Considerations & Trends
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.

Some companies report fee income separately from premium income; others combine the two and call

them “premiums and equivalents.” Either way, these two revenue components must both be considered

when analyzing underwriting results.

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.  It’s important they don’t over-use reinsurance since that means they don’t do a good job of quantifying risk on their own.  
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.

Life Insurers, in particular:

Fee Income: Check to see if fee income is comparable to other life insurance companies, and if it’s growing over the years.  This is a trend that should be obvious in the financial statements.
Then there are Benefits and other expenses. The largest expense facing most life insurers is

policyholder benefits. You should closely examine an insurer whose surrender rates rise sharply during a

period of stable surrenders for the industry. This could indicate that policyholders and annuitants have

lost faith in the company’s ability to meet its obligations and have pulled out their money in a move

similar to a “run” on a bank.

Selling costs take a big bite out of insurers’ budgets. To measure how effective an insurer is at

marketing its products, a “lapse ratio” is used. This is the number of life insurance contracts that have

lapsed (or terminated due to nonpayment) within a specific period, divided by the number of policies in

force during that period. A lower lapse ratio is usually better for an insurer’s profitability, due to the high

level of expenses (primarily agent commissions) that insurers incur to produce new business.

Trends for the Future
We’ll need to consider future trends when it comes to choosing our estimated future growth rates. Here are the trends I found in my research:
Terrorist Attacks The industry is stilling trying to recover from 9/11 through higher premiums & reduced

coverage. The perception of risk is going to be with us a long time.

An Aging Population The over-65 crowd is a setting record pace; early retirement is creating

Opportunities—think long-term care insurance.

Can anyone see how the aging population could affect property and casualty? How about when they

give up their cars and homes in retirement?? Or their pre-retirement toys like motorhomes, motorcycles, etc.
Focus on generating efficiencies The S&P believes this will be one of the key performance drivers for

2004 and 2005; aggressive expense controls in distribution, training, servicing and asset/liability

management.

Investments in technology The Trend to increase operating efficiencies could drive smaller companies to

consolidate, focus on niche opportunities, or exit the industry altogether.

Growing competition from banks and other financial institutions, especially in the annuities market,

which is one of the few growth areas for insurance companies. In fact, banks and brokerages are now

selling more annuities than insurance agents.

Specifically for L&H insurers:
Large to small acquisitions The trend will be for large competitors to continue to buyout or merge with

smaller ones—not large to large.

Flight to quality Consumers seeking the safety of large, well-capitalized insurers could be a factor for

continued growth.

Concerns over social security Baby boomers’ realization that they may not have the financial safety net

of Social Security has led to a heightened awareness of the need to save for retirement. They are just

as worried about living longer and outliving savings, as they are dying young.

Shift in pension plans There’s a shift from defined benefit plans to 401k’s that empower employees to

participate.

Shift to more fee-based products One factor driving L&H companies to consolidate is the need to cut

costs in order to maintain profit margins as revenue growth slows.

There’s a Decline in Life Insurance Policies, mainly due to higher medical and prescription costs for seniors
Demand for Health Insurance Consumers place a high priority on healthcare today, and this segment is

likely to grow.

Demand for retirement income instruments Concerns over the mutual fund industry is driving

consumers to annuities and other insurance products as alternatives.

Specifically for Property & Casualty insurers: 

Commercial lines doing better than most due to riskier business lines that command higher prices, such as policies for corporate directors and officers.
Affects of other casualties Such as 2003 outbreak of SARS and the Eastern Seaboard blackout

Terrorism and Insurance President Bush signed the TRIA on November 26, 2002, under which private

insurers and the Federal Government share the risk of future losses from terrorism for a three-year

period. The Act established a temporary federal program that provides for a transparent system of

shared public and private compensation for insured losses resulting from acts of terrorism. It is intended

to protect consumers by addressing market disruptions and ensures the continued widespread

availability and affordability of property and casualty insurance for terrorism risk. In addition, it allows a

transitional period for the private markets to stabilize, resume pricing for such insurance, and build

capacity to absorb any future losses, while preserving State insurance regulation and consumer

protections.

Increasing cost of auto insurance Costs have played an important role in the auto market. Every year, there are more than two million car accidents involving injuries. The average costs for treating an auto accident victim in the US range from $6,000 to $9,000. In some states, the cost of auto injury claims is rising by as much as 20% per year, 

Medical costs continue to fuel increases in auto insurance prices nationally. In 2003, insurers paid between $15 and $20 billion in medical claims. The rising cost of medical care, vehicle repair, jury damages awards, automobile theft and fraud were expected to escalate insurance rates by 6% in 2004. The average cost for US auto insurance nationwide for 2004 is estimated to be $898, an increase of $51 per vehicle from 2003. 
Repair bills are another significant cost driver, rising two or three times the overall rate of inflation in a number of states. The suspension of the use of generic parts in the repair of damaged vehicles could ultimately add $4 to $5 billion annually to the cost of auto insurance as name brand parts often cost 30% to 70% more than their generic equivalents, despite generic parts being of like kind and quality.

Sharply higher jury damages awards in vehicular liability cases are putting additional upward pressure on auto insurance rates. The average jury award in auto liability cases rose from $187,000 in 1994 to $323,000 in 2001, an increase of 73%, according to Jury Verdict Research. 
The III estimates about 60% of auto premiums paid in 2002, valued at more than $80 billion, were for liability coverage. Auto theft is another significant factor that affects insurance rates. The number of auto thefts in the US increased by 1.2% in 2002, after increases of 5.7% in 2001 and 0.7% in 2000, according to the Federal Bureau of Investigation’s

Rising Construction Costs Due to expensive catastrophes such as the wildfires in the West an the Florida hurricanes leading to increases in homeowners’ insurance
Upturn in premium rates This is the foremost significant trend today. Much of the excess was removed by 9/11

Threat of asbestos claims The estimate is $200 billion. The U.S. insurance industry is responsible for

$55 to $65 billion. The American Insurance Association says that had it not been for 9/11, asbestos and

related issues would be front and center on lobbyists’ and Congress’ agendas.

The Initial wave of claims started 20 years ago, targeted at manufacturers of the products. When these

resources were depleted, a second wave went after those companies who used the products. And

claims escalated. Unions and lawyers are urging workers to file claims before they had symptoms for

fear that there won’t be any money left at a later time. At the end of 2003, there were 625,000 pending

claims in the U.S. This could rise to over 1 million in the next few years. Last data says that insurers paid out $3.4 billion in 2002 for A&E claims. It’s a continuing threat.

Lapse in large scale mergers The financial services conglomerate has fallen out of favor. Many

companies are narrowing their focus. However, personal lines are expanding into retirement savings

market and commercial lines are expanding overseas. Merger activity has been affected by low reserves

and the fact that many are still assessing 9/11 damages. Add to that Enron, and the concern over clean

accounting…Many acquirers have become more cautious.

Improving distribution While maintaining traditional channels, personal lines are expanding into internet,

direct marketing and joining forces with banks and brokerage firms to expand their channels.

A survey was conducted that revealed 76% of P&C CEOs cited distribution effectiveness was their #1

industry issue. Insurers lag banks and brokerages in online presence. The internet seems well suited for

personal lines because they are a simple commodity. But it is not well suited for commercial lines

because that business is too complicated.

De-conglomeration This is a narrowing of business focus as opposed to wide diversification. Many will

seek to grow within their core business lines. Some are venturing abroad. But that’s tough for personal

lines. Language and cultural differences; plus differing consumer attitudes and customs leave insurers

wary. So does fear of corruption in developing countries. Risk is very high, but returns can be handsome

but costly to realize.

S&P expects to see tighter policy terms, higher deductibles, and lower coverage limits.
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