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Abstract

In insurance companies the financial flows’ dynamie influenced by heterogeneous factors, some of
them linked to technical features of insurancedfishd some others common to all financial dealegs (
market risks).

The main recent changes which took place withinirlkarance field intensified competitive pressumnd a
underlined the key role of financial area in deafgithe overall firms’ profitability and imposingt the
same time, a higher attention to the financial dektrol. Particularly important is the interesteraisk,
for its effect on financial flows and on solvenayrfs conditions.

Knowing that financial and technical activity amdated in insurance companies, the main researe$- qu
tion is: it is still worthy to look separately risland investment policies or if it is better to mmkledge a
new important management variable which fosterdohay) management approacAséet and Liability
Management - ALM within a decisional process oriented to the Itamgn firm value creation and to the
stabilization of profit margins?

Keywords: insurance companies; financial flows; asset andility management; market risks; finan-
cial area; interest rate risk.

1 — Introduction

The planning of financial flows in an insurance @amies must take into consideration
not only the variability of the financial flows etkd to the technical factors, but also the
variability related to the financial factors, sua interest rate, change rate and so on
(Doffou, 2005; Vanderhoff, 1972).

Traditionally, the attention of Italian insurancemagers focused on risks’ control
deriving from technical factors. The increasinglué competitive pressure in the envi-
ronmental context of the insurance companies s&deti®e financial management and
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the control of its risks, particularly the risk atdd to the interest rate, relevant espe-
cially for the life-insurance companies (BabbelS&ntomero, 1999).

In a static context, strategy followed by comparn@gontrol the interest rate risk
consisted to fix an interest rate lower then theketainterest rate in defining the con-
tractual conditions. This situation favoured a nggmaent which treated separately the
problems of risk assumption policy and investmeuolicy (Staking & Babbel, 1995;
Bacinello, 1999).

Nowadays, managers of insurance companies musideortbat variations in the
net firm value are related not only to the techinicsurance activity, but also by the ex-
piry of financial flows of the different budgeeins (Kong & Singh, 2005).

A valid help to manage the risk exposure, in a meystematic and effective way
came from Asset Liability Management (ALM), an igitated approach to the portfolio
management (Babbel, 1995; Doffou, 2005; Frenkal.eR005).

The ALM is integrated management philosophy, ableeglize an opportune syn-
thesis between the technical and the patrimoniaipament of the management and
represents for insurance companies a valid tootdotrolling and supporting manage-
ment decisions, by rewarding after all the firmddvability (Babbel, 2001).

The main aim of the paper is to highlights the nadibns, the environmental cir-
cumstances and the historical stages which justiéy adoption of an integrated ap-
proach to the portfolio management in the Itali@surance companies, trough the Asset
Liability Management (ALM) techniques (Wise, 198Kptwithstanding ALM is a well
known and used approach since 7088A (Doffou, 2005) and spread in different sec-
tors (Drijver, 2005; Kosmidou & Zopounidis, 2004gtemple Jet al 2007),) and in
different countries (Babbel, 1995; Albrecth & Wellgr2003; Dupacova & Polivka,
2009; Carincet al., 1994), in Italy has been applied firstly in thalikn banking sector
since ‘90s, but it constitutes a relatively new ragh for the Italian insurance sector
(Vallisneri 1998; Moro 1997; A.A.V.V. 1998).

The research path is structured in two steps. ireedtep concerns the identifica-
tion of the scientific basis that represents thenftation of the research. Hence, the
analysis regards the studies focusing on insuraaoganies, financial flows’ variabil-
ity and on the different type of factors, technieald financial, which impact on their
variability, and then on their planning. The methaed is a critical review on the lit-
erature existing on the main causes of variabilitged to technical and financial fac-
tors. The second step regards the study of an apiprable to manage, in a systematic
way, the exposure to the companies’ risks espgdiad interest rate risk. The approach
embraced in the paper is the Asset Liability Mamaget one. The method used is a
critical review of most important studies and oé #xperience realized in similar sec-
tors, like bank sector in Italy. From the analysmerged the opportunity to introduce
the ALM approach in the insurance companies, sinisea sector in which the financial
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activity is strictly penetrates in the technicatity, notwithstanding its introduction
requires an important cultural change.

In Italy, the use of ALM approach does not currgmihve a widespread diffusion.
The future research stream could focus on an asalythe opportunities to introduce
ALM in insurance companies, by considering as whedl difficulties related to the im-
plementation of this approach.

2 — Financial planning and programming in insurancecompanies

In the frame of general enterprise planning cargat by insurance companies, finan-
cial plans express the financial aspect of manageare help trace the credit and debt
movement ¢ompetence plahsbeforehand, or the movement of collections ang pa
ments ¢ash plany that are foreseen to occur in a specific peribdeterence. In the
first case, this means comparing the complex aitseand the complex of debts, both
ordered according to their expiry, while in the @®t case, the presumable collections
with the presumable payments will have to be coegdCassandro, 1975). The finan-
cial plans oftompetencelo not allow us to know the presumed movement afiey in
the specific period, but they actually represest risferential basis for the formulation
of cash planswhich are purposed to that scope. In fact, althahe collections and the
payments do not coincide with the sums which atdegeand engaged in the period,
they strongly depend on these to the extent thatshb estimate would be possible if an
estimated competence were not initially made. @dahs demand a deeper study of the
concrete financial dynamics of the company, wherighg possible to determine in
which measure and in which time span collectiords@ayments will be distributed dur-
ing the administrative year referred to by the planerefore, they concur, in advance,
in verifying the existence of cash balance whicarisndispensable functional condition
for any type of company. Furthermore, they alsowslpossible situations of hyper li-
quidity which are harmful for company profit at #¢@s much as cases of illiquidity

The arrangement of financial plans draws its natargins from economic pro-
gramming. Therefore, a brief overview of businetng drawn up by an insurance
company will help us gain insights into which antbihow many aspects the financial
plan will, subsequently, have to take part in. Gitkat economic plans concern both
the technical-insurance management and the pati@inome, the following are included
in the first (Cassandro, 1991a):
- the production plan, that is, the program of niesurances that the company deems
to be able to place in the administrative period;
- the plan of the reinsurances and of the retramesto be implemented in relation to
new assumptions of risks foreseen in the year;

1 For a in-depth analysis see Terzani S. (1999);j Ma$2000).
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- the plan of variations of portfolio risks, wheyedalitative and quantitative modifi-
cations are foreseen to possibly occur in the iegjgportfolio at the beginning of the
annual periodg

- the plan of the variations that will be recordedeinsurances and in retrocessions
due to the modifications foreseen in the aforenosetd plan;

- the plan of the burdens that will weigh on thenpany in the period related to the
assumed risks;

- the estimate of the indemnifications that the pany will have the right to obtain
from reinsurance companies on the basis of reinseraontracts;

- the plan of the costs of insurance managememntitastrative, fiscal, amortizations,
etc.).

Economic plans related to the patrimonial managénvéh instead, be:

- the plan of investments to be carried out infih@ncial year;

- the plan of realization expected for the ygar

- the plan of proceeds (interests, rents, divideatts) and of the burdens (taxes, am-
ortizations, etc.) of the patrimonial management.

Composed in a single prospect, the set of plaaseetito technical management and
to patrimonial management provide information o émtire economic aspect of insur-
ance management in the future period of referendeage the starting-point for finan-
cial-type expectations. More specifically, in theahcial aspect, the technical manage-
ment will originate a flow of incomes given by imance premiums and by the indemni-
fications obtained from the reinsures and an expemrdflow represented by reinsur-
ance premiums, by the indemnifications paid toitiseired and by the burdens of the
administration. On the other hand, the patrimomahagement will originate an expen-
diture flow connected to the investment of finahcesources and annexed burdens re-
lated to their administration and an income flowindag from the proceeds of the in-
vestments and from the realization of the disinwesits (Cassandro, 1991b).

Financial planning carried out by insurance comgaim the average period is ex-
pressed in the draft of a triennial plan in whitksipossible to find the expectations re-
lated to the future debt and credit situation @f tbmpany as a consequent development
of its productive activity. On the other hand, pggming which involves a short-term
span, finds its implementation in the formulatidrao annual budget in which expecta-
tions concerning cash movements regarding the ghavid be made. Expectations re-
lated to income and expenditure monetary flowsnfdated during the budget phase,
are normally reviewed quarterly or semi-annuallisTis done in order to become
aware of possible shifts between the expected ¢iahmovements and the effective

2 In other words, this implies determining which trants, expiring in the period, will not be renewed
which contracts will undergo modifications proported to the insured sums or in terms of risk clause
The expectation of these modifications can findansl grounding in the trend that the portfolio e¥s
eral branches has followed in previous years.

3 For example, correlated to the expiry of mortgageshe drawing of bonds for reimbursement, ® th
convenience of investment changes and similar.
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ones and in order to identify the possible reasdrgich shifts. The procedure contin-
ues with the possible correction of those expemtatialready formulated for the re-
maining part of the year and further foresees tiaé df a budget for each month of the
year with the aim of making expectations for theome and expenditure monetary
flows as precise as possible in every sub-perioth@fyear and in such a way as to as-
sure the achievement of cash balance or treasiwy.cérrections made to the annual
budget, in relation to manifested unexpected eveomspared to expectations initially
formulated, also impact expectations included m tilennial plan. These will, in turn,
be reviewed and upgraded at the end of every adtrative year by resetting the whole
triennial plan in an on-going upgrading process.

3 — Causes of variability of expected financial fias

Active and passive financial contracts realisednsyrance companies differ under the
profile of certaintyof the date in which they will give rise to a magtflow (positive

or negative) and under the expeati@iensiorof the same flow. In particular, such con-
tracts can be grouped in three categories: 1) acistivhich generate a certain flow in a
certain date (policies with periodical premium aistents, life-policies); 2) contracts

which produce a certain flow in life but at an unam date (life-policies of a mixed

type); 3) contracts which produce a flow of underdimension both in the amount and
in the date of manifestation (damage compensatbmsimary insurance branches). If
insurers stipulated active and passive contraatipang exclusively to the first cate-

gory, and excluding the case of defaulting contmagtproblems revolving around fi-

nancial planning and programming connected to dohrtical-insurance management
would assume an extremely simplified shape. It @woinl fact, be possible to easily re-
alize the expectations for income and expenditlowd in the short-term and even in
the medium-long term period. Instead, the prevaewicfinancial contracts pertaining

to the last two categories considered forces compato face more rather complex
problems, imposing them to assign a distributiorprbability to the income and ex-

penditure flows under uncertain conditions. Thaefd follows that companies need to
build alternative scenarios in which the searchlfalance of flows in short and me-
dium-long term periods is set up, estimating thpeeked value singularly (Locatelli,

1995).

In spite of this fact, the authoritative doctringshoften evaluated problems regard-
ing liquidity and treasury in insurance companiesuaimportant; in this view Selleri
(2003), Petix (1984), Basile (1990). Such an euaugrobably derives from an exces-
sively simplified and perhaps very optimistic visiof the insurers’ activity. Even re-
cent experience confirms that liquidity is not ay@ahe physiological element of insur-
ance management and attributes relevance to thepraof liquidity and to the balance
of treasury that both the literature and the opeggbraxis have still not fully acknowl-
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edged; in this view Cassandro (1991a), Paci (1996nerally-speaking, merit is attrib-

uted to the well-known inversion of the productoyele in spontaneously realizing the
balance between income and expenditure monetamgflsince the latter, generated by
periodic premium payment, should be sufficientup@y expenditure flows determined

by the payment of the indemnifications in the hyyesis of a normal course of man-
agement (Cassandro, 1975).

Another element which is considered to be simpidyin the attainment of balance
positions is the structure of company budgets:type of active and passive contracts
which constitute the structure are such that comegazan exert effective control on the
structure in terms of expiry and modalities of aetand passive movements (Locatelli,
1995%.

After all, the fact of being able to choose the reaftrin which to carry out compen-
sations due to one’s own insured, within certaimts, and the remarkable flow of pre-
miums proportioned to the expenditures for the payinof indemnifications support the
thesis that, in our companies, the tensions ostigehave an episodic character (Basile,
1990). Indeed, even if we admit that thanks toitiversion of the productive cycle, li-
quidity and treasury management are less cruciahfmrance companies than for other
financial intermediaries, it is not possible to wgtity conclude that the issue tigut
court irrelevant if we follow the observations previgushade. Firstly, we cannot ne-
glect that often liquidity imbalances lead to soleg crisis and, at times, tensions in
treasury are tangible proofs. Moreover, problemsceming treasury and liquidity are
presented in different ways even in relation to deeelopmental phase in which the
company stands (Selleri, 1991 addition, the features in terms of active padsive
expiry differ noticeably within the various typoleg of insurers and the technical re-
serves actually introduce different degrees of demin the companies operating in the
life branches, mathematical reserves, for exangaa, be invested on long-term hori-
zons and for this reason, they are traditionalttuded in the consolidated liabilities.
However, they present a degree of somewhat advathe®and, as quite often the in-
sured have either the faculty of redeeming thereeoted policies beforehand or of be-
ing refinanced by the same insurance company. étother end, it is worth noticing
how the premium reserves and the accident resefvesmpanies operating in the ele-
mentary branches are normally considered currabiliies, while their effective de-
gree of demand is relatively low since it is nosgible to hypothesize any type of prior

4 In particular, it is known that insurers’ passjvis mainly given by technical resources which are
broadly not collectable by creditors, with the ewibn of some contracts from the life-capitalizatio
branch which are redeemable and which require dheesponding reserve. Beyond this case, the insured
have the single right to demand monetary indenunity after the harmful event occurs and in consider
tion of the insurance contract. In turn, insuretivity is mainly composed of debt contracts whiem

be easily demobilized since they are incorporated feal-estate values, negotiable on the secondary
market.

5 More precisely, in an expansion phase of activhgracterised by a bulk of significantly incregsan-

nual premiums, income flows will be particularlyumtdlant and will easily cover expenditure flowsaim
advanced phase, monetary expenditure flows dueomepensations could exceed the bulk of income
flows produced by premiums collected.
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demobilization for them (Basile, 1990; Locatell99b). Regarding the active, its liqui-

dation does not represent an absolute charactetsti rather relies on the modalities of
investment which are pre-chosen by the insurerréffbee, the greater the weight of the
credits which are not incorporated into negotialdéues on a secondary market, the
higher the risk of immobilization will turn out tee (Gardner and Mills, 1988).

In addition to the previous issues, it is necestaonsider other factors connected
to the two typical company managerial areas (te@tinsurance and patrimonial)
which are able to generate unexpected variatiorieanncome and expenditure flows
expected.

3.1 —The financial flows’ variability due to technicaldctors

Regarding the technical-insurance management, ytlmeahelpful to briefly review the
process of determination of premiums in variousbhas of activity in order to better
understand the influence of such elements on thenba of treasury (Basile, 1990;
Petix, 1984).

For the definition of pure premiums in the damagenbhes, the frequencies of past
damages are taken into account and, in some elargesianches, the relative average
cost and the incidence of great risks; loadingstesd, are fixed on the basis of the pre-
sumed operating costs. It is possible, therefoed, th posteriori, the formulated hy-
potheses are not confirmed by facts and that the premiums do not succeed in ex-
actly covering the compensations correspondeddarbured in a year. For example,
the technical bases employed could appear to loeduete (for shifts between effective
frequencies and estimated frequencies, or for éh@ydn liquidation which induces to
underrate the average cost of the damages), oudedhe company has a structure of
portfolio risks which differs from the average dnehe field which is normally referred
to when the possibilities of incurring into damages estimated (Cassandro, 1975;
Basile, 1990). The situation becomes more comg@dat the case of companies oper-
ating in the field of liability, in which appraisaf damages is often carried out on a ju-
dicial basis, introducing an exogenous factor whecHifficult to ponder in economic-
financial management. Even a trend in cost managewigch differs from the one ex-
pected and which is incorporated in the loadings, cause a higher expenditure flow
than the one planned. More than in the damage bearia which the contractual condi-
tions are annually reviewed, this problem has gmeithon the life branches. Here, there
should be a previous estimate of the costs of aitopn, proceeds and management re-
lated to the entire duration of contracts and psdfb determine an average load which
is added to the pure premium. Without considerirag aicquisition commissions due to
the agents are entirely corresponded to them wbetracts are stipulated, regardless of
their outcomes, while their worth is recovered bea premiums only in due time. It is,
therefore, completely normal that the costs agtuglistained shift from those initially
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estimated due to the practical impossibility ofreotly foreseeing which structural in-
vestments will be realized, which inflationary dgmas will occur, which commercial
policies will be followed over an extensive tempaaan.

Even in the life branches, variability of expectexvs has a prior connection with
technically-based factors. Here the process of rak@@tion of pure premiums is
founded on demographic and financial hypotheses.ttis reason, it is possible that
technical bases of a demographic type appear inatiegince population composition
in terms of gender, age and mortality rate is pFegively modified over time and,
above all, since factors could not be the samesactioe national territory. The case
could also be that the financial hypotheses assumedated to the expected outcomes
from the investments created to meet the matheatagserves, are easily disregarded,
given the cautious approach with which the techmat is fixed and the refuse that is
commonly manifested in comparison to the effectaverage production of the re-
serves. Finally, a further source of potential itahaes could be provided by the oppor-
tunity which allows the insured to modify their ginal commitment, taking advantage
of the chances of abandonment, reduction and retitemywhich would involve the re-
view of the bulk of the mathematical reserves anth® company’s financiddudget

The endogenous nature of all the phenomena exanmaedes us to consider as
"physiological” the negative economic and financiéflects imputable to insurance
companies, rendering them not completely dismissiblut controllable through ade-
quate management techniques (Basile, 1990; P&84)1And it is right on the control
of the typical risks of the technical-insuranceaatbat attention has been placed by
company managements for a long time. In doing sserées of effectively acknowl-
edged managerial techniques have been made aeailbiough they have unfortu-
nately not been sufficient to guarantee comparok&scy conditions

The importance of the latter aspect has recentictid the attention of both the
vigilance Authorities in the field and that of teosmvolved in management towards
monitoring the risks of the second great macro-afe@mpany effectiveness: patrimo-
nial management.

3.2 —The growing importance of interest rate risk

Among its typical risks, there are various typo&sgwhich are not peculiar to insurance
companies, but which target the more general filghmctermediaries (credit risk, li-
quidity risk, exchange rate risk, interest rat&)ris

6 Such managerial techniques are classified in three categories: 1) adoption of selection proce-
dures of insured risk and of the insurance applicant; 2) adoption of formulas of contractual pre-
cautious negotiation (exemption, overdraws, lacks or wait); 3) share of risks with other sector
companies by means of agreements and various links ( constitution of groups, co-insurances,
reinsurances).
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The unaware way in which, until not so long ag® thajority of Italian insurance
companies have exposed themselves to such a typofogsks has not in any way
negatively affected the sphere of profits. Thankgitcumstances such as the favour-
able situation of the real-estate market and topibesibility of operating in a market
which has been safeguarded from foreign competdiuh strongly restricted (therefore
substantially stable), there has been a contributfiomanagement to the spread of an
attitude of contained relevance compared to thect¥fe danger of exposure. The im-
portant changes which have occurred in recent yieatse field (the creation of the
European market of insurances, an integration witter financial intermediaries, the
advent of the euro, etc.) make the persistencesuindar situation somewhat improb-
able in the future and impose companies to carefldct on the validity of the competi-
tive strategies adopted.

After all, the substantial increase of competitees that they stimulate, will in-
volve a deterioration of the already weak contifiutto company profit coming from
technical-insurance management and will induce @mgs to rely more and more on
profit contribution deriving from patrimonial mar@mgent. This, of course, means de-
voting greater attention to the control of relatisks.

Among these, theisk of interest rateis considered particularly meaningful. It is
tied to uncertainty associated with the trend ¢énest rates and to the impact of such a
trend on cash flows and on market values of fir@nactivities and liabilities (Mang-
hetti, 2000a; Gualandri, 1991; Masera, 1993his risk occurs due to the intermedi-
ary’s vulnerability to market rate fluctuations whiare measurable by the analysis of
impacts on management performance. Moreover, igksappears every time the struc-
ture for expiries and for rate review dates is patfectly balanced In these conditions,
rate variations produce different impacts on thee®f active and passive items, caus-
ing an alteration in the value of the net patrimonyhe intermediary’s margin of inter-
est (Gualandri, 199@)

The analysis of interest rate risk can be carriedoconsidering two different ap-
proaches: 1) the perspective afrrent profits which identifies the risk of rate in the
sensibility of accounting profits to variationsimerest ratel$; 2) the perspective of the

7 Among other financial risks, there are:ca@dit risk connected with the possibility that the debtamas
solvent upon expiry both for causes due to his#itgenomic and financial situation and to the infeeof

a wide number of variables such as a monetary mati@nal political crisis (country risk); Bquidity
risk, determined by the chance that the intermediamgoisable to transform investments in liquidity
without sustaining capital losses upon contracexgiiry; c) exchange rate riskglefinedex anteby the
uncertainty associated with trends and by exchaatgefluctuations andx postdue to trend impact on
cash flows and on the values of market activity passivity.

8 For a in-depth analysis see Barth M. (1995); VilleA. (1986); Staking K., and Babbel D.F. (1995).

9 The margirof interest is given by the difference betweenvacéind passive interests.

10 According to this approach, interest risk can beainposed into its two main components: profit risk
and investment risk. The former takes into accdbetpossibility of incurring in losses in terms radt
profit interest caused by the lack of perfect syonk between active and passive rates, due to inarke
rate fluctuations: the latter derives, insteadifrihe variation in market value of financial adi®é and
liabilities at a fixed rate as a result of interestie variation and it occurs in the accountingnirius val-
ues or plus values with evident effects on the ggef formation of accountable profits.
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economic valuewhich identifies the risk of rate in the sensipibf the value of the net

patrimony to the variations of market rates (Guditari991; Masera, 1993; Pietranto-
nio, 1994} In order to achieve a better definition and mearment of the degree of
exposure to the risk of interest rate, it is wathploying a combination of the two ap-
proaches (Colombini, 1994; Gualandri, 1991).

The weight of the risk of interest rate for inssreepends on the role attributed to
the fixation of an interest rate in the procesdeafining the technical-economic features
that regulate insurance contracts. In this views itecessary to inquire into two aspects:
a) the relevance of the interest rate among th&racnal conditions; b) the chance to
modify the reference rate following market rateiafaitity. In the characteristic con-
tracts of the elementary branches, the insureloiscommitted to recognising the in-
sured person a prefixed profit. Therefore, theiprate of the technical reserves is not
directly part of the constituent elements of thatcact. On the other hand, it is true that
the profit expected from the investment of techinieaerves belongs to those elements
which the company considers relevant for the apptaif the bulk of premiums appli-
cable to contracts. The expiry of usually annualtiacts related to elementary branches
makes the modification of the interest rates aénerice, however, quite easy and, there-
fore, the risk of interest rate less meaningfuts influence is much more important for
life-capitalization insurers, given the strongevisgs component which characterizes
the relative contracts. Here, it assumes contemmishware closer to those of banks,
which are emphasized with reference to some typedogf policie&3. In more general
terms, in life-capitalization branches, the chaé¢he "technical rate” represents a fac-
tor that significantly affects the definition of mipactual conditions, even if it is not al-
ways explicitly expressed to the insured personismgver negotiated. It represents the
profit rate of technical reserves that the insaeknowledges to the insured person and
which is employed as a variable for the anticipatetinition of the bulk of premiums
and of the capital insured. We are, therefore,idgalith the constant and minimal in-
terest rate, whereby the insurer assumes thattiaptton of mathematical reserves will
be able to occur. This fact generates the assumptia risk for the insurer that can turn
out to be more serious the more the effective rgteskly shift in an unfavourable
sense from those adopted for rate calculation hadyteater the duration of the insur-
ance contracts is. Therefore for life insurers, risk of interest rate derives from the
fact that a fixed passive and unchangeable rat¢hwhole length of the contratt
must be compared with an active profit rate whioktead, is affected by the trend of
market rates (Locatelli, 1995).

11 Rate variations influence the value of the netipamny both in modifying the flows connected to in-
terests and in modifying the same rate of reatisati

12 For a in-depth analysis see Campbell F.D. (1995).

13 Reference is to contracts of pure capitalizatiowhich the presence of a real interest risk crhtge
the insurer is identified.

14 |ndirectly recognised to the insured by the deteation of the premium and the insurance capital.
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The strategy that companies have at long followedrder to minimize such a risk
is fundamentally based on the fixation of a tecAhiate which is much lower than the
one on the current market at the moment of thendiein of the contractual condi-
tions!s. Such a strategy has been, in fact, employed tin&imid ‘90s, the period which
has witnessed the triumph and the maximum spreadsafance tools, whose saving
component was based on the trend of interest eatdson the guarantee of a minimal
profit for those insuréd. Given the context of high financial profits ame talmost total
absence of risk on the main part of the investmerade up of governmental bonds, the
profits offered by the companies did not arouseriwsrregarding the commitments
taken with the insured. This was due to the faat the rates used for the determination
of the sums guaranteed upon expiry were greathetadvan the current market yield
(Manghetti, 2000a). Therefore, the economic contéxteference was such that it fa-
voured company effectiveness which faced managemaspects of passivity disjoint-
edly from those of investment choices.

Adhesion to the euro currency and the subsequeantecgence of macroeconomic
variables have seen Italy’s exit from a structwahtext of high interest rates and sus-
tained inflation. The subsequent reduction of egerates, together with the rise in
share trends, has had an impact on the increasieec$avings content of insurance
products and has drawn attention to financial susldity of the commitments under-
taken with the insured over time. As a result, tgeattention has been directed to the
financial aspects of management both by the corepaamd by European regulators.

On their side, companies have gradually addressegsiments with higher risks.
They have also targeted a more dynamic manageménihd investments in relation to
the trend of interest rates and to the offer of peaducts whose investment risk has
been transferred to the insured and whose actwitie characterized, in counterpart, by
a marked foreign share comporiénErom 1997, life companies have progressively in-
creased the quota of assets to cover the resergeslgd by fixed-rate bonds, with a
trend in extending the terms of expiry. For thetfirme during 1999, some companies
resorted to structured bonds with a long durat@ominimal guaranteed profit and prof-
its based on the trend of long-teswaprates. The purpose was to immunize the risks
of the minimal rate recurring in the revaluableigiek already issued. At the same time,
there was an increase in the offer of insurancks tioowhich the risk due to the trend of
market variables was covered by financial toolgheéstment which replicate the trend
of the offered profits on thimdex linked or transfer the financial risk entirely to the in
sured person, as in the caseunit linkedpolicies. Due to all these elements, companies

15 Even if the length of the temporal horizon whicually characterized such contracts implies a rate
risk which is difficult to eliminate.

16 The revaluable policies — life product mostly séoim the mid-eighties- have almost completely as-
sured a minimal profit for insurance companies padicipation in financial management results.

17 Innovations such as the index of premiums andsidriance capitals or profit partecipation can be ce
tainly interpreted as attempts to acknowledge tisared with the advantages deriving from profitilesc
tion, but also as a way of transferring to thent pathe rate risk which burdens the insurers.
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have devoted an ever-increasing attention to swohlgms both in terms of a more
careful management of assets covering the techresarves and of the structuring of
new insurance products. What probably still doeseamerge clearly in the insurance
operators’ acquired awareness is the strict linketuly existing between the building
of rates, mechanisms of valorization of the sawagponent inherent in the life policy,
and the financial management of the covering agstaaghetti, 2000b).

Even from the control Authorities’ point of viewhdre has been a remarkable in-
crease in the attention devoted to the financipéeis of company management both at
national level and within the European communitgsi@e the risks related to a more
strictly statistical-demographic nature, finanamses connected to the credit risk but,
above all, to the so-called market risks, have gsgjvely become important. The latter
refer to the probability of losses due to unfavbleatrends of financial variables,
caused by movements in interest rates and in egehaaies and by variations in share
trends. The risk of interest which is taken intoamt when rates are formed, therefore,
needs subsequent controls during the evaluatioesarves. This regards the financial
sustainability of the commitments assumed over tame is considered in the light of
possible changes in economic variables and intthetare of rates (Manghetti, 2000a).

4 — The progressive achievement of Asset/Liabilitylanagement for in-
terest risk management

The insurance profession has always (and rightisrgprominence to the typical activ-
ity component: the frequency and the entitghe event. This has taken place in a static
context, as the one resulting from the formulatdraccounting deriving from budget
description of reserves and investments set far tteering. However, such descrip-
tion does not provide useful information on thesisleriving from the effects of the
evolution of financial variables, according to tieenporal dimension of assets and li-
abilities. In the current market situation, it istra matter of rejecting this approach as
much as seeking the opportunity for insurers tmbexaware of the fact that it is nec-
essary to also have indications about the evolutiotne different budget components
according to the various financial scenarios. Bais/es the purpose of highlighting de-
creases or increases in the company’s net valuiehvene not due to the typical insur-
ance activity, but are generated by the expirycstine of the flows of different budget
items. It is not sufficient, in fact, that the valof reserves is correctly estimated and
that there is an investment of equal amount in taypart: interest rate variations and
share trends can change the effective value ofsagasd of liabilitie&.

18 1t could occur, for example, that when liabilitiegpire, the realisation of assets with longer Bxpi
terms create significant oscillations in their netrigalue: or else at the expiry of a single ags#tyest-
ment conditions do not allow to reach a sum of kst in the same time assured by liabilitiesarfder
duration. In the Vigilance Authority’s view, a silami circumstance would make guarantees for the in-
sured void, even though within an apparently retgaeand disciplined context. On the other handhén
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As for every other financial intermediary, insurenr®e exposed to risks deriving
from their assets and from their liabilities anonfrthe relations elapsing between them.
Nevertheless, thenismatchingmanagement between assets and liabilities is a much
more arduous task for them as their passivitiesnofeveal uncertain profiles and fre-
quently include mechanisms of guaranteed resultréfbre, possible deficiencies of re-
sources employed to face commitments are refldotéide company’s net value and in
its solvency®. In a similar context, a valid support for estimgtand managing risk ex-
posures in a systematic and efficient way couldyiven by theAsset/Liability Man-
agemeniALM), a global approach to portfolio managemeihich enables the realiza-
tion of a better harmonization of the technicaltfwhio and the financial portfolio
(Swiss-Re, 1995; Selleri, 1998) This is of greater evidence in a field, suchlesin-
surance one, in which the financial and investraativity realised by the company
strongly penetrates the proper technical activity.

ALM is a complex approach that has its origin ie thnited States in the ‘70s. Cre-
ated as a tool with strictly operating purposes wuthe urge of facing the phenomena
deriving from a financial context at high risk,ist subsequently, adopted during plan-
ning (therefore with a strategic function) and dgrbudget definition.

Operating ALM can be defined as a management tgaknwith the objective of ar-
ranging a set of optimal and co-ordinated budgsetasand liabilities which enables to
jointly pursue financial and economic balances romming the strictly-speaking reduc-
tive formulation of financial management. In fashile the latter essentially pursues a
financial objective and, in relation to it, the aomic component only has a tie value,
the operating ALM firstly emphasizes an objectivgmfit, pursued by defining an op-
timal combination of sources/uses under the asgestpiry structure and/or revision of
price conditions. It substantially regards the nggmaent of budget bulks and of the
gualitative budget composition according to spe@fipectations in the variation of rate
conditions applied to the various items, assurimgny case a condition of liquidity. It
follows that the economic and financial balancesjaintly respected, while in the strict
financial management greater emphasis is placedeofinancial balance.

The decisions made by operating ALM find supporirantitative indicators which
can be identified in thgap and in thedurationand their realisation presupposes the use
of instruments beyond the balance (suchiuasre options,swap and/or the ability to

sharers’ view, there would be significant changethe company’s net value, as a result of the tfzat
flows generated over time by assets do not coinwittle the outcomes deriving from contractual com-
rrgtments o redemptions.

1 Enlightening in this regard are the experienceff@tompanies in USA in the 80s and, more regentl
those of Japanese companies, indicating situatibrsisis which can generate in contexts of highc4l
tuation of interest rates, above all, in the cdgbeir dramatic fall.

20 The first author who faced the ALM’s thematicsiisurance companies was Redington. Cfr. Reding-
ton F.M. (1952).
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affect budget items in terms of bulks and compaositf assets and liabilities which are
sensible to interest rate variati®hs

Here, it is worth revising some definitions in arde fully understand the meaning
attributed to ALM which is considered as (Campd@87; Giudice, 1995):

- a management model which directly derives fromekpiry structure of budget as-
sets and liabilities;

- aprocess of planning, implementation and comtf@dequacy in terms of composi-
tion and expiry of assets and liabilities in ortiemaximize the interest net margin over
time;

- a process of management of the budget structhrehwaims at maximizing profit
compatibly with risk preferences which are consdebearable;

- aset of procedures, techniques and tools emgltwyedentify the efficient border of
possible risk/profit combinations with the aim ofximizing economigerformance
(Society of Actuaries, 1988)

The reviewed definitions allow us to identify twortrasting objectives pursued by
ALM: 1) minimization of interest rate risk by meaofbalanced expiry structures of as-
sets and liabilities; 2) maximization of the margininterest by means of an active and
differentiated management of asset and liabilifgigxin order to draw advantage from
market rate fluctuations. The choice between the #&ernative objectives is condi-
tioned by: a) the ability/possibility of carryingibreliable expectations on interest rate
trends; b) the existence, accessibility and coshafkets which are specialized in the
production of tools covering rate risk; c) the sdbjs inclination to risk.

If the company does not have the ability to forefsgagre dynamics of market inter-
est rates with sufficient reliability, it is poskthat it directs its management towards
precaution and maintains a high dislike for rigkning at the uttermost protection of
the interest margin from rate risks, by minimiziexposure to such risk. Theoretically,
an insurer should be able to eliminate interest rigk to which his/her company or part
of its assets is exposed by perfectly aligning dbsets and the liabilities whosash
flow are identicaldedicatior)2s.

Although dedication allows the elimination of irdet rate risk, it may not be feasi-
ble for various reasons. One of the main impediséhtgiven by the relative uncer-
tainty when liabilities are presented: people iegun the life branch and profit benefi-

21 For a in-depth analysis on ALM see Babbel D.F98)9Babbel D.F., and Striker R. (1987); Corvino
(1998); Smink M., and Van Der Meer R.A.H. (1997grWVDer Meer R., and Smink M. (1993); Wise A. J.
1984a); Wise A.J. (1984b)

2 A useful definition is provided by the Society Aétuaries according to which: “ALM consists in the
management of an activity in such a way that decssregarding assets and liabilities are coordihate
can be defined as the continuous process of fotmglamplementing, monitoring and reviewing strate
gies related to assets and liabilities in the gitetm reach financial objectives for a specific gktoler-
ances to risks and restrictions (...) ALM is of ida® importance for the efficient financial maeagent
of every institution which operates investmentfatte liabilities”.

23 For example, a bond portfolio from the Treasuryldcbe brought with expiry on the exact dates in
which commitments assumed need to be faced. See Kor(1997); Vincenzini M., and Ziantoni G.
(1999).
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ciaries can, in fact, use the various options abl at anytime and this can modify the
trend of the futureash flow Moreover, variations in exogenous factors, siuhartal-

ity rates, are a further source of uncertaintyaasaé expiries and entities of future pay-
ments are concerned. For companies working in darbeanches, uncertainties appear
even greater, since variations in the leveliloderwritingperformance, in legislation on
liability matters and in welfare costs can rematkabfluence thecash flow Without
mentioning catastrophic insurers for whom settisgla sufficient capital to perfectly
balance all potential losses would have forbiddests Even in situations in which it is
possible to perfectly aligoash flowsof assets and of liabilities, it could appear ¢atdo
restrictive: the insurer who always pursues a peebalance of cash flows of assets and
of liabilities may end up accepting profits on lovghares compared to what could be
obtained if s/he were willing, instead, to facelight discrepancy (Swiss-Re, 2000;
IRSA, 2000).

If on the other hand, the company is able to foataukufficiently reliable expecta-
tions on market rate trends and has a certaimigttin towards risk, it could pursue an
objective of maximization of the interest margittempting to draw advantages deriv-
ing from the variations expected from the interesés. In this case, it should be in the
condition to profitably manage the imbalance of &xgiry structure of the assets and
the liabilities in order to expose the interest givain a favourable way to the variability
of market rates (Carbonaro, 1993; Mottura, 1991)

In sum, by choosing expiries according to ratesMAproduces economic effects
(on the interest margin) and financial effectsl@iahcing the sequence of cash flows) at
the same time. For this reason, it acts as theehbegween the financial aspect and the
economic aspect of management and offers a modal tmitary administration of the
economic balance and of the financial one. The @batrons and the choices of expiry
structures of the assets and liabilities make #sfme to draw expectations related to
both economic flows and to financial ones. Themfatr is not incorrect to claim that
ALM has a content which is substantially pre-ordete company effectiveness plan-
ning, even if it is constantly oriented towardsrpleng the adaptation of asset and liabil-
ity expiry to the contingent expectations of mankae variations (Mottura, 1991). This
explains how ALM should be placed within the funatiof planning and management
control, since an articulated analysis of relevarhpany phenomena, which are stimu-
lated and produced by it, offers powerful posdiledi of support, not only for the proc-
ess of budget formation and control, but also f& tlevelopment of the institutional
role of coordination and trend which is usuallyibtited to such a company function
(Balossino, 1992).

24 This means that when expectations in interestriage it is preferable to shorten asset expirgréh
fore, investing in short-term) compared to thatialility; on the contrary, in case of expectatimidal-
ling rates, it will be more advantageous to extasset expiry (thus, investing in long-term) compae
those of liabilities.
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5 — Conclusions

The increase in competitive pressure, that sprirays the new normative and competi-
tive frame in which companies currently operatesuass us that we are witnessing a
scenario where the financial area takes on a pmmirole and, thus, which differs
from that depicted in the ‘80s and ‘90s. In thistext, it is worth questioning whether
it still makes sense to continue operating accgrdina short-sighted logic which has
always characterized the management of our compaRa@lowing this view, there has
been a realization of disjointed policies regardiistf assumptions and those concern-
ing investments. Perhaps, in terms of company jltiti is time to understand a new
and important management variable which neithelaogis nor innovates the variables
used until now, but which simply integrates thostined traditionally essential by
management. In this way, it is possible to achigneerequired synthesis between the
technical component and the financial one in mamage and to realise a decisive
process targeted to the creation of company vaildei@the stabilization of profit mar-
gins over timé®,

Currently more than ever, the realization of newdpicts, the determination of
rates, business policies, ought to take into adcthersustainability of assumed com-
mitments over time, verifying their consistencytwihe investment choices made, con-
trolling the effects of their potential development the budget, in view of financial
market trends and possible evolving scenarios. ddteof completely eliminating risk
and the relative uncertainty due to trends of mavkeiables is, by no means, simple to
realize. However, this does not necessarily meamgiup the fact of getting equipped
with a choice of control and support tools whicl,fature, imply a dynamic manage-
ment of the desired levels of risk (Manghetti, 2029

The use of ALM techniques by Italian companies doascurrently have a wide-
spread diffusion. Even in those contexts in whichutation models are used to plan
and program financial decisions and, thereforesa af concepts such dsiration is
made, prevailing attention appears to be placedndafly on assets, that is, on prob-
lems related to income flow expectations and to rtfast profitable way to employ
them. On the other hand, no particular attentiguaig toliability and to those problems
related to the correlation of their expiry with sgoof the assets in order to avoid the
possible negative exposure to interest risk. Howeaeprecise willingness to apply
ALM techniques, which opens the gates to a hopefuitier application in the near fu-

25 A management policy which pays attention to trabitization of the economic margin is, amongst
else, an essential element for the valorizatiothefinsurance company market, contributing to &uric-
tion of the risk premium on its shares and makimgdompanies’ possible resort to the capital mddsst
burdening.

26 We would face a curious paradox if we had to adinait insurance companies which, due to their natu-
ral vocation, manage risks deriving from hazardevents, are not able to manage risks connecteukto t
complex structure of their budget.
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ture, is recognizable in the area of the managemiepension funds (Detemple et al.,
2007%7.

The major impediment to the spread of ALM seeméeon the way of thinking
which still predominates among many insurers whoaie in their watertight compart-
ments and who separately make their decisionsecekat investments and those related
to underwriting (Lord G., 2004). It will still probably take a numbof years before
ALM becomes a consolidated realty in Italian insiww&companies. Its use will demand
these companies to make a considerable cultuna) tmsidering the context in which
they have been forced to operate for a long tintethe "local” vocation which most of
them have. At present, it is understandable howntedl to acquire such a managerial
technique is mostly perceived by bigger and momapiex bodies as well as by those
which are characterized by a marked internationahtation, in which it is possible to
find a greater sensibility towards those managehahges which become indispensable
when following market and environmental conditi@i€hange.

The ALM approach have been implemented in differsgttors and in different
countries, but the Italian insurance sector showdelay in acknowledging this ap-
proach; for this reason, future research oppoitsitpen: 1) to verify the ALM appli-
cation in real cases; 2) to compare the ALM apphbee in different, more advanced
contexts.
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