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INTERFIRM STOCK PRICE EFFECTS OF ASSET-QUALITY
ProBLEMS AT FIRsT ExEcUTIVE CORPORATION
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Mark L. Power

ABSTRACT

The authors use stock return data to investigate the effects of the First Ex-
ecutive (FE) failure on other life insurance firms. In contrast to previous
studies, they explicitly test for the separate effects of individual (retail) and
institutional customer responses. The announcement of an accounting charge
for junk-bond losses by First Executive Corporation triggers negative stock-
price reactions for unrelated life insurers. Insurers with larger portfolio
holdings of junk bonds and greater dependence on retail business, experi-
ence stronger negative reactions to the announcement. However, an earlier
announcement that regulators were investigating possible junk-bond con-
cealment at FE is positively related to dependence on retail policyholders.
The reversal between the two events is consistent with retail customer per-
ceptions responding to disproportionate media coverage, documented by
others, of junk-bond problems. Tests of interactions indicate that retail poli-
cyholder responses are conditioned on the degree of junk-bond holdings,
not indiscriminate. Therefore, the authors” work implies that, in the event
of a future financial crisis at a large life insurer, realistic, balanced informa-
tion about the condition of the industry targeted toward individual cus-
tomers will be useful in preventing a surge in policy surrenders and atten-
dant deadweight losses.

INTRODUCTION

First Executive Corporation (FE) (parent of two units called Executive Life Insurance
Company in California and New York) failed in 1991 as a result of junk-bond invest-
ment losses first disclosed in 1990. First Executive had more than $15 billion in assets,
making it much larger than previous insolvent life insurers. DeAngelo, DeAngelo,
and Gilson (1994) argue that First Executive received a greater degree of press scru-
tiny and more adverse publicity than other insurers with equally serious portfolio
problems. DeAngelo, DeAngelo, and Gilson (1994) conclude that the adverse public-
ity, along with junk-bond losses and questionable managerial actions, destroyed poli-
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cyholder and regulatory confidence and led to a “bank run” that collapsed the firm.
The highly visible failure provoked increased public attention to the financial stabil-
ity of life insurers and intensified an existing policy debate over the reform of insur-
ance regulation.

A particular concern for insurance regulators is the possibility that the collapse of a
large insurer will be contagious. Customers can withdraw assets from other insurers,
weakening them and, in the extreme case, even causing their failure. Reorganizing or
liquidating an insolvent insurance company consumes significant real resources, so a
run on an otherwise sound firm imposes a social cost. If a run on other insurers is a
likely consequence of an insolvency, regulators may want to impose regulations to
reduce the chance of insolvency to a socially optimal level.

Fields et al. (1994) use event study methods to determine the economic impact of
First Executive's failure on other life insurance companies. Fields et al. (1994) find a
significant negative average stock-price impact on life insurers at the earnings an-
nouncement that preceded First Executive’s failure. Fields et al. show that the reac-
tion varies across companies with the proportions of assets invested in junk bonds
and real estate, and the financial strength of the company. Fields et al. (1994) con-
clude that the negative response was caused by the asset quality of individual insurers.

Fenn and Cole (1994) investigate the market reaction at the time of the announce-
ment by First Executive of significant problems in its investment portfolio. Like Fields
et al. (1994), they show that asset quality is an important determinant of shareholder
wealth effects and that the effect is larger for companies with significant junk-bond
and commercial mortgage investments. Additionally, Fenn and Cole (1994) demon-
strate larger negative stock-price reactions for life insurers that have institutional cus-
tomers as represented by guaranteed investment contracts (GICs). Fenn and Cole
argue that the relationship between stock-price reactions and GICs supports a poli-
cyholder-response interpretation. Specifically, they suggest that stock-market par-
ticipants expected policyholders to withdraw from companies most likely to be af-
fected by the same portfolio problems as First Executive. Fenn and Cole contrast such
a policyholder response with a contagious “bank run,” in which all members of the
industry suffer withdrawals regardless of condition.

Like Fields et al. (1994) and Fenn and Cole (1994), this article reports an investigation
of the effects of the First Executive failure on other life insurance firms’ stock prices.
The authors’ motivation is similar in that they predict that industry-wide stock-price
reactions to failure-related announcements reflect changes in market estimates of fu-
ture industry cash flows. The market estimates can change because the announce-
ments reveal new information on which investors condition their estimates, or be-
cause the unconditional expected values change. Therefore, the authors examine the
relationship between the stock-price reaction and firm characteristics in order to try
to distinguish between information effects and changes in unconditional expected
cash flows as a result of contagion.

While similarly motivated, the authors’ work nevertheless differs from Fenn and Cole
(1994) and Fields et al. (1994) in several respects. The most important difference is
that the authors perform a more complete test of the policyholder-response hypoth-
esis. Fenn and Cole (1994) use GICs as a proxy for the likelihood of policyholder
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response, arguing that GIC holders are institutional investors with the flexibility to
make quick, low-penalty withdrawals. The authors argue that testing the policyholder-
response hypothesis requires separating policyholders into two groups: institutional
policyholders, represented by GIC liabilities, and individual policyholders, proxied
by life insurance and annuity reserves.

The distinction between types of policyholders is important for a clear understand-
ing of the effect of First Executive’s failure on the life insurance industry. While insti-
tutional and individual policyholders have contractual flexibility to withdraw funds,
individual life and annuity holders may withdraw for different reasons. Institutional
investors are professional money managers and presumably assess the new informa-
tion in an announcement and re-estimate the probability of a life insurance company’s
failing to make promised GIC payments. Individual policy and annuity holders pur-
chase products in the retail market through an insurance agent or broker. Retail cus-
tomers probably rely more heavily on media coverage and the influence of brokers
when deciding to cash in a life or annuity policy. Consequently, individual policy-
holders are more likely to make their withdrawal decisions on the basis of what
DeAngelo, DeAngelo, and Gilson (1994, 1996) call the “political correctness” of an
insurer’s investment policy.'

The authors also introduce several improvements in method. They test the relation-
ship between the stock-price reaction and firm characteristics using an econometric
technique that controls for cross-correlations among firms’ stock returns and correla-
tions between characteristics. It is important to control for such correlations in stud-
ies in which all the firms have the same event dates and are in the same industry. The
correlations are likely to be nontrivial, and tests derived under the assumption of
zero correlation thus are more likely to be biased and inefficient than in a study in
which event dates are random across firms. Fields et al. (1994) use methods that do
not control for correlations among either stock returns or characteristics, while Fenn
and Cole (1994) control for return correlations but not correlations among character-
istics. Also, the authors relate stock-price reactions in early 1990 to data available at
the time—that is, they use balance-sheet data at the end of 1989, rather than 1990 as
in Fields et al. and Fenn and Cole.> Additional procedural refinements in this paper
include a more complete sample of life insurance firms (76, compared to 53 in the
larger sample of the previous studies) and more First Executive-related event dates
on which new information was released (the authors examine four events, compared
to a maximum of two in the previous studies). As a consequence, the authors can
develop a richer and more complete story about the effect of First Executive's failure
than previously has been told.

! Fenn and Cole (1994) acknowledge that it would be desirable to include other liability
measures such as policy reserves, but they report that such data were unavailable.

2 Fields etal. (1994) and Fenn and Cole (1994) use year-end 1990 data, which were not available
to investors when most of the publicity about First Executive occurred (see DeAngelo,
DeAngelo, and Gilson, 1994, Appendix A). As noted in Fields et al. (1994), “even if investors
had knowledge of the declining value of junk bonds and real estate during this period, they
would not have precise knowledge of the degree of any life insurer's holdings except from
the previous year's statements.” Also, 1990 data probably reflect changes that managers
made in response to the First Executive events. Thus, a relationship between stock-price
reactions and 1990 data is less reliable.
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Last, the authors include a test of the effect of diversification on stock-price reactions.
Fields et al. (1994) test diversification using the ratio of life insurance policy premi-
ums to total revenues for each life insurer. They extend the Fields et al. (1994) test by
computing the ratio of premiums written by the life insurance companies of a given
holding company to total premiums written by all subsidiaries, including property
and liability premiums. This variable allows us to determine whether firms writing
mostly life, health, and annuity business were more negatively affected than more
diversified insurers.

PoteNTIAL INTERFIRM ANNOUNCEMENT EFFECTS

In the banking literature, Aharony and Swary (1983) use the term “contagion effect”
to refer to a loss of confidence in the industry subsequent to a large bank failure. A
loss of confidence can lead to bank runs, for example, as modeled by Diamond and
Dybvig (1983). In their model, a bank run occurs when depositors panic and every-
one rushes to withdraw money before the bank exhausts its assets. Aharony and Swary
(1983) report that failures related to unique aspects of a bank’s management, for ex-
ample, fraud and internal irregularities, do not elicit an industry-wide stock-price
reaction. When a failure stems from difficulties common to a group of banks, for
example, foreign-exchange losses, the stock prices of other firms in the industry de-
cline. However, Aharony and Swary (1983) attribute the stock-price reaction to more
broadly applicable information generated by the failure (in this case, about the ex-
pected cash flows from foreign-exchange trading) rather than to contagion. Subse-
quent studies of bank failures and loan losses reach similar conclusions.®> As Lang
and Stulz (1992) observe, an information effect has no social costs because the stock-
price reaction reflects a correct valuation conditional on the new information.

Diamond and Dybvig (1983) observe that the liquidity service provided by banks—
the ability of depositors to withdraw assets rapidly—is what makes them susceptible
to runs. Life insurance assets are not subject to withdrawal to the same degree that
bank assets are. However, there clearly are opportunities for individual policyholder
withdrawal, for example, through policy loans, lapses, and an Internal Revenue Code
Sec. 1035 exchange of annuities.* Also, life insurers during the 1980s and early 1990s
sold institutional investors a large volume of GICs, which were relatively short term
and often allowed holders to withdraw assets before expiration. Kopcke (1992) ar-
gues that increasing life-insurance firm sales of GICs and other investment securi-
ties, by facilitating rapid withdrawals, reduces the future capacity of the firms to
bear risk. In addition to withdrawals, reduced sales of insurance products are an-
other potential component of a run on industry assets.

3 Karafiath and Glascock (1989) and Peavy and Hempel (1988) conclude that the price reactions
of bank stocks to the Penn Square failure are rational effects of news about regulatory policies.
Smirlock and Kaufold (1987) report that bank stock-price reactions to the Mexican debt
moratorium depend on exposures to Mexican loan losses. Karafiath, Mynatt, and Smith
(1991) and Musumeci and Sinkey (1990) reach analogous conclusions about the Brazilian
default announcement. Docking, Hirschey, and Jones (1997) analyze a comprehensive sample
of loan-loss reserve disclosures and find support for an information hypothesis.

* DeAngelo, DeAngelo, and Gilson (1994) characterize the policyholder response to the First
Executive announcements of early 1990 as a “bank run.” Their analysis focuses on the
consequences for First Executive itself, not the industry as a whole.
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Importantly, the life insurance industry lacks government deposit insurance, which
Diamond and Dybvig (1983) identify as the key to the prevention of runs. The ab-
sence of deposit insurance suggests that there is more potential for a large failure to
trigger contagious runs in the life insurance business than in banking. Thus, the reac-
tions of life insurance stock prices to the First Executive failure can reflect a contagion
effect in the sense of Aharony and Swary (1983). If investors perceive an increased
probability of a run, they bid down the prices of life insurance stocks to reflect the
expected effect of the run on the present values of future cash flows. The authors
refer to this as the contagion hypothesis.®

A large failure can also convey information about the management practices, market
conditions, or asset values that led to the failure. If so, the stock prices of other insur-
ance firms should react to the information to the degree that the firms share the prac-
tices, market exposure, or asset quality of the failed insurer. First Executive Corpora-
tion suffered heavy losses on the junk-bond investments of its life insurance
subsidiaries. If investors learned new information about the quality or potential ef-
fects of junk-bond investments from First Executive’s experience, then other life in-
surance firms should sustain negative stock-price reactions to the extent that they
invest in junk bonds. The authors refer to this as the information hypothesis.

Fenn and Cole (1994) propose a policyholder response hypothesis to explain the stock-
price reaction to announcements of insurer asset writedowns. This hypothesis pre-
dicts that the announcement conveys no new information about the firm'’s assets or
management to the stock market. However, investors expect insurance customers to
respond negatively to the announcement and therefore reassess the market value of
insurance stocks accordingly.

The policyholder response hypothesis differs from the contagion hypothesis in that it
predicts that insurance customers will respond in proportion to insurers” holdings of
the same asset type that caused problems for the distressed insurer. Thus, the stock-
price reaction to First Executive’s announcement of a charge against earnings for
junk-bond losses should be more negative for insurance firms in which junk bonds
are a larger fraction of admitted assets.

Fenn and Cole (1994) base the policyholder response hypothesis on the potential ac-
tions of institutional investors. Accordingly, they use an institutional product, guar-
anteed investment contracts (GICs), to distinguish the policyholder response hypoth-
esis. Specifically, they regress the charge-announcement abnormal return on the
interaction of junk-bond holdings with GIC liabilities.

The authors propose a new interpretation of the policyholder response hypothesis
that allows for separate responses by institutional and retail customers. Institutional
investors are potentially more aware of insurance industry developments. They also
arguably have more flexibility because of the previously mentioned ease of with-
drawing GICs at the time of the First Executive crisis. However, institutional custom-
ers are not the only ones that can act quickly. Retail policyholders can rapidly surren-

® Angbazo and Narayanan (1996) report that Hurricane Andrew and related regulatory
changes reduced property-liability insurer stock prices irrespective of claims exposure in
affected states. The authors conclude that losses from the hurricane had contagion effects.
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der annuities and life insurance policies and take out policy loans. DeAngelo,
DeAngelo, and Gilson (1994) report massive increases in surrenders in all three cat-
egories at First Executive in early 1990. These authors also cite descriptions of the
lobby of First Executive’s Los Angeles office filling with senior citizens after every
wave of negative news coverage. Thus, there is evidence in the literature, albeit par-
tially anecdotal, that retail customers respond to news about the condition of specific
life insurance companies. [Also see DeAngelo, DeAngelo, and Gilson (1996) for evi-
dence of surrender increases in response to news coverage of First Capital Life.]

The failure of a large life insurance firm can increase the regulatory scrutiny of the
remaining firms in the industry. Insurers’ costs increase when they must respond to
more frequent inquiries from regulators or if increased regulation substitutes ineffi-
cient operating practices for efficient ones. Large firms and those that are less finan-
cially sound are more likely to draw regulatory attention and are thus expected to
have a more negative stock-price reaction. (See Stigler, 1971, and Watts and
Zimmerman, 1986.) The authors refer to this as the regulatory cost hypothesis.

Lang and Stulz (1992) argue that the potential interfirm effects of financial distress
include competitive effects. Competitive effects occur when other firms in the indus-
try gain because of the removal or weakening of a competitor. Empirically, Lang and
Stulz (1992) find that competitive effects occur only in highly concentrated indus-
tries. The life insurance industry is concentrated (Cummins, Denenberg, and Scheel,
1972). However, if there were gains to other life insurers from the elimination of a
competitor, they would be offset by increased mandatory payments to state insur-
ance guaranty funds and possibly by pressure to take over a portion of the failed
insurer's business without full compensation. Consequently, the authors do not ex-
pect net competitive effects from First Executive financial distress events.

SAMPLE SELECTION AND DATA

To find the initial sample, the authors searched the Center for Research in Security
Prices (CRSP), Standard & Poor's Compustat, and Compact D/SEC files for SIC codes
identifying the life and health insurance industry. The authors added seven firms
that the SIC code search did not reveal but that appear on Fenn and Cole's (1994) list.
Using Moody’s Bank and Finance Manual, the authors verified that the stocks were
those of life insurers, life insurance holding companies, or multiline holding compa-
nies in which life insurance assets are approximately equal to or greater than prop-
erty-liability and other assets. Only firms with at least 300 daily returns (of 379 pos-
sible) on the CRSP files from January 1, 1989, through June 30, 1990, entered the
sample. The preceding criteria produced a sample of 78 stocks of 76 life insurance
firms, excluding First Executive.® Table 1 lists the firms in the final sample.

The authors obtained data on several firm characteristics, described below, that po-
tentially affected the stock-price reaction to the First Executive announcements. For

¢ Equitable of Iowa and Provident Life and Accident Insurance have two classes of traded
stock each. The authors use the return on a value-weighted portfolio of the two classes in
all tests. They eliminate Investors Heritage Life Insurance Company of Kentucky, United
Security Financial Corporation, and Universal Holding Corporation because of data
problems, details of which are available on request.
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holding companies with more than one life insurance subsidiary, the authors com-
puted a weighted average of each characteristic. The weight for each subsidiary was
its admitted assets as a fraction of the total admitted assets of all life subsidiaries.

TasLe 1

Final Sample of 76 Publicly Traded Life Insurance Firms

ACADEMY INSURANCE GROUP INC
ACAP CORP

AEGON NV

AETNA LIFE & CASUALTY CO

ALFA CORP

AMERICAN BANKERS INS GROUP INC
AMERICAN FAMILY CORP
AMERICAN GENERAL CORP
AMERICAN HERITAGE LIFE INVT
AMERICAN NATIONAL INS CO
AMVESTORS FINANCIAL CORP
AON CORP

ATLANTIC AMERICAN CORP
CAPITAL HOLDING CORP
CENTRAL RESERVE LIFE CORP
CIGN A CORP

CITIZENS INC

COLONIAL LIFE & ACC INS CO
CONSECO INC

CONTINENTAL GENERAL CORP
CORPORATE INVESTMENT CO
COTTON STATES LIFE & HEALTH INS
DIXIE NATIONAL CORP

DURHAM CORP

EMPIRE STATE LIFE INS CO
EQUITABLE OF IOWA COMPANIES
FINANCIAL BENEFIT GROUP INC
FIRST CAPITAL HLDGS CORP

FIRST CENTENNIAL CORP

HOME BENEFICIAL CORP

I CH CORP

INDEPENDENT INSURANCE GRP INC
INTEGON CORP NEW
INTERCONTINENTAL LIFE CORP
INVESTORS TRUST INC

JEFFERSON PILOT CORP

JOHN ADAMS LIFE CORP

KANSAS CITY LIFE INS CO

KEMPER CORP

KENTUCKY CENTRAL LIFE INS CO
LAURENTIAN CAPITAL CORP
LIBERTY CORP SC

LINCOLN NATIONAL CORP IN

M C M CORP

MANHATTAN NATIONAL CORP
MONARCH CAPITAL CORP

N W N L COMPANIES INC
NATIONAL SECURITY INS CO
NATIONAL WESTERN LIFE INS CO
OLD REPUBLIC INTL CORP

PENN TREATY AMERICAN CORP
PIONEER FINANCIAL SVCS INC
PRESIDENTIAL LIFE CORP
PROFESSIONAL INVSTRS IN GP INC
PROGRESSIVE CORP OH
PROTECTIVE LIFE CORP
PROVIDENT LIFE & ACC INS CO AMER
RELIABLE LIFE INSURANCE CO
RELIANCE GROUP HOLDINGS INC
ROOSEVELT NATIONAL INVT CO
SEIBELS BRUCE GROUP INC

SN L FINANCIAL CORP
SOUTHERN EDUCATORS LIFE INS CO
SOUTHERN SECURITY LIFE INS CO
STATESMAN GROUP INC
TORCHMARK CORP
TRANSAMERICA CORP

TRAVELERS CORP

UNITED COMPANIES FINANCIAL CORP
UNITED HOME LIFE INS CO
UNITED INSURANCE COS INC

UN U M CORP

USLICOCORP

USLIFE CORP

WASHINGTON NATIONAL CORP
WESTBRIDGE CAPITAL CORP

Table 2 reports descriptive statistics of several firm characteristics. The mean admit-
ted assets of the sample firms is $4.1 billion, while the median is $987 million, indi-

cating a skewed distribution of assets.



000°T 000°T 000°T 1640 100°0 €82°0 80 swnrueid jau Aiqer-£Ayradoxd
pue 951] €30} JO UOTORIj B st sumrwaid 9517 9N

0001 8120 7S50 8620 €000 9.T0 2050  (S19SSE PapIWpE JO UOHORL)) SIAIISAL A}Inuue pue 1]

6670 0000 0000 0000 0000 €600 0€00 (syasse payrwupe jo

uonoej SHIN)) SIOLIIU0D JUIWISIAUL PIdjueIenc)

09€'8€4’8  TE€0'Z8T'T  8F1°0€C [4VARY 0S4'820'C  9€6'£S6'T  620'LET'T ($3050001) £&ymba uowrwod jo anfeA IR

€€6°0 981°0 6110 8200 8400~ ¥ET0 ¥41°0 (s1esse payrpe jo uondey) ajer sniding

0001 0001 0000 0000 0000 897°0 91€'0 0 = 9A0qe 10 ~y ‘T = =y MO[oq Suner 1s3g "IN’V

12¥°0 €eCo €80°0 1€0°0 0000 6¢1'0 9¢1'0 (s98e3jow

S9PNIOUL {5)asse PajTwIpe JO UOT)ORI)) 91e)sa [edy]

9620 00 9100 8000 0000 9%0°0 €00 (spuoq ape1S-judunsaAuI-mo[aq

Ul $)9Sse pajjTwipe JO UOndelj) spuoq sun|

0001 0860 296°0 q16°0 0890 £90°0 8¢6°0 apeisd jusuwsaAul

Se pajel SJUWISIAUL Puog JO UOT)ORI]

0€6°0 9020 qeeo 070 0C10 261°0 €99°0 SpUOq Ul PajsaAUL S}osse PIPIWpe JO UOHOeL]

€78'968'T9 €8G'8CT’'S  GS1'/86 €2C'C8 7768 ¥€0'8IE’6  T9L¥80F ($30S000T) S19SSE PoRIWPY

wnwixe d[Iend)  UBIPI]A d[IMEN) WNWIUIN UOHerad(q UedA snsuaeIRY)
pIyL i3SI plepuelg

158 THE JOURNAL OF RisK AND INSURANCE

6861 O PUT @Y} 0 SWll4 SOUDINSU| 8417 YO0IS G/ 10f SWNIWSIY 9§17 PUD ‘saasesay Ajinuuy pup 8417 ‘Buipunising sD19
‘ajpy sn|ding ‘Ayinb3 jo en|o Jexipyy ‘Bulpy s isog ‘UolIsOdWOD) OI[OJIOY JUBWISOAU| ‘SIBSSY PaHIWPY 4O SOUSHDIS aAndiIdse(
T Nnav)



INTERFIRM STOCK PRICE EFFECTS OF ASSET-QUALITY PROBLEMS AT FIRsT ExecuTivE CORPORATION 159

From Best’s Insurance Reports the authors collected the percentage of each firm’s in-
vestment portfolio held in junk (below investment grade) bonds and real estate (in-
cluding mortgages). Since the First Executive experience potentially revealed new
information about losses on junk-bond investments, the authors expected the stock-
price reaction to First Executive announcements to be negatively related to the frac-
tion of junk bonds in the portfolio. Table 2 reports that the firms in the sample have a
mean of 55.3 percent of their admitted assets invested in bonds, of which a mean 93.8
percent are investment-grade bonds. A mean of 3.5 percent (median 1.6 percent) of
admitted assets are invested in below-investment-grade bonds.

Around the time of the First Executive failure, other life insurance companies en-
countered difficulty because of real estate investments. The commercial real estate
market had already begun to deteriorate significantly in late 1989. As it turned out,
real estate was a more troublesome asset than junk bonds. DeAngelo, DeAngelo, and
Gilson (1994) report that over 1989 and 1990, a junk-bond investment performance
index declined by 9.2 percent, while real estate and mortgage indices lost 36.6 per-
cent and 41.6 percent, respectively. After bonds, real estate investments make up the
next largest fraction of life insurer assets. A mean of 13.6 percent of the admitted
assets of the sample firms was invested in real estate equity or mortgages. The stock
market reaction to First Executive events will be related to real estate investments if
asset-quality problems in junk-bond portfolios trigger greater investor or policyholder
concern about real estate assets.

The authors also took the A.M. Best financial strength rating from Best’s Insurance
Reports. The rating summarizes the overall solvency of the insurer and can be inter-
preted as a certification of other publicly available data (Singh and Power, 1992). The
market values of firms that have a lower financial-strength rating should be more
sensitive to new information revealed by the events in the study. Accordingly, the
authors tested for a negative relationship between the stock-price reaction and the
financial strength of the insurer as reported by A.M. Best. They used a dummy vari-
able equal to one if the Best rating was less than A—and equal to zero if the rating was
A-, A, or A+. Table 2 reports that 31.6 percent of the sample firms were rated below
A—Dby Best. The authors also tested surplus as a fraction of assets as another measure
of solvency. The sample firms have a mean surplus of 15.4 percent, and a median
surplus of 11.9 percent, of admitted assets.

As discussed above, larger firms can incur greater regulatory costs as a result of a
highly visible failure in the industry. Under this version of the regulatory cost hy-
pothesis, the stock-price reaction should be negatively related to firm size. The au-
thors measured size by the market value of common equity, computed as the closing
price per share multiplied by the number of shares outstanding on the first trading
day of July 1989. The price and number of shares came from the CRSP database. The
mean market value of equity in the sample is approximately $1.1 billion.

The authors further refined the test of the policyholder response hypothesis by test-
ing the relationship between the stock-price reaction and life insurance and annuity
reserves as a fraction of admitted assets. They reasoned that insurers that have higher
fractions of life and annuity reserves to admitted assets are more vulnerable to rapid
withdrawals and surplus drain. For example, DeAngelo, DeAngelo, and Gilson (1994)
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report that cash withdrawal demands by FE life and annuity policyholders totaled
almost $3 billion in the first two quarters of 1990. The sample firms have a mean of
50.2 percent of admitted assets in life and annuity reserves.

The authors also tested the relationship between the stock-price reaction and the
amount of GICs outstanding (from Best’s Insurance Reports) as a fraction of admitted
assets. Fenn and Cole (1994) use GICs to test the policyholder response hypothesis.
Their reasoning is that GICs offer holders more rapid withdrawals than other insur-
ance products.” Most of the sample firms had no GICs outstanding in 1989, but the
presence of some large GIC issuers in the sample produces a mean of 3.0 percent of
admitted assets in GICs outstanding.®

Finally, from Best’s Insurance Reports the authors collected net premiums for all lines
of insurance written by the companies in their sample, including property and liabil-
ity. They included the ratio of net life insurance premiums as a fraction of total life
and property-liability net premiums as a diversification variable. They tested the
relationship between the market reaction and the diversification variable to deter-
mine whether firms operating predominantly in the life insurance industry are more
negatively affected. The mean of net life insurance premiums as a fraction of total life
and property-liability net premiums is 84.2 percent.

EveNT PeEriOoDS EXAMINED

Table 3 lists the event periods that the authors studied. The sources of the event dates
are the Wall Street Journal Index and the Wall Street Journal. Each event period has a
name and a date range. Each period is five trading days, from two days before to two
days after the Wall Street Journal report date. The use of two days before and after the
report allowed for the possibility that the news reached the market before the news-
paper article appeared or that market reaction to the news was delayed.

The first event period, Crash, is centered on the stock market mini-crash of October
13, 1989. Crash is not specific to the financial distress of First Executive, but it occurs
during the authors’ sample period and the authors believe it is important to account
for it separately from the normal return-generating process. Market crashes are often
viewed as an interruption of the normal return-generating process, so the usual mar-
ket model is likely be an inadequate representation of the mean return of a nonran-
dom sample around the crash.

7 DeAngelo, DeAngelo, and Gilson (1994) suggest that bankruptcy filings in 1983 and 1984
by Baldwin-United and Charter Company, large issuers of single premium deferred
annuities, caused FE to recognize “run” problems with surrenderable products and to
diversify into single premium immediate annuities and GICs, neither one of which is
typically surrenderable. Personal discussions with industry executives by the authors also
cause them to question Fenn and Cole’s (1994) assumption that GICs offer holders rapid
withdrawal opportunities relative to other insurance products.

A reviewer pointed out that if GIC issuers are exclusively large firms, then it may be
impossible to distinguish the effects of GICs and firm size. Additional details, not reported
in a table, mitigate this concern. Of the 11 sample firms that report GIC liabilities, 7 are
among the largest 11 firms in the sample. The others are the 26th, 28th, 33rd, and 57th
largest. Thus, while GIC issuers tend to be relatively large, they are not uniformly so.
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TasLe 3
Event Dates

Number of
Variable Name Dates Trading Days Description
Crash 10/11-10/17/89 5 Stock market mini-crash occurs on
10/13.
Investigation 12/21-12/28/89 5 California Department of Insurance
announces an investigation of First
Executive junk-bond transactions.
Charge 1/19-1/25/90 5 First Executive announces a charge
for junk-bond portfolio losses.
Examiners 3/1-3/7/90 5 State installs full-time examiners at
Executive Life of California.
Surrenders 3/30-4/5/90 5 First Executive announces a loss in

fiscal fourth quarter and an unusual
volume of policy surrenders in early
1990.

The four main events are designated Investigation, Charge, Examiners, and Surrenders.
As detailed below, Charge and Surrenders are key announcements of asset-quality
problems at First Executive. Investigation and Examiners are the two salient announce-
ments in this period regarding the regulatory treatment of First Executive. It is im-
portant to investigate these dates because regulators” handling of the crisis, not just
the direct solvency implications of junk bond losses and policy surrenders, poten-
tially changed the market perception of other insurance firms’ values.

The event period labeled Investigation covers the announcement that the California
Department of Insurance would investigate a planned transfer of junk bonds held by
First Executive. First Executive had arranged to transfer some of its bond invest-
ments into an asset-backed-security issuance vehicle, possibly in such a way as to
conceal future portfolio losses. The regulatory cost hypothesis predicts a negative
stock-price reaction on this date, and a more negative reaction as junk-bond holdings
increase.

On January 22, 1990, First Executive announced that it would post a $515 million
special charge against earnings for losses on its junk-bond investments. The firm also
stated that it expected to report a substantial net loss for 1989. The Wall Street Journal
reported the next day that First Executive stock lost 42 percent of its value on the
announcement day alone. The five-day period centered on January 22 is labeled Charge.
The contagion, information, and policyholder response hypotheses predict a nega-
tive abnormal return on this date. The information and policyholder response hy-
potheses predict a more negative reaction as junk-bond holdings increase. The au-
thors’ interpretation of the policyholder response hypothesis further predicts a more
negative reaction, commensurate with life and annuity reserves.

The event period Examiners covers the date on which the California Department of
Insurance announced the installation of full-time examiners at Executive Life. The
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regulatory cost hypothesis predicts a more negative stock-price reaction to this event,
the smaller the firm, and the lower the rating and surplus rate. The event period
Surrenders contains the announcement by First Executive of its actual 1989 fourth-
quarter loss and of policy surrenders amounting to $559 million in January and Feb-
ruary of 1990. The information and policyholder response hypotheses predict a nega-
tive stock-price reaction for the junk-bond-weighted portfolio on this date.

StaTisTicAL METHODS

The authors tested the average stock-price reaction to each of the events using the
multivariate regression model (MVRM) suggested by Schipper and Thompson (1983).
The MVRM controls for cross-sectional heteroscedasticity and contemporaneous cross-
correlation of the residuals. The MVRM approach extends the usual market model to
a conditional return generating process by adding a dummy variable corresponding
to each event period. The MVRM method appears in numerous other studies with
date- and industry-clustered samples, for example, Smith, Bradley, and Jarrell (1986);
Cornett, Davidson, and Rangan (1996); and Brook, Hendershott, and Lee (1998).
Karafiath (1988) provides a basic introduction to the method.

Since the event dates are identical for all the firms in this study, the authors estimated
the MVRM by forming the stocks into a portfolio and estimating a single regression
equation on the portfolio returns (Thompson, 1985). To increase the efficiency of the
parameter estimates, the authors used portfolio weights based on the estimated full
covariance matrix of residuals, S. The residuals used to compute S come from a set of

first-pass OLS regressions for each stock. The vector of portfolio weights is
-1
P=(I's'1) s'1.

The authors estimated the following regression:
Rprzap+ﬁpRmt+kz:1,ykakr+£p!/ (1)
where

R, = return on portfolio p on day £;

R, , = return on the CRSP value-weighted NYSE-AMEX-Nasdaq index on day ¢;

@, =intercept coefficient for portfolio p;
ﬂp = risk coefficient for portfolio p;

Yu = effect of event k on portfoliop, k=1, 2, ...,K;
D,, = dummy variable, equal to one during event period k and zero otherwise;

€, = random disturbance that is assumed to be normal and independent of the

return on the market and the event-period dummy variables.

To test the effects of firm characteristics on the stock-price reaction to the events, the
authors used a modified version of the portfolio-weighting procedure suggested by
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Sefcik and Thompson (1986). In the Sefcik-Thompson (1986) procedure, a different
set of portfolio weights corresponding to each characteristic is used to re-estimate
Equation (1). The estimates of the 7, then reflect the effect of the pth characteristic
on the stock-price reaction to the kth event.

Unlike the MVRM method used for the first set of regressions in the study, the Sefcik-
Thompson procedure does not account for cross-sectional heteroscedasticity and cross-
correlation of the residuals. Chandra and Balachandran (1992) propose an extension
of the Sefcik-Thompson procedure that they call the Portfolio Constant Correlation
Model (PCCM). Chandra and Balachandran (1992) report that the PCCM test is well
specified and more powerful than the Sefcik-Thompson test. The cross-sectional tests
of stock-price reactions in this study incorporate the PCCM procedure.

To calculate the portfolio weights for the PCCM tests of firm characteristics, let
F:[] XZ...XP:I, (2)

where X isan N x 1 vector of the pth firm characteristic (N is the number of stocks in
the portfolio). The set of portfolio weights corresponding to the pth characteristic is

the pth row of the P x N matrix
1 -\ -1
W= (F'(GCO') 1—") F’(cCo) ", 3)

where ¢ is a diagonal matrix, the nonzero elements of which are the residual stan-
dard deviations of the N stocks, and C is the constant correlation matrix of the raw
returns of the stocks. (The diagonal elements of C are equal to 1, and the off-diagonal
elements are all equal to the same estimated average pairwise correlation between
any two of the N stocks.)

The authors checked the sensitivity of their results to confounding events in a man-
ner similar to Fenn and Cole (1994). They examined the individual-firm Studentized
event parameter estimates from the first-pass OLS regressions. For every firm with a
Studentized parameter estimate greater than 2 in absolute value, the authors checked
the Wall Street Journal Index for potentially confounding news reports. Three firms
had such a report for one event each, and one firm had a potentially confounding
report for each of two event dates. Re-running the MVRM and PCCM tests with these
firms omitted did not change the signs and significance of the parameter estimates
reported below and thus did not alter the authors’ conclusions.

REesuLts

Stock-Price Reactions

Table 4 presents the regression results for the portfolio stock-price reactions to the
events. The corresponding results for First Executive are included for comparison.
The coefficient of the Crash variable is significantly negative, for the sample of 76 life
insurance firms, at the 1 percent level. Thus, the ordinary market model parameters
appear not to fully capture the change in mean return that occurred around the Octo-
ber 1989 mini-crash.
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TasLe 4

MVRM Regression of Daily Return on Market Index and Indicator Variables for
Common Stocks of 76 Life Insurance Firms Excluding First Executive and for First
Executive (tstatistics in Parentheses)

Coefficient for Coefficient for
Variable Sample of 76 First Executive
Intercept 0.00036 -0.00214
(3.30*) (-0.84)
Market Index 0.35387 1.87415
(23.13*¥) (5.20*)
Crash —-0.00317 —-0.00363
(-3.44*) (-0.17)
Investigation 0.00050 0.02619
(0.55) (1.23)
Charge —0.00205 —-0.07304
(-2.24%) (-3.40*)
Examiners —0.00085 -0.01891
(-0.94) (-0.89)
Surrenders —0.00046 —0.02488
(-0.51) (-1.17)
F 104.64** 8.23**
Adjusted R? 62.2% 10.3%

* Statistically significant at the 5 percent level, two-sided tests
** Statistically significant at the 1 percent level, two-sided tests

There is no statistically significant stock-price reaction to the Investigation event for
either the sample or First Executive itself. The investigation of First Executive’s trans-
fer of junk bonds may have been anticipated or too specific to the transaction or to
the type of investment to have information content for life insurance firms generally.
In the next section, however, the authors provide evidence on the relationship be-
tween the stock-price reaction to this announcement and the extent of junk-bond holdings.

One First Executive announcement variable, Charge, is significantly negatively re-
lated to the portfolio and First Executive returns. This supports the idea that reports
about junk-bond investment losses at First Executive conveyed new information about
the value of life insurance industry cash flows. The negative coefficient for the port-
folio is consistent with the contagion, information, and policyholder response hy-
potheses. The result also is consistent with Fenn and Cole (1994).

There is no significant relationship between the Examiners or Surrenders announce-
ment variables and the portfolio or First Executive return. Thus, neither the announce-
ments of further regulatory activity nor details of earnings and policy surrenders had
any additional information content for First Executive or the industry on average.
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Cross-Sectional Tests

Table 5 reports the PCCM tests of the effects of firm characteristics on stock-price
reactions. The PCCM approach incorporates correlations among all the explanatory
firm characteristics considered in all regressions. Therefore, investigating alternative
specifications of one variable requires a new complete set of regressions. Table 5 con-
tains three sets. Panel A presents the set using all eight firm characteristics. Panel B
presents an alternative specification in which the junk-bonds variable is dropped
and the characteristics related to institutional investor and individual policyholder
response are replaced by their interactions with the junk-bonds variable. Panel C
presents a reduced version of the regression set from Panel A, dropping the size,
GICs, and life-premiums characteristics.

All panels of Table 5 report that the surplus-rate characteristic portfolio experiences a
positive reaction (0.57 percent in Panel A) to the Investigation event. The reaction is
statistically significant at the 1 percent level. The results indicate that life insurers
with greater ability to withstand unexpected losses have less stockholder wealth loss
or greater gain around the event, which is consistent with the regulatory cost hypoth-
esis. Also, the junk-bond characteristic portfolios in Panels A and C experience a nega-
tive reaction that would be marginally significant at the 10 percent level, consistent
with the information hypothesis and potentially with the policyholder response hy-
pothesis.

Panels A and C of Table 5 also report a positive reaction to the Investigation event for
the life and annuity reserves portfolio (0.69 percent) that is significant at the 5 percent
level. This result suggests that, ex ante, market participants did not expect retail poli-
cyholders to respond negatively; to the contrary, retail policyholders apparently were
perceived as providing a measure of stability. Although there is no significant asso-
ciation of the stock-price reaction with GIC liabilities and only a marginally signifi-
cant association with junk bonds, any negative response would be expected to come
from institutional customers.

The junk-bond and life-and-annuity-reserves portfolios in Panels A and C react nega-
tively to the Charge event. Both results are consistent with the information and poli-
cyholder response hypotheses and contradict the contagion hypothesis. The junk-
bond portfolio reaction of —7.15 percent in Panel A (-8.64 percent in Panel C) is
statistically significant at the 5 percent level (1 percent level in Panel C). The life-and-
annuity-reserves portfolio reaction of -1.02 percent in Panel A (-0.79 percent in Panel
C) is statistically significant at the 1 percent level (5 percent level in Panel C). Panel B
reports that the portfolio weighted by the interaction between GIC liabilities and
junk-bond investments does not experience a negative reaction to the announcement.
In contrast, the reserves-junk bonds interaction portfolio experiences a statistically
significant reaction of —13.65 percent.

The results for the Charge event suggest that, unlike at the time of the Investigation,
market participants expected that retail customers would respond to the Charge an-
nouncement and withdraw business from insurers with junk bond holdings.? While

 The authors thank an anonymous reviewer for pointing out the importance of the change
between the two events.



TABLE 5
Portfolio Cross-Correlation Model Tests for the Effects of Firm Characteristics on Life Insurance Stock-Price Reactions to First
Executive and the Life and Annuity Reserves Portfolio Events in 1989-1990

Coefficient estimates of event dummy variables ¥, in Equation (1) run for each of N portfolios (p =2, 3, ... ,N) where N = 8 in Panel A,
N =7 in Panel B, and N =5 in Panel C:

K
Rpt =0, + ﬁpRmt + ZkaDkt TE,,
k=1

where Y for each portfolio p measures the effect of the corresponding characteristic on the five-day stock-price reaction to event k; ¢

statistics are in parentheses.

Panel A
Firm Characteristic Portfolio
Intercept, Log of
Market Index, Size Life
or Event A.M. Best Market Life and Premiums +
Dummy Junk Real Rating Value of Surplus Annuity Total
Variable Bonds Estate Below A- Equity Rate GICs Reserves Premiums
Intercept -0.00179 -0.00077 0.00005 0.00013 0.00006 -0.00107 0.00044 0.00014
(-0.49) (-0.80) (0.13) (1.66%) (0.22) (-0.92) (1.06) (0.34)
Market 1.61613 -0.72857 0.15317 0.15946 0.05590 0.71061 0.10565 0.01556
Index (3.11%%) (=5.34**) (2.98%) (14.90**) (1.52) (4.28%) (1.80) (0.26)
Crash -0.05189 0.00232 0.00720 0.00084 0.00053 0.00828 —-0.00393 0.00098
(-1.66) (0.28) (2.33%) (1.30) (0.24) (0.83) (-1.11) (0.27)
Investigation -0.04917 -0.00902 -0.00025 0.00047 0.00574 0.00518 0.00691 0.00608
(-1.60) (-1.11) (-0.08) (0.74) (2.64*%) (0.53) (1.98%) (1.72)
Charge -0.07151 -0.01193 -0.00356 -0.00045 -0.00154 -0.00384 -0.01024 0.00549
(-2.31%) (-1.46) (-1.16) (-0.70) (-0.70) (-0.39) (-2.92**) (1.55)
Examiners 0.04380 0.00289 -0.00008 -0.00050 -0.00052 0.00972 0.00556 -0.00134
(1.42) (0.36) (-0.03) (-0.79) (-0.24) (0.99) (1.60) (-0.39)
Surrenders -0.05488 -0.00373 -0.00335 -0.00015 -0.00321 0.00154 0.00352 -0.00123
(-1.79) (-0.46) (-1.10) (-0.23) (-1.48) (0.16) (1.01) (-0.35)
F 4.96%* 5.51** 2.67* 39.0** 2.17* 3.54** 3.99** 0.95
Adjusted R? 5.9% 6.7% 2.6% 37.6% 1.8% 3.9% 4.5% <0

* Statistically significant at the 5 percent level, two-sided tests
** Statistically significant at the 1 percent level, two-sided tests
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TaBLE 5

(Continued)
Panel B
Firm Characteristic Portfolio
Intercept,

Market Index, Log of Size Life and Life
or Event A.M. Best (Market GICs Annuity Premiums +
Dummy Real Rating Value of Surplus x Junk Reserves x Total
Variable Estate Below A- Equity) Rate Bonds Junk Bonds Premiums

Intercept -0.00069 -0.00005 0.00009 0.00006 -0.03710 0.00134 0.00015
(-0.75) (-0.14) (1.30) (0.23) (-1.04) (0.29) (0.37)
Market Index -0.53205 0.19551 0.17056 0.03714 7.38102 2.51412 0.03387
(—4.08*) (3.98**) (17.87*) (1.03) (1.46) (3.78**) (0.57)
Crash 0.00498 0.00817 0.00114 0.00091 0.07567 -0.06676 0.00130
(0.63) (2.76**) (1.99%) (0.42) (0.25) (-1.67) (0.36)
Investigation -0.00446 -0.00078 0.00017 0.00556 -0.07622 -0.01792 0.00645
(-0.58) (-0.27) (0.30) (2.60*) (-0.26) (-0.46) (1.83)
Charge -0.01508 -0.00282 -0.00011 -0.00077 0.04449 -0.13645 0.00526
(-1.94) (-0.96) (-0.18) (-0.36) (0.15) (-3.44*%) (1.48)
Examiners 0.00622 -0.00005 -0.00056 -0.00098 0.12724 0.08322 -0.00107
(0.81) (-0.02) (-0.99) (-0.46) (0.43) (2.11%) (-0.30)
Surrenders -0.00408 -0.00457 -0.00056 -0.00294 0.34583 -0.04390 -0.00140
(-0.53) (-1.57) (-0.99) (-1.38) (1.16) (-1.12) (-0.40)
F 3.69** 4.18** 55.15** 1.79 0.62 7.06** 1.02
Adjusted R? 4.1% 4.8% 46.2% 1.2% <0 8.8% 0.0%

* Statistically significant at the 5 percent level, two-sided tests
** Statistically significant at the 1 percent level, two-sided tests
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the Charge announcement highlighted the potential difficulty created by junk bond
holdings, nothing in the announcement itself should have reversed the direction of
the expected retail policyholder response. However, DeAngelo, DeAngelo, and Gilson
(1994) contend that extensive, repetitive adverse media coverage, beginning as early
as July 1989 and intensifying the Investigation and Charge dates, undercut policyholder
confidence in FE's financial products. (See their Appendix A.) The reversal that Table
5 documents between the Investigation and Charge events implies that the negative
coverage also undercut retail policyholder confidence in other life insurers.'” Panel B
reports that the characteristic portfolio based on the interaction between junk bonds
and life and annuity reserves exhibits a stock-price reaction of —13.6 percent, which is
significant at the 1 percent level. Thus, market participants did not expect a conta-
gious, unsystematic run on life insurers, but expected retail policyholders to discrimi-
nate among insurers on the basis of junk-bond holdings.

Table 5, Panel B, reports that one portfolio experiences a statistically significant posi-
tive stock-price reaction to the Examiners event. The portfolio weighted by the inter-
action between life and annuity reserves and junk bonds exhibits a reaction of posi-
tive 8.3 percent, which is significant at the 5 percent level. DeAngelo, DeAngelo, and
Gilson (1994) observe that in addition to the installation of full-time examiners, regu-
lators simultaneously announced that they were hiring outside consultants to con-
duct a detailed review of policy surrenders. The announced review potentially sig-
naled that regulators were initiating fresh efforts to reduce panic among individual
policyholders. Such efforts could benefit other insurers with significant junk-bond
holdings and individual policies potentially more than they would affect First Execu-
tive, which was already heavily damaged.

Table 5 reports no statistically significant reaction of the GIC or GIC-junk bond inter-
action characteristic portfolios to the Charge event. This differs from Fenn and Cole
(1994). Further investigation, detailed in the Appendix, reveals that the difference is
due to the authors’ use of the PCCM method, which is less sensitive to outliers than
ordinary cross-sectional regressions, which Fenn and Cole use. No portfolio experi-
ences a significant negative reaction to the Surrenders announcement, although the
junk-bond characteristic portfolios in Panels A and C experience negative reactions
that would be significant at the 10 percent level. The announcement apparently con-
veyed little new information about policyholder responses to potential junk-bond
losses.

The real estate and low A.M. Best rating portfolios do not react significantly to any of
the events, although Panels B and C report negative reactions for the real estate port-
folio that would be significant at the 10 percent level." The lack of association be-
tween the stock-price reaction and real estate holdings or financial strength ratings is
consistent with the argument that individual policyholders were expected to respond

1" DeAngelo, DeAngelo, and Gilson (1994) analyze feature articles that discuss previously
reported facts on FE as a measure of media interest. They report that 37.5 percent of feature
articles appear within a month after the Charge event and argue that the articles and
corresponding surrender data show that the “bank run” on FE closely followed that
announcement.

! The authors tried substituting an ordinal measure of the A.M. Best rating for the dummy
variable used in the reported tests. The Best rating variable remained far from significant.
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to press coverage of junk bonds. DeAngelo, DeAngelo, and Gilson (1994) character-
ize the coverage as disproportionate, given that real estate investments were also a
source of financial problems for insurers. If the average stock-price reactions of other
life insurance firms to the First Executive events were driven by the expected re-
sponses of institutional holders of investment products, the authors would have ex-
pected the market reactions to be related to these gauges of potential financial dis-
tress.

Finally, the portfolio formed on life premiums as a fraction of total premiums does
not experience statistically significant stock-price reactions. Thus, the results do not
indicate that the predominantly life firms that diversify into property-liability insur-
ance firms experience different stock-market reactions to the First Executive events
than do less diversified firms.

CONCLUSION

This study reports an investigation of the effects of the First Executive failure on
other life insurance firms using stock-market data. Industry-wide stock-price changes
around First Executive announcements reflect the effects of the announcements on
market estimates of future industry cash flows. The authors document statistically
significant, negative stock-price reactions to the announcement of an accounting charge
for junk-bond investment losses at First Executive.

The authors’ results do not indicate that stock market participants expected the First
Executive events to create a contagious “bank run” on the life insurers without re-
gard to firm condition. Cross-sectional analysis finds the stock-price reaction to the
California Investigation announcement to be positively related to firms' dependence
on individual life insurance policies and annuities, quantified by life and annuity
reserves. A month later, this relation is reversed for the Charge announcement of First
Executive writeoffs for junk-bond losses. The Charge reaction is also significantly more
negative for insurers with larger fractions of their portfolios invested in junk bonds.
When the regression is specified with the interaction of junk bonds and life and an-
nuity reserves, the relationship again is significantly negative. The results indicate
that market participants’ expectation of retail policyholder behavior reversed direc-
tion between the two events. DeAngelo, DeAngelo, and Gilson (1994) contend that
repetitive news coverage of First Executive skewed perceptions of the firm’s product
quality. The authors’ results are consistent with an extension of the argument to other
life insurance firms with junk bonds in their portfolios.

The stock-price reactions to the events in this study are not significantly related to
GIC liabilities or the interaction of GIC liabilities with junk bonds. The results sup-
port the argument that individual policyholders were more likely than institutional
investors to respond by withdrawing assets from firms with junk-bond holdings.
This conclusion is new in the literature and differs from Fenn and Cole (1994), who
argue that institutional investors were expected to be the main source of customer
response to the First Executive crisis.

Additionally, the stock-price reaction to the installation of full-time Examiners at First
Executive’s California unit is positively related to life and annuity reserves and to the
interaction of life and annuity reserves with junk bonds. The authors conjecture that
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regulators’ simultaneous hiring of outside consultants to deal with the problem of
policy surrenders outweighed any effect of increased regulatory cost implied by the
announcement. Alternatively, the installation of examiners itself could have calmed
retail policyholders by signifying that corrective action had begun. In either case, the
interaction-term result provides further evidence that the expected response of indi-
vidual policyholders was not random but conditioned on firms’ junk-bond holdings.

This study ties together two strands of research on asset-quality problems at First
Executive (FE): DeAngelo, DeAngelo, and Gilson’s (1994) opinion that negative pub-
licity about, and regulators’ response to, FE’s junk-bond portfolio losses was exces-
sive, and Fenn and Cole’s (1994) argument that other insurers’ stock-price reactions
reflect expected policyholder responses to the FE events. The Investigation and Charge
events together support the conclusion that while neither stock-market participants’
nor customers’ responses were random or irrational, individual policyholders’ re-
sponses placed disproportionate weight on the accelerating negative media coverage
of junk bonds between the two events. Even then, stock-market investors apparently
anticipated that individual policyholders would accurately distinguish insurers by
junk-bond exposure.

The authors’ results show that retail financial customers have the capacity, in the
absence of anything equivalent to deposit insurance, to distinguish a risk factor and
react correspondingly. This finding, in conjunction with previous research, has impli-
cations for regulatory policy. In the First Executive case, the politics of finance and
the corresponding obsession with junk bonds were allowed to drive media coverage
of the industry to the exclusion of other risk factors such as real estate (DeAngelo,
DeAngelo, and Gilson, 1994). In the 1991 seizures of FE's California unit and of First
Capital Holdings, DeAngelo, DeAngelo, and Gilson (1996) argue that a state insur-
ance regulator even exacerbated the media’s fixation with junk bonds. Thus, retail
investor behavior was a response primarily to the media-dominating junk-bond risk.
In a future crisis at a large financial enterprise, if regulators can adeptly “spin” accu-
rate information about the condition of the industry and influence retail customers
through the news media, they may be able to prevent a disproportionate withdrawal
of business and attendant deadweight losses.

APPENDIX

In contrast to the results that Table 5, Panel B, reports, Fenn and Cole (1994) report an
association between the Charge stock-price reaction and the GICs-junk bonds interac-
tion that is significant at the 0.05 level. To gain insight into the difference in results,
the authors replicate the tests in Fenn and Cole (1994, Equation 2 and Table 2), apply-
ing all of their methods of analysis to the present data. The replication entails a longer
time series, a two-day announcement window instead of five days, the equally
weighted NYSE index instead of a broader value-weighted index, different event
dates (but with Charge in common), firm-by-firm multiple-regression event-study
estimates instead of a weighted portfolio MVRM estimation, cross-sectional regres-
sion of event parameter estimates on explanatory variables instead of PCCM model
estimation, and other details.

For comparison purposes, the authors discuss the replication in terms of percentage
returns rather than the decimal format used in the body of the study. They find (but
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do not report in a table) that the estimated coefficient of the interaction term, without
the separate GIC term included, is —77.61 with a standard error of 34.6. Adding the
GIC term to the regression changes the interaction coefficient to —102.44 with a stan-
dard error of 59.6. The results are not very different, in magnitude or significance
level, from the Fenn-Cole estimated coefficient of —105.9 and standard error of 46.6
(-135.7 and 60.7 when the GIC term is present). However, the authors’ regression
diagnostics indicate that NWINL Companies and Presidential Life are influential out-
liers in this regression.”? Removing the two outliers leads to a coefficient estimate of
—7.22 with a standard error of 178.05 (197.52 and 1,427 .46 in the presence of the GIC
term). The authors conclude that the difference between the present results and Fenn
and Cole (1994), as regards the GIC-junk bond interaction term, is because of their
use of a cross-sectional testing method that is sensitive to outliers.
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