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The Reinsurance Company No One Wants

GE’s Employers Re

n early 1999 we placed a call to
General Electric Capital—the parent
of Employers Re (ERC), one of the
world’s largest reinsurance organiza-
tions. We wanted to discuss a series of
ERC ads that carried the famous GE logo
and that stated, in a variety of ways, that
ERC’s policies were “backed by” GE’s
“resources” and “capital reserves.”

ERC’s ads were misleading and de-
ceptive because they gave the false im-
pression that GE—as opposed to ERC—
had financial responsibility for ERC’s
obligations. On the surface, this issue
might appear so subtle as to be a non-
issue, but history has shown that large
companies will not maintain their sub-
sidiaries’ financial health at any cost.
Those who choose to believe otherwise
do so at their own risk.

When we told GE Capital’s
spokesman, Neil McGarity, that we
thought his company’s ads were mislead-
ing and asked what the “backed by”
claims meant, he was reluctant to spend
much time explaining the unexplainable.
“‘Backed by’ means that [ERC is] a mem-
ber of the GE family and we stand behind
them,” he said.

But what does #at mean, we persisted.
Is GE guaranteeing ERC’s obligations?

McGarity dismissed our comments as
“overblown speculation” and said he didn’t
want to talk further.

esterday, General Electric an-
Ynounced that it would take a
$2.5 billion pretax charge for ERC’s
prior-years’ losses (mostly 1997 to 2000).
This charge is in addition to the $2 billion
of reserve charges the company had taken

in the previous three years.
In order to shore up ERC’s diminished

capital, GE plans to inject $1.8 billion into
the company. (In the past five years ERC
has upstreamed $2 billion in dividends to
its parent company.) GE also announced
a $4.5 billion infusion into GE Capital,
whose balance sheet is stretched a bit
thin. (GE Capital has $260 billion of debt
outstanding.)

Until 2000, ERC had been reporting
profits that did not upset Jack Welch’s gut.
Now it’s clear that ERC’s recent earn-

spect—honest mistakes made by

GE stock-option holders trying to

set reserves accurately. (A question: If GE
could be so wrong at ERC, is it not plau-
sible that it may be equally wrong at other
divisions?)

Jeffrey Immelt, GE’s CEO, would love
to wash his hands of the reinsurance busi-
ness. “ERC does not fit GE’s business
model,” the company said yesterday.
Indeed, losing a few billion dollars doesn’t
fit @any company’s business model. GE
plans to sell ERC’s life reinsurance busi-
ness soon. Ifit could find a buyer, it would
probably sell the rest of ERC. “About the
only thing they can do is pare back and,
perhaps, spin off what’s left with a clean
slate,” says our old friend Chris Winans,
senior equity analyst at Williams Capital
in New York.

An untethered ERC is not good news
for insureds who relied on the financial
backing of GE to keep ERC in the pan-
theon of triple-A credits. ('To count on
such, one had to ignore financial history—
at least the financial history reprinted on
pages 3-16.)

Years ago, junk-bond impresario Mike
Milken noted, quite correctly, that triple-
A credits have nowhere to go but down.
It’s easy to forget the importance of such
a banal observation. When S¢/iff's looked

ings were an illusion resulting —u\\
from—we say this with all due re- @

at ERC in 1999, the company sported top
ratings from Best, S&P, and Moody’s.
Those ratings are now history. As recently
as July 10, Best affirmed ERC’s “A++” rat-
ing, commenting on the company’s “ex-
cellent stand-alone capitalization; leading
global market position, and prospective
long-term earnings capability.” On
October 14, in light of the company’s
problems, Best revised its rating to “A+”,
expressing its “concerns regarding GE’s
long-term commitment to GE Global

[ERC’s direct parent] due to its

ERC  Dbiasagainst carnings volatility in-

herent in GE Global’s non-life
businesses.” Yesterday, Best placed the
“A+” rating under review with negative
implications.

Standard & Poor’s “AA+” rating is also
under review with negative implications.
S&P “will reevaluate the stand-alone rat-
ings on the ERC companies and ERC’s
strategic role within GE.” By year-end it
will review “ERC’s loss-reserve studies
and plans for capital replenishment” and
hold discussions with GE regarding its
long-term commitment to ERC. “Upon
completion of the review, it is likely that the rat-
ings will be lowered by as much as a full cate-
gory.” [Emphasis added.]

Fitch, which is striving to make a name
for itself in the insurance-rating busi-
ness—it can best distinguish itself by
being tougher than the others—isn’t wait-
ing until year-end. It lowered GE Global
Insurance from “A+” to “A” yesterday.

Moody’s lowered ERC from “Aaa” to
“Aa2” on 'Tuesday. Some of its commen-
tary was noteworthy: “The continued
poor performance of Employers Re ap-
pears to be stressing [GE’s] long-term
commitment to the reinsurance busi-
ness...[ The lower rating] reflects the ex-
pectation that w/hile [emphasis added]
General Electric Company owns ERC, it
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will continue to provide financial support
as needed to maintain the reinsurance
group’s capitalization at appropriate lev-
els.”

After yesterday’s announcement of
GE’s intended capital infusion into GE
Capital, Moody’s affirmed GE Capital’s
“Aaa” rating, noting that “a more appro-
priately capitalized GE Capital would pro-
vide multiple benefits for bondholders.”
It is paradoxical that an “Aaa”-rated com-
pany can be inadequately capitalized, yet
such is the way of the world. Discussing
GE’s plans to inject and keep more capi-
tal in GE Capital, Moody’s had this to say:
“The latest series of initiatives directly
addresses a concern that Moody’s has had
for some time—+hat GE Capital is under-
capitalized on a stand-alone basis.. .GE's sup-
port for GE Capital will continue to be a very
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important rating factor for Moody’s.”
[Emphasis added.]

Those concerned with financial
strength may choose to remember the
Milken dictum and ask the following: If a
company doesn’t qualify as triple-A on a
stand-alone basis, should it qualify as
triple-A based on implicit parent-company
support (as opposed to explicit parent-com-
pany support)?

ERC policyholders and creditors who
placed their faith in GE’s logo and implicit
guarantees might answer “no.” =

The following pages, which contain an ar-
ticle about financial strength, misleading ad-
vertising, insurance-company failures, and de-
ceptive practices, originally appeared in the
March 1999 issue of Schiff’s. Although we
thought it was one of the best articles we’ve ever
written, it didn’t go over well when it was pub-
lished. We usually receive a considerable
amount of feedback, especially on lengthy arti-
cles. But this one got nothing. It was as if
every issue had been lost in the mail. Perhaps
the problem was that the article was buried in
a 32-page issue. Perhaps our message—a con-
cern about financial strength and deceptive
marketing—wasn’t what people wanted to
read during the biggest financial boom in mod-
ern times. Maybe it was our dud of a title:
“How to Influence People and Sell
Insurance.” Or maybe it was something else.

In any case, we’re grving the article another
life, and hope you find it intriguing this time
around. (Several companies discussed in the
article no longer exist in a solvent state.
Amwest, Condor, Frontier, and Reliance—all
of which we expressed skepticism abour—have
failed. Travelers is no longer “a member” of the
Citigroup family, and ERC is not really
“backed by the prodigious resources” and
“capital reserves” of its “parent company,
GE.”)

Please go to the next page...

continued
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How to Influence People and Sell Insurance
Awful Disclosure: The Annals of Misleading Advertising

Ithough we’ve long been

interested in how insurance is

distributed, until now we

aven’t written much on the

subject. "This article should begin to

remedy that. At this moment our con-

cern is not how insurance is sold, but

how it is mus-sold through advertising
and promotional materials.

When people in the insurance
industry think of insurance fraud, they
tend to think of fraud perpetrated upon
insurance companies. A growing prob-
lem, we believe, is fraud perpetrated
upon buyers of insurance; we define
“fraud” as any “perversion of the truth
in order to induce one to part with
money.”

Conduct that fits our definition is
widespread; it encompasses property-
casualty insurance as well as life and
annuities. It is employed by small insur-
ance companies as well as by many of
the biggest and supposedly best. The
targets are individuals, small business-
es, big businesses, and other insurance
companies.

Because objectionable marketing
techniques are  often  artfully
employed, they can be hard to detect,
especially by the unknowing. We’ve all
grown accustomed to these “hidden
persuaders” because they work so sub-
tly that we’re generally unaware of
them. But the pervasiveness of these
methods of deceptive persuasion does
not justify their use. Puffery and brag-
gadocio might be tolerable in the sale
of breakfast cereals and laundry deter-
gents but are often unacceptable in the
sale of insurance.

The misleading marketing prac-
tices we intend to cover do not, for the
most part, involve specific misrepre-
sentations about insurance coverage or
pricing. In general, they deal with the
means by which insurance companies
instill a false sense of security about
their financial strength.

In this age of convergence of giant
financial institutions and the spread of
co-branding, misleading advertising
and marketing pose a threat not only to
consumers, policyholders, and insur-

ance companies, but to financial institu-
tions including banks, investment
firms, and holding companies.

O

The insurance industry is in the
business of selling security. People
aren’t likely to shell out good money for
a piece of paper known as an insurance
policy unless they believe that the
issuer of that policy is prosperous,
strong, and solvent.

Insurance companies sell their sound-
ness in several ways. For starters, their
names tend to convey the impression of
stability and credibility. Joseph Belth’s
tine book, Life Insurance: A Consumer’s
Guide, notes that companies often choose

P ==

Financial Services

The real signature and the logo.

names that suggest such desirable traits
as “financial strength (Guaranty, Protec-
tive, Reserve, Security), financial sophis-
tication (Bankers, Commercial, Finan-
cial, Investors), maturity (Colonial, First,
Old, Pioneer), dependability (Assurance,
Great, Reliable, Trust), fair treatment
(Beneficial, Equitable, Golden Rule,
Progressive), intimacy or friendliness
(Citizens, Family, Home, Peoples),
breadth of operation (Continental, Nat-
ional, International, Universal), and gov-
ernment (American, Republic, State,
United States).”

Some companies have associated
themselves with famous Americans,
even when such an association is dubi-
ous. Lincoln National Life, Franklin
National Life, Washington National
Insurance Company, and John Alden
Life were formed 50 years, 94 years, 123
years, and 281 years, respectively, after

their namesakes’ deaths. (There’s no
Benedict Arnold Insurance Company.)
T'he award for chutzpah, however, goes
to John Hancock Mutual Life, which
was started 69 years after John Han-
cock’s demise: not only did John
Hancock (the insurance company)
appropriate Mr. Hancock’s fancy signa-
ture as its logo, it actually registered
that signature as a trademark.

An insurer doesn’t need to trade off
the goodwill of famous Americans if it
has an honest folksiness about it—the
kind of good old reliability that’s been
around for as long as anyone can
remember. Take Old Reliable Casualty
Company. It’s been old and reliable
ever since it was formed way back in
1978.

Names are important. When Lloyd’s
of LLondon—which had a reputation for
transacting its affairs on a higher
plane—one of “utmost good faith”—
dumped its pre-1993 liabilities into a
questionably capitalized run-off compa-
ny, it gave that company a magnificent
moniker that bespeaks fairness as it
rolls off the tip of the tongue: Equitas.

Good names are merely a beginning.
Insurance companies burnish their
images through the use of branding and
advertising, both of which have become
increasingly sophisticated. It has been
our observation that advertisements
(which generally emphasize protection,
security, and prudence), have shown a
growing tendency to tout insurers’ size
and financial strength, as well. Many
insurance companies, however, have
gone far beyond selling the sizzle and
are making misleading claims about
their financial resources. Such practices
are likely to haunt them someday.

The New York State Department of
Insurance has rules governing insur-
ance-company advertising. Regulation
34A, for example, which deals with life
insurance and annuity contracts, sets
forth certain commandments so emi-
nently fair that it’s hard to imagine that
anyone, in any state, in any line, could
disagree with them:

Advertisements shall be truthful and not misleading
in fact or in implication.

The format of an advertisement...shall be suffi-
ciently complete and clear so that it is neither
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misleading nor deceptive nor has the capacity to mis-
lead or decerve. [Emphasis added.]

An advertisement shall not use logos...in a context
which might imply that the policy is being spon-
sored or endorsed by an organization, if such is not
the case.

An advertisement shall not use a trade name, an
insurance group designation, name of the parent
company or affiliate of the insurer...service mark,
slogan, symbol, or other device or reference if such
use would have the tendency to mislead or deceive
as to the true identity of the insurer, or create the
impression that someone other than the insurer would
have any responsibility for the financial obligation under
the policy. [Emphasis added]

Condor Insurance Company, which
specializes in auto liability for local
trucking operators in California, recently
ran an ad that creates the impression that
someone other than Condor has respon-
sibility for Condor’s financial obligations
under a policy. Condor has $10 million of
surplus and carries a “B (Vulnerable)”
rating from A. M. Best, but its full-page
ad touts its affiliation with its parent
company: “We're backed by the financial
strength and stability of Amwest Insurance
Group (rated A- ‘Excellent’ by A.M.
Best).” [Emphasis added.]

Amwest is indeed rated A-, but that
rating doesn’t extend to Condor. If
Condor fails, Amwest isn’t obligated to
make good on Condor’s liabilities. Shirley
Burch, assistant to Amwest’s president,
explained Condor’s ad, saying, “We try to
put our best foot forward.”

But isn’t that misleading?

John Savage, Amwest’s president,
said that Amwest had put money into
Condor and that Condor is backed by
Amwest.

But doesn’t “backed by the financial
strength and stability of Amwest” imply
that Amwest is providing Condor with
some sort of explicit guarantee or oblig-
ation?

Savage, expressing concern, acknow-
ledged that Amwest provides no guaran-
tees to Condor, nor does it have any
financial obligation to the company or its
policyholders. (Indeed, if Amwest were
to guarantee Condor, Condor’s ratings
would probably rise and Amwest’s
would probably fall.)

Although we’ve singled out Condor, it
is not unique. A list of other companies
whose ads give the impression of greater
financial resources than are actually com-
mitted includes such companies as AIG,
Colonial Penn, Employers Reinsurance,

MassMutual, Motors Insurance Com-
pany (a subsidiary of General Motors),
PXRE Reinsurance Company, Travelers,
Winterthur Swiss Insurance Group, and
Zurich. These companies’ ads are of con-
cern for an obvious reason (it’s wrong to
mislead), and for a not-so-obvious
reason (insurance companies may be
exposing their parent corporations and
affiliates to liability). In the event that
Condor were to fail, policyholders who
relied upon statements made in Con-
dor’s ad would probably discuss the mat-
ter with Amwest—in court.

At issue in such situations is the fol-
lowing: if a holding company’s insur-
ance-company subsidiary becomes
insolvent, can an insured pierce the cor-
porate veil and attach the assets of the
holding company? (Most insurance
companies are owned by holding com-
panies or by insurance companies that
are owned by holding companies, e.g.,
National Union is a subsidiary of
American International Group, Inc.,
and Travelers Indemnity is a subsidiary
of Travelers Property Casualty Corp.,
which is 82% owned by Citigroup.)
Given many of the practices employed
by insurance companies, piercing the
corporate veil doesn’t seem all that far-
fetched. (In Japan, where failure is in
abundance, The Nihon Keizai Shimbun
reported that companies affiliated with
insolvent Japanese life insurers may
have to pay some of the losses of their
insolvent insurance affiliates.)

Where does promotion end and
deception begin?

Owens Financial Group (represent-
ed by Anderson, Kill & Olick), sued
AIG, accusing it of, among other things,
false advertising. As part of a well-
known advertising series, AIG had run a
full-page ad with a large photograph of
a mountain of old tires. The caption
read: “Dump Them, You Break the
Law. Recycle Improperly, You Break
the Law. Meanwhile, More Tires Just
Came In.” The ad’s text mentioned
“environmental controls” and “environ-
mental standards,” and said “fortunate-
ly, AIG specializes in designing the
kind of custom coverages you need...”
Owens’ complaint, filed in October,
alleges that AIG insured a used-tire
recycling facility (including some of the
tires featured in the ad) under a
Pollution Legal Liability Policy, then

denied coverage on the grounds that
tires are not “pollutants.” (AIG declined
to comment; its denial of coverage is
based on policy terms and conditions.)

While the issues in Owens v. AIG
deal with coverage rather than financial
strength, the lawsuit raises a question
worth some reflection: how often do
insurers’ advertising departments talk
to their legal departments?

Later in this article we’ll delve into
some of the incredible claims being
made in insurance-company ads. We
shall examine the dubious, review the
spurious, and fathom the depths of the
fallacious. Before doing that, however,
we’ll journey into the past—when a
dollar was worth its weight in gold,
financial crises were known as “panics,”
and Alan Greenspan was yet unborn.
We’ll visit an era in which inflated trusts
imploded, monopoly trusts were bust-
ed, and dicey sovereign debtors did
what they tend to do—default. In short,
our tour will take us through times that,
on the one hand, bear little resem-
blance to the world of today, and, on the
other hand, are strikingly similar. Then,
as now, financial decisions were made
by Homo sapiens (who tend to react
emotionally), rather than by Vulcans
(who tend to act logically).

As part of our trip, we’ll take a gan-
der at a number of notable failures
(insurance and otherwise) and examine
some of the means that insurers have
used to convey the look and feel of
financial strength.

Ithough insurance policies now
look as if they have come out of
laser printer, such wasn’t
always the case. In the good old days,
policies often had an official appearance
that included indicia, engravings, flow-
ing longhand script, and 7ea/ signatures.
An Equitable policy from 1911, for
example, bears a greater resemblance to
paper money or to a corporate security
than it does to a modern policy. Equi-
table’s name, “Equitable Life Assurance
Society of the United States,” is set in
engraved, shaded typeface, and is placed
above Equitable’s corporate emblem, an
allegorical neoclassical image called the
Protection Group.
The Protection Group, first used in
1860, is a depiction of a bare-breasted
female warrior (reminiscent of Dela-
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croix’s “Liberty”) holding a
shield over a bare-breasted
young mother cradling an
infant. "To the Protector’s right
is that great American symbol,
the bald eagle. In the distance
is an image familiar to anyone
who has looked at the back of
a one-dollar bill: the Great
Pyramid. Adding extra drama
is a jagged bolt of lightning
shooting down from the heav-
ens. (Over the years, Equitable
became a tad prudish, and the
risqué Protection Group image
was redesigned. Now, the
breasts of the Protector and
the mother are cloaked.)
Although property and
casualty policies may not have
looked as currency-like as
Equitable’s policy, property
and casualty insurance compa-
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nies have long used familiar
images to connote solvency and
security. Failing to heed Samuel
Johnson’s admonition that “patriotism
is the last refuge of a scoundrel,” they
often wrapped themselves in the flag.

A National Union Fire Insurance
Company sign from the early 20th
Century incorporates both the American
flag and the Capitol building. (What do
you expect from a company called
“National Union”?) A Great American
Insurance Company sign from the same
era shows Uncle Sam against a backdrop
of the American flag. (The FDIC
wouldn’t come into existence for anoth-
er 15 years, and there are still no Federal
guarantees for insurance policies.) Great
American also advertised its surplus—
$10,759,422—and declared itself to be a
“Solid thoroughly American Institu-
tion,” boasting “Losses Paid Since
Organization over $90,000,000.”

The Continental Insurance Com-
pany (founded 70 years after the end of
the American Revolution), used a
Revolutionary War soldier as its corpo-
rate symbol. United States Fidelity &
Guaranty’s insurance companies’ sym-
bol included a bald eagle holding a
shield with stars and stripes. The
American Fire Insurance Company of
Philadelphia used a bald eagle carrying
an American flag. Aetna’s signs con-
tained an American flag and a shield
with stars and stripes.

billion, and, contrary to Hart’s
assertion, these assets were
shrinkable, declinable, and
panicable.

By 1933, insurance-compa-
ny balance sheets were laden
with defaulted mortgages, non-
performing loans, and illiquid
bonds, and a national life-insur-
ance moratorium (similar to the
Bank Holiday) was instituted.
Assets were frozen, and policy-
holders were prohibited from
cashing in their policies or tak-
ing out policy loans. (Death
benefits continued to be paid.)
The life-insurance industry
decided to put its best foot for-
ward by publishing a pamphlet
absolving itself of blame. “Fol-
lowing the suspension of bank-
ing activities, the brunt of
the crisis fell heavily upon the

A fancy-looking Equitable Life policy from 1911. life

While waving the American flag
won’t actually sell insurance, it probably
reduces resistance to the sales process.
Another way to reduce resistance is for
insurance companies to convey the
image of great financial strength,
regardless of whether they are in pos-
session of such.

On November 21, 1929—twenty-
three days after the stock market
crash—Hugh Hart, vice president of
The Penn Mutual Life Insurance
Company, spoke before the Boston Life
Underwriters Association, emphasizing
the “stabilizing factors” present in the
U.S. economy. “We,” he said, referring
to American insurance companies, “are
carrying a financial reserve of $100 bil-
lion of non-shrinkable, non-declinable,
non-panicable life insurance.” The
effect of this was comparable to what
might happen if Abby Joseph Cohen
were to tell a meeting of The
Beardstown Ladies’ investment club
that the Dow was going straight to
15,000—the audience broke into
applause. That Hart’s words were a pile
of bushwa was, apparently, beside the
point. Although he continued to refer to
a “vast reservoir” of “$100 billion,” no
such reservoir existed. In actuality, the
$100 billion was the face amount of life
insurance in force. The life-insurance
industry’s total assets were less than $20

insurance  companies,”

explained the pamphlet. “They
became the victims of a financial situa-
tion iz which they had no part.” [Emphasis
added.]

But life-insurance companies did
have a part in the crisis. They had been
swept up in the euphoria of the 1920’
making speculative loans and recklessly
concentrating their assets in real-estate
mortgages. Around the time the indus-
try’s pamphlet was published, 25% of
Equitable’s residential mortgages were
in default, and the Metropolitan Life
Insurance Company was the owner of a
busted mortgage on the Empire State
Building and in the process of becom-
ing the owner (through foreclosure) of
2,000,000 acres of farmland.

Fifty-eight years after the life-insur-
ance industry had published its pam-
phlet, Mutual Benefit sent its agents an
important letter along with a pamphlet
entitled “Facts & Fiction.” The letter,
dated June 27, 1991—a mere 18 days
before Mutual Benefit would be taken
over by its regulators—stated that con-
cerns about Mutual Benefit’s financial
stability were the result of “a series of
rumors and misinformation.” The pam-
phlet claimed that Mutual Benefit was in
“strong financial position,” was “a solid
‘investment grade’ company,” had “lim-
ited exposure to ‘high risk’ investments,”
and “continues to be an extremely prof-
itable insurance company.” continued
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These statements were false. An affi-
davit filed in the Superior Court of New
Jersey subsequently revealed that two
months earlier, Mutual Benefit had met
with the New Jersey Insurance Com-
missioner “to advise him of its increas-
ingly precarious financial condition.” At
that meeting, Mutual Benefit disclosed
that it wouldn’t make a profit in 1991
and that it had grave concerns that, as a
result of anticipated asset writedowns,
its ratings would be downgraded by
Standard & Poor’s and Moody’s.

How is it that Mutual Benefit, which
had been around since 1845, could tell
the public that it was strong when it had
told the commissioner it was weak? Part
of the answer has to do with the nature
of insurance regulation. Although no
honest company in Mutual Benefit’s
financial condition could have issued
securities without first disclosing its dis-
tressed condition, Mutual Benefit’s
products (whole life, fixed annuities) are
not considered securities. Even though
these products are generally considered
“investments” by those who purchase
them, they are exempt from SEC regu-
lation. As a result, an insurance company
isn’t required to issue a prospectus and
disclose material information when it
sells these “investments.”

The McCarran-Ferguson Act, passed
in 1945, delegates the regulation of
insurance to the states rather than to the
federal government. Unfortunately, the
states haven’t always provided adequate
regulation. In a “race to the bottom,”
state legislators have often undermined
good regulations to please powerful
insurance-company constituents, and
have used lack of regulation as a means of
economic development. (The theory
behind this practice is that insurers will

if an insurance company like Mutual
Benefit—one in dangerously weak
financial condition—is not required to
disclose its “precarious financial condi-
tion” to prospects prior to selling them
a policy? It says that regulation is often
ludicrous. While there are many good
people in state insurance departments,
the combination of inadequate insur-
ance-department budgets, revolving-
door commissioners, and a regulatory
process heavily influenced by big
money tends to produce unsatisfactory
results.

T'here is perhaps no better example
of the inadequacy of state regulation
than Iowa, which takes in $140 million
a year in premium taxes, but spends
just $6 million on regulation. Iowa’s
insurance industry is large, and its insur-
ance department is woefully
understaffed. Letters go unan-
swered, complaints are ignored
or misunderstood, and complex
financial shenanigans are over-
looked, because there’s no one there
who has the time to understand them.
Worst of all, the Iowa Insurance
Department is run by Terri Vaughan,
who doesn’t seem at all perturbed by
this.

Vaughan’s role as commissioner has
been catastrophic for policyholders: she
was personally responsible for per-
mitting three large mutuals, Allied,
AmerUs, and Principal, to engage in
transactions in which policyholders
were skewered.

Tom Vilsack, Iowa’s new governor,
surprised many people by reappointing
Vaughan, whose term was to expire on
March 31. She “exhibits a growing sen-
sitivity” to policyholders, his spokes-
man claimed.

ife insurers haven’t cornered

the market on financial instabil-

ity. During the more-than-250-
year history of American property
insurance, failures have been common.
America’s first property insurer, the
Friendly Society for the Mutual
Insurance of House Against Fire, in
Charleston, South Carolina, was wiped
out in 1740, a mere four years after its
formation. The Great New York Fire
of 1835 bankrupted all but three of
New York’s insurance companies, and
the Great Chicago Fire of 1871 burned
up 68 insurance companies. Between
1969 and 1994, 591 property-casualty
companies failed.

The Home Insurance Company, once
the largest fire-insurance company in
America, approached the abyss a num-
ber of times before ultimately
falling in. (Its surplus was wiped
out by the Chicago Fire in 1871,
and had it been forced to mark
its investments to market in
1932, it would have been undercapital-
ized.) Despite such setbacks, The
Home grew larger. In 1968, during an
era of great consolidation in the insur-
ance industry, it was taken over by a
conglomerate, City Investing. (Great
American, The Hartford, Reliance, and
many others were taken over around the
same time.)

Under City Investing’s manage-
ment—rather, mismanagement—the
seeds for The Home’s eventual demise
were sown. When City Investing was
liquidating in 1985, it couldn’t find a
buyer for The Home, so it spun it off as
an independent company. The Home
Group, as it was now called, then did
what numerous insurance companies
have done in the past, are doing at the

relocate to the state
with the easiest reg-
ulation.)
Mutual-insur-
ance-holding-com-

RN
N

present, and will do
in the future: it
became a financial-
services supermar-
ket. It acquired a
securities brokerage
A eaead (Gruntal), a savings
3 ‘ & loan (Carteret),

pany legislation, W\
. { !
which, fortunately, ¥
has 0/ been passed B et el B
in 30 states (among pPirmsBsle s gy : i 3 Qe

them New York and 7
New Jersey), is just
one example of terri-
ble state regulation.

What does it say
about state regulation

Metropolitan Life Insurance Company’s investment porifolio, 1935.

and grew its assets
rapidly and impru-
dently.

Then, in 1989,
The Home Group
changed its name to
the patriotic sound-
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ing “AmBase.” (An American flag
adorned the front and back cover of
AmBase’s annual report.) A 1990 ad for
The Home Insurance Company carried
the tag line, “A subsidiary of AmBase
Corporation.” It seems that The Home
was trying to improve its appearance of
financial strength by showing that it was
part of AmBase, and that AmBase,
which was overleveraged, was trying to
improve its stock price by showing that
it owned The Home.)

If that was the strategy, it failed. The
Home deteriorated, and AmBase’s
stock collapsed. Miraculously, a buyer
from Stockholm, Trygg-Hansa SPP,
shelled out about $800 million for The
Home, apparently on the theory that
nice Swedish fellows could do a better
job with the company than could
AmBase’s chief honcho, the avaricious
George 'I.  Scharffenberger. The
Swedes must have had one too many
Aquavits to think such thoughts, and
would soon rue their investment.

In December 1993, Lehman
Brothers, Donaldson Lufkin & Jen-
rette, Salomon Brothers, and Gruntal—
all of which, apparently, were not under
the influence of Aquavit—underwrote
public offerings in which $128 million
of stock and $280 million of debt were
issued by what was now called Home
Holdings. That well-known Wall Street
houses would underwrite the toxic
securities of a nebulously capitalized
insurance sinkhole isn’t surprising;
underwriting fees are so high that it’s
difficult for firms to say “no.” (A note
for the historical minded: L.ehman was
once owned by American Express,
Salomon became part of Travelers
Group, which, in turn, became part of
Citigroup, and Donaldson Lufkin &
Jenrette is a subsidiary of Equitable.)

Although the prospectuses for Home
Holdings’ rotten securities contained
14 “Risk Factors,” one essential risk fac-
tor (that The Home was particu-
larly vulnerable to adverse
effects in the event of a rating
downgrade by A. M. Best) was,
incredibly, omitted. When Reli-
ance Group had issued $650 million of
debt a month prior to Home Holdings’
offering, its prospectus included the fol-
lowing: “A downgrade in the Best rating
below A- could adversely affect the
competitive position of the Reliance

Property and Casualty Companies.”
One would have thought that Donald-
son Lufkin & Jenrette, a lead underwriter
in both deals, might have learned from
Reliance’s prospectus and insisted upon
a similar risk factor in the Home deal.
(Richard Jenrette, who, in 1990,
became CEO of DL]J’s parent, Equi-
table Life, when it was in deep financial
trouble, is 2 man well aware of risk.)

On November 7, 1994, after Schiff’s
Insurance Observer had published six arti-
cles criticizing Best’s rating practices
during the previous year (see “The Will
Rogers of Insurance Rating Agencies,”
“An Unreasonable Risk of Insolvency,”
“Let’s Face the Music and Dance,”
“Does Continental Deserve a B+ Rating
Instead of an A-?”, “Clear and Present
Danger: How ‘Managed’ Ratings Inflate
the Ratings of Weaker Companies,” and
“T'he Harder They Fall: Why Best’s
Ratings Portend a Rash of Downgrad-
ings”), A. M. Best downgraded The
Home from A- to B+, hastening The
Home’s demise into runoff, where the
ultimate payment of its liabilities
remains uncertain. Amazingly, Best did
not consider The Home to be “Vulner-
able” until March 4, 1996, at which time
it assigned it a B- rating. (At that time,
B- was defined as “adequate.” These
days B- is defined as “fair.”) On March
4,1997, The New Hampshire Insurance
Department issued an order placing
The Home under formal state supervi-
sion. Six days later Best assigned The
Home a rating of “E (Under Regulatory
Supervision).”

While Best did not distinguish itself
in the early 1990, it has made signifi-
cant strides in the last few vyears.
Although its rating system could be
improved—for example, it should use a
scale similar to that used by Standard &
Poor’s and Moody’s (AAA, AA+, AA,
AA-, and so on)—its hardcover Insurance
Reporrs 1s an indispensable source of
information that we use daily.
k. (For an excellent recap of the
complex mess that is now The
Home, we refer readers to the
1998 edition of Bests [nsurance
Reports, pp. 2332-2339.)

T'he Home is just one of many once-
great insurance companies to have gone
awry. Financial institutions, by their
very nature, are prone to all sorts of
problems, particularly during the busts

that tend to follow booms. Whether one
chooses to call the current U.S. eco-
nomic environment a boom, bubble,
bull market, or new era, it will, in all
likelihood, be followed by what will be
known as a bust, bear market, recession,
or depression. (If Beardstown lingo is
employed, it may simply be referred to
as a “correction.”)

Although the Internet-stock mania
is a good example of a current specula-
tive bubble, we’ll cite instances of
financial hysteria and speculation that
are more pertinent to the insurance
business. We’ll show that prestigious
institutions don’t necessarily guarantee
their subsidiaries or the products they
sell, and that a respected name doesn’t
necessarily provide any value for policy-
holders or creditors.

ear the height of the mid-1998
financial frenzy, Goldman,
Sachs & Company tried—but

failed—to fob off its stock upon the
public at a $30-billion market valuation,
more than four times book wvalue.
Goldman’s failure was the public’s good
fortune, for Goldman and its rapacious
partners don’t knowingly sell any-
thing—including so-called “fairness
opinions”—at bargain prices.

Those versed in financial history
may recall Goldman Sachs Trading
Corporation, a giant investment trust
formed by Goldman, Sachs in 1928.
Investment trusts were the rage back
then, and Goldman Sachs Trading,
essentially a blind pool, raised hundreds
of millions of dollars very quickly. Using
a leveraged pyramid structure, it
acquired other investment trusts which
had, in turn, previously acquired other
investment trusts. (Through a merger
with Financial and Industrial Corpora-
tion, Goldman Sachs Trading ended up
with control of the Manufacturers Trust
Company, later known as Manufactur-
ers Hanover.) These financial machina-
tions propelled Goldman Sachs Trad-
ing’s stock from $50 to over $113, far
above the underlying value of its inflat-
ed assets. Investors undoubtedly
assumed that Goldman, Sachs, by spon-
soring Goldman Sachs Trading and pro-
viding it with several directors, was, in
some way, guaranteeing Trading’s suc-
cess. Such was not the case. Goldman
Sachs 'Trading soon turned into a deba-
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cle, and by 1932, when its shares were
priced at 32, the concept of investment
trusts had been in disrepute for a couple
of years.

“Economic, like alcoholic, excess
has its inescapable aftermath,” wrote
John Kenneth Galbraith in the intro-
duction to the 1988 edition of his book
The Great Crash, 1929.

Another example of a financial
mania partially sponsored by a rep-
utable company was the debacle in
Latin American bonds. National City
Bank, the forerunner to First National
City Bank (which subsequently became
Citibank, now part of Citigroup), was a
major underwriter of Peruvian bonds in
the 1920’s, when the City Bank impri-
matur was viewed as a seal of approval;
that seal ultimately meant nothing.
Peruvian government bonds, issued at
par in the 1920’, traded down to $3 in
1932, as Peru, like virtually all South
American countries except Argentina,
defaulted on its U.S. debts. (The phrase
“Peruvian bond” subsequently became
a pejorative term, a synonym for a
worthless debt.) In 1933, the Glass-
Steagall Act separated commercial
banking and securities underwriting.

Financial institutions are like can-
dles: they can give off light right up to
the moment that they suddenly flicker
out. Kidder Peabody, which cost Gen-
eral Electric dearly as a result of a 1994
bond-trading scandal, had a history of
being solvent most of the time; 1930,
however, was not one of those times.
Kidder had to be bailed out by
J. P. Morgan and Chase National Bank.
(Chase was the Rockefeller bank, and
John D. Rockefeller was its largest
shareholder.)

In 1955 Chase merged with the
Bank of Manhattan to form Chase
Manhattan Corporation. In 1970, when
David Rockefeller became chairman
and CEQO, Chase Manhattan created
and sponsored Chase Manhattan
Mortgage & Realty Trust. (Much as the
1920’s had seen a boom in leveraged
investment trusts, the early 1970’s was
the heyday of a new type of leveraged
trust, the Real Estate Investment Trust
(REIT). Between 1970 and mid-1974,
REITs grew from $2.5 billion in assets
and $1.6 billion in equity to $21 billion
in assets and $6.6 billion in equity.) The
illustrious Chase Manhattan name—

not to mention the Rockefeller connec-
tion—made Chase’s “trust” all the
more appealing to investors. Indeed,
many believed that Chase Manhattan
wouldn’t let Chase Manhattan Mort-
gage & Realty fail, thereby sullying the
illustrious Chase Manhattan moniker;
they were dead wrong.

Although Chase Manhattan served
as Chase Manhattan Mortgage &
Realty’s management advisor, it didn’t
guarantee or assume financial responsi-
bility for Chase Manhattan Mortgage &
Realty’s obligations. After several
rounds of restructuring beginning in the
mid-1970’s, Chase Manhattan Mort-
gage & Realty filed for bankruptey in
February 1979. (Many other REI'TSs col-
lapsed, as well.)

Six years later, the failure of Chase
Manhattan Mortgage & Realty was
ancient history. The stock market had
turned, and New York was on the
upswing. Thus in 1985 the Rockefeller
family was able to cash out of Rock-
efeller Center through a mortgage
REIT, Rockefeller Center Properties.

The original $44.9-million mortgage
on Rockefeller Center, made by Met-
ropolitan Life during the Depression
years 1931-1935, had carried a 5% inter-
est rate. In bullish 1985 the Rock-
efellers were able to take out a $1.3-bil-
lion mortgage on Rockefeller Center.
The money came from a public offering
of shares underwritten by Goldman,
Sachs and Shearson Lehman. The
shares in Rockefeller Center Properties,
priced at $20, were not an equity interest
in Rockefeller Center; rather, they were
an equity interest in the mortgage on the
property. The Rockefellers did not pro-
vide any guarantees, although many
shareholders were undoubtedly drawn to
the deal by the luminous Rockefeller
name. (Surely the Rockefellers wouldn’t
let Rockefeller Center fail!) Another
attraction: the prospectus for Rock-
efeller Center Properties implied that
shareholders could earn a 13% annual
return (rents were supposed to keep ris-
ing). Investors would have been wise to
ask, “If the Rockefellers are borrowing
from me, what do they know that |
don’t?”

In 1989, in a splendid stroke of timing,
the Rockefellers sold 80% of their eguity in
Rockefeller Center to Mitsubishi for $1.4
billion. Soon after, rental rates in

Manhattan started to fall, and vacancy
rates soared. In May 1995, Rockefeller
Center’s owner filed for Chapter 11 bank-
ruptey protection.  Shareholders  of
Rockefeller Center Properties ultimately
received $8 per share—a loss of 60% on
their investment.

e mention some of these
long-ago events because, in
the age of consolidation, con-

vergence, co-branding, global market-
ing, financial-services supermarkets,
and Citigroup, it’s worth remembering
that a good name does not connote sol-
vency, and that risk, without the com-
mensurate potential for reward, is not
worth taking—either for an insurer or
an insured.

Many insurance companies would
have people believe that because
they’re part of larger organizations, peo-
ple should have greater confidence in
doing business with them. While that
might be the case, it also might not.
Many large companies don’t provide
guarantees that enhance the financial
strength of their insurance subsidiaries.
“Multi-line writers may establish an
affiliate to write casualty lines of cover-
age in order to isolate the parent from the
potential loss exposure of these more
volatile lines,” notes A. M. Best.
[Emphasis added.]

Writes Moody’s: “Because rated
companies can issue very long-dated
contracts it is important to determine
the parent’s long-term support and
ownership commitment towards its
subsidiaries.”

Rating agencies, like everyone else,
can only make informed guesses about
what’s going to happen over the long
term. While their opinions are worth
paying attention to, one must recognize
their limitations; most of the major
insurance-company failures caught the
rating  agencies by surprise.
Furthermore, insurance companies—
like everything else in the world—are
often up for grabs if the price is right.
Thus, while Colonial Penn might now
fly the General Electric flag, there’s no
guarantee that it won’t be sold in the
future. Similarly, there’s no guarantee
that Travelers Property Casualty won’t
be set adrift by "Travelers Group.

In a moment we’ll examine a variety
of ads that are misleading in some form
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or other. Before we do that, however,
let’s review two recent examples of
insurance-company debacles that illus-
trate our point—that an insurer’s good
name and prestigious parent company
may be of little use to an insured when
the chips are down.

Example one: from 1980 until 1987,
First Capital Life was called E.F. Hutton
Life Insurance Company. Policyholders
probably felt a sense of comfort knowing
that they were with an insurance com-
pany bearing such a distinguished
name—that E.F. Hutton wouldn’t let
anything bad happen to its insurance
company because that would besmirch
the name made famous by the advertis-
ing campaign, “When E.F. Hutton talks,
people listen.” In 1987, E.E. Hutton was
taken over by Shearson L.ehman, a sub-
sidiary of American Express, and E.E
Hutton Insurance Group, which includ-
ed E.F. Hutton Life, was sold to First
Capital Holdings. When First Capital
Life (aka E.F. Hutton Life) failed in
1991, E.F. Hutton didn’t step in to pick
up the pieces or make good on the liabil-
ities, even though Shearson Lehman
Hutton Holdings was still the largest
shareholder in First Capital Holdings.
Policyholders of E.F. Hutton Life
learned the hard way that E.F. Hutton’s
talk was cheap.

Example two: in 1992, Prudential
Property and Casualty Insurance Com-
pany (PRUPAC) was wiped out by
Hurricane Andrew. (PRUPAC’s capital
was subsequently replenished by its
parent, Prudential Insurance Company.)
In 1993, when the Florida Insurance
Department wouldn’t permit PRUPAC
to non-renew policies in areas where it
had a high catastrophe exposure, PRU-
PAC brought suit, claiming that it faced
“an unreasonable risk of insolvency” as
a result of the Insurance Department’s
actions. So that there were no doubts
that the “risks” were faced by PRUPAC
(as opposed to Prudential Insurance
Company), Prudential said that it would
not necessarily bail out PRUPAC if it
became insolvent again, and empha-
sized that it was providing “no guaran-
tees” to PRUPAC.

That was then; this is now. “In 1996,
we launched a corporate-wide initiative
called ‘One Prudential,”” writes Pruden-
tial’s chairman and CEO, Art Ryan, in
the company’s most recent annual

report (available on Prudential’s web-
site). “In simple terms, One Prudential
means...Prudential will look and act
like one company...By coordinating our
marketing efforts, we’re bringing a
wider, more accessible menu of services
to our retail clients...[and] by unifying
our communication and graphic stan-
dards across all of our businesses, we’re
helping to strengthen our brand.”

A homeowner who isn’t knowledge-
able about insurance, corporate law,
finance, insurance regulation, and Pru-
dential might accept at face value what
Ryan says in the annual report:
“Prudential is a trusted name in quality
insurance products. As a top issuer of
life, personal lines, property & casualty
insurance, as well as annuities, we have
distinguished ourselves as an industry
leader. Qur strength lies in our commitment
10 our customers.” [Emphasis added.]

T'hat “commitment” doesn’t extend
to guaranteeing PRUPAC’s policy-
holders in the event that PRUPAC
should fail.

o win a prize for being mislead-
ing, an insurance company’s ad,
brochure, or letter should do the

following: make a ludicrous, beguiling
statement; imply things that aren’t true;
use a well-known name and logo to lull
the reader into complacency; create the
impression that the owner of that name
and logo is guaranteeing its insurance
company’s obligations to policyholders
(even though it really isn’t); and, finally,
prey on someone who won’t understand
any of the above.

By these criteria, Colonial Penn is a
prize-winning insurance company.

A New York State resident, John Q.
Public (not his real name), recently
received a nine-by-twelve-inch manila
envelope that carries a provocative ques-
tion in bold type: “Want to save $337 a
year on your auto insurance?” The enve-

label reveals that it
was mailed from the
“Executive Offices” of “Colonial Penn
Insurance, A GE Financial Assurance
Company.” "The label prominently dis-
plays the General Electric logo.

Inside the envelope are four pages,
printed front and back. The first page is
a letter on stationery which displays the
General Electric logo and, like the mail-

lope’s large white Colonial Penn Insurance
A GE Financial Assurance Company

ing label, is from the “Executive
Offices” of “Colonial Penn Insurance, A
GE Financial Assurance Company.” (The
letter also includes the slogan, “We
bring good things to life.”)

Attached to the letter is a yellow Post-
it® note with the GE logo and the
Colonial Penn and GE names. Although
the letter is addressed formally, (“Dear
Mzr. Public”), the Post-it®, which was
printed to look handwritten, reads, “John,
Call now for a free price comparison. See
how much you may save. — Chris.”

The letter and the three following
pages are all part of Colonial Penn’s
clever—but misleading—marketing
effort to sell personal auto insurance
directly. Although the insurance being
pitched is from Colonial Penn, the
words “General Electric” or “GE”
appear 13 times, General Electric’s logo
appears eight times, and the slogan “We
bring good things to life” appears three
times. (The Colonial Penn name
appears many times, too.)

What the mailing does nor include,
however, is anything making it clear
that General Electric is not responsible
for Colonial Penn’s policyholder obliga-
tions. Indeed, the use of General Elec-
tric’s name, logo, and slogan seems
designed to make Mr. Public believe that
General Electric is responsible for
Colonial Penn’s policyholder obliga-
tions. (‘The closest the mailer comes to
having a disclaimer is some small print
on the back of the enclosed application,
which reads: “Colonial Penn’s automo-
bile policies are issued by either Colo-
nial Penn Insurance Company, Colonial
Penn Franklin Insurance Company, or
Colonial Penn Madison Insurance
Com-pany of Valley Forge, PA.”)

One page of Colonial Penn’s mailer
extols six “ABSOLUTE GUARANTEES” in
big, bold capital letters. Underneath is
an official guarantee entitled “GUARAN-
TEE OF BETTER SERVICE & BENEFITS.”
This  guarantee
raises an obvious
question: how can
Colonial Penn (and General Electric)
“guarantee” better service and benefits
unless they know what service and ben-
efits Mr. Public is already receiving?

Some of the “benefits” in the guar-
antee appear particularly attractive. For
example: “We guarantee you will never
be ‘dropped’ because of an accident...

SCHIFEF’S INSURANCE OBSERVER ~ (212) 724-2000

MARCH 1999 9



When you qualify for our guaranteed
policy renewal you’ll never lose your
coverage because of your age or driving
record.”

That sounded great, so we called
Colonial Penn and asked a customer-ser-
vice representative what it meant. “After
one year,” she replied, “as long as you’ve
had no accidents or tickets, you're put
into our ‘guaranteed’ program.”

When we pressed for more informa-
tion, it became clear that Colonial Penn
was providing a guarantee that meant
little, if anything. Yes, the company
guarantees that it will renew your poli-
¢y, but it doesn’t guarantee the rate it
will charge you. The customer-service
rep admitted that if you had a bad dri-
ving record, Colonial Penn—which
tends to write insurance for preferred
risks—might charge rates as high as
those in the assigned-risk pool.

Another one of Colonial Penn’s
“guarantees” turned out to be illusory:
“We guarantee responsive customer ser-
vice 24 hours a day! Call us anytime of
the day or night, seven days a week. You
shouldn’t have to schedule your day
around your insurance company’s hours.
Our friendly customer service represen-
tatives are always willing to answer any
questions you have.”

We took Colonial Penn (or was it
General Electric?) up on its offer, and
called its customer-service line one
Sunday after midnight and said we
wanted to ask some questions about a
policy’s terms and conditions. We were
informed that for questions of this sort
we’d have to call back between 7:00
a.m. and 11:00 p.m.

On the last page of its mailer, Colo-
nial Penn makes misleading statements
about its financial strength and ratings:

RATED “EXCELLENT (A-)”
You can feel secure knowing that you are dealing
with a company rated “Excellent (A-)” by the
AM. Best Company. This rating, from the most
respected rating company in the insurance indus-
try, attests to Colonial Penn’s financial stability,
soundness and operating performance. Colonial
Penn is a member of the General Electric family of
companies dedicated to the highest quality prod-
ucts and services. GE tied for the #1 ranking in

1995 and 1996 in the Forbes Super 100, which
measures sales, profits, assets and market value.

We will now examine, and respond
to, Colonial Penn’s words:
COLONIAL PENN: “You can feel secure
knowing that you are dealing with a

company rated ‘Excellent (A-)" by the
A.M. Best Company.”

RESPONSE: Notice how Colonial Penn
has inverted its Best rating: Best always
shows its ratings as a /etter followed by
a description, e.g. “A- (Excellent).” By
inverting the order—“Excellent (A-
)”— Colonial Penn has put its best foot
forward and altered the meaning of the
rating, since “Excellent” sounds better
than “A-.”

Furthermore, although an A- rating
is in Best’s “secure” category, it’s debat-
able just how secure you can feel about
a company with an A- rating. (A
“B+"rating is also “secure.”) Fifty-two
percent of the property-casualty “rating
units” that have a letter rating are rated
“A-” or higher, and 36% are rated “A”
or higher. “A-" is Best’s fourth highest
rating category; it is three notches above
the “Vulnerable” category.

When we called the Colonial Penn
toll-free hotline and asked a representa-
tive to explain the significance of Best’s
“A-" rating, we got the following
response: “T'hat means we take care of
our customers and we take care of our
claims.” That is erroneous. Best’s rat-
ings refer to an insurer’s financial
strength, not to its customer service.
COLONIAL PENN: “T'his rating, from the
most respected rating company in the
insurance industry, attests to Colonial
Penn’s financial stability, soundness and
operating performance.”

RESPONSE: A.M. Best’s ratings don’t
“attest” to anything. (Webster’s defines
attest as “to affirm to be true or genuine”
and “to authenticate officially.”) Best
says its ratings “reflect our independent
opinion of the financial strength, operat-
ing performance and market profile of an
insurer relative to standards established
by the A.M. Best Company. Best’s rat-
ings are not a warranty...”

COLONIAL PENN: “Colonial Penn is a
member of the General Electric family
of companies dedicated to the highest
quality products and services.”
RESPONSE: Although Mr. Public might
have been reassured by this and by the
repeated use of the GE logo, Colonial
Penn’s policyholder obligations aren’t
guaranteed by General Electric.
COLONIAL PENN: “GE tied for the #1
ranking in 1995 and 1996 in the Forbes
Super 100, which measures sales, prof-
its, assets and market value.”

RESPONSE: A red herring. While it’s won-
derful that GE is so successful and
large, size doesn’t guarantee financial
strength, and GE doesn’t guarantee
Colonial Penn’s obligations. Amica
Mutual, Cincinnati Insurance, Erie
Insurance, and USAA, to name several
companies that are minuscule com-
pared to GE, all carry A++ ratings.

eneral Electric doesn’t just tout

itself to unsophisticated folks

looking to save a few bucks.
Employers Reinsurance Corporation
(aka ERC), which is owned by GE, has
been running a series of full-page ads
in insurance publications. You've proba-
bly seen them: they contain a catchy
quote (e.g., “It’s not whether you get
knocked down. It’s whether you get
up again.” —Vince LLombardi”), in white
lettering on a red background. The ads
contain a few lines of text ending with
the slogan, “It’s a world of risks. Be
prepared.” Underneath the text, the
famous GE logo is featured as promi-
nently as “ERC.”

And what is it that GE—we mean
ERC—is telling readers? Here’s a sam-
pling from several ads (we’ve added the
italics for emphasis): “At ERC our risk
experts have over a century of reinsur-
ance expertise behind them. Noz to men-
tion the vast resources of GE.” “With rein-
surance experts in more than 40 coun-
tries and GE capital reserves, we can help
manage all kinds of risk.” “ERC’s cus-
tomized Casualty Facultative pro-
grams...backed by the interminable [sic)
resources of GE.” “Put the combined
strength of GE & ERC to work for you.”
“...backed by the prodigious resources of our
parent company, GE.”

So, the vast—rather, interminable—
resources and capital reserves of GE are
supposedly backing ERC, and this
combined strength will work for you.
But does that mean what it sounds like
it means—that GE provides guarantees
or sets up reserves for the benefit of
ERC policyholders?

We phoned ERC and were told to
call Neil McGarity of GE Capital, who’s
in charge of answering pesky questions
from people who believe that words
mean something,.

“Does General Electric explicitly
guarantee ERC?” we asked McGarity.

“It’s simply saying that if you want
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security...” his voice trailed off.

We asked about the “backed by”
claims and expressed the opinion that
the ads were misleading.

McGarity didn’t seem to share our
concerns: “‘Backed by’ means that they
are a member of the GE family and we
stand behind them.”

What does #ar mean? Is GE guaran-
teeing ERC’s obligations?

McGarity characterized our com-
ments as “overblown speculation,” and
said he didn’t want to talk further.

We weren’t surprised. After all, what
was he to say? That ERC’s ads are mis-
leading hokum? That GE 7#s# guaran-
teeing anything when it put its logo on
ERC’s ads?

Other ERC ads are misleading in
a different way: “Pad yourself with
ERC’s innovative Casualty Treaty ser-
vices. Backed by a network of deep GE
capital reserves, i7s the highest rated ser-
vice in the indusiry.”

We’ll skip a discussion about
whether GE—or rather, ERC—offers
fine Casualty Treaty services. But is it
really the “highest rated service”? (A
footnote in the ad explains that by “ser-
vice” ERC is referring to its ratings of
A++ from Best’s, Aaa from Moody’s, and
AAA from S&P.)

Is it proper for ERC to say that it is
the “highest rated [insurance company]
in the industry”? Doesn’t that mean
that no other insurance company is
rated as highly (which, of course, isn’t
true)? Interestingly, in a press release to
the investment community, GE and
ERC are more careful about what they
say: “ERC holds 79p financial strength
ratings from Standard & Poor’s...”

Another five-star General whose
advertisements have caught our eye is
General Motors.
MIC Re, rated
A+ by Best, is

MICRe Corporation
A Subsidiary of Motors Insurance
a subsidiary of

o]
Motors Insur-

ance Company, a subsidiary of GMAC
Insurance Group, which is owned by
General Motors. MIC Re’s two-page ad
features a Chevrolet truck above the fol-
lowing: “As a member of the General
Motors family, MIC Re engages signifi-
cant resources to ensure the success of
our 'Treaty and Facultative customers...”
The ad features a big “GM” logo at the
bottom right. General Motors, of course,

is not responsible for MIC Re’s liabilities.

For that matter, Citigroup isn’t going
to be on the hook (absent a lawsuit) if
Gulf Insurance Group runs into trouble,
even though Gulf’s ads display the
Travelers’
umbrella and
say that Gulf
is “a member of Citigroup.” (Gulf is
owned by Travelers Property Casualty
Corp., which is 82% owned by Travelers
Group, a subsidiary of Citigroup.)
Unless financial regulations are
changed in the next five years, Gulf will
no longer be a “member” of Citigroup.

Frontier Insurance Company isn’t
located on the frontier—unless one
considers the Catskills to be the fron-
tier. Yet the company’s logo is a Davy-
Crocketesque figure in a coonskin cap
with a rifle—an ironic touch, consider-
ing that Frontier has shot itself in the
foot by growing too rapidly. One of its
recent ads was, mostly, typical trade-
publication fare in which a company
uses a silly sports metaphor to link an
image with words. Frontier pictures a
high jumper bent backwards as he clears
the bar, with the caption, “Frontier’s
market flexibility gets you over the top
when you compete for excess workers
comp business.”

T'he ad goes on to say that Frontier
Insurance Company is “a member of
Frontier Insurance Group (NYSE:
FTR)—which is nearing Two Billion
Dollars in assets.” Frontier’s use of its
New York Stock Exchange listing is, we
suppose, meant to impress people,
implying that the company is strong.
(Frontier Insurance Company, by the
way, does not have Two Billion Dollars
in assets; it has $1 billion, and is not list-
ed on the NYSE.)

Frontier is one of the few companies
that advertises its Demotech ratings.
(We pay no attention to Demotech’s
ridiculous ratings and don’t think any-
one else should, either.) Frontier, for
example, is rated A- by Best, A+ by S&P
and—get this—“A Prime (Unsurpassed
Financial Stability)” by Demotech. If
Frontier’s financial stability is “unsur-
passed,” then we’re all in trouble. (For a
good article on Demotech’s ratings, see
the January 1998 edition of The lnsurance
Forum, [812] 876-6502.)

United Capitol Insurance Company,
which writes environmental liability and

Gulf Insurance Group J

Amember of citigroup

is owned by the folks who “get you over
the top,” has been running an ad that
demonstrates how creative typography
can be used to give an impression of
greater financial strength than actually
exists: “A member of the Frontier
Insurance Group, Inc. (NYSE-FTR),
United Capitol combines the flexibility
of a surplus lines carrier with the
strength and stability of an A-rated par-
ent company.” [The italics are ours.]
Since the words “A” and “rated” are
being used as an adjective that modifies
“parent company,” it is proper to insert a
hyphen between “A” and “rated,” pro-
ducing the phrase “A-rated parent com-
pany.” Here’s the problem: United Cap-
itol i1s rated “A-”. By eliminating the
space between “A-" and “rated,” United
Capitol boosts its rating a notch and mis-
leads readers. United Capitol’s ad should
read, “an ‘A-’ rated parent company.”

Unionamerica Insurance Company
runs an ad that says in big letters, “Meet
the ‘A Team,” then goes on to say, in
smaller lettering, “With the ‘A Team’
you get more than just ratings.” We sup-
pose the “more” refers to the five
Unionamerica executives pictured in
the ad. What you don’t get from the “A
Team,” however, is an “A” rating from
Best. (The ad notes that Unionamerica
is rated “A-” by Best and “A” by
Standard & Poor’s.) The ad continues:
“The ‘A Team’ also scores straight ‘A’s
in flexibility, innovation, and service.”
Not to mention an A+ for creative
advertising.

More insidious is Winterthur Swiss
Insurance Group, which knows how to
make beautiful music with its mislead-
ing advertising. One ad shows a photo-
graph of hands playing a piano key-
board, along with the header, “We write
insurance in concert with you.” The
ad includes a chart of “key figures”—
$72.4 billion in assets, $19.4 billion in
premiums, and 27,797 employees—and
lists the name and address of six
Winterthur insurance-company groups.
The text says that each company
in the Winterthur network in North
America is “independent...Yet we are
part of a well-orchestrated, worldwide
effort to provide our policyholders the
strength, stability, and security of one of
the world’s largest, most successful
insurance groups.”

Winterthur’s $72.4 billion in assets
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are not allocated to pay the claims of
each insurance group or company; these
assets are held in numerous entities.
Also, as we have noted before, size does
not equate with financial strength.

Although Winterthur’s ad doesn’t
show ratings, its insurance companies
have varying degrees of financial
strength. Blue Ridge and Republic
Underwriters both are rated “A-”;
Southern Guaranty and Unigard are
rated “A”; and General Casualty is
rated A++.

n a recent ad, PXRE Insurance

Company, which underwrites cata-

strophe reinsurance, declares that it
provides “continuity of coverage for the
next time all hell breaks loose.” (We
wonder about PXRE’s continuity; with
its stock trading below book value, it’s a
dirt-cheap asset play. We'll bet that it’s
taken over within five years. Who
knows, it could be taken over between
the time we go to press and you receive
this issue.)

What intrigues us about PXRE’s ad is
the following statement: “We write busi-
ness worldwide, supported by over $475
million of our own surplus, and almost
84 billion in capital made available to us
by trading partners who share our under-
writing philosophy.” [Emphasis added.]

What is this “$4 billion in capital”
and why doesn’t it show up on PXRE’s
balance sheet? And what are “trading
partners’?

PXRE didn’t return our calls (maybe
all hell had broken loose that day). But
we assume that the “$4 billion in capital”
from “trading partners” is just a high-
falutin way of describing the company’s
retrocessions (the ceding of some of the
risk that it has assumed through reinsur-
ance). If our assumption is wrong and
PXRE has, say, a $4-billion line of credit
that it can call upon to pay insurance
claims, we’ll be glad to provide a free
subscription to every PXRE employee.

While PXRE is proud to lay claim
to its trading partners’ capital, Mass-
Mutual, “The Blue Chip Company,”
proudly lays claim to money that it
manages for others, advertising the fol-
lowing: “For more than 145 years, peo-
ple across America have relied on us to
insure their lives and financial future.
With over $160 billion under manage-
ment and excellent ratings, Mass-

Mutual and its subsidiaries have the
financial strength to help families and
businesses keep their promises.”

According to A.M. Best, about $100
billion of MassMutual’s $160 billion are
assets managed by MassMutual’s sub-
sidiaries: Oppenheimer Funds, David
[.. Babson & Company, and
Cornerstone Real Estate Advisors.
These assets no more belong to
MassMutual than the assets in Smith
Barney’s money-market funds belong
to  Sandy Weill.  Furthermore,
MassMutual’s $100 billion in non-insur-
ance assets are not what give the com-
pany the financial strength to keep its
promises (nor are its $60 billion of insur-
ance assets on its balance sheet).
MassMutual is a well-capitalized insur-
er with top ratings, and it shouldn’t have
to resort to the use of misleading statis-
tics to imply that it is strong.

One of the great ironies of the insur-
ance industry in recent years is that sup-
posedly high-quality mutual life insur-
ers like MassMutual—companies alleg-
edly run for the benefit of their policy-
holders—have been staunch proponents
of the Mutual Insurance Holding Com-
pany concept, a neutron-bomb form of
corporate organization that levels policy-
holders but leaves mutual-insurance-
company executives standing.

AlG is a fine organization filled with
innovative folks. Surely it doesn’t need
to mislead the public about its financial
strength. And vyet, it is not above artful
guile. The following is from the folder
that AIG uses to deliver personal auto-
insurance quotes directly to prospects.
(In personal lines, AIG is a direct writer,
eschewing brokers and agents.)

AIG—WORLD LEADERS IN INSURANCE
AND FINANCIAL SERVICES
In reviewing your rate quotation, please keep in
mind that this automobile insurance is offered by
member companies of American International

Group, Inc. (AIG), one of the largest and most
respected insurance organizations in the world.

In April 1998, Fortune Magazine ranked AIG #1 in
the insurance industry among publicly-traded Property &
Casualty stock companies based on revenue. And in its
March 30, 1998 issue, Business Week reported that
AIG has the highest profitability and highest market value
among companies rated in the nonbank financial
category. That puts it above such industry giants as
Travelers, Allstate, Fannie Mae and Morgan Stanley.
[Emphasis added.]

While AIG’s statements may be true,
they are irrelevant, and it’s hard to see

how they could do anything other than
confuse an AIG Auto Insurance Pro-
gram prospect.

So what if AIG is the largest publicly
traded property-casualty insurance com-
pany based upon revenue? In personal
auto (the coverage in question), AIG’s
insurance companies are relatively
small—about 5% the size of State Farm.

And so what if AIG has a higher
“market value” than Travelers, Allstate,
Fannie Mae, and Morgan Stanley? Trav-
elers and Allstate write much more per-
sonal auto than AIG. (AIG writes much
more personal auto than Fannie Mae
and Morgan Stanley, but then, these two
aren’t in the insurance business.)

Why would AIG compare itself to
Fannie Mae and Morgan Stanley in a
direct-mail piece to consumers? Has it
gone daft?

We called the toll-free number pro-
vided by AIG and asked the fellow who
picked up the phone if he could tell us
what AIG was talking about in the fold-
er it sends to prospects. His response
was that it meant that AIG was a well-
run company that would be around, and
that it had the revenues behind it to pay
any claims.

We professed confusion. Is there
some significance to AIG’s having the
highest profitability and highest market
value?

Well, explained our man, “We make
money for our stockholders—we’re just
telling you that we’re solid.” He also
told us that AIG’s stock had gone way
up in the past year.

But we’re interested in buying a pol-
icy, we said, not stock. Our man then
told us that all of this stuff had some-
thing to do with AIG paying its claims
in a timely manner.

AIG’s profitability and market value
have nothing to do with paying its per-
sonal-lines claims in a timely manner.
We know this, and Hank Greenberg
knows this—but individuals who buy
insurance directly from AIG may not
know this.

Given that Mr. Greenberg’s temper
is reputed to be a tad combustible, we
hope that he doesn’t get mad at the cus-
tomer-service man who spoke with us—
after all, the poor fellow didn’t write the
twaddle in AIG’s direct-mail piece.

In our February 1998 issue, we wrote
about RelianceDirect, the direct-selling
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auto insurance subsidiary of Reliance
Insurance Company, whose marketing
pitch boasted that it would reduce poli-
cyholders’ premiums by “eliminat[ing]
the middleman so your rates are never
inflated by agents’ commissions and sales
fees.” Reliance’s agents and brokers, not
surprisingly, didn’t take kindly to elimi-
nating middlemen, and RelianceDirect
changed its name to InsureDirect.
“We’re saying ‘good-bye’ to middlemen
and high overhead,” said its website.

InsureDirect didn’t catch on, and the
company went back to its old appel-
lation, RelianceDirecz. “Only our
name has changed—we’re still the
best choice for auto insurance!”
exclaims its website. “We still offer the
same great coverage, low rates, atten-
tive customer service, and responsive
claims handling. So why the change?
We’ve decided to return to the proud
heritage of our parent company—
Reliance Insurance Company. Reli-
ance’s roots go back to 1817.”

RelianceDirect has been around since
mid-1997; last year it wrote about $5
million in premium. It’s rated A- by
Best. “We like to consider our company
the very bright child (if we do say so our-
selves) of a well-established parent,”
says the website. “You see, we're a part
of Reliance Group Holdings, a company
with over $11.3 billion in assets, as well
as a long, colorful history of its own.”

Moody’s gives Reliance Group
Holdings’ senior debt a “junk” rating—
Bal. “Bonds which are rated [‘Bal’] are
judged to have speculative elements,”
says Moody’s. “T'heir future cannot be
considered well assured.” The rating of
Reliance Group Holdings’ senior debt
is far more relevant to RelianceDirect’s
policyholders or prospects than is the
fact that Reliance Group Holdings has
$11.3 billion in assets.

RelianceDirect 1s nothing if not
brash. “Something is definitely wrong
with car insurance today. You pay and
you pay and you pay. And when some-
thing unfortunate happens—when you
finally need them to hold up their end
of the bargain—it’s as if they don’t
know you anymore. For this, middle-
men pocket roughly $11 billion a year
in commissions. And insurance compa-
nies wind up with lots of extra profits.
Something’s gotta give.

RelianceDirect’s website doesn’t

P99

actually #ame any of the insurance com-
panies that are violating the law by not
“hold[ing] up their end of the bargain”
and thereby making “lots of extra prof-
its.” (By the way, Reliance, was once a
big writer of personal lines—until it
pulled out of the market earlier in the
decade.)

The website also claims that “some
other low-priced insurers are giving
‘direct’ a bad name.” Really? When we
think of “direct,” GEICO Direct’s name
comes to mind. While we’re aware that it
can be difficult to get through to the
company at times, its website is
remarkably understated: no mention
of billions in assets; no wild claims.
While the Berkshire Hathaway connec-
tion is mentioned, it is done so in the
middle of text: “GEICO Direct is a
wholly owned independent subsidiary of
Berkshire Hathaway.”

RelianceDirect has more to say: “We
cut out literally [sic] tons of overhead.
You don’t pay for agent commissions,
huge corporate travel accounts or layers
upon layers of bureaucracy. But the
insurance you get is just as complete as
any of the companies who hide those
expenses in your final costs.”

Last year RelianceDirect sent out a
junk-mail solicitation in which it
claimed: “We...provide you with excel-
lent service and promptly paid claims.
Which is why AM. Best rates us
‘A- (Excellent)’ for paying claims.”
Reliance’s “A-” rating is not a measure-
ment of service and promptly paid
claims, it is a measurement of financial
strength.

RelianceDirecr doesn’t give “direct”
a bad name. It merely gives “Reliance”
and “insurance” a bad name.

Like many other mutuals, Mutual of
Omaha is pondering some form of
demutualization. Last year it asked
Nebraska’s insurance department
whether it could keep its well-known
name if it demutualized and became a
stock company. Commissioner Timothy
Hall told Mutual of Omaha that it could
continue to use “Mutual” in its name—
provided that it included some sort of
disclaimer that it wasn’t a mutual.

The word “mutual” has positive
connotations, particularly in insurance.
The applicable definition in Webster’s
is the following: “of or relating to a plan
whereby the members of an organiza-

tion share in the profits and expenses;
specifically: an insurance method in
which the policyholders constitute the
members of the insurance company.” It
is no more appropriate for a stock insur-
ance company to use “mutual” in its
name than it would be for Colonial
Penn to tell policyholders it’s a charita-
ble organization.

In January, we called Commissioner
Hall to ask about his decision. So far,
neither he nor his office has returned
our call. On February 19, we wrote the
following letter:

Dear Commissioner Hall:

We are giving consideration to forming a
Nebraska-domiciled insurance company called
Mutual of Nebraska Company.
Although it will not be a mutual, we believe that
using “mutual” in the company’s name will help us
sell insurance, as many prospects are likely to mis-
take the company for a mutual and think that it will
be run for their benefit rather than for ours.

We are not averse to using some sort of dis-
claimer to the effect that Mutual of Nebraska is not
a mutual. Perhaps the company’s logo will carry the
following tagline in small print: “a stock company.”

We trust that you will approve the name pro-
posed above (or some variation of it, if the name is
already taken). We would appreciate it if you
would provide guidelines for using the word
“Mutual” in a stock company.

We look forward to your response.

Insurance

he Zurich organization, a
financial-services conglomer-

ate, engages in promotion that

is as full of holes as Swiss cheese. For
example, a 1995 Zurich-American
Insurance Group ad in Business Insurance
said, “We’re willing to take risks other
companies won’t. And we’ll service our
policies in a way other companies can’t.
Because we’re backed by #he financial
@ strength, stability and the

power of partnership only
The Worldwide Zurich

ZURICH

provide.”

Insurance Group can

[Emphasis added.] The

worldwide Zurich Insurance Group

does not guarantee the obligations of
Zurich’s U.S. insurance companies.

Zurich also hits individuals directly.

A New York resident recently received

a mailing from Zurich advising him of

the “opportunity to invest in one of the

highest yielding general money-market

funds in America”—the Zurich

YieldWise Money Fund. The mailing,

which included a letter, brochure and
other material, cited three reasons why
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Zurich could offer such attractive
yields. The first reason: the fund is
“100% No Load—so every investment
dollar works hard for you.” That claim is
meaningless: to our knowledge, a//
money-market funds are no-load.
(Zurich also explained that its yields
were high because its expenses were
low and that you pay only for the ser-
vices you use.) After a little salesman-
ship, the letter launched into familiar
language: “And behind your invest-
ment stand the resources of a global
financial leader with more than $200
billion in assets under management.”

The amount of money that Zurich
manages worldwide, is irrelevant to the
yield and safety of the Zurich YieldWise
Money Market Fund, and telling pros-
pects about the “$200 billion” seems
calculated to instill in them a false con-
fidence. Neither the Zurich YieldWise
Money Market Fund nor the worldwide
Zurich organization guarantees the
yield investors will receive or the return
of their principal.

Zurich’s letter states that its fund is
not guaranteed by the FDIC and that
“it is possible to lose money by invest-
ing in this and all money-market
funds.” That essential fact could easily
be overlooked amidst the attractive
brochures.

"The expense rate for Zurich’s money
market fund is low—0.44%—but not so
low as that of Vanguard Prime Money
Market Portfolio, which is 0.32%.

What makes Zurich’s solicitation
ironic, however, is that last November,
Zurich-American  Insurance Group
unveiled a new type of coverage—a
Money Market Net Asset Value
Protection policy, which “protects
investors when the assets that underlie
money market funds default and jeop-
ardize the $1.00 Net Asset Value of the
fund.” Notes Zurich’s press release:
“We think this will help the average
person who invests in money-market
funds feel more comfortable when they
turn to these important savings vehi-
cles.” (‘The policy is sold to managers of
money-market funds.) The press
release also notes that the policy is
issued by member companies of the
Zurich Financial Services Group, which
has “gross premiums of more than $44
billion” and “$375 billion of pro-forma
assets under management.”

We wondered whether Zurich Yield-
Wise Money Market Fund bought the
new Money Market Net Asset Value
Protection policy, which Zurich-Amer-
ican says is “beneficial to both money
market shareholders and investment
advisors.” When we called Zurich Yield-
Wise Money Market Fund’s toll-free
hotline and asked about the insurance
policy, the man who answered the phone
said yes, the fund carries the insurance.

We were surprised, and suspected
that his answer was wrong, so we asked
again, in greater detail. “We’re backing
our funds with $367 billion in assets,”
he responded, spouting some irrelevant
information that we suspect he’d been
told to say.

When we asked once more whether
the Zurich YieldWise Money Market
Fund actually had the Zurich insurance
policy, we got a different answer: “No.”

erhaps the most egregious recent

example of a parent company’s

involvement in its insurance sub-
sidiary is the case of Florida Progress, a
large public company that owns Florida
Power Corporation, an electric utility,
and Mid-Continent Life Insurance
Company, the oldest insurance compa-
ny in Oklahoma.

In 1986 Florida Progress purchased
Mid-Continent as part of a diversifica-
tion efforc. Mid-Continent’s primary
business was the sale of a two-part poli-
cy called “Extra-Life,” consisting of a
small amount of participating whole life
and a large decreasing term-insurance
rider. The policy was sold as a “level-
premium” policy with a guaranteed
death benefit. (The concept behind the
policy was that dividends on the whole-
life portion would be used to pay the
premium on the decreasing term-insur-
ance portion.)

Mid-Continent isn’t a large compa-
ny. According to Best, which gave it an
A+ rating for many years, at year-end
1996 it had $281 million in assets and
$64 million of surplus.

Mid-Continent became a debacle—
an actuarial nightmare that led to its
own ruin, financial problems for policy-
holders, and significant potential liabili-
ties for Florida Progress. Unlike most
failed life-insurance companies (which
ran into trouble as a result of invest-
ments that went sour), Mid-Continent

ran into trouble as a consequence of
inaccurate actuarial assumptions.

Our December 1991 issue included a
piece on Peter Hutchings, executive
vice president and chief financial officer
of Guardian Life Insurance Company,
and an actuary by training. In the wake
of the Executive Life and Mutual
Benefit fiascoes, Hutchings surmised
that in the future the industry might well
see liability-side problems (as opposed to
asset problems) due to actuaries’ aggres-
sive behavior. (Insurance companies’
liabilities are primarily reserves; these
liabilities are offset, in theory, by assets.)

Mid-Continent’s complicated “level-
premium” policy was mispriced, appar-
ently due to at least two mistakes:
1) Assumptions about lapse rates were
wrong; lapse rates turned out to be much
Jower than expected. That was a problem
because the policy was constructed so
that it would be very profitable in its
early years, but not in its later years.
This is reminiscent of a “tontine,” a
financial arrangement in which the sur-
viving participants profit at the expense
of participants who drop out or don’t sur-
vive. 2) Assumptions about future invest-
ment yields were overly optimistic.

As a result, Mid-Continent’s reserves
were understated. Once the company
became aware of this, it was faced with
several alternatives, including the fol-
lowing: it could try to raise the premium
on its “level-premium” policies, which
could provoke outrage and lawsuits; it
could successfully raise the premium on
it “level-premium” policies (but still
suffer from adverse selection); or premi-
ums could be kept level and, to main-
tain solvency, Florida Progress could
pump in a plenty of new capital, or find
someone who would.

Mid-Continent decided to raise the
premiums on its “level-premium”
policies.

In “The Disaster at Mid-Continent
Life” (The Insurance Forum, August 1997),
Joseph Belth quotes liberally from the
Extra-Life sales literature. Here is just a
small sample: “Guaranteed Level Pro-
tection at the Lowest Level Premium
Outlay”; “Guaranteed Death Benefit...
Level Premium!”; “Both your premium
and your coverage are designed to
remain level”; “The premium starts at
$641 per year. In the 21st year it’s still
$641. Ditto in the 31st year and every
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year”; “Frog Insurance is life insurance
that jumps up in price every year...At
Mid-Continent we sell People Insur-
ance...'T'he scheduled premium does
not jump.”

Belth writes that a foornote in a sales
illustration for a Mid-Continent policy
says that “dividends and insurance pre-
miums based on the current scale are
not guaranteed.” Belth also quotes
obfuscatory policy language that appar-
ently says something to similar effect,
although, as Belth notes, this is contra-
dictory to the impression created by the
sales literature. (Belth has graciously
provided us with copies of certain court
documents he obtained regarding Sraze
of Oklahoma v. Mid-Continent Life. The
opinions expressed here, however, are
our own.)

The premium increases on Mid-
Continent’s “level-premium” policies
led to complaints, ultimately leading to
the company’s seizure by Oklahoma
regulators on April 14, 1997, on the
grounds that it was massively underre-
served. Since then, the regulators have
been involved in a legal battle with
Florida Progress, secking $300 million
to bolster Mid-Continent’s reserves. At
year-end 1997, Mid-Continent’s assets
totaled $314 million, but its surplus was
negative $348 million.

Florida Progress doesn’t see eye-to-
eye with Oklahoma’s regulators. It
denies that it owes $300 million, and it
denies that it guaranteed that the pre-
miums on its “level-premium” policies
would actually remain level.

For now, the issue of whether Mid-
Continent can raise the premiums on
policies it hawked as being “level pre-
mium,” is murky. In 1997, an Oklahoma
judge ruled that Mid-Continent could
raise premiums, but at the same time
the judge appointed the Oklahoma
Commissioner as Mid-Continent’s
receiver and directed him to submit a
plan of rehabilitation. The matter has
not yet been settled.

What distinguishes the Mid-Con-
tinent mess is the role that Florida Pro-
gress played. Of the 150,000 Extra-Life
policies sold, “more than 100 were sold to
current and former employees of Florida
Progress itself,” writes Ameet Sachdev in
Knight-Ridder Tribune Business News.
“They had been assured by no less a fig-
ure than the chairman of Florida Progress

that the rates would stay the same ‘as
long as you keep the policy.””

Over the years, Mid-Continent and
Florida Progress played up the link
between the two companies. Ata Florida
Progress meeting for financial analysts
on October 16, 1987, in a presentation by
a Mid-Continent executive, the follow-
ing statement was made: “Agents...like
the Florida Progress ownership, and they
know that it adds financial clout to their
own sales presentations.” The full text
of the presentation was sent to Mid-
Continent’s “Associates.”

On October 4, 1991, Riley Simon
(chairman and CEO of Mid-Continent
until March 1995) sent the following let-
ter to Mid-Continent’s regional directors:

The enclosed September 1991 Report to
Sharcholders of Florida Progress is an outstanding
sales piece. Many of our Regional Offices have
received calls from stockholders wanting to buy
from Mid-Continent Life as a result of this piece.

These reports will be put in the November 5th
commission statements and each Regional Office
will be receiving 200 of them.

I highly recommend you put one of them in
cach of your broker Kkits; it shows the strong rela-
tionship between Florida Progress and Mid-
Continent Life, and their commitment to us.

On November 8, 1994, Mid-
Continent and Florida Progress met
with A.M. Best. A formal presentation
from that day, entitled “Corporate
Overview,” is printed over Florida
Progress’s name and logo. Among the
points that Florida Progress made to
Best in that presentation is the follow-
ing: “We are here today to express our
commitment to Mid-Continent and to
support our plan to maintain the A+
(Superior) rating.”

"To what extent Best relied on Florida
Progress’s assurances remains propri-
etary, but the record shows that Best
maintained Mid-Continent’s A+ rating
for two more years, at which time it
downgraded the company to “A.” It did
not downgrade its rating further until
after its seizure by Oklahoma regulators.

"T'his incident with Best only serves
to highlight the problems that can arise
from rating agencies’ reliance on an
insurer’s parent-company support—
whether that support is explicit, implic-
it, or assumed—as a justification for pro-
viding a higher rating to an individual
insurance company.

Another piece of material apparently
distributed by Mid-Continent shows the

company’s name and logo, and, in small-
er letters: “A Florida Progress Com-
pany.” Beneath that are the words, “$5
Billion. Rated A+ (Superior) by A.M.
Best Company.” The $5 billion, presum-
ably, refers to Florida Progress’s assets.

About 40% of Mid-Continent’s Extra-
Life policies were sold in Texas. In April
1998 Paul Hendrix, a Texas insurance
agent, wrote to the John Crawford, Okla-
homa’s insurance commissioner:

In formal training sessions and in individual meet-
ings with Districc Managers of Mid-Continent,
agents were assured many times that Mid-
Continent Life had always made dividends since
its founding in 1909, would continue to do so, and
if needed, the parent company, Florida Progress
Corp., was there to back up any losses.

So agents sold policies with the confidence
that these terms would be met because they had
the history, the knowledge, and the backing of
Florida Progress to make sure policyholders were
taken care of...

Florida Progress’s “commitment” to
Mid-Continent—which was expressed
to the company’s sales force, to policy-
holders, and to Best—only applied dur-
ing good times; in hard times it meant
nothing. That’s worth remembering.

hase Manhattan is in the insur-
ance business, and it has been
engaging in curious behavior. A
brochure for Chase Insurance Agency,
which we picked up at a Chase bank,
displays the Chase logo and states,
“Remember, when you need to find the
right insurance, you’ve got CHASE.”
The brochure tells readers that they
“can count on Chase,” and urges them
to call “1-800-CHASE24.”
Reading this brochure you could eas-
ily think that Chase Manhattan Bank is
the insurer, or that it’s guaranteeing the

insurer. You
|
‘ CHASE would have to
-

read the
brochure’s fine-print disclaimer to

understand that, contrary to Chase’s
assetions, you can’t count on Chase for
much: “Insurance products are not...
[the] obligations of or guaranteed by the
[Chase Manhattan Bank or its affili-
ates].”

But perhaps the disclaimer is wrong,
Maybe Chase Manhattan Bank does
guarantee—albeit inadvertently—the
insurance sold by its insurance agency.
Perhaps the fine print won’t be enough
to overcome lawsuits, should they
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arise. After all, can Chase use its name
and logo to tell customers (in large print)
that they can “count on Chase,” while
disclaiming responsibility in small print?

We recently examined a 120-page
life-insurance proposal from Chase
Manhattan Bank—or was it from Chase
Insurance Agency? It’s hard to tell. The
proposal, made last year, was bound in a
dark, heavy-duty cover on which Chase’s
logo and “T’he Chase Manhattan Private
Bank” were embossed in gold. (Inside, a
plain sheet of paper stated that the con-
tents were “presented by” Chase Insur-
ance Agency.) Chase Manhattan Private
Bank is not an insurance agency, nor is it
licensed to sell insurance. The proposal
did not carry a disclaimer that the insur-
ance being proposed was not an obliga-
tion of or guaranteed by Chase Manhat-
tan Private Bank.

T'hat’s the good news about Chase’s
proposal.

A New York insurance regulation
(53, Section 3.2b, number 8), prohibits
an insurer, its producers, and other
authorized representatives from using
the words “vanish,” “vanishing premi-
um,” or similar terms when using an
illustration in the sale of a life-insurance
policy. This regulation was enacted
January 1, 1998, in response to the scan-
dals and lawsuits caused by vanishing-
premium sales illustrations. Unfortu-
nately, the proposal in the Chase Man-
hattan Private Bank binder, which
included a sales illustration from Mass-
Mutual, ignored the regulations. It said:

Although plan premiums are contractually
payable for life, it is possible to “vanish” them
through the use of dividends. Under a premium van-
ish plan, both past and current dividends are used to
offset your annual premium.” [Emphasis added.]

Chase had no formal response to our
questions about these documents, but
that’s not surprising. We’d hardly
expect it to admit violating New York
State regulations, engaging in mislead-
ing and deceptive behavior, and selling
insurance through a bank rather than
through an insurance agency. (We have
sent a copy of this article to the New
York Insurance Department and look
forward to its response.)

MassMutual didn’t have much to say,
either. On January 15, 1999, we wrote to
the company asking whether it consid-
ered any of Chase’s material misleading
or in violation of insurance regulations.

PRODUCT DESIGN

Although plan premiums are contractually
payable for life, it is possible to “vanish” them

through the use of dividends. Under a premium
vanish plan...

Chase Manhattan’s life-insurance illustration

Callow readers may find this hard to
believe, but MassMutual—a certified
member of the Insurance Marketplace
Standards Association (IMSA), which is
dedicated to ethical market conduct in the
advertising, sale, and service of individual
life insurance and annuities—did not
respond to our letter. MassMutual, whose
website proudly bears the IMSA logo and
carries the solemn pledge to uphold
IMSA’s “Principles and Code” and meet
its “rigorous standards,” apparently sees
no incongruity with the rules of ethical
conduct in ignoring valid questions about
its conduct and that of its representatives.

MassMutual’s failure to respond
doesn’t exactly surprise us: the com-
pany has been a vocal omnipresence in
the national debate about mutual-insur-
ance-holding companies, using its polit-
ical and financial muscle to influence
and eventually help pass anti-policy-
holder mutual-insurance-holding-com-
pany legislation in Massachusetts.

We have written to the Massa-
chusetts Insurance Department and to
IMSA about MassMutual’s advertising
and its relationship with Chase. (Our
bet is that we’ll never get a satisfactory
response from the Massachusetts Insur-
ance Department, and that after receiv-
ing a letter from IMSA saying that it
takes such matters seriously, we’ll never
hear from it again.)

oday the distinctions between a
bank, insurer, mutual fund,
money manager, securities firm,
investment bank, and other financial
services have blurred. Unless economic
cycles have been repealed—and in the
future, financial-services conglomerates
can sidestep problems they haven’t
been able to sidestep in the past—harsh
failures are not to be ruled out.
At the dawn of this decade, the
“Citicorp” name had little value. Yes,

Citibank was “too big to fail,” but
Citicorp’s bonds traded at levels that
implied insolvency, and an auction for the
company’s resettable auction-rate pre-
ferred stock failed—a blow to the per-
ceived integrity of the rest of the organi-
zation. In 1973, for reasons that have more
to do with psychology than securities
analysis, Citicorp’s stock traded at four
times the company’s book value of $7.45
per share. In 1991, it sold for about one-
third of its reported book value of $21.22
per share. (The common dividend was
omitted that year and wasn’t resumed
until the second quarter of 1994.)

Today Citigroup is back in favor.
Through Primerica it hawks overpriced
term insurance to underpaid patsies.
Through Travelers it sells life insurance,
annuities, and property-casualty insur-
ance. Through Salomon Smith Barney it
transacts securities, investment bank-
ing, and asset-management businesses.
Through Commercial Credit it operates
a consumer-finance business. Through
Citibank it runs a commercial and con-
sumer banking business.

Citigroup is on the cutting edge
of convergence. Bank Investment Market-
ing reported that the cross-marketing
arrangements between Citigroup’s sub-
sidiaries will soon include the following:
brokers at Citicorp Securities selling
Travelers’ annuities, salesmen at Sal-
omon Smith Barney offering Citibank
mortgages, Citibank loan officers offering
Commercial Credit’s appraisal services,
Travelers’ insurance being pitched to
Citibank’s  credit-card  customers,
Commercial Credit’s debt consolidation
loans being offered to Citibank cus-
tomers, and employees of both compa-
nies being offered everyrhing. And this is
just the beginning.

Citigroup is not alone in this game.
Everyone wants to play. The players,
larger than ever, are creating the kind of
financial sprawl typically seen during
extended booms. Don’t be surprised to
see more companies advertising their
huge asset bases and claiming that they
are “backed by” something or other.

Mergers and acquisitions have been
justified by the theory that “size mat-
ters.” While that may be true, it’s wise to
remember the words of that bare-knuck-
led master of the sweet science, John L.
Sullivan, who noted: “The bigger they
come, the harder they fall.” H
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