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The Topic
We are debating about how to include the cost of uncertainty in rate filings.
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What Do We Want Rate Filings to Do?

Should the rate filing reflect the capital markets’ appetite for risk?  
YES

Should the rate filing reflect the co-variation of the insurance results with broad market movements?  

YES, if significant

Should the rate filing reflect the capital structure of the firm?  
NO

Should the rate filing reflect the risk preferences of the firm?  
NO

Should the rate filing reflect the correlation with the firm’s portfolio? 
NO

Should the cost of capital reflect the uncertainty and timing of loss payments for the firm? 

YES

WHAT ARE YOUR ANSWERS?
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What Is the Implication of Lee’s Answers?

Is there a single formula that applies to estimating the cost of uncertainty for bonds, loans, common stocks, options and insurance products?  
YES, THERE ARE SEVERAL SUCH FORMULAS
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How Is Such a Formula Used in Rate Filings?
Is the cost of uncertainty a certain dollar amount per unit of exposure?  YES

Can the cost of uncertainty be computed using IRR or NPV?  NO
Once it has been computed, can the cost of uncertainty be expressed as a nominal amount of invested capital and a certain ROI?  YES

