MPRGEITH 1974 General Insurance Convention

1.0, WHY PROFTT

1.1, Attention has recently been focused on allitudes approaching
national hogtility toweards profit in lhis country. It is

conceivable that profiteering, that is, making inordinate
profits from the consumer, hag beceme confused with profiting.
This poses the basic guestion - “"when do profits becoms
inordinate?".

1.2. A standard is reguired on which to base judgemcnts on excessive
nrofits. One line of argument starts from consideration of the

return on the veniure capital put up by sheveholders. This

should cvar the return on thatl capital 17 put in
a risk-

1.3. With inflaticn of the order of 20% p.a. it would appeasr thai in
reagl torms "risk-free" invesiments such as gilt-edoed cave a
negative return. Recourse to a return on capital yardetick migr e
well set a target return scemingly emple but which does not oo
for sufficient internal generativn of funds to maintain the
value of the capitval. Thc cenverse of this is thet to genﬁ?a
sufficicent p

I
g return on t pital could be produced which could be

3
capita
'0fit to mainitzin the resl value of capiial ennlc
hat ca
considered inordinate by other crlterld.

1.4, If a company sseks real growih, and real growlh may be needad jrz=
to maintain ite market share, and also seeks to be self-
f]ﬂ*nhlnr, its target reiturn on capitol will be even graaztor,
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could obje te oroviding the f¢ﬂgncﬂ for the safety nargin of its
next gEﬂL¢ntACH ef policyholders buit finance wltimately beicnginc
to the shareholers,

2.0. SOURCES Of PROFTT

2.1. I1¥ asgreement could bs reached on what the objectives of making
profits are, *thz next cuestion is to ask where they come Trom,
Many analyse2s locok at the Company Act Accounts and considex
the (so-called) underwriting profiis and invesiment income.
An alternative approcach is to consider the total earnings cf =z

company, realised or uniealised. contributions asre madz: to
gross earnings (i.e. bﬁfsre lcan int=rest, minorities and
taxation) from four sources.

1) Capital appreciation/depreciaticn frew changing market

values

2) Capital appreciation/depreciation in sterling terms {r-on
fluctuating rates.

3) Orerational st prlus/deficite,

4} Investment income on Tree assets.
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Asset Apprecistion: 0On the assumpiion that ossets are not all
in shoft term fixed intorest wilh little approeciation
potential, the cffect of inflation zccompanied by restrnint on
dividends and rents has led to a fundamenial re-gpprociotion
of the loss/gain potential frow this source. Pegpite the
appreciation being main‘; unrealised and using hidden
investment resorves fo poalh the rolesse of profit,
appreciation can be a source of profit/less averchadowing all
else, Unless wuitable asscts are avallable and can be
purchascd te mateh the liebilities, tho unmaiched position cean

show the same gearing effect as an investmenlt trust wiih a

high debt/agui tic for its capital hose. It can be arcuad
that a rate of infletion accelerzoting from the current 2053
could render eviry insuronco : at least technically. and
probably cammezcially, irsolvent, If this is so, whal should
be the eupropricie investuents for non-life insurers, bearving

in mind that investment profits lost will have to be reccugsd
frecm higher premiumg?

Exchange Fluctuations: Although there are profits derivirg
from the settlement of accounts, the majority of gains/losss:
will be unrealised. The insurance regulations of each countTy
in which a U.K. company operates will probably require ths U.K.
)
3

company both {o cover 11 its lccal lizbilities in loca
currency and tc maintain frue asszis in that country. On
devaluvation of gierling, the sterling value of such free
assetis will increase. Where more

e local free assets are held
tharn would be 01u1r d by the U.K. minimum qo‘vency md:(ﬂ
C nerated will increase ths

formula, the unrealised prefit ge

caover availshle for the U, K. margin.

Operaticonal Surplus: This is the surplus released from the
excess of premium income over cleim snd expense outgo pius the
investment income on the cash flow gensrated. Strains occur

in the repcrted sccounts from the over—-provisior for uneezns
premium and more axwguably from over-reserving ouistanding clsinz
There is also a case for adiusting for the strain from writi
new business which has a higher expenssz content than renswed

bt
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business. The underwriting qurpluq relessed depends on the
accounting principles adopte Emnventiﬂnal wisdom seams tc
be orientated arocund fixing accbpuag e lsvels for such surplu

e.g. statements to the effect that 5% is the underwiting
surplus ratio each insurer should be aiming for. When
investment income is added, a 5% underwriting surplus producss
various cperationsl surpluses depending on the cleim ratio and
time delays in receiving premiuim and paying claims. It al
depends o the market rate of interest. With increasing r
of inta:esi, underwriting surpluees constrained by public
opinion into the range 0% -~ 5% becoire preogressively less
important when compared with the operational return.
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Investment income on Tree assets: I{ can be arqued that
assets can earn justi as much when there is no insurance cperztis
for them lo back up as when theve is. The argument must e

modificd where the free assets have been forced into low-yielding

fixed interest seccuritiecs by lccesl regulations or bhas had tu be
used to finance the operaticonasl new businzss strain,

Profitability in the next threc seciions relates to the last 4wz
sources of proefit decoribod, A 'nncro-vicuy' of profiis con b
taken oand the third section adopts this approach. Before
discucasing the 'micro-vicw'! of thr fifith section, oome
observations are wade on Lhe effects ol reinsurance and prebls
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which arise if dictinctions have to be made between
yandom fluctuations and trends.

OVERALL PRCFITATILITY OF AN TRNGURER'S OPERATIOMS

Company Act accounts are, and might well remain,
the yardstick by which the profitability of a
company's operation are judged. The limitations
derived from %the accounting conventions surrounding
it are well knawn. In the past DOT accounts have
produced very similar transfers of underwriting

profit to the profit ond loss accounts, but the

+ ’
propocsd regulations may well change this. To
edd to these iwo published versions of

D 'profit!
a third, but unpublished,can be added, namely
the accounts presented to the Inlend Qavenue.
s i it is worth adding a
in the form of 'manage-

4
foth% ac is
For example, such accounts could
f u
e

ment acco
shou a p o nezrned premiums equal to
re claims on the unearned
premlum rather than ecual to the unsarned premium
less some deduction for pre-paid expenses.

Q

Even if mana

agement accounts showing the best

estimate of pr
8
o

t from a year's activities can
an alco be accepted by management,
icient just to show s profit by
those standards. The published accounts have to
measure up to sccepted yardsticks, and these
yardstick slso have to be met. As an eslternative
to such management accounts, the problem could te
met by the consiruction of a model office whic
projecis sccounts in a Company Act format. The
model may depend Tor its input on estimations of
cash flow from the insurers activities and incor-
porate the eppropriste rzserving rules, The cash
flow estimates can be based on ideas on premium
writings, cleims and expense ratios and time
logs, or whatever breakdown of these statistics
that may be available, The cash flows can be
tindependently! tested Tor profitability using
standard discoun*lng techniques, e.g. net present
values and investiment rate of returns. Having
received projected puolished eccounts, management
can test the accounts against the yerdstick iz
considers desirable, and subsequently received
comparison of actusl agsinst expected experienco
with explanation on variations.,.

be produced
it is not suf

e

A key profitability indicator which investment
analysts are believed to calculate frem the
published accounts is of companies'return aon
capital', often expressed as the product of the
earnings margin and the sales ratio (premium/
capital). It must remain te ome extent a
matter of taste how 'earnings' and 'capital!
should be defined, although for a quoted company
regard must always be paid to the basis used by
those influencing the share price., It is



3.5,

3.6‘

367.

of the estimsies for the previous year end.

possible to make svitosble adjusiments Lo the
return and the capiital to form o basis for
cowporing the return on shareholders money locked
up in the insurznce enterprisc with the return
avoilable if the money was shifted 1o enother
enterprise,

The e srgin de the ratio of earnings

to pre Cosrational surplus will form the

major pa:t of the earnings with the bolance cowing s
the *nvcstmaﬁt lvcome on the frec sssets and oibe

nen-ope

b
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ztionel income and outgo., The sum of

declared oporaticnol surplus aﬂd the investment
income on free seserves can pe epasily quantifisd
as the sum of the underwriting profltc and invest-
ments income, For sowme cowmpanies, some expenseoc
go directly to profit snd loss, rather than ta the

revenue account. 1T a#llowasnce is mede for thie
then the so-called 114L“W“lu*ﬂq profit can be
roughly eguated o the trsnsfer io profit and
loss,., HMany public pronouncements have been mad
on whet should be the desirsble underwriting prot
margin, As this not only excludzs invesiment iacone
but is disztorted by thne strain of wrltlng varicus
amounts of new business, is it a service fo the
industry to feocus sttention on this ratio? Shou
the merket move towerds including investment
income in jts revasnue asccounis? Should properly
constructed cperating indices be shown with &lil
accounis to give a better guilde to profitacility,

The operational surplus for a ysar will depend on
the estimates made &t the year end and the accur
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Th:
should set thescene for analysis of surplus :vp
tabulations, analysing the surplus by class and
policy/accident/treaty year., It also assumes a
basis for estimatirc claimg 8t the year end wiih

a report demonstrating the veracitiy of the assump-
tions &8s far as possible. Are many cocmpanies
making analyses on these lines?

"Capital" can be that shown by the CA sccounts.

1t could be adiustied for obvious hidden reserves
such as the over-provi<ion for the ouigo arising
from unearned premiums. An alternative approach,
useful in calculeting a merginal return, 3is to
assune the minimum cepital invested as free assexts
that the law required,

inflation sccounting ceouvld make a8 considersble
difference to the presentation of accounts if it
is designed to show that moncy invested by and
earned Tor the shsronolders has {(or has not)
maintained its purchasing power. This should

at lcast overcome the Brescontationalt problers
described in itho Tirst sectioon of the notc
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4.0.

4.1,

4.2,

REINSURANCE AMD SHOSTHIMEL THT CLAIM E

'"Profitability' as described in this section
has moinly relealed to historic descriptions by
which management, rightly or wrongly, is judoed.
for a decision to be reached based on the varying
profit potentiel of various courses of actian,
ash Tlow projections coan provide a useful basis.
Given the abiliiy to project cash Tlows on an
expected bzsis, it is possible to project &
momentum cash flow., A steondaxrd is then aveilable
for compsrisen with sliernative cash Tlow deduced
by varying the product mix, rating levels eic

= [}
With ight model tho consequential GCoounting
pTL entaticrnes shnould alsc te svaileble. This
cihod would sllow Torx the expense suigo 1o he
input to reflect  the real steffing end capitiel
expanditurs levels ratner than hypothetical

apportionmentes of premium allocated towerds
expenses. ihe next stage would be to apply
sensitivity anslysis fo ihe assumptiions mzde.

The stoge after ihat can begin to attach (subject
probabilities to the various assumptions., How
much progrese has been made on these lines? In
the originel model it should be possibie to work
out the provit reguired for difierent solvency
requirements, premium growth, interesi retes ang
new capital injections,

L Y

The objective of reinsurance has been varijously
described. High in the list of objectives 3 !
it smecoths the emergence of underwriiing surpluse
Some doubt hes been voiced that the reinsurance

arrangements of many companies have noit achieved
this objective,

Profits declared net of reinsurance can mask losses
passed on io reinsurers which may or may not be
recovered by the reinsurers through chenging
reinsurance prenium/commission terms, Should
underwriting success be baced on gross or net
results?

Internal reinsurance can be effeclted explicitly
through claims egualisation reserves and weother
provisions or more siezlihily by 'over-reserving!
outstanding clesims. Hes sny science yet been
iniroduced in this country to the calculation of
such reserves? Should backing be given to
supporting the introduction of claim equalisetion
reserves operating on formal rules but gainirng
tax relief,

Premium income is the normal yardstick by which

a salesman is judged, but, at leact in theory,

it is desirable to judge him on prefiti. What
system have been devised for forming pro7ii judga-
ments on the business iniroduced by salesmen?

How is it pescible to distinguich beotweon whas

may be bad experience due to an unftfortunate

incidence of 'random! claims and- genuinely

[



undesirable business.

5.0, PROFITARTLITY OF ITopryvinustl, pPrRODUCTS

5.1. 1t has been argued that a company can alwavs make o
'long term' profit in a market whore losses made in
one year can be subsequently recovered in 4
following. This argumeni tends {0 be cornsistent with
a market in which no new rate-cutiing companies can
enter. Is such a market in the best interests

G Years

s of ecith
insurer or insured?

5.2. To what extent ere cross-subsidies between clssses
or risks pormiscable?  One srgument has been put
forward that & market cen be prefitable if 21l
rates are inequitable but in the aggregate cancel
out to provide an overzll profit.

5.3. The profitability of a product can be calculated
from projected cés% flow, but it is often .shown
through &n onerat Lng index - mainly because zuch
an index is often easier to produce. In either
case the expehoa elcm?m% pla incorsider e
role. It is often assumed t !
expensce must be appeoriicned : idea oF
the relative profitability of each class. Many
companies may spend consideratle time on such
apportionments, anc indeed government regulsticns
make it necesssry. Should it be necessary? An
alternative is to lock 2t the contributien
(1nclud1n 'variable'! expenses) which a clazss of
business makes towards defrayment of overhead
expenses, Thl in many ways attractive approcch
has not met with universal appreciation.
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The rate of interest to be used in the cesh flow
situation can be the average on all investiments

on the rate obtainable on new money, depending on
context. However, cash flow can vary considerably
for identical products depending on wheiher the
agent is cash or credit, ‘hen calcuiabln; t
of investment income to premium., due allowance
ought to be made for non-interest earning assets
enforced by operational circumstances.

5.5, There can be more variaztien of profit potential
Trom risks witi ideéenvicel cating fTesturss than Triom
the average proiit of different productis, Have
any incentive schemes besen introduced on the
relative protitability of products,

5.6, The almost universal acceptance of ahcomoda ion
isks distorts profil statistics. Can cysi
bc devised to sllow Tor this sort of cross 5ubsidy

5.7. Reciprocal reinsurance business is generated
by outwards reinsuvance on certain producis. The
net profit recuwrded Tor that product does not reflect
the additional prefTits ‘'on such reciprocity.

V.M, Abbott
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