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SESSION 5 

THE VALUATION A C T U A R Y  AND INSOLVENCIES 

(JOINT SESSION) 

MR. HERBERT S. WOLF: The d e s c r i p t i o n  of the  top ic  to  be cove red  in this  

sess ion,  as ou t l ined  by the  c o m m i t t e e  p lanning the  sympos ium,  r eads  as fol lows:  

"The speakers  in th is  sess ion will e x a m i n e  rea l  l i fe  case  s tud ies  of r e c e n t  

inso lvenc ies  to t e s t  w h e t h e r  the  concep t  of the  Va lua t ion  A c t u a r y  would have  

p r e v e n t e d  inso lvenc ies  or r e d u c e d  the  losses r e su l t i ng  f rom inso lvenc ies .  The  

speake r s  will m a k e  some  obse rva t ions  r e l a t i n g  the i r  f ind ing  to the  p r e sen t  s t a t e  

of  the  va lua t ion  a c t u a r y  concep t s . "  

A pane l  was f o r m e d  in o rder  to  s t u d y  some  of  the  r e c e n t  inso lvenc ies  and to  

m a k e  a r epo r t  to  this  sympos ium.  This pane l  g a t h e r e d  the  d a t a  p r e s e n t e d  here .  

R ick  F i she r  will discuss the  scope of the  i nves t i ga t i on .  Lew N a t h a n  will 

s u m m a r i z e  the  f indings ,  and Bud F r i e d s t a t  will d raw some  conclus ions .  

It is i m p o r t a n t  t h a t  you  have  an u n d e r s t a n d i n g  of the  e n v i r o n m e n t  in which we 

g a t h e r e d  the  v e r y  l i m i t e d  f a c t u a l  i n f o r m a t i o n  we are  r e p o r t i n g  to  you.  An 

in so lvency  is c l ea r ly  a d i s rup t ion  in the  no rmal  working  r e l a t ionsh ips  of an 

i n su rance  company .  A r e c e i v e r ,  or s o m e o n e  wi th  a s imi l a r  t i t l e ,  is appoin ted;  

this  person,  in one way or ano the r ,  has c o m p l e t e  power  over  the  f u t u r e  running  

and d ispos i t ion  of  the  i n su rance  company .  It is the  job of the  r e c e i v e r  to  p r o t e c t  

t he  i n t e r e s t s  of the  po l i cyho lde r s  and c l a i m a n t s  under  the  i n - f o r c e  pol ic ies  to  

t he  exclus ion  of  the  m a n a g e m e n t  of  the  company ,  the  owners  of t he  company ,  

and  c r e d i t o r s  o t h e r  t han  c l a i m a n t s .  
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The  e v e n t  of  the  a p p o i n t m e n t  of  the  r e c e i v e r  s tops  all n o r m a l  f inanc ia l  r e p o r t i n g  

f u n c t i o n s  of  the  i n s u r a n c e  c o m p a n y .  The  emphas i s  is on ob ta in ing  a r e a s o n a b l e  

b a l a n c e  s h e e t  t ha t  will d e t e r m i n e  the  sho r t f a l l .  The  i n - f o r c e  business  is 

g e n e r a l l y  d iv ided  i n t o  the  bus iness  t h a t ,  by the  t e r m s  of the  unde r ly ing  po l ic ies ,  

can  be  c a n c e l e d  or n o n r e n e w e d ,  and the  business  t ha t  has r e n e w a l  g u a r a n t e e s .  

E f f o r t s  a re  m a d e  to  f ind  an i n s u r a n c e  c o m p a n y  wil l ing and ab le  to a s sume  the  

l a t t e r  i n - f o r c e  business .  To  this  pu rpose ,  bids a re  so l i c i t ed .  T h e s e  bids may  

have  the  ne t  e f f e c t  of  r equ i r i ng  a r e i n s u r a n c e  p r e m i u m  less  t han  or g r e a t e r  t han  

a s se t s  ava i l ab l e ,  d e p e n d e n t  on the  va lue  ass igned  t he  business  to  be t a k e n  over .  

The  only a c c o u n t i n g  t h a t  is m a d e  s u b s e q u e n t  to  the  i n c e p t i o n  of the  r e c e i v e r s h i p  

is any  a c c o u n t i n g  r e q u i r e d  by  the  supe rv i s ing  cou r t .  

You  can  a p p r e c i a t e  t he  f a c t  t h a t  once  t he  r e g u l a t o r y  a u t h o r i t y  a s se r t s  t h a t  an 

i n s o l v e n c y  i n d e e d  ex is t s ,  t h a t  a s s e r t i o n  a lone  v i r t u a l l y  g u a r a n t e e s  a s e l f -  

fu l f i l l ing  cha in  of  e v e n t s  t h a t  is v i r t u a l l y  c e r t a i n  to  r e su l t  in a l iqu ida t ion .  Thus,  

s h a r e h o l d e r s  will o f t e n  seek  to  assess  b l a m e  and b r ing  sui t  to  r e c o v e r  losses  

aga ins t  a c t u a r i e s ;  aud i to r s ;  and, in some  cases ,  t he  r e g u l a t o r y  a u t h o r i t y .  

Thos e  c o m p a n i e s  t h a t  a p p e a r  to have  s u f f i c i e n t  e q u i t y  va lue  to  c o v e r  a s h o r t f a l l  

a r e  p l a c e d  unde r  supe rv i s ion  w i t h o u t  the  a p p o i n t m e n t  of a r e c e i v e r .  In m a n y  

i n s t a n c e s ,  the  publ ic  is not  a w a r e  of the  d i f f i c u l t i e s .  This is a c t u a l l y  an abso lu t e  

n e c e s s i t y  to  s ave  the  c o m p a n y  in a m a r g i n a l  e q u i t y  va lue  s i t ua t i on .  

In this  e n v i r o n m e n t ,  i t  is d i f f i c u l t  to  e s t ab l i sh  the  f i nanc i a l  f a c t s  t ha t  l ed  to  the  

i n s o l v e n c y .  This is t he  e n v i r o n m e n t  in which  we had  to  work.  For  this r e a son ,  

our  f ind ings  a r e  l a r g e l y  a n e c d o t a l  and no t  f i nanc i a l .  
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I t  is i m p o r t a n t  for  the  va lua t ion  a c t u a r y ,  if he is to be e f f e c t i v e ,  to u n d e r s t a n d  

the  fo r ce s  and f a c t o r s  l ead ing  to in so lvency .  For  th is  reason ,  our r epo r t  is 

i m p o r t a n t .  In order  to ob ta in  some  of the  i n f o r m a t i o n  and background  going in to  

the  r epo r t s  be ing  m a d e  to you,  p ledges  of c o n f i d e n t i a l i t y  had  to  be given.  Fo r  

this  reason ,  an e f f o r t  is made  to not  i d e n t i f y  any company ,  and no to t a l  p i c t u r e  

of  any  one c o m p a n y  is p r e s e n t e d .  In some  in s t ances ,  sui ts  are  going th rough  the  

cour t s  r e l a t i n g  to the  inso lvency .  In r e l a t i o n  to some  of t he se  inso lvenc ies ,  t h e r e  

have  been  c r imina l  p ro secu t i ons .  

You will hea r  t h a t  the  inso lvenc ies  t h a t  we e x a m i n e d  are  by no m e a n s  all  t he  

inso lvenc ies  t h a t  o c c u r r e d  during the  pe r iod  s tud ied .  We s tud i ed  those  t h a t  had  

no equ i ty  or i n s u f f i c i e n t  equ i ty  to cover  the  sho r t f a l l .  The re  are  a g r e a t e r  

number  t h a t  had  equi ty ,  and the  i n so lvency  r e s u l t e d  in the  t a k e o v e r  of t he  

bus iness  in fo rce  or the  c o m p a n y  i t s e l f  by o t h e r  i n s u r a n c e  companies .  I t  m a y  

even be t h a t  the  l a t t e r  c a t e g o r y  is a m o r e  f r u i t f u l  a r e a  of s t u d y  to d e t e r m i n e  the  

role  of the  va lua t i on  a c t u a r y .  

You will h e a r  m e n t i o n e d  the  e x i s t e n c e  of surplus  r e l i e f  r e i n s u r a n c e  a g r e e m e n t s  

p r e s e n t  pr ior  to  t he  inso lvency .  These  were  l a rge ly  n o - r i s k  r e in su rances .  The 

e f f e c t  of these  r e i n s u r a n c e s  is to t r a n s f e r  the  equ i ty  in the  unde r ly ing  business  

f rom the  ced ing  c o m p a n y  to the  r e insu re r .  No as se t s  a re  t r a n s f e r r e d  a t  

i ncep t i on  of the  a g r e e m e n t  or subsequen t ly ,  o t h e r  t h a n  the  smal l  f ee  pa id  to the  

r e in su re r .  The only source  of cash  to m e e t  the  ob l iga t ions  under  the  p r e s u m a b l y  

r e in su red  po l icy  is the  cash  f low of  the  ced ing  company .  In the  absence  of the  

a s sumpt ion  of any r isk by the  r e insu re r ,  t h e s e  a g r e e m e n t s  a re  des igned  for  t he  

ced ing  c o m p a n y  to r e a l i z e  and cap i t a l i z e ,  as p a r t  of  i ts  surplus,  t he  unde r ly ing  
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e q u i t y  in t he  i n - f o r c e  bus iness  w i t h o u t  the  t r a n s f e r e n c e  of any r isk.  F o r  s o m e  of 

you ,  this  m a y  be  d i f f i c u l t  to  v i sua l i ze .  The  s i m p l e s t  e x a m p l e  is in r e l a t i o n  to a 

b loc k  of  a c c i d e n t  and h e a l t h  business .  Individual  a c c i d e n t  and h e a l t h  business  

will o f t e n  have  a f i r s t - y e a r  c o m m i s s i o n  of  50 to  60 p e r c e n t .  The  wr i t ing  

c o m p a n y  is r e q u i r e d  to m a i n t a i n  u n e a r n e d  p r e m i u m  r e s e r v e s  equal  to  100 p e r c e n t  

of  t h e  p r e m i u m s  paid .  Thus ,  wi th  r e d u c e d  f i r s t - y e a r  c l a im ra t ios ,  t he  c o m p a n y  

has a l a r g e  e q u i t y  in t he  u n e a r n e d  p r e m i u m  r e s e r v e .  The  r e i n s u r a n c e  a g r e e m e n t ,  

in th is  case ,  will p r o v i d e  a ced ing  c o m m i s s i o n  a p p r o x i m a t e l y  equal  to  the  

c o m m i s s i o n  pa id  to the  agen t .  T h e  p r e m i u m ,  in f a c t ,  is not  pa id  to the  

r e i n s u r a n c e  c o m p a n y ,  bu t  c a r r i e d  as a l i ab i l i t y  to t he  r e i n s u r a n c e  c o m p a n y ,  and 

t he  u n e a r n e d  ced ing  c o m m i s s i o n  is c a r r i e d  as a r e c e i v a b l e .  T h e  r e i n s u r a n c e  

a g r e e m e n t  will l imi t  t he  l i ab i l i t y  of t he  r e i n s u r a n c e  c o m p a n y  to  t he  ne t  a m o u n t  

due  t he  r e i n s u r e r .  

Also r e m e m b e r  t ha t  t he  i n s o l v e n c i e s  s t ud i ed  deal  wi th  the  pas t .  None  of t he se  

c o m p a n i e s ,  b e c a u s e  of t he  t iming ,  had i n t e r e s t - s e n s i t i v e  l i f e  i n s u r a n c e  in f o r c e .  

A v e r y  smal l  n u m b e r  of i n t e r e s t - s e n s i t i v e  annu i t i e s  we re  involved .  The  

d o m i n a t i n g  f o r c e s  i n f l u e n c i n g  the  p e r i o d  s t u d i e d  a re  t he  p r i o r  high i n t e r e s t  r a t e s  

and the  high m e d i c a l  c l a im  cos t s .  

T r a n s a c t i o n s  b e t w e e n  a f f i l i a t e d  p a r t i e s  p l a y e d  a ro le  in some  of t he se  in so lven-  

c ies .  A f f i l i a t i o n  can  o c c u r  t h r o u g h  c o m m o n  ownersh ip  of  m o r e  than  one 

i n s u r a n c e  c o m p a n y  or t h r o u g h  one  i n s u r a n c e  c o m p a n y  owning  one  or  m o r e  o t h e r  

i n s u r a n c e  c o m p a n i e s .  F o r  t he  p u r p o s e  of  s t a t u t o r y  a c c o u n t i n g ,  e a c h  i n s u r a n c e  

c o m p a n y  is l ooked  a t  s e p a r a t e l y .  Fo r  f i nanc i a l  r e p o r t i n g  pu rposes  to  s h a r e -  

ho lde r s ,  t he  f i nanc i a l  s t a t e m e n t s  of t h e s e  i n s u r a n c e  c o m p a n i e s  would be  
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conso l ida ted .  Conso l ida t ion  in t he se  s i t ua t i ons  should be r equ i red  in one fo rm or 

ano the r .  The va lua t ion  a c t u a r y  should m a k e  r e f e r e n c e  to t r a n s a c t i o n s  wi th  

a f f i l i a t e s  and form an opinion of how these  t r a n s a c t i o n s  i n f l uence  the  c o m p a n y  

fo r  which the  a c t u a r y  is responsible .  

I be l i eve  i t  is i m p o r t a n t  for  the  f u t u r e  e d u c a t i o n  of the  va lua t i on  a c t u a r y ,  and to 

aid in the  evolu t ion  of the  t e chn inues  to  be used  by the  va lua t ion  a c t u a r y ,  t h a t  

f u t u r e  inso lvenc ies  be s tud i ed  and r e p o r t e d  to the  profess ion .  The s t anda rds  

e s t ab l i shed  for  t he  va lua t i on  a c t u a r y  mus t  be c o n s i d e r e d  f lu id  and sub jec t  to  

change .  In o rder  to se rve  the  p ro fes s ion  and to m a k e  these  changes  on an 

i n f o r m e d  and t i m e l y  basis ,  i t  will be n e c e s s a r y  to  have  a con t inuous  r ev iew 

s y s t e m .  To this  end, in any  in so lvency  sub jec t  to r e g u l a t o r y  ac t ion ,  an a u t o m a t i c  

r ev i ew  p rocess  of the  work of the  va lua t i on  a c t u a r y  should  be i n s t i t u t e d .  This 

p rocess  should not  be a d i sc ip l ina ry  process ,  but  pu re ly  a p ro fess iona l  r ev i ew  

process .  The inso lvenc ies  s tud i ed  should  inc lude  bo th  the  types  we s tud ied  and 

the  types  r e su l t i ng  in a t akeove r .  To accompl i sh  this,  I be l i eve  one of the  

a c t u a r i a l  o rgan iza t ions  should  fo rm a c o m m i t t e e  whose cha rge  is to m a k e  such  

s tud ies  and to r epo r t  i ts  f indings .  

MR. RICHARD F. FISHER: I will discuss the scope of the research conducted by 

our panel. First, we were faced with a determination of which companies to 

include in the study. We decided to look at insolvencies that occurred in the 

years 1983, 1984 and 1985. We decided to study only those companies for which 

assessments were voted by state life and health guarantee associations. This was 

to avoid any subjective election process, because there are manv companies in 

various stages of insolvency, as I will explain shortly. Second, we eliminated 
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c a s u a l t y  i n s u r a n c e  c o m p a n i e s .  T h e s e  we re  c o m p a n i e s  t ha t  were  in the  l i f e  and 

h e a l t h  g u a r a n t e e  a s s o c i a t i o n  b e c a u s e  of  t he i r  h e a l t h  i n s u r a n c e  business ,  but  t hey  

w e r e  p r i m a r i l y  c a s u a l t y  i n s u r a n c e  compan i e s .  The  r e su l t  was a s tudy  of 16 

c o m p a n i e s .  

We did no t  s t udy  c o m p a n i e s  wi th  d i f f i c u l t i e s  in s t a t e s  w h e r e  t h e r e  is no 

g u a r a n t e e  fund.  We did no t  s t udy  c o m p a n i e s  t h a t  we re  s t a t u t o r i l y  in so lven t  but  

e c o n o m i c a l l y  v iab le  and could,  t h r o u g h  m e r g e r  or r e o r g a n i z a t i o n ,  so lve  t h e i r  

p r o b l e m s  w i t h o u t  an a s s e s s m e n t ' s  r e su l t i ng .  In t h e  s t a t e  of  Il l inois a lone  we 

know of  t h r e e  c o m p a n i e s  t h a t  w e r e  m e r g e d  or r e o r g a n i z e d  and thus avo ided  

i n s o l v e n c y .  And we did not  s t udy  c o m p a n i e s  t h a t  w e r e  unde r  supe rv i s ion  or 

p r o t e c t i o n  by the  r e g u l a t o r s  bu t  had  no t  b e e n  r e m a n d e d  to  the  g u a r a n t e e  

a s s o c i a t i o n  fo r  a c t i o n  or f o r  whom no a s s e s s m e n t  had  y e t  b e e n  t aken .  In o t h e r  

words,  we we r e  looking  at  the  t ip of an i c e b e r g .  It  is i n t e r e s t i n g  to  no t e  the  

va r ious  s t a g e s  a c o m p a n y  wi th  d i f f i c u l t y  can  go th rough .  Our s t udy  was of  

c o m p a n i e s  t h a t  had se r ious  enough  d i f f i c u l t i e s  t h a t  t h e y  had gone th rough  all 

s t ages .  In o t h e r  words ,  we s t ud i ed  the  m o s t  s e v e r e  cases .  

To o b t a i n  i n f o r m a t i o n ,  our  pane l  c o n t a c t e d  peop l e  a t  the  s t a t e  g u a r a n t e e  fund  

a s s o c i a t i o n s  and s t a t e  i n s u r a n c e  d e p a r t m e n t s .  We also t r i e d  to  c o n t a c t  o f f i c e r s  

of  the  i n s o l ven t  c o m p a n i e s  and consu l t i ng  a c t u a r i e s  who w e r e  involved .  We 

g a t h e r e d  d a t a  f r om Bes t ' s  R e p o r t s  and r e a d  a r t i c l e s  in the  t r a d e  p u b l i c a t i o n s  

abou t  t he  i n s o l v e n c i e s .  

Some  of  t he  i n f o r m a t i o n  was o b t a i n e d  on the  p r o m i s e  t h a t  the  c o m p a n i e s  to  

which  t he  i n f o r m a t i o n  r e l a t e d  would no t  be s p e c i f i c a l l y  i d e n t i f i e d ,  and t h e  
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sou rce  of the  i n f o r m a t i o n  would not  be i den t i f i ed .  These  p ledges  of con f iden -  

t i a l i t y  were  n e c e s s a r y  in o rder  to ob ta in  the  l i m i t e d  a m o u n t  of i n f o r m a t i o n  we 

r ece ived .  Since we could not  i d e n t i f y  compan ies ,  i t  was not  possible  to provide  a 

cohes ive  p i c t u r e  of  a g iven company .  This p l aced  a g r e a t  dea l  of r e s t r a i n t  on the  

r epo r t .  

The  i n f o r m a t i o n  we ob t a ined  was, for  the  mos t  pa r t ,  a n e c d o t a l  and not  

q u a n t i t a t i v e .  It was m o s t l y  i n f o r m a t i o n  ob ta ined  f rom t e l ephone  in te rv iews .  

One i n t e r e s t i n g  prob lem is t h a t  once  a c o m p a n y  is d e c l a r e d  inso lven t ,  t h e r e  are  

no m o r e  f inanc ia l  s t a t e m e n t s  p r epa red .  The a m o u n t  of  d a t a  is s c a r c e ,  as t h e r e  is 

no f inal  a c c o u n t i n g  made .  A s t a t e  does not  p r e p a r e  a f ina l  s t a t e m e n t  to f i le  

wi th  i t s e l f .  If i t  did p repa re  a s t a t e m e n t ,  s t o c k  c o m p a n y  sha reho lde r s  migh t  sue  

the  r egu l a to r ,  a l leg ing  t h a t  t h e r e  was no p rope r  cause  for  ac t i on  l ead ing  to the  

t a k e o v e r .  This is why our s tudy  had to be a n e c d o t a l .  

None the l e s s ,  the  a n e c d o t e s  m a y  provide  more  ins ight  t h a n  any  d a t a  would. Some 

of  t he  m o r e  i n t e r e s t i n =  n e g a t i v e  c o m m e n t s  m a d e  were  as fol lows:  "Ch ie f  

e x e c u t i v e  o f f i c e r s  a re  usual ly  no t  f i n a n c i a l l y  o r i en t ed" ;  "Many would no t  b e l i e v e  

a v a l u a t i o n  a c t u a r y ' s  r epor t " ;  "Even if  an i n s u r a n c e  d e p a r t m e n t  knew t h e r e  were  

p rob lems ,  th ings  would drag  on, and f a c t s  would be  concea l ed" ;  and, f ina l ly ,  "You 

can ' t  l e g i s l a t e  m o r a l i t y . "  

Our  panel  c o l l e c t e d  the  i n f o r m a t i o n ,  m e t  s eve ra l  t imes  and d iscussed  the  

s imi l a r i t i e s  of  the  var ious  compan ies ,  i d e n t i f i e d  f a c t o r s  and n o n f a c t o r s  l ead ing  

to inso lvency ,  and t a b u l a t e d  the  resu l t s  for  p r e s e n t a t i o n .  Lew N a t h a n  will r epo r t  

on the  r e su l t s  t h a t  we ob ta ined .  
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B e f o r e  he does,  I will b r i e f l y  p r o v i d e  a p ro f i l e  of a t yp i ca l  c o m p a n y .  It was v e r y  

i n t e r e s t i n g  to  m e  how t h e s e  c o m p a n i e s  migh t  a p p e a r  to  be v e r y  h e a l t h y  on the  

o u t s i d e  a s ho r t  t i m e  b e f o r e  i n so l vency .  Fo r  e x a m p l e ,  a t yp i ca l  c o m p a n y  m a y  

ha ve  b e e n  an old e s t a b l i s h e d  c o m p a n y  wi th  a p lush h o m e  o f f i c e ,  a v e r y  high 

surp lus  r a t i o  (a l though,  f o r  smal l  c o m p a n i e s ,  this  is s imply  a r e su l t  of min imum 

r e q u i r e m e n t s  fo r  s t a t u t o r y  surplus  and cap i t a l ) ,  v e r y  rap id  sa les  Rrowth and an 

a c t u a r i a l  s i g n a t u r e  on i ts  las t  annual  s t a t e m e n t .  All would a p p e a r  v e r y  good on 

the  s u r f a c e .  

H o w e v e r ,  once  you  l o o k e d  b e n e a t h  t he  s u r f a c e  in a t yp i ca l  c o m p a n y  t h a t  runs 

i n to  d i f f i c u l t i e s ,  you  m i g h t  f ind  t he  fo l lowing:  a s h o r t - t e r m  m a n a g e m e n t  t e a m ,  

e v e n  though  the  c o m p a n y  is old; a s se t s  of q u e s t i o n a b l e  value;  loans  t a k e n  wi th  

t he  a s se t s  as c o l l a t e r a l  (this is a way  of  l i que fy ing  an a s se t  w i thou t  r e a l i z i ng  a 

loss); t he  e x i s t e n c e  of n o - r i s k  surplus  r e l i e f  r e i n s u r a n c e  c o n t r a c t s  p roduc ing  t he  

high surplus  r a t io ;  an u n d e r p r i c e d  p r o d u c t  t h a t  is d r iv ing  t he  high sa les  g rowth ;  a 

c o m p a n y  t h a t  is l iving on i t s  cash  f low,  t h a t  is, one  t h a t  is no t  a c t u a r i a l l y  

a l igned;  and bad d a t a  and r e c o r d s  t h a t  p e r m i t  t he  p r o b l e m s  to  go u n n o t i c e d .  

Thus ,  all is no t  as i t  appea r s  on the  s u r f a c e .  Also, t he  d e m i s e  can  be  v e r y  rapid .  

MR. LEW H. NATHAN:  The  fo l lowing  is a d i scuss ion  of the  o b s e r v a t i o n s  t h a t  

this  group m a d e  abou t  t he  16 i n so l ven t  i n s u r a n c e  c o m p a n i e s .  A l though  we a re  all 

i n t e r e s t e d  in the  d e t a i l s  beh ind  e a c h  i n s o l v e n c y ,  the  i n f o r m a t i o n  t h a t  fo l lows is 

s u m m a r i z e d ,  s ince  it  is a n e c d o t a l  in n a t u r e .  T h e r e  can be m a n y  opinions  as to 

why an i n s o l v e n c y  o c c u r r e d  or  how it m a y  h a v e  b e e n  p r e v e n t e d .  The  d a t a  

p r e s e n t e d  h e r e  a re  s o m e w h a t  s u b j e c t i v e  in n a t u r e  and a re  based  on discuss ions  

or,  a t  t i m e s ,  i n f e r e n c e s  wi th  r e s p e c t  to  e a c h  c o m p a n y .  The  mos t  i m p o r t a n t  p a r t  
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of this discussion will be  the conclusions that  can be drawn with r e spec t  to the 

valuat ion ac tu a ry  concept .  These will be p r e sen t ed  by Bud Fr ieds ta t .  

Before we discuss specific attributes, let's discuss several summary statistics 

associated with these insurance companies. As Rick Fisher mentioned- these 

companies looked healthy on the outside, but underneath the surface all was not 

necessarily well. Several examples follow to illustrate this point. 

The annual premium volume for  these  companies  ranged from under  $1 million to 

$38 million. The company that  r epo r t ed  $38 million in i ts  last  full ca lendar  year  

prior to insolvency sold major  medical  cove rage  with a $1 million l imit  in the 

small  group mult iple  employer  t rus t  (MET) marke t .  P remiums  were  thought to 

be  inadequate ,  and this company exper ienced  rapid premium growth,  from $1Z 

million to $35 million over year .  This g rowth  r e su l t ed  in process ing backlogs  and 

c r e a t e d  d i f f icu l t ies  in moni tor ing exper ience  and establ ishing reserves .  The 

pos i t ive  cash flow was used to cover  a h i g h e r - t h a n - a p p r o p r i a t e  expense level .  

R e s e r v e s  were  init ially se t  as a p e r c e n t a g e  of paid claims,  which was not  

appropr ia te  for this rapidly growing book.  Auditors  had to re ly  on s t a t e m e n t s  

regarding the unprocessed  i tems  in order to de t e rmine  if the appropr ia te  

l iabi l i t ies  had been  establ ished.  By March of the  next  year ,  a r e se rve  de f i c i ency  

was discovered,  and short ly  t h e r e a f t e r ,  the company  was dec la red  insolvent .  

The amount of admitted assets for these companies varied from under $I million 

to a high of $30 million. The company that had $30 million of admitted assets 

was selling a single premium deferred annuity product at first-year guaranteed 

interest rates of 11-3/4 to 14 percent. The premium volume for these individual 
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a n n u i t i e s  g r ew  rap id ly ,  and r e s e r v e s  m o r e  than  doubled  ove r  the  las t  c a l e n d a r  

y e a r  p r i o r  to  i n so lvency .  One  of  the  r e a sons  c i t e d  fo r  this  i n s o l v e n c y  was t h a t  

t he  g u a r a n t e e d  i n t e r e s t  r a t e s  w e r e  se t  a t  h i g h e r - t h a n - m a r k e t  l eve l s  and in 

e x c e s s  of  t he  r a t e s  e a r n e d  by the  c o m p a n y ' s  i n v e s t m e n t s .  One  of t h e s e  

i n v e s t m e n t s  was a $1.4 mi l l ion  n o n n e g o t i a b l e  n o t e  in the  p a r e n t  c o m p a n y  t h a t  

was in d e f a u l t  in t he  s a m e  y e a r  th is  c o m p a n y  was d e c l a r e d  in so lven t .  The  p a r e n t  

c o m p a n y  had f ew  asse t s  o t h e r  t han  the  c a p i t a l i z e d  va lue  of i ts  two a f f i l i a t e  

i n s u r a n c e  c o m p a n i e s ,  b o t h  of  which  w e r e  i n so lven t .  

The  surplus  r a t i o ,  which  is the  r a t i o  of c ap i t a l  and surplus funds to  a d m i t t e d  

asse t s ,  v a r i e d  for  t h e s e  c o m p a n i e s  f r o m  a n e g a t i v e  pos i t i on  of  48 p e r c e n t  to  an 

unusua l ly  high p o s i t i v e  pos i t i on  of  84 p e r c e n t .  The  c o m p a n y  wi th  the  84 p e r c e n t  

r a t i o  was a u t h o r i z e d  to  w r i t e  b o t h  l i f e  and c a s u a l t y  l ines  in one  s t a t e  only.  The  

c o m p a n y  f i l ed  two  s t a t e m e n t s ,  one fo r  i ts  l i f e  bus iness  and the  o t h e r  fo r  i ts  

c a s u a l t y  bus iness ,  and a p p a r e n t l y  l i s t ed  t o t a l  c o m p a n y  surplus  in e a c h  s t a t e m e n t .  

T h e  84 p e r c e n t  is ba sed  on the  r a t i o  of  the  t o t a l  surplus  of  the  c o m p a n y  as a 

whole  to  t he  sum of  th is  t o t a l  surplus  plus the  l i fe  a sse t s .  The  l i fe  s t a t e m e n t ,  

p r i o r  to  i n so l vency ,  had ¢72,000 in p r e m i u m  i n c o m e ,  and the  l i fe  business  was 

i n c i d e n t a l  to  the  c a s u a l t y  o p e r a t i o n .  The  c a s u a l t y  l ines  w r i t t e n  i nc luded  fire~ 

a u t o m o b i l e ,  and wor ke r s '  c o m p e n s a t i o n .  The  c a s u a l t y  s ide e v e n t u a l l y  wen t  

i n s o l v e n t  and r e s u l t e d  in t he  i n s o l v e n c y  of t he  l i f e  s ide.  

The  c o m p a n y  wi th  t he  n e g a t i v e  surplus  r a t i o  of 48 p e r c e n t  was a pu re  a s s e s s m e n t  

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

s t a t u t e  in i ts  s t a t e  of  d o m i c i l e .  This c o m p a n y  w r o t e  var ious  f o r m s  of indiv idual  

a c c i d e n t  and hea l t h ,  h o s p i t a l i z a t i o n ,  m e d i c a l ,  and su rg ica l  po l i c i e s  in this  one 
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s t a t e .  B e c a u s e  of  i ts  c h a r t e r ,  this  c o m p a n y  was  no t  r e q u i r e d  to  m a i n t a i n  

r e s e r v e s ,  and i t s  n e t  gain f rom o p e r a t i o n s  was e s s e n t i a l l y  b a s e d  on i ts  cash  f low.  

Wi th  a s e r i e s  of n e t  losses  f rom ope ra t i on ,  this  c o m p a n y  was  p l a c e d  in 

c o n s e r v a t o r s h i p  by  the  s t a t e  of  domic i l e .  

The  age  at  i n s o l v e n c y  of t h e s e  c o m p a n i e s  r a n g e d  f rom abou t  y e a r  to 103 yea r s .  

One  c o m p a n y  was  i n c o r p o r a t e d  in 1981, had  no i n c o m e  in 1982, and s t a r t e d  

se l l ing u n d e r p r i c e d  M e d i c a r e  S u p p l e m e n t  bus iness  in 1983. R a p i d  g r o w t h  led  to  

the  i n s o l v e n c y  of  this  c o m p a n y  l a t e r  in 1983 wi th  a d e f i c i t  a t  t ha t  t ime ,  as 

e s t i m a t e d  by  the  i n su rance  d e p a r t m e n t ,  of  a b o u t  $8 mil l ion.  

The  c o m p a n y  t ha t  had  b e e n  in bus iness  fo r  103 y e a r s  had  m o r e  s e v e r e  p r o b l e m s .  

This c o m p a n y  was  l i c e n s e d  in 47 s t a t e s  (non-New York) and w r o t e  p r i m a r i l y  

h e a l t h  c a r e  c o v e r a g e  in two  s t a t e s ,  S t a t e  A and S t a t e  B. In S t a t e  A, a 

t h i r d - p a r t y  a d m i n i s t r a t o r  (TPA) was  used  and a p p a r e n t l y  g iven  r e spons ib i l i t y  fo r  

unde rwr i t i ng ,  ra t ing ,  and c l a ims  p a y m e n t s .  Bus iness  q u a d r u p l e d  in this s t a t e  

dur ing this c o m p a n y ' s  las t  y e a r  pr ior  to i n so lvency .  A l though  90 p e r c e n t  of  this 

bus iness  was to  be  r e i n s u r e d  wi th  a T P A - o w n e d  re insu re r ,  one  in fe r s  t ha t  t h e r e  

was  i n s u f f i c i e n t  c a p i t a l i z a t i o n  in the  r e i n s u r e r  to p rov i de  re l i e f .  In the  o t h e r  

s t a t e ,  S t a t e  B, this  i n su re r  u n d e r w r o t e  t h r e e  METs.  P r e m i u m s  t o t a l e d  $38 

mil l ion in this company ' s  las t  y e a r  pr ior  to i n so lvency ,  spl i t  abou t  equa l ly  

b e t w e e n  t h e s e  two  s t a t e s .  When this  c o m p a n y  was  d e c l a r e d  inso lven t  at  t he  end 

of  F e b r u a r y  of the  nex t  yea r ,  i t  was  e s t i m a t e d  t h a t  $6 mi l l ion  to $9 mil l ion of 

t he  t o t a l  n e g a t i v e  surp lus  p o s i t i o n  was  a t t r i b u t a b l e  to  t he  l as t  Z m o n t h s  a lone.  
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The  d u r a t i o n  of  c u r r e n t  m a n a g e m e n t  fo r  t h e s e  c o m p a n i e s  va r i ed  f rom 1 to  1Z 

y e a r s .  F i f t e e n  of  t h e s e  16 c o m p a n i e s  we re  s t o c k  c o m p a n i e s .  Over  ha l f  of t h e s e  

15 had  new m a n a g e m e n t  wi th in  3 y e a r s  of the  d e c l a r a t i o n  of i n so lvency .  At 

t i m e s ,  t he  new m a n a g e m e n t  c a m e  on b o a r d  wi th  t he  p u r c h a s e  of the  i n su rance  

c o m p a n y  and b r ough t  a new p e r s p e c t i v e  in to  the  m a r k e t i n g  of  a c c i d e n t  and 

he a l t h ,  SPDA, or  o t h e r  l ines of  bus iness  as wel l  as add i t i ona l  expenses  and 

a f f i l i a t e  c o m p a n y  f i n a n c i a l  t r a n s a c t i o n s .  The  success  or f a i l u r e  of  any new 

m a r k e t i n g  and f i nanc i a l  a p p r o a c h  is d e p e n d e n t  on any n u m b e r  of  f a c t o r s  and 

c a n n o t  a lways  be  f o r e c a s t  in advance .  

Le t ' s  t u rn  our  a t t e n t i o n  to  a m o r e  g e n e r a l  d i scuss ion  of s e v e r a l  spec i f i c  

a t t r i b u t e s  of  t h e s e  c o m p a n i e s .  A look a t  t he  a s se t s  of  t he se  c o m p a n i e s  r e v e a l e d  

s e v e r a l  p r o b l e m s .  A f ew  c o m p a n i e s  had  a f f i l i a t e  bond and s t o c k  holdings.  

S e v e r a l  of t h e s e  i n v e s t m e n t s  e v e n t u a l l y  w e r e  w r i t t e n  down due to  the  e s s e n t i a l l y  

poo r  f i na nc i a l  cond i t i on  of t he  a f f i l i a t e .  

O t h e r  c o m p a n i e s  e x p e r i e n c e d  ne t  cash  o u t f l o w s  at a po in t  in t i m e  when the  

m a r k e t  va lue  of  t he  a s se t s  was less t han  t he  book  va lue .  One c o m p a n y ,  r a t h e r  

t han  sell  a s se t s ,  b o r r o w e d  f r o m  a bank  and c o l l a t e r a l i z e d  the  loan  wi th  s e c u r i t i e s  

f r o m  i t s  p o r t f o l i o .  As the  f i nanc i a l  c o n d i t i o n  of  t he  i n su re r  d e t e r i o r a t e d ,  t he  

bank  b e c a m e  i n c r e a s i n g l y  ne rvous  abou t  p o l i c y h o l d e r s '  l i ab i l i t i e s '  t ak ing  

p r e c e d e n t  o v e r  t he  bank  loan  and ca l l ed  in t he  loan,  which  c o m p o u n d e d  the  cash  

f low p r o b l e m .  

P a r t y - a t - i n t e r e s t  t r a n s a c t i o n s  w e r e  also a p r o b l e m .  A l l ega t i ons  have  b e e n  m a d e  

of  e x c e s s i v e  f e e s  pa id  to  p a r e n t  c o m p a n i e s  or a f f i l i a t e s  f o r  consu l t ing ,  
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m a n a g e m e n t ,  a d m i n i s t r a t i v e ,  or c o m p u t e r  s e rv i ce s .  I n t e r e s t - f r e e  loans  w e r e  

a p p a r e n t l y  m a d e  to o f f i c e r s  and d i r e c t o r s .  P a r e n t  c o m p a n i e s  s o m e t i m e s  had t he  

r e p u t a t i o n  of  spending  lav ish ly  for  p lush o f f i c e s  or e x e c u t i v e  perks .  

D e f a l c a t i o n  a lso  was  m e n t i o n e d  as a f a c t o r .  Two c o m p a n i e s  e a c h  e x p e r i e n c e d  a 

$3 mi l l ion  f raud .  One  c o m p a n y  had the  m o n e y  a l l e g e d l y  e m b e z z l e d  b y  t w o  

e m p l o y e e s ,  and the  o t h e r  c o m p a n y  had an agen t  who a l l e g e d l y  w r o t e  bus iness  and 

k e p t  the  p r e m i u m .  

R e i n s u r a n c e  t r e a t i e s  a lso p l a y e d  a role .  At t imes ,  t h e s e  t r e a t i e s  a p p e a r e d  to  

have  b e e n  e n t e r e d  in to  fo r  the  p r i m a r y  pu rpose  of  p rov id ing  t e m p o r a r y  surplus  

r e l i e f  to  the  ced ing  c o m p a n y .  A p p a r e n t l y ,  i t  was  no t  u n c o m m o n  for  the  t e r m s  of  

t h e s e  c o n t r a c t s  to no t  e f f e c t i v e l y  p r o v i d e  fo r  any r e a s o n a b l e  t r a n s f e r  of  r isk to  

the  r e i n s u r e r  or i n d e m n i f i c a t i o n  to the  ced ing  c o m p a n y .  C o m p a r i s o n s  of  the  

ou t s t and ing  surplus  r e l i e f  p r o v i d e d  by  t h e s e  r e i n s u r a n c e  t r a n s a c t i o n s  to  t h e  

cap i t a l  and surplus  of  the  ced ing  c o m p a n i e s  w e r e  not  ava i l ab l e .  

One r isk a s s o c i a t e d  wi th  r e i n s u r a n c e  is w h e t h e r  the  r e i n s u r e r  has  s u f f i c i e n t  

cap i t a l  and surplus  to suppor t  the  risk a s s o c i a t e d  wi th  the  bus iness  it is 

re insur ing .  This r isk m a y  have  a f f e c t e d  one of  t h e  c o m p a n i e s  we obse rved ;  in 

any e v e n t ,  i t  is a po in t  w o r t h  not ing .  

The  m o s t  c o m m o n  risk,  as i l l u s t r a t e d  by  s o m e  of  t he  ea r l i e r  e x a m p l e s ,  was  sa id  

to  b e  the  unde rp r i c ing  of  the  insure r ' s  a c c i d e n t  and h e a l t h  bus iness .  
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MR. C H A R L E S  D. FRIEDSTAT:  I will f i r s t  t ry  to r e a c h  some conclus ions  based  

on the  r e su l t s  p r e s e n t e d  by Lew N a t h a n  and answer  the  ques t ion .  Would the  

v a l u a t i o n  a c t u a r y  r e q u i r e m e n t s  have p r e v e n t e d  inso lvenc ies  or r educed  losses 

r e su l t i ng  f rom inso lvenc ies?  I will t hen  discuss how r e g u l a t o r s  can p lay  a more  

i m p o r t a n t  role  and work t o g e t h e r  wi th  the  va lua t ion  a c t u a r y  to r educe  the  

n u m b e r  of inso lvenc ies  t h a t  do occur .  In add i t ion  to i t e m s  a l r eady  p re sen t  in 

var ious  " ea r l y  warning  t e s t s , "  k e y  i nd i ca to r s  will be given tha t  call  for  more  

ca r e fu l  i n v e s t i g a t i o n  in to  c o m p a n y  a f f a i r s .  I will conc lude  wi th  a d iscuss ion of 

s o m e  of the  add i t iona l  side b e n e f i t s  of the  cash f low ana lyses  c o n d u c t e d  by the  

va lua t ion  a c t u a r i e s  in a reas  u n r e l a t e d  to c o m p a n y  so lvency .  

Would the  v a l u a t i o n  a c t u a r y  c o n c e p t  by  i t s e l f  have  p r e v e n t e d  the  inso lvenc ies  or 

s i g n i f i c a n t l y  r e d u c e d  the  losses r e su l t i ng  f rom inso lvenc ies  in the  cases  we 

e x a m i n e d  ~ In genera l ,  no. The va lua t ion  a c t u a r y  p laces  g r e a t e r  emphas is  on the  

C-1 and C-3 r isks involv ing  asse t  va lues  and i n t e r e s t  r a t e s .  The cash flow 

ana lyses  to be p e r f o r m e d  by the  va lua t ion  a c t u a r y  will be i m p o r t a n t  in deal ing  

wi th  i n t e r e s t - s e n s i t i v e  p roduc t s  and deve lop ing  i n v e s t m e n t  and pr ic ing  s t r a t e g i e s  

to  deal  wi th  t h e s e  p roduc t s  over  a pe r iod  of yea r s .  This will aid in the  

d e t e r m i n a t i o n  of  m a n a g e m e n t  s t r a t e g i e s  for  l o n g - t e r m  c o n t r a c t s .  

Our  s tud ies  i n d i c a t e d  t h a t  C-3 risk was only a minor  c o n t r i b u t i n g  f a c t o r  in a few 

of the  inso lvenc ies .  C-1 risk was a key  f a c t o r  in a few cases  involving 

i n t e r c o m p a n y  i n v e s t m e n t s .  The ma jo r  causes  of the  inso lvenc ies  we e x a m i n e d  

invo lved  t h e  C-Z r isk (with p a r t i c u l a r  emphas i s  on the  a d e q u a c y  of  p r e m i u m s  for  

a c c i d e n t  and h e a l t h  business) and the  C-4 risk dea l ing  wi th  m a n a g e m e n t  issues.  

In mos t  of  t he se  cases ,  the  p rob lems  deve loped  in less than  y e a r  (be tween  
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y e a r - e n d  c e r t i f i c a t i o n s )  or invo lved  e v e n t s  b e y o n d  the  con t ro l  or k n o w l e d g e  of 

t he  a c t u a r y .  

If  this is the  case ,  how can  t h e s e  t y p e s  of  i n so lvenc i e s  be  p r e v e n t e d  or the  

a m o u n t  of  losses  r e d u c e d ?  One  pos s i b i l i t y  is for  the  s t a t e  r e g u l a t o r s  to  p l ay  a 

key  ro le  and c o m m u n i c a t e  m o r e  o f t e n  and m o r e  e f f e c t i v e l y  wi th  c o m p a n y  

a c t u a r i e s .  The a c t u a r y  should  no t  p l ay  the  p a r t  of a r e g u l a t o r .  His p r i m a r y  

r e spons ib i l i t y  r e m a i n s  to  the  m a n a g e m e n t  of  his company .  H o w e v e r ,  by  a l t e r ing  

the  c u r r e n t  r e l a t i onsh ip  b e t w e e n  i n s u r a n c e  d e p a r t m e n t  aud i t o r s  and a c t u a r i e s  

and the  c o m p a n y  a c t u a r i e s ,  and by  e s t ab l i sh ing  t i g h t e r  r e v i e w  r e q u i r e m e n t s  and 

m o n i t o r i n g  p r o c e d u r e s ,  p o t e n t i a l  i n s o l v e n c i e s  can  be  r e d u c e d .  Some s t a t e s  have  

t a k e n  a c t i o n  in this a r ea  bu t  this is not  t r u e  in all s t a t e s ,  and even  in  the  m o r e  

heav i l y  r e g u l a t e d  s t a t e s ,  our r e v i e w  i n d i c a t e s  t ha t  f u r t h e r  r e q u i r e m e n t s  and 

c o n t r o l s  m a y  b e  n e c e s s a r y .  

The  a r e a  of  " r equ i r ed  s u r p l u s "  in add i t ion  to s t a t u t o r y  r e s e r v e s  is one tha t  has 

r e c e i v e d  a g r e a t  deal  of  a t t e n t i o n  in r e c e n t  y e a r s  in an i n t e rna l  m a n a g e m e n t  

r e p o r t i n g  c o n t e x t .  This r e p r e s e n t s  the  d e g r e e  of  r isk surp lus  r e q u i r e d  to p r o t e c t  

a c o m p a n y  aga ins t  p l aus ib le  f l u c t u a t i o n s  in e x p e r i e n c e .  Al though  the  f o r m u l a s  

and a m o u n t  of  surplus  invo lved  va ry  by  company ,  even  for  those  wr i t ing  s imi la r  

p r o d u c t s ,  t he  a m o u n t  of  surplus  usua l ly  is r e l a t e d  to  a p e r c e n t a g e  of a s se t s ,  

p r e m i u m s ,  or ne t  a m o u n t  at  r isk,  depend ing  on t he  p a r t i c u l a r  t y p e  of p r o d u c t  or 

l ine of  bus iness  invo lved .  A. M. Bes t  and poss ib ly  o t h e r  o rgan i za t i ons  a lso have  

f o r m u l a s  des igned  to  m e a s u r e  the  a d e q u a c y  of t o t a l  c o m p a n y  surplus  in r e l a t i o n  

to  the  t y p e s  of  bus ines s  be ing  w r i t t e n .  In s e v e r a l  c a s e s  we found  c o m p a n i e s  ab le  

to  p r o d u c e  s ign i f i can t  a m o u n t s  of p r e m i u m  i n c o m e  in vo la t i l e  l ines  of  bus iness  
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w i th  low a m o u n t s  of c a p i t a l  and surplus  as a b u f f e r .  I n c r e a s e d  cap i t a l  and 

surplus  r e q u i r e m e n t s ,  v a r y i n g  with t he  t y p e  of  bus iness  w r i t t e n  and the  p r e m i u m  

vo lume ,  should r e c e i v e  c lose r  c o n s i d e r a t i o n  in all s t a t e s .  

I n c r e a s e d  c o m m u n i c a t i o n  b e t w e e n  t he  r e g u l a t o r s  and the  c o m p a n y ' s  v a l u a t i o n  

a c t u a r y  could  be a s i g n i f i c a n t  f a c t o r  in p r e v e n t i n g  f u t u r e  inso lvenc ies .  It  was a 

b i t  d i s t u rb ing  to  f ind t h a t  in some  of  t he  s i t u a t i o n s  we e x a m i n e d ,  a c t u a r i e s  had 

c o m m u n i c a t e d  wi th  s t a t e  r e g u l a t o r s  wel l  in a d v a n c e  of a c o m p a n y ' s  e n t e r i n g  in to  

r e h a b i l i t a t i o n / l i q u i d a t i o n ,  and no a p p a r e n t  a c t i o n  was t aken .  We r e a l i z e  t h a t  

this  is a v e r y  s e n s i t i v e  a r e a  and t ha t  even  a r u m o r  of  be ing  unde r  s t a t e  s c r u t i n y  

can  ha ve  a m a t e r i a l  e f f e c t  on the  r e t e n t i o n  of  a g e n t s  and ex i s t ing  business .  In a 

f e w  i n s t a n c e s ,  t he  p e o p l e  we spoke  wi th  f e l t  t h a t  t he  s t a t e s  a c t e d  too  qu ick ly  to  

pu t  the  c o m p a n y  in r e h a b i l i t a t i o n  s t a t u s  and t ha t  t h rough  work ing  with the  s t a t e ,  

t he  c o m p a n y  m i gh t  have  surv ived .  Also, poss ib ly  as p a r t  of the  s t a t e ' s  annual  

c e r t i f i c a t i o n  of  r e s e r v e s ,  t he  s t a t e  a c t u a r y  should be  r e q u i r e d  to have  a 

d i scuss ion  wi th  the  c o m p a n y  a c t u a r y .  S ince  this would invo lve  an on - s i t e  visi t  to  

t he  c o m p a n y  and a p r e e s t a b l i s h e d  c h e c k l i s t  of  q u e s t i o n s  to  ask c o n c e r n i n g  

c on t ro l s ,  p r o c e d u r e s ,  e x p e r i e n c e  s tud ies ,  e t c . ,  i t  would u rov ide  m o r e  i n f o r m a t i o n  

t ha n  would m e r e l y  r e a d i n g  t he  a c t u a r y ' s  r e p o r t  to  m a n a g e m e n t .  The  use of this  

a p p r o a c h  and o t h e r s  used by CPA f i r m s  in t he i r  aud i t s  of i n su rance  c o m p a n i e s  

cou ld  p r o v e  m o s t  va luab le  in a d e t e r m i n a t i o n  of  c o m p a n i e s  t ha t  should be p l a c e d  

on a " w a t c h  l is t"  or  r e v i e w e d  m o r e  c a r e f u l l y .  F u r t h e r ,  t h e r e  mus t  be c o u n t e r -  

p a r t s  to  t he  v a l u a t i o n  a c t u a r y  in the  s t a t e  i n s u r a n c e  d e p a r t m e n t s  who can 

u n d e r s t a n d  and i n t e r p r e t  t he  r e p o r t s  p r e p a r e d  by the  c o m p a n i e s .  
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The  n e e d  to c lose ly  m o n i t o r  c o m p a n i e s  wr i t ing  m a t e r i a l  a m o u n t s  of new h e a l t h  

i n s u r a n c e  bus iness  was  d i s cus sed  by t he  o t h e r  speake r s .  In o rde r  to  wr i t e  th is  

t y p e  of bus iness ,  a p p r o p r i a t e  u n d e r w r i t i n g  and c l a ims  p r a c t i c e s  mus t  b e  in p l ace ,  

and va l id  c l a ims  e x p e r i e n c e  and e x p o s u r e  d a t a  m u s t  be  ava i l ab l e  for  c la im 

r e s e r v i n g  and r e r a t i n g  purposes .  This i n f o r m a t i o n  can  also be  a s c e r t a i n e d  during 

the  s t a t e  a c t u a r y ' s  vis i t  to  the  c o m p a n y .  Along wi th  the  a c t u a r i a l  p r i c ing  

m e m o r a n d u m ,  a t  l e a s t  a s u b j e c t i v e  d e t e r m i n a t i o n  can  be  m a d e  of  the  company ' s  

ab i l i ty  to  m a n a g e  and con t ro l  t he  b l o c k  of  bus iness .  The cyc l i c a l  n a t u r e  of this  

bus iness  m a k e s  t h e s e  con t ro l s  and m o n i t o r i n g  p r o c e d u r e s  even  m o r e  i m p e r a t i v e .  

Surplus r e l i e f  t r e a t i e s  have  also b e e n  m e n t i o n e d ,  and our r e v i e w  suppo r t s  t he  

e f f o r t s  by  c e r t a i n  s t a t e s  to con t ro l  c a r e f u l l y  this  t y p e  of r e i n s u r a n c e .  As va r ious  

i n d u s t r y  p e o p l e  have  no ted ,  t he  s t a t e s  mus t  a lso  deve l op  s t a n d a r d s  to p e r m i t  

c o m p a n i e s  enough f l ex ib i l i t y  to use surplus  r e l i e f  r e i n s u r a n c e  in a p p r o p r i a t e  

c i r c u m s t a n c e s .  

Our  s t u d y  i n d i c a t e d  tha t  smal l ,  y o u n g e r  c o m p a n i e s  are  the  ones  m o r e  l ike ly  to  

b e c o m e  inso lven t .  This p r e s e n t s  a rea l  d i l e m m a ,  b e c a u s e  f rom a cos t  s t andpo in t ,  

i t  is t h e s e  s a m e  c o m p a n i e s  t ha t  will b e  less  will ing and able  to  p e r f o r m  the  

d e t a i l e d  v a l u a t i o n  a c t u a r y  ana lyses  and e s t a b l i s h  the  n e c e s s a r y  mon i to r ing  

p r o c e d u r e s  and con t ro l s  This  has b e e n  a f r e q u e n t l y  d i s cus sed  i t em  among  t he  

d i f f e r e n t  c o m m i t t e e s  r e v i e w i n g  t he  v a l u a t i o n  a c t u a r y  c o n c e p t ,  and I will no t  

dea l  wi th  it  f u r t h e r  in this p r e s e n t a t i o n .  

O n e  c o n c e r n  we  have  as a r e su l t  of our  r e v i e w  is t h a t  t he  t r e m e n d o u s  emphas i s  

on cash  f low ana lyses  of  i n t e r e s t - s e n s i t i v e  p r o d u c t s  will  t e n d  to  d e e m p h a s i z e  the  
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n e e d  to es tab l i sh  con t ro l s  and mon i to r ing  p r o c e d u r e s  to m a n a g e  o the r  vo la t i l e  

l ines of  business  e f f e c t i v e l y .  It appears  t h a t  unless t h e r e  is an e x t r e m e l y  sudden 

u n e x p e c t e d  jump  in i n t e r e s t  r a t e s ,  the  m a j o r i t y  of n e a r - t e r m  inso lvenc ies  m a y  

st i l l  r e l a t e  to the  n o n i n t e r e s t - s e n s i t i v e  p roduc t s .  

We also found severa l  key  i n d i c a t o r s  a t  m a n y  of the  compan ie s  we r ev i ewed  tha t  

should  se rve  as red f lags  to requ i re  f u r t h e r  r ev iew.  These  inc lude  the  fol lowing:  

Rap id  g rowth  in new business  m a y  have  o c c u r r e d  for  severa l  reasons .  

In some  cases  involving a c c i d e n t  and h e a l t h  insurance  and group 

business ,  the  p roduc t  was underp r i ced .  In some  cases,  this m a y  have  

r e s u l t e d  f rom h igher  c o m p e n s a t i o n  paid  to agen ts ,  which m a y  or m a y  

not  have  a pos i t ive  e f f e c t  on f u t u r e  p ro f i t s  f rom the  p roduc t  and 

c o m p a n y  so lvency .  While d i f f e r e n t  people  have  d i f f e r e n t  fee l ings  

conce rn ing  es tab l i sh ing  l imi t s  on a company ' s  g rowth  (assuming 

a d e q u a t e  surplus and app rop r i a t e  r e i n s u r a n c e  is in place) ,  the  r eason  

for  any e x t r a o r d i n a r y  g rowth  should be r ev iewed .  

0 We have  a l r eady  cove red  surplus r e l i e f  r e in su rance ,  but  t he re  should 

also be c a r e f u l  r ev iew of  the  ope ra t i ons  of all r e i n su rance  t r e a t i e s ,  as 

well as the  f i nanc i a l  s t a b i l i t y  of all r e insure r s .  Jus t  look at  the  

p r o p e r t y / c a s u a l t y  r e i n s u r a n c e  e n v i r o n m e n t  for  an example  of the  

p o t e n t i a l  p rob lems .  

0 Rela t i onsh ip s  and t r a n s a c t i o n s  wi th  a f f i l i a t e d  l i fe ,  ca sua l ty ,  and non- 

in su rance  compan ie s  r equ i re  more  ca r e fu l  rev iew.  We found severa l  
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s i t u a t i o n s  ranging f rom t r a n s f e r  of a s se t s  among  c o m p a n i e s  all t h e  

way  to  a l l eged  c r imina l  a c t i v i t i e s  and s iphoning of  a s s e t s  f rom the  

u n p r o f i t a b l e  c o m p a n i e s  in to  the  o t h e r  c o m p a n i e s  or in to  the  p o c k e t s  

of  k e y  o f f i c e r s .  

0 B o r r o w e d  funds  in and of  t h e m s e l v e s  m a y  no t  b e  a s ign of  f inanc ia l  

i n s t ab i l i t y .  H o w e v e r ,  in a t  l e a s t  t w o  s i t ua t i ons ,  banks  go t  ne rvous  

dur ing pe r iods  of  r ising i n t e r e s t  r a t e s  and ca l l ed  the  loans.  This led  

to  an a l m o s t  imposs ib l e  cash  f low p r o b l e m ,  wi th  a s se t s  having to  b e  

sold at  d e p r e s s e d  m a r k e t  r a t e s  and e v e n t u a l  inso lvency .  In the  

opinion of  a t t o r n e y s  wi th  p r i m a r y  k n o w l e d g e  of  t h e s e  cases ,  if t h e  

loans  had not  b e e n  ca l led ,  t he  c o m p a n i e s  migh t  have  surv ived .  

In s e v e r a l  i n s t ances ,  m a n a g e m e n t  c o n t r a c t s  a p p e a r e d  provid ing  for  

p a y m e n t s  at  l eve l s  in e x c e s s  of  t h o s e  a p p r o p r i a t e  fo r  the  leve l  of  

s e r v i c e s  r e n d e r e d .  These  c o n t r a c t s  mus t  be  c a r e f u l l y  r e v i e w e d  to  

ensure  t ha t  t h e y  a re  no t  be ing  used  i m p r o p e r l y  to  ge t  funds  out  of the  

c~ompany. 

A m o r e  t ho rough  i n v e s t i g a t i o n  should be  r e q u i r e d  of  the  m a j o r  owner s  

and key  o f f i c e r s  of  s t o c k  l i fe  i n s u r a n c e  compan ie s .  We found  

s i t u a t i o n s  w h e r e  c e r t a i n  indiv iduals  w e r e  invo lved  in m o r e  than  one 

c u r r e n t  or  p r ior  i n s o l v e n c y  and m a y  have  had  pr ior  c r imina l  i nd i c t -  

m e n t s .  A p p r o p r i a t e  e x p e r i e n c e  in running an i n su rance  c o m p a n y  is 
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essen t ia l .  Further~ q u a l i f i c a t i o n  s t anda rds  for  the  va lua t ion  a c t u a r y  

mus t  be c a r e f u l l y  deve loped  to e m p h a s i z e  a combina t i on  of bo th  

e d u c a t i o n  and expe r i ence .  

Is the  va lua t ion  a c t u a r y  concep t  going to be he lp fu l?  The answer  is an e m p h a t i c  

yes .  It should  have  a pos i t i ve  i m p a c t  on the  f u t u r e  so lvency  of compan ies  

wr i t ing  those  l o n g - t e r m  i n t e r e s t - s e n s i t i v e  in su rance  produc ts .  The concep t  

a l r e a d y  has been  a pos i t ive  i n f l u e n c e  even  though  these  cash  f low s tudies  are 

not  y e t  r equ i r ed  in most  s t a t e s .  

It is m y  obse rva t ion  t h a t  wi th  our cu r r en t  s t ab le  i n t e r e s t  r a t e  environment~ m a n y  

compan ie s  would not  have  begun to i m p l e m e n t  c e r t a i n  p rocedu re s  wi thou t  the  

n e a r - t e r m  l ike l ihood of this va lua t ion  a c t u a r y  r e q u i r e m e n t  and the  i nc r ea sed  

a t t e n t i o n  to so lvency .  Many c o m p a n i e s  had  not  p rev ious ly  given much  thought  to  

asse t  s e g m e n t a t i o n ,  asse t  l i ab i l i ty  matching~ or the  appropr i a t e  i n v e s t m e n t  

s t r a t e g y  fo r  a p roduc t  under  d i f f e r e n t  i n t e r e s t  r a t e  condi t ions .  

With  the  poss ib i l i ty  of va lua t i on  a c t u a r y  r e q u i r e m e n t s  being in p lace  for  1987, 

a p p r o p r i a t e  a c t i on  is be ing t a k e n  in m a n y  compan ies .  The i m p a c t  on p roduc t  

d e v e l o p m e n t  and f inanc ia l  r epo r t i ng  has been  s ign i f i can t .  How m a n y  of the  

compan ie s  t h a t  deve loped  un iversa l  l i fe  p r o d u c t s  unt i l  r e c e n t l y  (and it may  st i l l  

be t rue  today) did m u c h  m o r e  than  use a t r ad i t i ona l  l i fe  i n su rance  prof i t  s tudy  

app roach  based  on pay ing  the  t a r g e t  p r e m i u m  each  yea r  wi th  a level  i n t e r e s t -  

c r e d i t i n g  r a t e  based  on an a s sumed  f ixed  i n v e s t m e n t  sp read  b e t w e e n  ea rned  and 

c r e d i t e d  i n t e r e s t ?  While t h e r e  m a y  have  been  some  sens i t i v i t y  t e s t i ng  of t he  

s i g n i f i c a n c e  of m a i n t a i n i n g  the  i n v e s t m e n t  spread,  adve r se  m o r t a l i t y  and lapse 
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exper ience ,  and the e f f e c t  of premium cessat ion,  the product  deve lopment  

process  today is s ignif icant ly  more  soph i s t i ca ted  than in the past .  Also, the 

g r ea t e r  communica t ion  needed  b e t w e e n  the product  deve lopment  ac tua r i e s  and 

inves tmen t  and financial  personnel  has been  f ac i l i t a t ed  by the valuat ion ac tua ry  

concep t .  As a resul t ,  more  key individuals of d i f f e r en t  disciplines within the 

company have a b e t t e r  idea of the mechanics  of these  products .  

Management  in format ion  p rocedures  have also b e n e f i t e d  from this emphasis on 

the valuat ion ac tua ry  concept .  Companies  now have a b e t t e r  idea of what  their  

ac tua l  spread is b e t w e e n  earned and c red i ted  in te res t .  Today, we are much more  

likely to see  that  a company knows the ac tua l  and e x p e c t e d  levels  of m o r t a l i t y  

gains and has begun to look more  c losely at s o u r c e - o f - p r o f i t  analysis in bo th  the 

design of the product  and the m e a s u r e m e n t  of f inancial  resul ts .  More sophist i -  

c a t e d  inves tmen t  s t r a t eg ie s  have also been  deve loped  to help achieve  des i red  

p ro f i t  levels.  

Finally,  by and of i tse l f ,  the resea rch  done in this a rea  has been  exce l len t  and 

has p roduced  many impor tan t  by -p roduc t s .  

In summary,  based on our l imi ted  analysis of companies  over a l imi ted period of 

years ,  it appears  tha t  the valuat ion ac tua ry  concep t  may  not  serve  to reduce  

s ignif icant ly  the number of insolvencies  in the  near  term that  do not involve 

i n t e r e s t - s e n s i t i v e  products .  This concep t ,  however ,  should have a posi t ive  

impac t  over the long term in prevent ing  the larger  potent ia l  insolvencies  of 

companies  writ ing i n t e r e s t - s e n s i t i v e  products .  In addi t ion to increasing the 

emphasis  on company solvency,  the valuat ion ac tua ry  concep t  has a l ready led to 
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s i g n i f i c a n t  s t r i d e s  in t e r m s  of m a n a g i n g  and m o n i t o r i n g  i n t e r e s t - s e n s i t i v e  

p r o d u c t s .  We have  also o f f e r e d  s o m e  o b s e r v a t i o n s  on how r e g u l a t o r s  can  work 

m o r e  c lo se ly  wi th  a c t u a r i e s ,  as well  as s o m e  key  things  to m o n i t o r  or i n v e s t i g a t e  

m o r e  c lo se ly  as a p r e l u d e  to r e d u c i n g  t he  l ike l ihood  of f u t u r e  inso lvenc ies .  
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