u t e r s .  

S o m e t i m e s  l ack  of  d a t a  is a b less ing in disguise! We a c t u a r i e s  have  a lo t  of 

-177-  



exper i ence  modeling t radi t ional  insurance  products  f rom Annual S t a t e m e n t  data.  

We can do an adequa te  job on premiums,  beuef i t s ,  expenses and so on. 

For example ,  we can use a series  of da ta  on insurance issued and in fo rce  from 

prior  Annual S t a t e m e n t s  and tes t  the  f i t  of lapse r a t e s  until  we have something 

tha t  makes  sense. 

Fitting Lapse R a t e s  

Actua l  Expec ted  Ac tua l /  
Year  In Force  In Force  Expec ted  

Z-3 Z,949 3,001 .98 

Z-Z 3,ZZ5 3,Z73 .99 

Z-1 3,530 3,568 .99 

Z 4,Z64 4,314 -99 

Assumptions:  Average  durat ion of initial  exist ing business: 5 years  

Lapse ra tes  (by duration) 

.150 .100 .100 .095 .095 .090 e tc .  

We used only basic  modeling techniques  - -  get  the  da ta  for the  base-l ine period, 

f i t  the  assumption curves and then move forward  through t ime,  always asking: 

"Is it reasonable?"  We can do l ikewise for dea th  benef i t s  working with claims 

per  $1,000. 
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Year 

A c t u a l  
C l a ims  

Pe r  
$I,000 

Z-Z 3. I0 

Z - I  Z .85  

Z 2.9Z 

F i t t i n g  M o r t a l i t y  

E x p e c t e d  
C la ims  

Pe r  A c t u a l /  
$1~000 E x p e c t e d  

Z.76 I.IZ 

Z. 86 1 .00  

3.04 .96 

Issue Ages:  15 Z5 35 45 55 

D i s t r i b u t i o n  by Age:  0% 30% 40% Z0% 10% 

M o r t a l i t y :  108% of TPF&C 65-70 Se l ec t  & U l t i m a t e  Male  

The m a j o r  p rob lem wi th  this  p rocess  has  a lways  b e e n  g e t t i n g  r e se rve s  and 

r e s e r v e  i n c r e a s e s  t h a t  looked  r ea sonab l e .  I t  was h e r e  t h a t  we, a t  my  f i rm,  f i r s t  

b e g a n  to a p p r e c i a t e  t he  b e a u t y  of a n a l y z i n g  cash f lows.  If  we could  r e d u c e  t h e  

i m p a c t  on the  f ina l  r e su l t  of  r e s e r v e  i nc r ea se s ,  our  l i f e  would be much  eas ie r .  I 

submi t  t h a t  any  r e s e r v e  basis ,  s t a t u t o r y  or GAAP,  is c o m p a r a b l e  in i t s  

a r t i f i c i a l i t y .  I t  was  obse rved  ea r l i e r  in this sympos ium t h a t  s t a t u t o r y  r e s e r v e s  

a re  r e a l l y  a c o n s e r v a t i v e  i d e a l i z e d  cash  f low mode l .  We s t i l l  n e e d  a mode l  of  an 

i n s u r a n c e  company ' s  r e s e rve  p a t t e r n  to a r r ive  a t  cash  va lues  and, hence ,  

s u r r e n d e r  b e n e f i t s .  But  we have  r e d u c e d  t h e  i m p a c t  of t h e  r e s e r v e  p rob lem on 

our analys is .  

Up to th is  po in t ,  we have  been  focus ing  on t r a d i t i o n a l  l i fe  p r o d u c t s  for  which t h e  

Annua l  S t a t e m e n t  was des igned .  The r e c e n t  p r o l i f e r a t i o n  of n o n t r a d i t i o n a l  

p r o d u c t s  has  i n c r e a s i n g l y  complicated m a t t e r s .  T h a t  has  f o r c e d  us to look to  

n o n t r a d i t i o n a l  sources  for  such  v i t a l  input  as sa les ,  c r e d i t i n g  r a t e s  and so on. A 
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good e x a m p l e  for  us to  fol low is f rom a n o t h e r  l ine  of  business .  Group m e d i c a l  

and l o n g - t e r m  d i sab i l i t y  c o v e r a g e s  a re  comb ined  in t h e  Annual  S t a t e m e n t .  The re  

r e a l l y  is no sense  in t h a t  c o m b i n a t i o n ,  bu t  if we can ob ta in  an i n d i c a t i o n  of the  

p r e m i u m s  for  e a c h  t y p e  o f  bus iness ,  we a re  o f f  to  a good s t a r t .  

The as se t  side of  the  b a l a n c e  s h e e t  has not  been  the  sub j ec t  of as much  mode l ing  

work by indiv iduals  a t  my  f i rm.  Like  o the r s ,  we had  a lways  been  c o n t e n t  w i th  

p r o j e c t i n g  a n e t  i n v e s t m e n t  r e t u r n  and l eav ing  i t  a t  t h a t .  But  the  cash  f low 

app roach  d e m a n d e d  t h a t  we pay  more  a t t e n t i o n  to  the  a s se t s  of  the  company .  I t  

was h e r e  t h a t  the  going go t  tough.  As a m a t t e r  of f a c t ,  we s t i l l  a re  not  c o n t e n t  

w i th  our c u r r e n t  app roach  to handl ing  a l a rge  p a r t  of  m a n y  compan ies '  f i xed  

i n c o m e  po r t fo l io s ,  n a m e l y  m o r t g a g e s ,  a l t hough  we c o n t i n u e  to  work a t  i t .  

We have  had  some  succes s  on the  bond  s ide,  howeve r .  F o r t u n a t e l y ,  the  Annual  

S t a t e m e n t  does inc lude  a s u m m a r y  of  bonds by  g e n e r a l  c a t e g o r y  and by b road ly  

d e f i n e d  y e a r s  to  m a t u r i t y .  Tha t  was a t  l e a s t  a p l a c e  to s t a r t .  

To s imp l i fy  g r e a t l y ,  we use the  d i s t r i bu t i on  by m a t u r i t y  fo r  a n u m b e r  of  pas t  

yea r s .  Aga ins t  th is  we apply an in i t i a l  e s t i m a t e  of  a y ie ld  s t r u c t u r e  on the  

ex i s t i ng  p o r t f o l i o  by t e r m  to m a t u r i t y .  We c o m p a r e  the  r e su l t i ng  e x p e c t e d  t o t a l  

i n v e s t m e n t  i n c o m e  aga ins t  t he  a c t u a l  fo r  t h e  f i r s t  y e a r .  We t h e n  age the  

m o d e l e d  p o r t f o l i o  th rough  the  base - l ine  pe r iod  and  c a l c u l a t e  the  i n c r e a s e s  in 

e a c h  y e a r  to  m a t u r i t y .  These  i n c r e a s e s  a re  t h e n  

p reva i l ing  y ie ld  cu rve  for  new i n v e s t m e n t s  t h a t  y e a r .  

t he  a c t u a l  aga ins t  t he  m o d e l e d  resu l t s ,  

app l ied  to an i d e a l i z e d  

We t h e n  once  aga in  c h e c k  

-180-  



The end  goal  is to  ge t  a se t  of  y ie lds  by m a t u r i t y  t h a t  m a k e  sense .  C o n c e p t u a l l y ,  

i t  is s imi l a r  to  t he  work  invo lved  in f i t t i n g  lapse  r a t e s  to  t h e  i n - f o r c e  bus iness  

b u t  w i th  m a n y  more  var iab les .  Wi th  p r a c t i c e  one ge t s  b e t t e r ,  bu t  the  p rocess  

s t i l l  is no t  as s m o o t h  as we would l ike.  

This p rocess  has  i t s  sho r t comings ;  for  examp le ,  i t  does not  address  the  issue of  

cal ls  and o t h e r  opt ions .  I t  also b r eaks  down if  the  p o r t f o l i o  is be ing  heav i ly  

t r a d e d .  But  we be l i eve  t h a t  i t  has  p r o v e d  to  be  a va luab le  s t a r t .  An a l t e r n a t i v e  

is to  go in to  t he  var ious  p a r t s  of  t h e  Annua l  S t a t e m e n t  Schedule  D and use b r u t e  

f o r c e  to ge t  th ings  s t a r t e d .  

As I m e n t i o n e d  ea r l i e r ,  we a re  now t ry ing  to  deve lop  a more  su i t ab le  approach  

for  m o r t g a g e s .  Not  only a re  we work ing  wi th  v e r y  l i m i t e d  d a t a ,  which  s o m e o n e  

desc r ibed  as sc raps  of  paper  g lued  to Schedu le  B, bu t  we also are  dea l ing  wi th  an 

i n v e s t m e n t  veh ic l e  whose  c h a r a c t e r i s t i c s  have  changed .  Ten yea r s  ago,  when  

th ings  were  s imple r ,  we had  success  in mode l ing  m o r t g a g e s  on an a g g r e g a t e  

basis ,  but  no t  now. We a re  open to sugges t ions .  

F i n a n c i a l  r e p o r t i n g  s y s t e m s  o f t e n  work aga ins t  you.  I would  n e x t  l ike to address  

one of  t he  ma jo r  hurd les  in our consu l t ing  work.  The l ack  of  u n i f o r m  f i nanc i a l  

r e p o r t i n g  p r o c e d u r e s  for  Annual  S t a t e m e n t s  o f t e n  p r e s e n t s  us wi th  d a t a  t h a t  we 

canno t  a d e q u a t e l y  ana lyze .  Tha t  should  c o m e  as no surpr i se  and  the  s i t u a t i o n  is 

g e t t i n g  worse,  no t  b e t t e r .  More  and b e t t e r  i n f o r m a t i o n  is due to the  ou ts ide  

world.  But  t h a t  is beyond  the  scope  of  w h a t  I am addres s ing  today .  

O f t e n ,  bu t  no t  a lways ,  a f t e r  t he  p rocess  has  begun ,  we are  able  to t a lk  to  people  
J 

in t he  c o m p a n y  unde rgo ing  v a l u a t i o n  to ge t  c l a r i f i c a t i o n  of  t he  i t e m s  or a reas  we 
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do not  u n d e r s t a n d .  I t  is then  t h a t  we ge t  a g l impse  of the  l inkage  b e t w e e n  

f i nanc i a l  m a n a g e m e n t  and f i nanc i a l  r e p o r t i n g  wi th in  m a n y  compan ies .  What  we 

f ind  is r evea l i ng ,  and I would l ike to m a k e  a s l ight  d ig ress ion  on t h a t  subjec t .  

F i n a n c i a l  p e r f o r m a n c e  m e a s u r e m e n t  and m a n a g e m e n t  s y s t e m s  in m a n y  

compan ie s  h a v e  no t  been  des igned  wi th  c u r r e n t  v a l u a t i o n  cons ide ra t i ons  in mind~ 

When I speak  of f i nanc i a l  p e r f o r m a n c e  m e a s u r e m e n t  and m a n a g e m e n t  sy s t ems ,  I 

am ta lk ing  about  more  t han  those  s y s t e m s  re l i ed  upon in deve lop ing  the  d a t a  

n e c e s s a r y  to  do v a l u a t i o n  work  today .  All a c t u a r i e s  know w h a t  p rob lems  t h e r e  

can  be in t oday ' s  e n v i r o n m e n t  working wi th  y e s t e r d a y ' s  s y s t e m s  and the  t ype  of 

n u m b e r s  t h a t  we re  cons ide red  to  be a d e q u a t e  when  those  s y s t e m s  were  or ig ina l ly  

i m p l e m e n t e d .  

Wha t  I am ta lk ing  abou t  is the  f r a m e w o r k  in which  the  f i nanc i a l  p e r f o r m a n c e  of 

each  c o m p a n y  is m e a s u r e d  and  r e p o r t e d .  I t  should  c o m e  as no surpr i se  t h a t  the  

s h o r t - t e r m  m e a s u r e s  of f i nanc i a l  p e r f o r m a n c e  m a y  i n d i c a t e  courses  of a c t i on  

t h a t  will e v e n t u a l l y  l imi t  t he  r a n g e  of a l t e r n a t i v e s  ava i l ab le  to the  company ,  and  

hence ,  t he  v a l u a t i o n  a c t u a r y .  In f a c t ,  in the i r  c u r r e n t  fo rm these  s y s t e m s  m a y  

v e r y  wel l  h inde r  the  r e a l i z a t i o n  of  t he  mos t  a p p r o p r i a t e  course  of  ac t i on  once a 

v a l u a t i o n  c o n c e r n  is i d e n t i f i e d .  

As one example ,  I wish to discuss a s i t u a t i o n  I r e c e n t l y  e n c o u n t e r e d .  Because  

th is  e x a m p l e  involves  a c o r p o r a t e  a c c o u n t  and,  thus ,  pe rhaps  the  u l t i m a t e  leve l  

of  s t o c k h o l d e r  d iv idends ,  i t  had  a bea r ing  on my v a l u a t i o n  of  the  company .  But  

i t  told me much  m o r e  t h a n  t h a t .  
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Each  l ine of  bus ines s  in this c o m p a n y  f a c e s  the  n o r m a l  p r e s s u r e  for  c u r r e n t  

r e p o r t e d  p r o f i t s .  At  t h e  s a m e  t i m e ,  e a c h  l ine has  t he  l a t i t u d e ,  the  c o m p a n y  

b e l i e v e s ,  to  pos i t i on  i t s e l f  for  f u t u r e  p r o f i t a b i l i t y  t h rough  s h o r t - t e r m  t r a d e o f f s .  

But  how m u c h  l a t i t u d e  does  a l ine r e a l l y  h a v e ?  For ,  you  s ee ,  t h e r e  is a lso a 

c o r p o r a t e  a c c o u n t  for  c a p i t a l  and  surplus .  At  the  end of  e a c h  q u a r t e r ,  t h e  

p r o f i t s  fo r  e a c h  l ine of  bus iness ,  plus  r e a l i z e d  c a p i t a l  gains  and losses ,  a r e  c l o s e d  

in to  the  c o r p o r a t e  a c c o u n t .  

So far ,  so good.  But  during the  p a s t  y e a r  wi th  the  dec l i ne  in i n t e r e s t  r a t e s ,  t h e  

m a n a g e r s  of  one  l ine saw a c h a n c e  to  sel l  s o m e  of  t he  l o n g - t e r m  bonds  in the i r  

p o r t f o l i o .  The i n v e s t m e n t  p e o p l e  a s su r ed  t h e m  tha t  th rough  a p p r o p r i a t e  

r e i n v e s t m e n t  this  could  b e  a c c o m p l i s h e d  w i t h o u t  s a c r i f i c i n g  the  f u t u r e  

p r o f i t a b i l i t y  or c o m p e t i t i v e n e s s  of  t he  l ine.  F u r t h e r m o r e ,  i t  could  br ing  t h e  

a s s e t / l i a b i l i t y  s t r u c t u r e  of  t he  l ine in to  m u c h  b e t t e r  b a l a n c e .  

What  t hey  had o v e r l o o k e d  was  the  f a c t  t ha t  on the  i n t e rna l  m a n a g e m e n t  

f inanc ia l  r e p o r t s  fo r  t h a t  p a r t i c u l a r  c o m p a n y ,  t he  r e a l i z e d  c a p i t a l  gains  would  go 

to  the  c o r p o r a t e  a c c o u n t .  The  l ine of  bus ines s  would  no t  r e c e i v e  the  b e n e f i t  of  

t he  f u t u r e  i n v e s t m e n t  i n c o m e  on all t he  sa le  p r o c e e d s .  The l ine 's  f u t u r e  

a p p a r e n t  p r o f i t a b i l i t y  had  b e e n  r e d u c e d  and the  i n c r e a s e d  a m o u n t  of  the  

c o r p o r a t e  a c c o u n t  wou ld  b e  e n t e r e d  in to  m y  c o n s i d e r a t i o n s  of  f u t u r e  s t o c k h o l d e r  

d iv idends ,  g iven  m y  i n t e r p r e t a t i o n  of  the  c o m p a n y ' s  e r r a t i c  d iv idend  pol icy .  I 

know tha t  no t  all  c o m p a n i e s  would  be  in this  c o n f u s e d  pos i t ion ,  bu t  having  s een  

one,  I am m o r e  c a u t i o u s  in looking a t  o the r s .  
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D on ' t  w o r r y ,  i t ' s  r e i n su red !  In a n a l y z i n g  the  f i n a n c i a l  soundness  of  i n s u r a n c e  

c o m p a n i e s ,  we a t  T P F & C  h a v e  b e e n  pay ing  m o r e  and m o r e  a t t e n t i o n  t o  

r e i n s u r a n c e .  I am su re  t h a t  all  of  us h e r e  can  n a m e  c o m p a n y  f a i l u r e s  w h e r e  the  

ced ing  c o m p a n y  had  p e r f o r m e d  i t s  r e s e r v e  v a l u a t i o n  and f e l t  s e c u r e ,  only to  f ind  

t h a t  t h e  r e i n s u r e r  was no longe r  v iab le .  The  r e s e r v e  c r e d i t s  v a n i s h e d  and, h e n c e ,  

so did t h e  ced ing  c o m p a n y .  Wi th  t h e  e v e r - g r o w i n g  n u m b e r  of  c o m p a n i e s  in t h e  

r e i n s u r a n c e  a r e n a ,  we f e e l  our  e x t r a  a t t e n t i o n  is w a r r a n t e d .  

U n f o r t u n a t e l y ,  wi th  t h e  i n f o r m a t i o n  a t  our  d i sposa l ,  we  c a n n o t  a lways  t e l l  t h e  

b a l a n c e  b e t w e e n  f o r m  and s u b s t a n c e  in t he  r e i n s u r a n c e  a r r a n g e m e n t s  in p l ace .  

" T h e r e  a re  a lways  q u e s t i o n s  abou t  e x a c t l y  wha t  is r e i n s u r e d  and how it is 

r e i n s u r e d .  At  th i s  po in t  in t he  d e v e l o p m e n t  of  our  p r o c e s s ,  we have  to  fa l l  b a c k  

on to  t h e  m a t e r i a l i t y  of  r e i n s u r a n c e  to  t he  c o m p a n y  u n d e r g o i n g  va lua t i on .  If t he  

c o m p a n y  is h e a v i l y  r e l i a n t  on r e i n s u r a n c e  and i f  m u c h  of  t he  r e i n s u r a n c e  is wi th  

a s ingle  c a r r i e r ,  we  would  s e r i ous ly  c o n s i d e r  doing a v a l u a t i o n  of  t h e  r e i n s u r e r .  

Thus ,  in t h e  f ina l  ana lys i s ,  to  an ou t s ide  o b s e r v e r  t he  f i n a n c i a l  soundness  of t he  

ced ing  c o m p a n y  m a y  be  no g r e a t e r  t h a n  t h a t  of  i t s  r e i n s u r e r s .  I t  s e e m s  l ike 

c o m m o n  sense  to  us, bu t  t h a t  is no t  as c o m m o n l y  a p p r e c i a t e d  as we would l ike  i t  

to be. 

When we t hen  look  a t  t h e  r e i n s u r e r ,  we t r y  to  look  a t  t he  whole  c o m p a n y ,  which  

can  be  d i f f i c u l t .  But  we t r y  to  look  a t  all  a s p e c t s .  We usua l l y  look a t  t he  C-Z 

r isk ,  bu t  one  i n t e r e s t i n g  ca se  i n v o l v e d  the  C-3 r i sk  and t he  e s t i m a t e d  a s se t  

d u r a t i o n  o f  an i n s u r e r  and i t s  p r i n c i p a l  r e i n s u r e r .  H e r e  we w e r e  dea l ing  wi th  a 

t r u e  c o i n s u r a n c e  t r e a t y .  Working  f r o m  pub l i c l y  a v a i l a b l e  d a t a - -  f o r t u n a t e l y  b o t h  
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compan ie s ,  when  we looked  a t  t h e m ,  w e r e  p r i m a r i l y  i n v e s t e d  in bonds m we 

e s t i m a t e d  as se t  du ra t i ons  fo r  t he  two c o m p a n i e s  as being:  

ced ing  company :  6.5 y e a r s  

a s suming  company :  1.6 yea r s .  

Because  we w e r e  looking for  s o m e t h i n g  else,  we did no t  a t t e m p t  to e s t i m a t e  t h e  

d u r a t i o n  of  the  l i ab i l i t i es .  F u r t h e r m o r e ,  g iven  the  c i r c u m s t a n c e s ,  I would have  

been  more  c o n c e r n e d  had  the  d u r a t i o n  r e l a t i onsh ip  b e e n  r eve r sed .  I be l i eve  m y  

c o n c e r n  is s imply  expla ined ,  howeve r .  Bo th  c o m p a n i e s  were  dea l ing  wi th  

e s s e n t i a l l y  t h e  s a m e  ma jo r  p roduc t .  And y e t ,  t h e y  bo th  had  a r r ived  a t  sha rp ly  

d i f f e r e n t  b a l a n c e  shee t s .  The a c t u a r i e s  f rom b o t h  c o m p a n i e s  m a y  have  t a k e n  

c o m f o r t  in the  du ra t i on  of  t he  a s se t s  back ing  t h e i r  sha re s  of t he  l iabi l i t ies .  I 

wonder ,  h o w e v e r ,  which  of the  a c t u a r i e s  was r igh t .  Pe rhaps  t h e y  were  lucky  and 

in c o m b i n a t i o n  were  co r rec t !  

I n v e s t m e n t  s t r a t e g y  has two sides.  As I m e n t i o n e d  ea r l i e r  when we were  

mode l ing  the  bond  po r t fo l io ,  we were  also t r y ing  to g lean  some  i n f o r m a t i o n ,  

aga in  f r o m  the  outs ide ,  abou t  how the  i n su rance  c o m p a n y  was handl ing  i t s  new 

i n v e s t m e n t s  and m a n a g i n g  i t s  po r t fo l i o .  In g e n e r a l  we were  t ry ing  to u n d e r s t a n d  

i t s  i n v e s t m e n t  pol ic ies  and s t r a t e g i e s .  We knew t h a t  our t echn iques  had,  of  

n e c e s s i t y ,  m a n y  a s sumpt ions  unde r ly ing  t h e m .  But  we had  to s t a r t  s o m e w h e r e .  

To t e s t  our m e t h o d o l o g y ,  we f o c u s e d  on one c o m p a n y  t h a t  had  sha r ed  i t s  gene ra l  

i n v e s t m e n t  s t r a t e g y  wi th  us. In p a r t i c u l a r ,  we f o c u s e d  on a pa r t  of  i t s  

i n v e s t m e n t  s t r a t e g y  t h a t  s t a t e d  the  a im for  a d u r a t i o n  of about  four  y e a r s  on the  

new i n v e s t m e n t s  dur ing the  y e a r .  C o m p a n y  pe r sonne l  had  begun  to s t u d y  t h e  

r e l a t e d  l i ab i l i t y  s t r u c t u r e  and f e l t  t h a t  this  d u r a t i o n  was app rop r i a t e .  However ,  
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t h e y  had  no t  c a l c u l a t e d  the  d u r a t i o n  of the  po r t fo l io .  They  were  s t i l l  looking a t  

m e a n  m a t u r i t i e s .  When we e s t i m a t e d  the  d u r a t i o n  of  t he  bond por t fo l io ,  aga in  

using Annua l  S t a t e m e n t  d a t a ,  a t  the  end of the  y e a r ,  we found  the  fo l lowing:  

0 

0 

0 

E s t i m a t e d  d u r a t i o n  of  t he  beg inning  of  the  y e a r  = 4.0 y e a r s  

S t a t e d  i n v e s t m e n t  po l icy  = 4.0 y e a r s  

E s t i m a t e d  d u r a t i o n  a t  t he  end of t he  y e a r  -- 4.8 yea r s .  

The s t a t e d  i n v e s t m e n t  po l i cy  c e n t e r e d  on a d u r a t i o n  a p p r o x i m a t e l y  equal  to  the  

in i t i a l  po r t fo l i o ,  and one y e a r  had  e lapsed ,  y e t  the  overa l l  du r a t i on  wen t  up. 

We t h e n  t a l ked  to  peop le  a t  t he  c o m p a n y  and asked  if  t he  c o m p a n y  had  s t a y e d  

wi th in  i t s  s t a t e d  i n v e s t m e n t  guide l ines .  The answer  was a qua l i f i ed  "Yes."  The 

l e n g t h e n i n g  of  t he  p o r t f o l i o  t h a t  we had  n o t i c e d  was also c o n f i r m e d .  Then wha t  

had  happened?  Well,  dur ing the  y e a r  the  c o m p a n y  had  sold pa r t  of the  bond 

p o r t f o l i o  to  ra i se  cash  to  m e e t  pr ior  c o m m i t m e n t s  and i t  had  sold o f f  the  shor t  

end  of  the  po r t fo l i o .  F u r t h e r m o r e ,  those  c o m m i t m e n t s  a p p e a r e d  to have  been  

fo r  longe r  m a t u r i t i e s .  This had not  been  cons ide red  in the  or ig inal  work.  

The mora l  of  t he  s t o r y  is this:  You m a y  s t a t e  your  i n v e s t m e n t  po l icy  for  new 

pu rchases  as be ing  one th ing ,  bu t  t h e  f ina l  r e su l t s  m a y  i n d i c a t e  s o m e t h i n g  

d i f f e r e n t .  The i n v e s t m e n t  s t r a t e g y  should  address  t o t a l  p o r t f o l i o  m a n a g e m e n t ,  

no t  jus t  purchases .  We a re  c o n c e r n e d  wi th  t he  t o t a l  p i c t u r e  as i t  moves  th rough  

t i m e  and  not  s ingle  ac t i ons  t a k e n  one a t  a t ime .  

As an aside,  we have  done some  p r e l i m i n a r y  work  on a d y n a m i c  asse t  mode l  

con t a in ing  d i f f e r e n t  i n v e s t m e n t  s t r a t e g i e s  based  on a s s u m e d  y ie ld  curves .  This 
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app roach  is d i f f e r e n t  f rom locking in a spec i f i c  i n v e s t m e n t  s t r a t e g y ,  and  

c o m p l e t i o n  of  th is  mode l  should help  us f u r t h e r  exp lo re  t he  p rob lem.  

The s t o c k h o l d e r  has to ge t  paid,  too.  I have  one c o m m e n t  on the  sub jec t  of 

s t o c k h o l d e r  d iv idends .  When looking a t  t he  a n t i c i p a t e d  cash  f low of  a c o m p a n y  

under  ana lys is ,  we c o n s u l t a n t s ,  l ike t he  in -house  v a l u a t i o n  a c t u a r y ,  mus t  cons ider  

s t o c k h o l d e r  d iv idends .  The v a l u a t i o n  a c t u a r y  can r e l y  on a s t a t e m e n t  f rom 

m a n a g e m e n t ;  we have  to r e ly  on wha t  we see  to  have  happened  in the  pas t .  

O f t e n  we can  see  a p a t t e r n  in t he  h i s t o r i c a l  p a y - o u t  of  t he  company ,  e i t h e r  in 

t he  p a y - o u t  r a t i o  or in abso lu te  dol lars  pa id  out ,  and would fee l  c o m f o r t a b l e  

e x t e n d i n g  t h a t  p a t t e r n  in to  t he  f u t u r e .  

Howeve r ,  we also have  e n c o u n t e r e d  two p a t t e r n s  t h a t  cause  us to pause.  F i r s t ,  

t h e r e  is a p a t t e r n  of  r e p e t i t i o n  of wha t  would  n o r m a l l y  be ca l l ed  e x t r a o r d i n a r y  

dividends .  S o m e t i m e s  t hese  are  shown exp l i c i t ly ;  o f t e n  t h e y  are  not .  When t h e y  

are  no t  shown exp l i c i t l y ,  t h e y  can  r e su l t  in t h e  s econd  p a t t e r n  in ques t ion ,  

n a m e l y  p a y - o u t  r a t i o s  in excess  of  100 p e r c e n t .  

The fo l lowing  d a t a  are  d rawn  f r o m  a c o m p a n y  we were  r e c e n t l y  asked  to  give an 

opinion on. 

P a y - O u t  S tockho lde r  
Y e a r  R a t i o  Dividends  

1981 74% $11 mil l ion 

198Z IOZ 13 

1983 37 5 

1984 103 17 
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The e r r a t i c  p a t t e r n  in abso lu te  dol lars  of  s t o c k h o l d e r  d iv idends  and p a y - o u t  r a t i o  

c r e a t e d  a d i f f i c u l t  p rob lem in d e t e r m i n i n g  a f u t u r e  p a t t e r n  to be used.  A n o t h e r  

e x a m p l e  is one of  s t e a d i l y  i nc r ea s ing  p a y - o u t  r a t i o s  going pas t  the  100 p e r c e n t  

leve l .  

In our e x p e r i e n c e  the  m o r e  va r i ab le  d iv idend  p a y  outs ,  in abso lu te  dol lar  

a m o u n t s ,  are  f r e q u e n t l y  found  in holding c o m p a n y  s t r u c t u r e s .  Where  t h e r e  is a 

b a l a n c e  of o t h e r  ma jo r  c o n t r i b u t o r s  of ea rn ings  in the  r e l a t e d  f ami ly ,  we are  

l ike ly  to t e m p e r  our conclus ions  abou t  f u t u r e  d iv idend  pay  outs  f rom the  l i fe  

company .  H o w e v e r ,  t h a t  is no t  the  case  in the  example  above.  We are  l e f t  wi th  

t h e  ques t ion :  Who needs  t he  m o n e y  and why? M a n a g e m e n t  of t he  c o m p a n y  m a y  

say  t h a t  is beyond  our a r e a  of ques t ion ing .  However ,  i f  a l i f e  i n su rance  c o m p a n y  

is to  be t u r n e d  in to  a cash  cow,  we wan t  to  uncove r  t h a t  as qu ick ly  as we can.  I t  

m a y  h a v e  ma jo r  i m p l i c a t i o n s  for  t he  f u t u r e  of  the  c o m p a n y .  

One o t h e r  c o m m e n t  abou t  the  holding c o m p a n y  e n v i r o n m e n t  - -  we c o n s u l t a n t s  

look a t  t he  f i nanc i a l  so l id i ty  of  indiv idual  c o m p a n i e s  j u s t  l ike va lua t i on  a c t u a r i e s  

do. But ,  you 'd  be su rpr i sed  at  how o f t e n  t he  m a n a g e m e n t  of  a hold ing c o m p a n y  

t r i e s  to  ge t  c r ed i t  for  add i t iona l  so l id i ty  of a l i f e  c o m p a n y  based  on o the r  

en t i t i e s .  

In conclus ion,  a g rowing  n u m b e r  of peop le  ou ts ide  i n su rance  compan ie s  a re  

looking a t  issues ve ry  s imi l a r  to  those  th is  group is address ing .  These  ou t s ide  

peop le  have  c o m e  to r e a l i z e  t h a t  t h e y  canno t  r e ly  c o m p l e t e l y  on the  cu r r en t  

publ i shed f i nanc i a l  s t a t e m e n t s ,  in p a r t i c u l a r ,  Annual  S t a t e m e n t s ,  to  give t hem a 

c o m p l e t e  p i c t u r e  of  the  f i nanc i a l  so l id i ty  of  l i fe  i n su rance  compan ies ,  nor  can  
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t h e y  r e l y  on publ i shed  r a t i ngs  of  i n s u r a n c e  c o m p a n i e s  t h a t  a re  based  on no more  

t h a n  a p a r a p h r a s i n g  of the  compan ie s '  f i n a n c i a l  s t a t e m e n t s .  

W i t h o u t  f u r t h e r  a s su rances  f rom insu rance  c o m p a n y  m a n a g e r s  and v a l u a t i o n  

a c t u a r i e s  t h a t  f i nanc i a l  m a n a g e m e n t  is b a s e d  on a t ho rough  analys is  of t he  

c o m p a n y  and  does not  r e ly  m e r e l y  on s t a t e d  m o r t a l i t y  t ab les ,  i n t e r e s t  r a t e s ,  and 

so on, t h e r e  will be a g rowing  d e m a n d  for  m o r e  r aw  i n f o r m a t i o n  to  work  with .  I 

know t h a t  I will  be asking for  it .  And no m a t t e r  wha t ,  I f o r e s e e  a growing 

n u m b e r  of  people  doing wha t  we are  doing a t  TPF&C - -  looking over  your  

shoulder  and f o r m i n g  our  own conclus ions  about  the  f i nanc i a l  s t r e n g t h  of your  

compan ie s .  

/ 

At l e a s t  p a r t  of  the  ou t s ide  world  is now focus ing  on the  p r o j e c t e d  cash  f low 

pos i t ion  of  i n s u r a n c e  compan ies .  C o m p a n i e s  have  p r o m i s e d  the  public  a cash  

f low in the  f u t u r e  and the  publ ic  is beg inn ing  to  ask: "Where is i t  coming  f r o m ? "  

Here  I am t a lk ing  abou t  l o n g - t e r m  cash  f low,  but  i n a d e q u a t e  c u r r e n t  cash  f low 

has p roven  to be t he  downfa l l  of  i n su rance  c o m p a n i e s  in the  pas t .  But~ people  

will say ,  those  were  spec ia l  i n s t a n c e s .  Pe rhaps .  But ,  I ask you  to cons ider  w h a t  

happens  if  the  publ ic  loses c o n f i d e n c e  in an i n su rance  c o m p a n y  for  any  reason .  

Tha t  l ack  of  c o n f i d e n c e  could qu ick ly  be t r a n s l a t e d  in to  a d r a s t i c  r e d u c t i o n  in 

c u r r e n t  cash  f low,  thus  c r e a t i n g  a s e l f - f u l f i l l i n g  p rophesy .  

We on the  ou t s ide  o f t e n  f ind  t h a t  when  we canno t  r e c o n c i l e  t he  f i nanc i a l  

s t a t e m e n t s  of an i n su rance  c o m p a n y  wi th  wha t  the  m a n a g e r s  a re  saying,  i t  is 

b e c a u s e  of  an i n c o m p l e t e  l inkage  b e t w e e n  f i n a n c i a l  m a n a g e m e n t  and financi.al  
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r e p o r t i n g  s y s t e m s .  When the  f i nanc i a l  r e p o r t i n g  s y s t e m s  win out ,  we on the  

ou t s ide  go a w a y  wi th  a strong~ and o f t e n  n e g a t i v %  opinion t h a t  colors  our 

v a l u a t i o n  of  t he  company .  

F ina l ly ,  those  ou ts ide  the  in su rance  i n d u s t r y  have  b e c o m e  s e n s i t i z e d  to the  

i m p l i c a t i o n s  of r e i n s u r a n c e .  If s u b s t a n t i a l  r e i n s u r a n c e  is in p lac% we will t r a c k  

down the  cha in  looking for  the  w e a k e s t  l ink. I would sugges t  t h a t  your  r e l i ance  

on r e s e r v e  c r ed i t s  for  r e i n s u r a n c e  should  be based  on s imi l a r  cons ide ra t ions .  Do 

you  know your  r e insu re r s '  v a l u a t i o n  a c t u a r i e s ?  

I would l ike to c lose  wi th  a c o m m e n t  and a ques t ion .  I f e e l  s o m e t i m e s  as if  I am 

t ry ing  to  g e t  a f ee l  for  a C-4 risk9 which  I cal l  the  capab i l i t i e s  or incapab i l i t i e s  

of  c o m p a n y  m a n a g e m e n t .  We c o n s u l t a n t s  look a t  t he  whole  p i c t u r e  of  how the  

c o m p a n y  is run,  f i nanc i a l l y .  

And f ina l ly  the  ques t ion :  If we a c t u a r i e s  canno t  c o m m u n i c a t e  wha t  the  

v a l u a t i o n  a c t u a r y  is doing, have  we r e a l l y  i m p r o v e d  the  public 's  p e r c e p t i o n  of t he  

f i n a n c i a l  s t r e n g t h  of  l i f e  i n su rance  compan ies ,  or will the  publ ic  th ink t h a t  we 

have  r e p l a c e d  one se t  of  a r b i t r a r y  p r o c e d u r e s  by a n o t h e r ?  
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