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From the Editor The Year 2000 Clock Is Ticking

by James R. Thompson
by Mike Lombardi

2000. Thus it is fitting that alone. With less than eight months
small talk address address the Y 2K before the year 2000 arrives, many
problem. There has been alot of talk | businesses, large and small, continue to put off
in the industry, and many of the larg- | or struggle with their Y2K projects. The insur-

s 1999 rolls along, we are
approaching the big year R U Y2K OK? If you're not, you' re not

er companies have been busily up- ance industry is no exception.

dating their computer systems for Jokes may be made about planes

the handling of the four-digit years grounded because they are 99 years overdue for

rather than the soon to be ambiguous | maintenance, long distance phone calls that get

two digit years (is 00 1900 or charged for millions of minutes, and credit card

20007?). Do smaller companies feel bills with a century of overdue interest charges.

that the larger ones have too much However, it is indeed a serious problem. In this

staff and nothing better to do than article, we'll look at the recent developmentsin

pay attention to this problem instead | the year 2000 issue from the perspective of the

of more pressing ones like writing insurance industry and some special issues faced by smaller insurance companies.
new business or getting the last new

product installed on the system The Problem Is Real

before the sales crush? A RECENT sTUDY conducted by A.M. Best revealed that the level of readiness to meet

Well, time is slipping for com-
plying. Mike Lombardi’s lead article
deals with this problem and its im-
portance to any companies. Smaller
companies that have done nothing
should take note. We also have
another article by Ara Trembly, who
is a staff writer for the National
Underwriter and some comments
from the newsletter of the National
Alliance of Life Companies (NALC).
All are worth reading.

Another important issue is codi-

the new year is below expectation. According to a similar survey of Canadian compa-
nies by TRAC Insurance Services, it is more than likely that a significant minority of
insurance companies will experience serious operationa difficulties in the first few
months of next year.

For major companies with heavily customized software systems, much of the
corrective work has been done by the companies themselves. It's estimated that the
insurance industry will spend between $6 and $8 billion to address, disclose and reme-
diate the Y2K problem. Although the costs of corrective action vary from company to
company, a common rule of thumb is $1.50 -$2.00 per line of source code to correct the
date field problem. Especially for a smaller company, that's alot of investment, with

(continued on page 2, column 1)

fication. We have two articles on
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The Year 2000 Clock is Ticking
continued from page 1

zero additional profit, just to stay in busi-
ness! And these costs exclude consider-
able additional amounts for project man-
agement, communication, routine supervi-
sion, analytic support, and training.

A magjor factor in the complexity
of the issue is that we're dealing with
many systems that have effectively
been on autopilot for perhaps decades.
How these systems work is often
unknown to the current users. These
systems were created many years ago
in COBOL, FORTRAN, or ASSEM-
BLER languages, which few modern
programmers understand very well. In
general, users may know what inputs
are required and what reports or infor-
mation is generated but they do not
understand the detailed code behind

these systems. Also, users may not
understand how different systems
(administration, commission, financial
reporting, reinsurance) interact with
each other.

Expecting that a third party contrac-
tor or consultant can be hired to fix
everything while company staff continue
with business as usual is not redlistic. The
reality isthat no outsourcing firm can be
expected to do it all. Internal staff need to
identify all the customized approaches
used by a sophisticated insurer and to
validate all changes during the testing
phase. As the deadline approaches, the
cost of corrections will increase due to
the shortage of experts and the anticipat-
ed increase in demand for their skills.
Small companies with little time,
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resources or money to spend on the Y 2K
issue may be challenged to find solutions
at areasonable price.

It's not just software, either. Hard-
ware controls critical environmental sys-
tems such as elevators, lighting, heating,
telephones, voice mail systems, air condi-
tioning, electricity, and security. These

need to function, too. Insurance compa-
nies will also need to make sure their PCs,
operating systems, and
don’t have hardware date @
overrides that invalidate
the software changes.

If acompany can’t
the real risk of atraditiona liquidity cri-
sis or run on the bank, as policyholders
get wind of atroubled company and
decide to pull money out fast before the

peripheral equipment
get its system running properly, thereis
regulator stepsin.

Solutions

THE A.M. BEST survey results show that
many respondents will not have complet-
ed their remediation work until the third
quarter of 1999. It shows the life and
health industry being only 40% finished
with remediation by the end of 1998.
A.M. Best predicts that many companies
will adopt a“triage” approach, with
shortcuts taken and substantive testing
plans scrapped. Mergers and joint ven-
tures may also be expected as a solution
to the problem.

The use of outside consultants rose
considerably in 1998 as compliance
efforts became more urgent. While many
companies have outsourced some part of
their Y 2K work, many are using only in-
house resources. In any casg, testing and
verification must be done in-house by
employees.

Solutions to software issues follow
three broad approaches: upgrade, repair,
or replace. In many cases, repairing exist-
ing systems is the prudent choice,
although software vendors offering Y 2K
compliant products may see record sales
as legacy systems are abandoned.

A large part of the challenge is effec-
tive communication. It is very useful to
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have a documented conversion plan and
to understand how it interacts with other
business priorities. Impact analysis
should identify the most critical areas that
require attention. This can help identify
business critical issues. PC based sys-
tems, such as sales or illustration spread-
sheets with many macros, may give rise
to big headaches.

in the event the Year 2000 problems are
not corrected in time. However, compa-
nies will not be able to hide their Y ear
2000 problems, because disclosure is
now required under various accounting
standards, securities laws and regulatory
policies.

New York insurers are required to
file a readiness report by April 1, 1999.

7
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“However, companies will not be able
to hide their Year 2000 problems, because
disclosure is now required under
various accounting standards, securities
laws and regulatory policies.”

\
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Smaller companies that have put off
addressing Y 2K issues until the last
minute may be facing the challenge of
coming up with cost-effective solutions.
With fewer integrated systems, lower tech
or manual procedures, and smaller vol-
umes of business than their larger coun-
terparts, a smaller company might be
ready to accept solutions that fix 95%
of cases and to work manually with the
rest. A larger company with more rigid
job descriptions and specialized capabili-
ties might feel compelled to aim for
100% completion, a goal that may cost
multiples more.

The development of formal contin-
gency plans for the most critical systems
is essential. Even with the best-laid plans,
thereis a possibility that Y 2K problems
will not be resolved in time, or that an
unexpected system failure may occur.
Business continuation and disaster recov-
ery plans need to be established.

Compliance

IT’S INTERESTING TO hote that a significant
number of smaller insurers did not
respond to the various industry surveys
on Y 2K readiness.

Companies with significant Year
2000 problems may be reluctant to talk
about the magnitude of their Year 2000
corrective work, for fear of providing
damaging information to future plaintiffs

The filing, modeled after the Securities
and Exchange Commission’s guidelines
for publicly traded companies, must
address the insurer’ s current state of pre-
paredness for Y 2K, how much it will cost
to address the Y 2K praoblem, the risks
associated with their Y 2K issues, and the
company’s contingency plans.

Canadian federally regulated insurers
are required to notify the Office of the
Superintendent of Financial Institutions
(OSFI) if renovations to critical internal
systems, as well as areview of critica
external systems and interfaces, have not
been completed by March 31, 1999.

OSHFI also requires that company actuar-
ies, in their annual Appointed Actuary
reports, address the issue of how the actu-
ary’swork is affected by the Year 2000
problem. Any problem areas need to be
highlighted and a plan of action should
be recommended.

One of the GAAP principles promul-
gated by both the Financial Accounting
Standards Board (FASB) in the USA and
the Canadian Institute of Chartered
Accountants (CICA) in Canada provides
that contingencies that are reasonably pos-
sible, whether or not the amount can be
calculated or estimated, must be disclosed
in anote to the financia statements.

The financial impact of the problem
is exacerbated by the recommendation of
the Emerging Issues Task Force of the

Financial Accounting Standards Board. It
recommends treating Year 2000 expendi-
tures as current year expenses rather than
amortized costs. This hotly argued rec-
ommendation will have a

direct impact on the bottom

line and give rise to addi-

tional volatility in company

ratings or stock prices.

The possibility of personal liability
isusually very effective in moving man-
agement away from any inaction or atti-
tude of serene complacency. Corporate
law typically imposes standards of care
on the company’s managers and directors
which could be breached if they are neg-
ligent in dealing with the Year 2000
problem, resulting in potential personal
liability for the directors. If a company
fails to adequately disclose its Year 2000
problem in its annual report and subse-
guently has to shut down its business due
to the problem or otherwise experiences
substantial operational difficulties, share-
holder and policyholder suits are likely
to follow.

Policyholders may launch class
action suits alleging fraud, breaches of
contract, or failure to perform services.
In the event of liquidation, other suits
will follow from creditors, employees,
other investors, reinsurers, or consumer
protection plans. One defense can be
reliance on the reports of the company’s
officers and third party expertsin the
course of making corporate decisions. It
would be useful to be able to produce
detailed documentation as to the compa-
ny’s Y ear 2000 corrective plan and the
diligence with which it was pursued.

Conclusion

THE Y2K DEADLINE approaches fast and
not all iswell! The Year 2000 issueis
real and it is no joke. Insurance compa-
nies that are going to make the headlines
are the ones that aren’t paying attention.
The clock isticking, ‘the stakes are high,’
the time to act is now!

Mike Lombardi, FSA, is consulting
actuary at Tillinghast-Towers Perrin in
Toronto, Ontario.



