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Thought of the Month – Insurance versus Options

Insurance companies have been selling options for years.  In theory, every form of insurance is really an option and vice-versa. If a certain event occurs such as death, a storm, a car accident, a health problem, etc. (the underlying variable) over an agreed upon period of time (the option term), then the insurance company will pay out an agreed upon amount in excess of a deductible (the strike price). And similar to pricing a financial option, insurance companies must use equivalent techniques to price their insurance policies which also require the estimation of event probabilities. One striking difference is that while most policy pricing is driven by a “true/false” outcome, financial options have to be evaluated over a range of possible outcomes.  Given the difficulty in pricing certain financial options, and the fact that insurance companies must cope with more unpredictable events when pricing insurance policies  (imagine trying to estimate how many storms may hit your city this year, or the amount of snowfall, and how much damage will be done!), why is the convergence of insurance pricing and financial option pricing taking so long?  Is it not possible that insurance companies could share their wealth of expertise and understanding with traders of financial options, especially when the underlying asset is illiquid or subject to rare, extreme events?

Why is the Sky Blue? – “Over-the-Counter”

Most of us use the phrase “Over-the-Counter” or “OTC” and don’t have a clue why such a phrase is used in the market.  We know that OTC transactions are those that are done away from an exchange (i.e., not traded through a stock exchange or other public market exchange) but certainly there is no “counter” that we must go to in order to trade securities and derivatives such as the counter we are accustomed to at the local supermarket.  So how and where did the use of the phrase “Over-the-Counter” originate?   According to one source, this phrase originated in the late 1800’s from the practice of buying shares over bank counters in the U.S.

Nourishment – International Accounting Standards

As you may know, International Accounting Standards (“IAS”) have come a long way in the past five years in establishing a truly global, consistent language of business under which many securities and derivatives positions must be marked-to-market and recorded in a firm’s financial statements using commonly accepted methodologies and valuation techniques.  But do you know how far the International Accounting Standards Committee (“IASC”) wants to take this?  If not, put your seatbelts on:  a three hundred page draft standard for financial instruments prepared by the “Joint Working Group of Standard Setters” was issued in December 2000 with the express purpose of soliciting comments for the IASC from the financial community at large.  This document proposes among other things:  marking loan books to market, marking a firm’s own debt to market (e.g., if a firm’s own credit rating deteriorates, then the firm’s debt outstanding will deteriorate in value thereby giving the firm a gain on its profit and loss statement when it reduces its debt liability for this effect), purging hedge-accounting, etc.  

One could argue that this latest IASC proposal brings us to the apex of a slow but steady convergence of accounting and finance:  In the past the accountants and financiers were quite separated and uninvolved in each other’s worlds.  But with the recent issuance of IAS 39 and now the above proposed standard, accountants and financiers will have to work ever more closely together to ensure that financial statements accurately reflect almost all material balances and transactions relating to securities and derivatives on a mark-to-market basis instead of the traditional method of recording balances at historical cost.  Given that a significant portion of most balance sheets of financial firms will have to be marked-to-market, the communication between the accountants and financiers will become paramount as each group tries to reconcile its valuations to the other’s figures.  Sounds kind of boring actually, but the impact will be profound.  Rather than being shocked or surprised at what is coming, now is a good time to request a copy of the draft standard from the IASC (see www.iasc.org.uk - select “Publications” then select “Discussions or Issues Paper” then scroll down until you see “Financial Instruments Joint Working Group of Standard Setters - Draft Standard and Basis for Conclusions December 2000”), mobilize a team of accountants and financiers to analyze the proposals, and prepare a summary of the expected impact on your firm’s financial statements and comments for the IASC which support your firm’s position.  FCL will be happy to help in this process!  [For those with an interest, please down-load* a copy of the letter sent by Robert Jones to the Secretary-General of the International Accounting Standards Committee regarding the above draft standard:  Comments to IASC -w.r.t. 12-00 JWG on Financial Instruments; *this file is only accessible using Internet Explorer – if you are unable to download this file please contact help@financialcontrollimited.com and we will send you the file as an e-mail attachment.]

Feedback
As always, we greatly appreciate your comments and feedback.  We realize that our ideas and information might be cutting edge, futuristic kind of stuff or mysterious in some ways.  E-mail us anytime at help@financialcontrollimited.com if you would like a) for us to clarify anything, b) to recommend improvements to us, or c) to just debate with us – we like philosophy especially as it relates to financial services!
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