Insurance Industry Study – Instructor’s Notes
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My name is Lynn Ostrem.  I am the president of the Crow River Investment Club in St. Michael, Minnesota and I’m a new associate director for the Minneapolis/St. Paul Chapter. I get a lot of emails from NAIC members, and one question that keeps cropping up is “how do I put together an industry study.  So, I thought I’d put one together.

This insurance class assumes that you already know how to use your Toolkit or stock analysis program.   We won’t be drilling down into individual companies, per se. I designed it to give you some basic information about insurance companies and help you create a plan to find the best stocks in the industry.

I am not an accountant or an insurance professional.  In fact.  In fact, I didn’t know anything about insurance companies when I chose to do this seminar.  By the end of our session, you will know as much about analyzing insurance companies as I do.  
Slide 2.

Here’s our schedule today.  First, we’ll look at how insurance companies work.  We’ll look at some specifics for the Life & Health segment and the Property & Casualty segment.   Then we’ll talk about the important ratios.

Next, we’ll look at where I found my information and the stocks I chose to include in the study.  Then we’ll stretch our legs.

When we come back, we’ll begin the process of paring down our choices. In the end, the entire class gets to choose which stocks are worthy of our final consideration.  In other words, YOU get to choose!  

Slide 3.

I’ll provide several documents that we will use later in the class.

All the materials you receive today, along with all the documents I used for this study can be found on my club’s website at www.bivio.com/crowriver.  Just click on Club Folders and look for Insurance Industry Study.  This folder will be available for at least a couple of months, if not longer.  But do know that it is considered temporary.
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OK, let’s get started!
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Welcome to the wonderful world of insurance.  This is industry plays an important role in the U.S. economy.  In one form or another, it affects the lives of most Americans.

Following many years of growth, this industry has become mature and saturated.  Opportunities are limited over the next few years because of slower growth in the economy.

But despite this, potential growth for the insurance sector will come partly from the ageing population. Census Bureau projections show the proportion of the population aged above 65 years old will increase from 12% in 2000 to 20% in 2030. 

The ageing population is likely to increase demand for insurance, as the Government’s budget covering health care and other benefits for its citizens will likely be stretched.
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Insurance companies are unique critters. They sell Risk Diversification. You say, "I bet you $300.00 that I'll die this year." The insurance company says "I'll bet you $100,000.00 you don't.“

The insurance company's business is to calculate the risk, determine an amount of money to collect from each family, and add in a fair amount of profit.  The sum of all of this is called the *Premium*. 

Now they already know the risk (1/2000 will die) and that it would be devastating for a single family, so they simply spread the risk among the 2000 families. 

Likewise, for property & casualty. You say, “I bet you $800 that I won’t total my car this year,” and your auto insurance companies says, “We bet you the cost to repair or replace your automobile that you will!”  It’s the same thing.
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Here’s a small sample of risk:
· sickness (health insurance)

· house fires (home owner's insurance) 

· physical injury (disability insurance)

· car accidents (automobile insurance)

· medical mistakes (malpractice insurance)

· bizarre incidents (casualty other)

There are even insurance companies in business to insure other insurance companies against some of the risk which they accept. These companies are called re-insurance companies! 
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So how do they make money?   Insurance is easy to understand.  Insurers collect premiums from policyholders, and invest those premiums.  And some generate fee-based revenues for managing assets.

The key concept to understand is this: An insurer’s prosperity depends largely on its ability to quantify the ultimate cost of claims from the risks that it assumes.  

If reserve levels are too high profits will appear lower than they actually are. If reserves are too low profits will be inflated.  This is where actuaries come in.  These are individuals with statistical mathematics degrees who are constantly crunching data and building “what-if” models to make sure the premiums reflect the closest guess of what’s to come!
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So, premiums, then, are akin to sales.  They represent growth or the lack of growth and account for the largest component of an insurer’s revenues.  But premiums come in to flavors—written and earned.

When an insurance policy is written, it provides a certain benefit for a certain amount of time. If the policy had a premium of $1200.00 and was for a 12 month period, it would be recorded as $1200.00 Premium Written and $100.00 each month for 12 months as the Premium Earned. In other words, a policy is written when the contract is signed, but it is earned monthly over the life of the policy.  

While the companies wait to pay claims from those premiums they invest them to generate Investment Income, the 2nd largest component of their revenue.  

The 3rd and smallest revenue component is realized investment gains; this component is the most volatile and hardest to predict.  It’s the sale of securities, usually stocks and bonds, in investment portfolio.
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On the expense side, the insurers have to pay commissions to brokers which are deducted immediately from collected premiums.  These are usually deducted from policyholders’ surplus and credited to unearned premium reserve. In the case of a life insurer, a commission could be as high as the first year’s premium, so it has to wait a long time to recoup it’s cost.  

But the largest single expense component for a life insurer is benefits—Death benefits, annuity benefits, disability benefits, and accident and health benefits. The largest component of these is surrender benefits, which are paid out to policyholders when the come due, or to their beneficiaries when they die.

For property & casualty insurers, it’s claims and claims-related expenses, like adjusters’ fees and litigation.

Both sectors have general costs, such as paying salaries and mortgages and other costs they incur to underwrite this business.  In an industrial company, we call this SG&A expenses.  In the insurance industry we call them Underwriting expenses.
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So if you compare an industrial financial statement to an insurance company financial statement, you can see they are not that much different.  And below the Pre-Tax Profit (or Underwriting Profit) line, they are identical.

One interesting point:  Claims or Benefits as a percentage of premiums are called the Loss Ratio.  Underwriting expenses as a percentage of premiums are called the Expense Ratio.  Combined, they equal the Underwriting Margin, which is akin to the Pre-Tax Profit margin in an industrial company.  If a company breaks even, the Underwriting Margin will be 100%.  Anything under that is good, anything higher than a couple of points over is not good.
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Let’s move on now to some other concepts that pertain to the insurance industry.  An insurance company’s ownership can take one of two basic forms: that of a publicly held stock insurance company or that of a mutual insurance company owned by policyholders. 

A mutual insurer…

· Owned by policyholders

· Earnings belong policyholders

· Distributed as dividends or reduced premiums

· Solely exists for the benefit of its policyholders

· Capital is Policyholder Surplus

· Aren’t required to provide financial information
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And a stock insurer…

· Owned by shareholders

· Earnings belong shareholders

· Distributed as dividends 

· Exists to make a profit for shareholders

· Capital is Shareholder Equity

· Financials are disclosed to the public

· Can sell stock when they need capital
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There’s been a trend over the last several years called Demutualization.  Basically, that means that mutual companies are converting to a stock companies.  The upside is that they have access to capital by having the ability to issue shares.  The downside is that it’s a conflict of interest.  Where do their loyalties lie?  With the policyholder?  Or the shareholder?  
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Insurers generally account for surplus by using SAP (Statutory accounting principles) which requires them to expense immediately all costs related to writing business…

…rather than GAAP (Generally accepted accounting principles) which attempt to match an insurer’s income and expenses by prorating the insurance policy over its assumed life.

They report SAP to regulators and GAAP to investors.  

The difference: shareholders and investors are likely to be most interested in a company’s ability to earn a profit, while regulators’ primary concern is solvency—its ability to meet its obligations. 
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Speaking of regulations…The Insurance Industry is regulated on a state-by-state basis.  All states have an insurance commissioner who grants insurers operating licenses.

They serve 3 primary functions

· monitor financial condition & claims paying ability

· serve as watchdogs, watching for overcharges and discrimination

· ensure that essential insurance coverage is readily available for all consumers.

The governing body is NAIC—National Association of Insurance Commissioners, which has been doing business in KC, MO since 1871.  Beyond the functions I already mentioned, they develop reporting and accounting standards and practices.

All companies are required to file financial statements every year in every state they operate in, in SAP.  Public companies also have to file with the SEC.
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No Notes
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Approximately 60% to 70% of US households own some form of life insurance.

Within the overall category of individual life insurance, there are two broad policy types: term life and whole life. 

Term life provides coverage for a predetermined period: there are no further benefits when the term expires and no build-up of cash value. 

Whole life provides insurance protection for as long as the policyholder lives. These policies have a savings component that increases over time (the build-up of cash value).

Because of their tax-deferred status, insurance company annuities — both fixed and variable — will continue to be an important vehicle in many retirement plans. A particularly attractive target market for annuities are the baby boomers who are getting close to retirement.
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There are approximately 1,500 life insurance companies in business in the United States. The top 10 companies control 71% of the industry, while the top five writers control 52%. The top two writers — TIAA/CREF and Hartford Life Insurance Co.— control 37% of the industry-wide assets.
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Now let’s take a look at the Property & Casualty business.
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Property & Casualty is everything relating to the risk of property damage or bodily injury.  Per A.M. Best, which is an insurance industry rating company, this is how the bulk of the premiums are divided…

· Misc. Other



  24%

· Personal Auto Liability


  22%

· Personal Auto Physical Damage
  
  15%

· Homeowners Insurance


  11%

· Workers’ Comp



  10%

· Commercial Multi-Peril


    7%

· Commercial Auto



    5%

· Reinsurance



    4%

· Accident & Health


    4%







 100%
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Included in these categories are catastrophic losses which are defined as an event or series of events that produce $2.5 million or more in insured losses. 

2003 had 9 catastrophes that produced an average of $529 million, mainly from the continual development of coastal areas. In 2002, there were 25 catastrophes producing $5.9 billion.  In 2001, 20 catastrophes produced reported losses of $28.1 billion.  Included in the 2001 figure is $9 billion for 9/11.
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Like Life & Health, the Property & Casualty business is one of shared risk.  The income structure is the same, as well.  But this segment of the industry is dominated by thousands of small companies.

· The 10 largest write 28% of the premiums

· The 5 largest write 20%

· And the 2 largest State Farm and Allstate write 14%
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P&C related claims are settled quickly. And because of this, the vast majority of their assets are highly liquid—meaning they must be free to be quickly converted to cash.  Based on A.M. Best, total assets of the P&C industry are estimated at $1.1 trillion. Here’s how they invest their reserves…
· Bonds accounted for 


  67%

· Common stocks 



  16%

· Mortgage loans & real estate
    
    9%

· Cash and equivalents


    7%

· Preferred stocks 



    1%

100%
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OK, we all know that ratios are a big part of stock analysis.  Let’s look at a small handful that pertain to the insurance industry.
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When I did my research, I found three primary factors that analysts consider when analyzing an insurer: Profitability, Liquidity and Leverage. 
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Two broader measures of profitability that are applicable to these insurers are return on assets (ROA) and return on equity (ROE). 

Return on assets (ROA) is calculated by dividing net income by total assets. The ROA for L&H insurers typically ranges from 0.4% to 0.9%., with the average somewhere around 0.75%. The average ratio for P&C insurers is .5% to 2%.  The ratio may appear low relative to other industries; it is due to the capital-intensive nature of insurers’ business.

Return on equity (ROE). ROE is another measure of profit performance.  It’s usually considered in tandem with return on assets. For a stockholder-owned life insurance company, ROE is calculated by dividing net income by shareholders’ equity. To calculate the ROE for the entire life insurance industry (which includes mutual life insurance companies), the denominator in this equation would be policyholders’ surplus, not shareholders’ equity.  The return on equity/surplus for most L&H insurers typically averages between 9% and 15%, with the average somewhere around 12% or 13%.  For P&C insurers, the average is 8% to 18%, with the average around 15%.
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Net investment yield. This ratio measures investment performance. It’s typically calculated as net investment income divided by total invested assets. Investment yields range from less than 4% to almost 10% for L&H insurers and 4% to 12% for P&C insurers, depending on the mix of invested assets in an insurer’s portfolio. 

Return on revenue (ROR). ROR is one more measure of profitability, specifically for L&H insurers.  This is because their revenues are long-range, while P&C insurers are constantly turning over revenues (Assets??) to pay claims.  This is known in the industry as “long tails and short tails”.  ROR is equal to net income divided by total revenue. For most life insurers it typically ranges from 2% to 5%.
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A total of 100% means the company broke even.  Less than 100% indicates a profit. More than  100% indicates an underwriting loss.

P&C companies strive to achieve a profit from underwriting, but few do. From 1952 to 1998 the industry earned a profit only 15 of those 47 years.

Until the 1st half of 2003, the last time was 1978 with 97.5%,

1st half of 2003 was 99.8% vs., 105.1% in 1st half of 2002.
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P&C companies strive to achieve a profit from underwriting, but few do. From 1952 to 1998 the industry earned a profit only 15 of those 47 years.

Until the 1st half of 2003, the last time was 1978 with 97.5%,

1st half of 2003 was 99.8% vs., 105.1% in 1st half of 2002.
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Liquidity is another necessary performance benchmark to consider when analyzing insurance companies, because the insurer must be able to pay policyholder claims promptly. This is simple!  If we go to the cash flow statement and find the net cash flow, those of us who don’t want to become degreed accountants need only look to see if it’s negative or positive!  And positive is what we’re looking for.  

Some people would say that management doesn’t really have control over cash flow since they can’t control disasters.  Not true!  Management’s responsibility to policy and shareholders, alike, is to manage the reserves and reinsurance in a manner that protects against these unforeseen events.

Another measure of liquidity that is often used by analysts is the Quick ratio. It’s designed to measure an organization’s ability to pay all its current liabilities promptly without resorting to selling long-term investments or assets.

But I chose to use the Current Ratio, instead.  The measure is Total Liabilities divided by Total Assets.  Now the only difference between the Current Ratio and the Quick Ratio is the Current Ratio includes Inventory.  And since insurance companies don’t have inventory, there should be no difference in these ratios.  It’s close enough for our purposes, and it’s available on the annual financial statements that I’ve already chosen to use for the study.

And most of all, we need to be particularly careful about all insurer’s financial strength.  And rather than trying to calculate difficult ratios, we only need to look as far as Value Line and the S&P stock reports.  Both have financial strength ratings (the S&P’s is called Investability Quotient) that include debt quality.  Both companies’ websites give full explanations of what they include in their calculations.
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Finally, we have leverage.  This is suppose to be one of the 3 most important factors when considering insurance companies.  Now I’ve always had a hard time understanding the concept of leverage until it was explained to me like this:

Consider an insurer’s reserve account.  Below the line is the minimum amount of money the regulators require an insurer to set aside to pay its claims and stay solvent.  Above the line is the excess profit or “surplus” in the account.  The insurer is free to use or “leverage” this surplus to create additional income.  They might use it as collateral to buy another company or install a new high-tech computer system or add locations.  Does that make sense?

OK, consider this:  Let’s say the insurer writes a bunch of new business, and that business is slightly more risky than what they’ve written in the recent past.  The regulators decide they’re no longer comfortable with the amount of the minimum required reserve and they want the insurer to increase it by 25%!  Is that possible?  Can they do that? You bet.  So what happens to the surplus?  Poof!

Because of the complicated regulations, surplus is a lot like taxes—it’s not something that’s under management’s control. And since the reserves don’t directly affect earnings, leverage isn’t something that is important to me—a lay person. I’ll look for good quality management and let them worry about it.
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Here are some other considerations when analyzing insurance companies:

The profitability of underwriting
When analyzing underwriting results, consider the company’s rate of premium growth, its fee income, and whether it uses reinsurance. The company’s benefits and other expenses and its selling costs should also be examined. These measures can then be compared with industry averages to see how a company stacks up against its peers.

Rate of premium growth. Pay careful attention to the circumstances surrounding the rate of premium growth. For example, if a company increases its premium base 10% while the overall industry is growing by 5% a year, that company would appear to be outperforming its peer group. Presumably, the stock market would award that firm a higher valuation than would be given some of its slower-growth peers.

A company expanding its premium base at a rate slower than that of the overall industry could be doing so because it’s limiting risk. Often, insurers that are very prudent in their underwriting practices show lower-than average premium growth, but above-average profit growth.

Reinsurance is practice of transferring some risk to offset slowing premium growth.  Some insurers have reduced the level of premiums that they cede (or transfer) to re-insurers. 

Allocation Strategy Make sure the mix of invested assets (or portfolio diversification) is appropriate for the type of business it writes. Life insurers have long tails and have the privilege of investing on long-term (and higher yielding) investments.  P&C insurers have short tails and need to be highly liquid. For most insurers, the investment process is fairly straightforward. To help us analyze asset quality, insurers usually provide the debt rating of bonds in their portfolio or an average debt rating for their entire portfolio.  Look for these in the company’s annual report or 10K.
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The internet has an endless supply of research information.  But for those of us who are armchair researchers, it’s nice to pare it down to a manageable group.  Here’s the list I used for my study:

· S&P Industry Surveys/Reference Section

· Mergent’s Industry Reports

· Value Line’s Industry Page

· S&P Stock Report Sub-Industry Page

· Google Search

· Company Annual Reports/10K

· Searching NAIC Website

· Crow River Website/Research Section
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After you become familiar with the insurance industry (or whatever industry you choose to study) you need to choose a list of stock study candidates.  The easiest sources for my study were the stocks listed in the S&P Industry Surveys, the Value Line’s group of insurers and Toolkit’s OPS Industry Feature.  If that’s not enough for you, there are always the industry screens on financial websites like Yahoo, MSN, Quicken, etc.
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Next, you’ll need to choose which data you prefer to use for your study.  This isn’t a data class, so I’ll only say that you have “as reported”, “standardized” and “normalized” data to choose from.

The S&P stock reports, available at most libraries and discount broker websites report “as reported” data, right off the company’s financials statements.  So when you have to combine sources, these are a no brainer.  

The S&P Compustat data files, which are available through OPS, report “standardized” data.  All this means is that they attempt to match items in a way that allows you to compare them from one company to another.  So for example, they combine Premium Income and Investment Income for insurance companies. The data is not always perfectly matched, but they do a good job.

Value Line “normalizes” data, which means they look for possible one-time income and expense items and remove them to smooth out the ups and down of historical information.  That’s great!  But Value Line doesn’t provide us with all the information we need to complete SSGs for financial companies.

I combine data!  I use the S&P OPS data files and the company’s financial statements—mostly downloaded from Reuters.  These two are very close and between them, I have everything I need.  Then, I use Value Line for my future sales estimates and a combination of Value Line and other internet sources for my EPS estimates.

My SSGs don’t have to be perfect—only consistent.  I have always believed that trends are infinitely more important than the actual numbers.
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So, I used the S&P Industry Surveys as my main source of information for my study. Not all stocks listed in these surveys are available through OPS or Value Line, and some are no longer in existence due to mergers. Those were all tossed out. 

In the Life & Health survey, there are two categories: Life & Heath insurers and Multi-line insurers.

In the Property & Casualty survey, there are 4 categories: Property & Casualty insurers, the same Multi-Line insurers (a shared group), re-insurers and brokers.

There are quite a few stocks, so we can afford to be picky.  Let’s start with Life & Health.
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Life & Health SSGs
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Life & Health SSGs
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Now we’ll look at Multi Line SSGs
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Multi Line SSGs
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Now we’ll move on to Property & Casualty SSGs
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Property & Casualty SSGs
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Property & Casualty SSGs
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Property & Casualty SSGs
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S&P has a category for Reinsurance stocks, but there was only one—RE.  It looked so bad on the front of the SSG that we can scrap it right now.  The rest of these are Broker SSGs.
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Our L&H choices.

Slide 50.

Our Multi Line choice

Slide 51.

Our P&C choices
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And our Broker choices
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Break time
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No Notes
Slide 55.

I’ve created a checklist and Earnings Estimates Review sheet for this exercise.  Here’s what we’re going to do:

· Create Industry Ratio Worksheet (SCG) for side by side comparison of peers.

· Review SSGs for quality and growth

· Replace Assets for Sales & review long-term growth rate, R2, and Section 2B (ROA%Sales)

· Create summary of past growth and future estimates and use it to complete the SSGs

· Complete Stock Comparison Guides

· Choose best candidate(s)

[Approximately one hour of work]
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Finally, remember that your judgments are still preliminary.  Your next step will be to analyze the results, choose the one that stands out as best, and order an investor’s packet.

Then it’s time to really get to work!
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Thank You!

