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Dec d i s c u s s e s  s e v e r a l  t r a d i t i o n a l  me thods  o f  m e a s u r i n g  r a c e s  o f  r e t u r n  buC 

p r l m a r l l y  t h e  r e t u r n  on a s s e t s .  A f t e r  d l s c u s s l n s  t h e  v a r i o u s  u s e s  f o r  

r e t u r n  on a s s e t s  he  g i v e s  a c o n c r e t e  examp le  by showing  t h e  i n t e r - r e l a t l o n s h l p  

among t h e  v a r i o u s  r a t e s  o f  r e t u r n  as  w e l l  a s  t h e  r a t e  o f  p remium g r o w t h  and 

t h e  r a t i o  o f  s u r p l u s  to  p remium.  He u s e s  t h i s  mode l  t o  c a l c u l a t e  t h e  r a t e s  

o f  r e t u r n  needed  to  m a i n t a i n  s u r p l u s  g r o w t h  e q u a l  t o  premium g r o w t h  u n d e r  

v a r i o u s  c o n d i t i o n s .  D o r i s  a n a l y s l s  s h o u l d  be  h e l p f u l  t o  t h o s e  who a r e  

t r y i n g  t o  f o r e c a s t  t h e l r  c o m p a n y ' s  premiums, e a r n i n g s  and s u r p l u s .  I t  I s  

s o b e r i n g  t o  s e e  t h e  p r o f i t  r a t i o s  n e e d e d  t o  m a i n t a i n  a d e q u a t e  s u r p l u s  i n  

t h e  f a c e  o f  t h e  c u r r e n t  i n f l a t i o n a r y  g r o w t h  o f  p remium.  

The p r i n c i p a l  t h r u s t  o f  Doeta  p a p e r  i s  t h a t  t h e  r e t u r n  on a s s e t s  I s  g e n e r a l l y  

t h e  b e s t  m e a s u r e  f o r  c o m p a r i n g  t h e  p r o d u c t i v i t y  o f  i n s u r a n c e  i n v e s t m e n t  

w i t h  o t h e r  i n d u s t r i e s  c h a t  compete  f o r  c a p i t a l  and f o r  s e t t i n g  p r o f i t  l e v e l s  

i n  i n s u r a n c e  p r i c e s .  H i s  p a p e r  would  h a v e  been  o f  g r e a t e r  i n t e r e s t  I f  he  

had  i l l u s t r a t e d  how to  make s u c h  c o m p a r i s o n s  end how to  s e t  p r o f i t  l e v e l s  
J 

f o r  i n s u r a n c e .  He d l d  n o t  a t t e m p t  t o  e v a l u a t e  t h e  d a t e  a t  hand to  d e t e r m i n e  

w h e t h e r  i n s u r a n c e  was f a r i n g  b e t t e r  o r  w o r s e  t h a n  o t h e r  b u s i n e s s e s .  Nor 

d l d  he  a t t e m p t  to  u s e  t h e  r e t u r n  on a s s e t s  t o  e s t a b Z i s h  t h e  p r o f i t  l e v e l s  

n e c e s s a r y  to  p l a c e  i n s u r a n c e  a t  e q u i l l b r l t ~  w l t h  o t h e r  i n d u s t r i e s .  
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Such a task is complicated by the shortcomings in our ability to measure 

the return on assets, or, as it is more commonly referred to, the return 

on total capltal, in the insurance buslness. These difficulties are 

discussed in the NAIC reports which show the return on assets but Doc did 

not touch on those problems. 

Briefly. the problem is as follows. The traditional formula for calculating 

the return on total capital is: net income plus dividends paid on preferred 

stock plus interest paid on long term debt, divided by net worth plus 

preferred stock and long term debt. If thla formula is applied literally 

to insurance, as Forbes and other analysts regularly do. the return on total 

capital is very close to the return on net worth because of the general 

absence of preferred stock and debt. And the assets supplied by policyholders, 

represented by unearned premiums and unpaid losses, and their corresponding 

return are omitted. In an attempt to include the assets supplied by 

policyholders in an overall ~easure of profitability, the NAIC has added 

these assets to the denominator of the traditional formula but has added 

nothing corresponding to them to the numerator inasmuch as the return which 

the policyholders receive for advancing their funds is not known. That is 

not to say it is zero. But no practical method has yet been devised to 

measure with any degree of precision the return which the policyholders 

receive in the form of lower rates which reflect anticipated investment 

income. The effect is to give a return on total assets which is understated 

to an unknown degree. It would be dangerous to base firm conclusions on 

such data. Doe has wisely avoided making any such conclusions. 
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I t  s h o u l d  be  n o t e d  t h a t  t h e  d a t a  Voc u s e s  f rom t h e  NAIC P r o f i t a b i l i t y  

R e p o r t s  i s  u n c o n s o l i d a t e d  d a t a .  t h a t  i s ,  t he  a g g r e g a t e  o f  a l l  i n d i v i d u a l  

c o m p a n i e s .  The NAIC a l s o  p u b l i s h e s  c o n s o l i d a t e d  d a t a ,  t h a t  I s  i a f t e r  

e l i m i n a t i o n  o f  i n t e r - o w n e r s h l p  among a f f i l i a t e d  i n s u r e r s .  Most o f  t h e  

s u m m a r i e s  p u b l i s h e d  by t h e  NAIC, e s p e c i a l l y  t h o s e  used  t o  compare  i n s u r a n c e  

w i t h  o t h e r  i n d u s t r i e s ,  u se  c o n s o l i d a t e d  d a t a .  

Doc is to be commended for i11ustrating the interrelationships among the 

various rates of return and other variables, for his contribution to a 

b e t t e r  u n d e r s t a n d i n g  o f  t h e  components  o f  i n s u r a n c e  p r o f i t s ,  and f o r  h i s  

analysis of the capital and surplus "crunch" facing the insurance business 

today. 
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