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PRESIDENTIAL ADDRESS - NOVEMBER 11, 1986 

YESTERDAY, TODAY AND TOMORROW 

PHILLIP N. BEN-ZVI 

One of the most common techniques which actuaries use is to examine past 
experience, evaluate current conditions, identify factors which are changing, 
and then use these to project the future. In my remarks today, I want to follow 
this same actuarial approach and first look back at history, then comment on the 
current situation, and finally make some predictions about the future. 

All of us are familiar with the history of the Casualty Actuarial Society, 
which is summarized very well on the first page of our Yearbook. Our Society 
goes back to 1914; from that, one might assume that the first casualty actuaries 
probably began their practice a few years previously. The Yearbook then goes 
on to report that actuarial science originated in England in 1792, in the early 
days of life insurance. In preparing for this speech, I did some further research 
on actuarial history; and I am pleased to be able to tell you that not only is the 
actuarial profession far older than reported in the Yearbook, but the first actuary 
was a casualty actuary, not a life actuary. In fact, the actuarial profession goes 
back to Biblical times, and the name of the first actuary is a very well-known 
name - Joseph, that wild dresser with the technicolor coat. 

I can see from the reactions of some of you that this is no surprise as there 
are clearly some Biblical scholars in this group. It is really all very obvious if 
you read the Bible carefully. If you recall, Joseph was a dreamer and an interpre- 
ter of dreams, in other words, clearly a practitioner of actuarial science. Further- 
more, he was hated by his brothers - need I say more! 

The Bible tells us quite a bit about Joseph’s actuarial career. He was the 
first to identify the underwriting cycle, which at the time consisted of seven fat 
years followed by seven lean years. This led to his first assignment which was 
to price a new product, drought insurance. The premium was, of course, not 
paid in cash in those days, but was rather in the form of grain, and when his 
company put away reserves they did it literally - they put it into silos. 

When pricing his product he built in an underwriting profit factor, and this 
allowed his company to have a consistently excellent total rate of return. He 
established his company’s loss reserves on an ultimate basis. He did not believe 
in discounting to present value. A recently discovered papyrus contained the 
Annual Statement of his company and, believe it or not, it included an early 



version of Schedule P. And what a runoff it showed - the reserves were perfectly 
adequate at the end of the seven lean years of paid claims. Joseph maintained 
a solid balance sheet for his company and he had no hesitation in signing his 
statement of actuarial opinion. Perhaps the best proof of his abilities is that he 
was the first actuary to become president of his insurance company - in fact, of 
all of Egypt. 

Of course, Joseph had some advantages. His company had no competitors 
and, therefore, as the actuary, he did not have to deal with marketing people. 
He also controlled the courts, and so, had no problems with attorneys. He had 
no difficulties with uncollectible reinsurance as “innocent capacity” had not yet 
been born. Finally, he had a tough bunch of claims adjusters working for him. 
In his time, pain and suffering was not something that inflated claims payments; 
rather, it was something that happened to the claimant if he tried to inflate the 
claim. 

Several thousand years may have passed since Joseph’s time and the world 
may have changed quite a bit, but the insurance industry hasn’t really changed 
that much. We are still going through underwriting cycles and the latest one has 
had almost seven lean years. We have just come through a period of grossly 
inadequate prices and of clearly inadequate loss reserve levels. Various industry 
observers had estimated the reserve deficiency at anywhere from 10% to 20% 
or more, with much higher numbers for some lines of business. We have suffered 
through a period of horrendous underwriting results and extremely inadequate 
rates of return, culminating in a year in which the entire industry produced a 
net operating loss before adjusting for tax credits. We have had a record number 
of insolvencies of both primary and reinsurance companies, including some 
fairly sizeable ones. 

It would be easy for us to sit here today feeling comfortable and enjoying 
improved industry results. We certainly see sharply improved commercial lines 
experience and there is no question that many companies have been strengthen- 
ing their balance sheets. But many problems still remain, and many lines such 
as personal lines and workers’ compensation have a long way to go before the 
results will be satisfactory. The uncertainty of the tort system still hangs over 
our heads as reforms thus far have been modest at best. Who is to say which 
substance will represent the next environmental pollution problem and what 
price the industry will have to pay to reimburse the injured parties? In personal 
lines, we need to deal with the impact of lower gas prices and greater automobile 
usage plus the proliferation of smaller, more damageable, and less protective 
automobiles. Reversing the recent trend towards a free market, regulatory pres- 
sures are becoming greater in reaction to the corrective actions taken by the 
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insurance industry, and to the political pressures applied by those who oppose 
tort reform. As an industry, we also have to face an increased financial burden 
because of the new federal income tax law. At the same time, no one truly 
believes that loss reserves are yet adequate for the industry and we have certainly 
not seen the last of significant insurer insolvencies and their resulting impact on 
guarantee funds and uncollectible reinsurance. Indeed, the latter two are part of 
a vicious cycle which could in turn trigger even more insolvencies. 

With this picture of the recent past and current conditions in mind, let’s 
ask ourselves some questions. What has the track record of actuaries been during 
these lean years? How many of us, whether employed by companies, consulting 
firms, or regulators, can say that we made recommendations during these last 
few years that would have produced adequate prices, resulted in adequate re- 
serves, avoided the poor returns that weakened many companies, and, in fact, 
avoided some of the insolvencies that occurred? Can all of the blame be laid at 
the doorstep of the top management of the insurance companies or the operating 
or marketing people in those firms? Are we really blameless as actuaries, or did 
our judgements and recommendations get colored by the events around us? Did 
our hearts often take over from our minds? Did some of us who are part of 
management confuse our management roles with our actuarial roles? In other 
words, are we comfortable that we have fulfilled our professional responsibilities 
during these lean years? 

All of us in this room certainly recognize that actuarial work is a combina- 
tion of art and science. Indeed, our entire educational process in the CAS reflects 
that reality. Our syllabus and our continuing education programs attempt to 
provide a knowledge of the needed mathematics and actuarial techiques, plus 
an overall understanding of all elements impacting the insurance business includ- 
ing policy coverages, underwriting, marketing, claims, regulation, and financial 
matters. That lengthy and continuing process of education is an attempt to 
provide us, as actuaries, with a broad view of every aspect of the business so 
that we can best make our actuarial judgements. 

I feel relatively comfortable that we, as actuaries, know how to handle the 
science part of our responsibilities, difficult though it is. It has been the applica- 
tion of the actuarial art that has often been the source of our problems. Let’s 
look at data as an example. Not only do we rarely have the right kind of data 
or enough of it to satisfy our needs, but it is in the interpretation of this informa- 
tion where the most professional judgement is required. Evaluating changes in 
the way in which business has been done or will be done is truly an actuarial 
art in that much of this is yet to be reflected in the available data. The values 
we place on the impact of underwriting actions that have been taken, marketing 
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plans which may have changed the book of business, changes which may have 
been made by the claims department in adjusting or reserving cases, or even 
changes in processing policies, claims, or expenses are crucial. Finally, and 
most obviously, the judgements which we regularly make in selecting the most 
appropriate actuarial methodology and the most appropriate assumptions are a 
significant part of the actuarial art. 

Our actuarial responsibility is, first and foremost, to provide the best esti- 
mate possible, ignoring any and all constraints. This may mean that actuarially 
indicated reserves may be much lower or much higher than those currently being 
carried by the company, and their use might present financial problems. It may 
mean that the indicated price is far higher or far lower than the market will bear. 
I do not in any way suggest that the best actuarial estimate should be made using 
a static approach. In fact, a very important part of the analysis is to help deter- 
mine the optimal business strategy in a dynamic environment. In making the 
best estimate of the price which will produce the target rate of return, one has 
to consider the effects of the marketplace and the change in the mix of business 
that may result from a proposed set of rates. 

A second but still very important actuarial responsibility is to determine the 
financial effects of strategies being considered by the employer or client. That 
may differ from the best estimate. The insurance business is a risk business and 
our role as actuaries is to evaluate those risks and provide that information to 
the client or employer. This will allow the management of the company to 
consider the risk versus reward tradeoffs in reaching a business decision. 

We do no one any favors if we mingle real world constraints with our 
attempts to come up with a best estimate. If we do so, we quickly start to have 
our own judgements clouded and we begin to believe the resulting answers and 
think that they are indeed the best estimate. Similarly, our employers think that 
they are getting the best actuarial advice, when in fact they are not. Our role is 
to maintain our objectivity and our heads even when those around us may be 
losing theirs. Many actuaries have been gaining important managerial respon- 
sibilities. This could easily result in swelled heads, but even a swelled head 
cannot hold two hats at the same time. It is our actuarial responsibility to wear 
each of those hats, but only one at a time. 

I think it is a safe prediction to say that we will soon have another oppor- 
tunity to test ourselves on the proper exercise of actuarial responsibility. There 
will not be any gong that goes off to announce the beginning of the next cycle, 
but I think it is fair to assume that some elements will begin in the very near 
future. After all, cycles really begin when competitors perceive that some seg- 
ments of business have reached, or will shortly reach, a point at which extraor- 
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dinary profit opportunities are presented. In a business like ours, in which there 
are hundreds or even thousands of competitors, it requires only a small number 
of significant players to try to exploit those opportunities before we are off and 
running into a competitive period. This is actually a good and healthy part of 
our economic process. The danger begins, however, when the perceptions of 
potential profitability are wrong, and there is no appreciation of when the profits 
are disappearing as other competitors react in defense of their markets. Under- 
writing cycles develop segment by segment and heat up as more and more 
companies attack and defend their markets. 

I would suggest that the actuary has a very vital role to play in this process 
and, in fact, can be the key to making this a healthy rather than a destructive 
process. First, the actuary must be involved in identifying the desirable segments 
and in quantifying the available profit margins. Next, he should establish a 
dynamic model that can provide insight into the most likely results as com- 
petitors react. His model must be able to quantify when the return becomes 
substandard and hence when opportunity turns into a problem. Finally, the 
actuary must regularly analyze the true results of the venture so that he can 
provide advice to management and allow them to take appropriate action based 
on sound financial input. The actuary’s tools are becoming more sophisticated 
and actuaries are becoming more and more skilled. I strongly believe that if we 
carry out our actuarial responsibilities, we can help to minimize the amplitude 
of the next cycle. 

It appears that one lesson the industry has learned from the last cycle is 
that there is a severe economic impact from operating in a business with so many 
competitors. When this is combined with the fact that insurance is a business 
which is perceived as having products which are commodities, and which has 
a substantial social content and a large degree of regulation, the results are 
almost inevitable. It produces an industry whose business is excessively competi- 
tive and one in which the competition is largely price-driven. It produces a 
business which is excessively cyclical; a business in which profits are always 
being squeezed and hence, tend to be inadequate even over a long period of 
time. And, finally, it produces a business in which there are more and more 
companies in weakened condition, leaving either a social problem or a burden 
to be borne by the remaining carriers. 

What we have, therefore, been seeing and will continue to see is a move- 
ment to segment the marketplace and a tendency for companies to find niches 
over which they can have much greater control. There is also a movement to 
differentiate products - whether through changes in the insurance contract, 
through service, delivery mechanisms or any other approach which fertile minds 
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can discover. Again, the identification of those profitable market segments is an 
actuarial challenge and responsibility; the development of the new products, and 
particularly their pricing, will require the greatest exercise of actuarial science 
and the most refined use of the actuarial art. 

I am also convinced that we will be seeing more and more consolidation 
in the insurance industry. The industry simply cannot support so many carriers 
in the long run. Small and medium sized carriers will disappear at an accelerating 
rate and will be able to survive only if they mm themselves into insurance 
boutiques - that is, only if they offer something unique in the way of expertise, 
product, or service to their ultimate customers. Even the larger companies have 
discovered that they cannot be successful being all things to all people. Even 
those companies are trying to restructure themselves into conglomerations of 
specialty segments. Mergers and acquisitions will, therefore, increase greatly in 
the coming years and actuaries will be called upon to play an important role in 
those activities. It is clearly the actuary who is best able to assess the proper 
value of the companies involved. But actuaries will need to be much more 
knowledgeable in financial matters than we currently are. This is an area where 
our syllabus has traditionally been weak, though I am pleased to see that we 
have already begun to work on strengthening the financial content, and I believe 
we will see much more of this in the future. Presently, there are very few 
actuaries who serve as chief financial officers of their companies, but, in my 
opinion, actuaries have that unique combination of broad knowledge of the 
insurance business and quantitative skills which, if combined with an increase 
in financial expertise, make actuaries the ideal chief financial officers for insur- 
ance companies. 

At the same time, our customers have become much more financially 
sophisticated. After years and even decades of modest inflation and low and 
stable interest rates, we saw a rapid acceleration in the late 1970s and the early 
198Os, with inflation rates rising into the double digits and interest rates ap- 
proaching 20%. No longer were people satisfied putting their savings into pass- 
book accounts paying 4%. Consumers ran from bank to bank looking for higher 
yields on certificates of deposit, money market funds, tax deferred annuities, 
and all forms of high yielding securities or tax deferred investments. The so- 
called cash flow underwriting of the last cycle was not solely driven by indi- 
vidual companies’ desires to increase their market shares and get the use of 
premium dollars in order to invest in high yield securities. It was also driven by 
the sophistication of the large commercial insured who became very conscious 
of the cost of money and wanted that to be reflected in his insurance arrange- 
ment. To some extent, even smaller commercial insureds and individuals became 
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very conscious of the cost of money in the insurance process, as installment 
plans proliferated, often at little or no finance charge. During the last decade 
the genie escaped from the bottle, and make no mistake about it, we are never 
going to get the genie to go back into the bottle. 

Even though interest rates have dropped dramatically and inflation has been 
reduced to a very modest and fairly stable level for the last couple of years, we 
can expect to see much more consciousness of the value of money. Not only 
will large commercial insureds be interested in cash flow type programs, but the 
same concepts will expand into the medium size account range. Insureds have 
also become more aware of alternatives available to them in managing their risk. 
Unless tax considerations make it undesirable to do so, more and more insureds 
will choose to retain or self insure the lower layers or relatively predictable 
levels of losses and will demand an unbundling of their insurance programs. 
Thus, companies will increasingly get into the sale of services with insurance 
provided only for the levels which the insured decides he cannot afford to retain. 
I believe the same will apply to the personal lines area, as individuals will 
increasingly be willing to self insure and raise average deductibles sharply. 
Finally, the products offered by our industry will cross traditional barriers with 
contracts beginning to encompass both the personal and commercial needs of 
the customer, property and casualty as well as life insurance needs, insurance 
plus other financial service needs, and all of this will become international in 
scope. 

For actuaries, this process will have enormous implications. Our knowledge 
and our skills will have to expand rapidly to keep pace with these developments. 
In designing and pricing our products, we will no longer be able to assume 
relatively stable inflation or interest rates. We will have to develop the ability 
to assess the risks and determine the appropriate financial reward, explicitly 
dealing with this important variable. We have been through only one, relatively 
brief period of sharply changing inflation rates, and our track record of reserving 
and pricing in that environment was certainly very poor. Insurance companies 
in other countries deal with this problem constantly, and we will need to develop 
the sophisticated methodologies to separate this risk element and build it into 
our modeling approaches. 

This changing environment also highIights the important task we face of 
learning to measure the true surplus needs of our business. For years we have 
lived by rules of thumb of premium to surplus relationships, as a rough measure 
of the capital requirements of our business. We have all known of the deficien- 
cies in this approach and they have never been more obvious than in recent 
years. Whether explicitly or implicitly, all companies do, and will continue to 
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do, business on a total return basis. That total return must be measured in 
relation to the capital requirements and then compared to an appropriate target 
return in order to retain and attract capital to our business. We can no longer 
live with simplistic measures of surplus or with relative surplus requirements for 
different lines of business. We need to develop and refine the theoretical means 
to determine absolute surplus needs and this must be done on a product by 
product basis. Clearly, the surplus requirements are quite different if an insurer 
is providing ground up coverage as compared to catastrophic layers only. If we 
fail to get our hands around this problem, we are not only doomed to go through 
further severe underwriting cycles, but also to see a large number of insurer 
insolvencies in the coming years. 

In the long run, economic realities will break down most political and 
regulatory barriers. We are already seeing an increasing internationalization of 
our business and more is certain to come. Presently, North America generates 
the lion’s share of the insurance business worldwide. While there will undoub- 
tedly be future growth in our part of the world, the business here is relatively 
mature, but the growth opportunities in other parts of the world are simply 
enormous. This puts the CAS in a very interesting position. We remain the only 
actuarial organization in the world solely devoted to educating and accrediting 
actuaries specifically in the property and casualty insurance area. But almost all 
of our members, with only a literal handful of exceptions, reside in North 
America. Is actuarial science really nation-specific or is it merely some of the 
exam content and the language of our syllabus and exams that limit its scope? 
Shouldn’t there be some way for the Casualty Actuarial Society to play a larger 
role in the education and development of casualty actuaries in other parts of the 
world? There are many problems to overcome in attempting this, not the least 
being political, but it is an area which I would recommend that our future leaders 
explore since we are in a unique position to aid in the development of the 
property and casualty insurance business throughout the world. 

The insurance business has been through some tough times lately and more 
difficulties and challenges face us in the years ahead. If the business were 
simple, it would be no fun and certainly there would be little need for actuaries. 
However, just as the genie will never go back into the bottle, our business will 
never become simple again. In fact, quite the contrary. As the business becomes 
more complex and our customers more sophisticated, actuaries must do likewise. 
The ability to evaluate and quantify risk and the appropriate reward will differen- 
tiate the successful from the unsuccessful company. And actuaries will, there- 
fore, play an increasingly key role in the business. I think that few, if any. of 
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us have regretted our decisions to become actuaries. We are part of a fascinating, 
vital business and members of a vibrant and growing actuarial organization. We 
have come a long way since our first actuary, Joseph, and the future we face is 
bright and exciting. 


