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  This has been the winter of property‑casualty insurers'  discontent. In recent months, hurricanes have battered the U.S.  while freak winter storms have wreaked havoc in Europe.  Meanwhile, insurers have been engaged in ruthless price wars  brought on by ‑‑ what else? ‑‑ the Internet. At the same time, American automobile insurers face pending lawsuits over the use of allegedly substandard repair parts. Overlay the impact of rising interest rates and one seasoned insurance analyst  declares: "This is about as bad as it's been since the  mid‑1980s, and I wish I could say when things are going to improve." 

  Even amid such darkness, Zurich Financial Services looks to be a bright spot. Created by the September 1998 merger of Switzerland‑based Zurich Insurance Co. and the financial‑services arm of the U.K.'s BAT Industries, ZFS seems to be an undervalued gem among the rubble of insurance 

business, say a number of analysts. ZFS counts some very solid  brands among its roster of insurers, including Farmers Group in the U.S., Allied Dunbar and Eagle Star in the U.K. as well as 

its strong European‑based Zurich Insurance franchise. 

  Zurich Financial's valuation also may be a product of its  confusing corporate structure. ZFS is 57% owned by Zurich Allied of Switzerland and 43% owned by Allied Zurich of  Britain, which represent the respective values of the Swiss and  U.K. concerns at the time of the merger. Allied Zurich also has American depository receipts, each of which represent two common shares, and trade over the counter. (There are no publicly traded shares of Zurich Financial itself.) 

  Even after taking a serious hit for post‑merger restructuring, ZFS announced last September that earnings rose 17% to $1.69 billion in the first half of 1999. Full‑year results, slated for release in early April, are estimated to total $3.4 billion in earnings, an increase of 21% over 1998. With at least some further cost savings anticipated from an ongoing restructuring program, some analysts believe ZFS' near future looks brighter than that of many of its peers. 

  "This is a very serious restructuring story and the market  hasn't yet realized how much they have underestimated ZFS' earnings potential," says Espen Nordhus, senior European insurance analyst with Morgan Stanley Dean Witter. Particularly compelling, says Nordhus, are the London‑traded Allied Zurich shares, which inexplicably trade at around a 13% discount to the Swisstraded Zurich Allied shares. The London shares  recently traded at around b6, down sharply from their 1999 peak 

of b10.23. (The ADRs traded late last week around 20, down from   their January 1999 high of about 33, and just a hair above their 52‑week low of 19 27/64. Since just the beginning of this year, they're down a steep 18%.) 

  "This company is in the forefront of European insurers and looks highly attractive to me," explains Nordhus. "It's really cheap; it's as simple as that." The ADRs trade at less than 10 times the $2.10‑per‑share consensus earnings estimate collected  by First Call for 2000, which compares with a consensus $1.79 estimate for 1999. Nordhus rates Allied Zurich 's stock a "strong buy" and believes it may move up to b11 over the next 12 months, which would translate to an ADR price of nearly 36 at sterling's current exchange rate of $1.63. 

  While there is no obvious logic for Allied Zurich 's discounted price, Nordhus and other analysts believe it may stem from  confusion as to what the London‑traded shares actually represent. Struggling U.K. insurer Eagle Star, part of the original BAT group, has been widely seen as one of the weak links in ZFS' portfolio of companies. Some investors may mistakenly think Allied Zurich shares reflect ownership in Eagle Star; they actually reflect 43% ownership in the overall ZFS combination. Ironically, the Swiss‑traded Zurich Allied shares, representing a 57% stake in the combined company,  actually are more affected by Eagle Star. 

  "We are working hard to reduce costs at Eagle Star and to win new business," says ZFS chairman and chief executive Rolf Hueppi, who has committed $800 million to turning the money‑losing company around. Hueppi, at the helm since 1995, is generally credited with turning a successful but regional insurer into a budding global financial‑services group. In 1996, he bought Kemper Corp., the U.S. insurer and mutual‑fund company, and a year later added Scudder Stevens & Clark, 

another fund company, and subsequently merged the two. Then, in  1998 he bought BAT's financial arm, which includes Farmers' eight million U.S. customers and 14,600 captive agents. Since   Hueppi took control, his company has doubled premiums to over  $40 million and more than tripled assets under management to around $420 million. 

  Some elements of Hueppi's global portfolio need to perform better, he admits, particularly Scudder Kemper Investments and Eagle Star in Britain. In order to encourage the group's individual businesses to act more entrepreneurially, Hueppi has devolved the group into 350 distinct business units with their own capital and responsibility for their own profits and losses. 

  "We don't want to be a mass‑market organization," Hueppi declares. "We want to look at specific market opportunities and build businesses around them. That's how you keep your margins up." 

  Some analysts agree. "Their business model is one of the very best I've ever seen in the industry," says Andrew Pitt, Salomon Smith Barney's top London‑based insurance analyst. "These business units are customer‑driven and also act with a lot of discipline. And the group's life insurance units are focused on the profitable markets of high‑income individuals and young professionals." A fan of ZFS' London‑traded Allied Zurich stock, Pitt sees a 50% upside potential over the next 12‑18   months. 

  Despite a strong presence in both Britain and Switzerland, Pitt feels that many of the group's brightest opportunities may in fact lie in the U.S., especially Farmers Group, which, with 25% of the total global premiums and fees, is its largest single  business. The Farmers Group owns and manages the Farmers Exchanges, mutual companies owned by their policy owners.  Already well established in the West and Midwest as one of the  biggest auto and home insurers in the U.S., Farmers late last 

 year began expanding in the East. 

  Farmers enjoys some advantages over many of its U.S.  competitors, analysts claim. With no East Coast presence, the company avoided losses from Hurricane Floyd last autumn.  Farmers also has been spared a string of lawsuits brought against other insurers by irate auto owners over the use of 

  aftermarket car replacement parts made cheaply offshore and of   lower quality than original factory components. Farmers does not require the use of such parts. At last count, policy  holders had filed suits against Allstate, GEICO, Hartford, Liberty Mutual, Nationwide, State Farm, Travelers and USAA,  among others, over the use of cheaper aftermarket components. 

  The policy of sticking with original equipment parts fits with ZFS' goal of building a premium brand in a market in which cheap Internet‑based insurance providers are already driving down the 10% traditional agent's sales commission to as low as 2%‑3%. The global insurance market already shows signs of splitting into two distinct segments: low‑cost, nofrills protection and a "luxury" market without the typical insurance hassles. ZFS itself is busy developing a major Internet   business but mainly to support its highermargin, service‑intensive business. 

  "My goal is to make insurance something pleasant," Hueppi insists. "In Switzerland, we already have a program where within two hours after your car has been damaged, or your house is broken into, someone will arrive at your door to sort out  the problem." These visiting "care agents" quickly make claims assessments and arrange rental cars, towing and repair, all to  reduce the hassle typically associated with these incidents. A  similar approach has also been introduced at Farmers. 

  This may turn out to be a canny tack in the competitive U.S. insurance market, where claims keep on rising and premiums keep on falling. "Excess capacity in the market has definitely slowed its profitability," explains Dresdner Kleinwort Benson insurance analyst Michael Broom, "but ZFS is at the value‑added end of the spectrum and has a much brighter future. I would  place them among the global elite." 

  Owing to an unusual ownership arrangement with Farmers, ZFS  also does not suffer the same level of risk as many other U.S. property and casualty insurers. Technically, Farmers insurance   exchanges are owned by their policy holders, and ZFS merely owns the company that manages the exchanges on their behalf,  for which it is paid a fee. That means that the parent company does not underwrite the exchanges' policy risks and would not,  in theory, be forced to pay up in the event of a major catastrophe. A third party such as a reinsurer would presumably  be called in to help pay the exchanges' losses without affecting the fee paid to ZFS. 

  "It's an innovative arrangement and it certainly provides some cushion to ZFS," says Broom. "But long‑term, I would think the value of the relationship would be affected by the profitability of the exchanges." He believes ZFS' Allied Zurich  stock will outperform the insurance market as a whole but is wary of fixing a specific price target. Much, Broom believes,  will depend on the bond market. Allied Zurich 's shares tend to act like a proxy for bonds, which have slumped lately amid   expectations of further central‑bank rate hikes on both sides of the Atlantic. 

  Another concern among investors is that ZFS' non‑life‑insurance business now pulls in 50% of group revenues and 60% of its operating income, with lucrative life and annuity policies  accounting for only about 30% of both revenues and income. The life and savings niches are apt to be the fastest‑growing ones over the coming years as aging Baby Boomers prepare for retirement. 

  "We do intend to increase the size of our life business, but life‑insurance companies are very expensive to buy right now," admits ZFS chief financial officer Gunther Gose. Management's   long‑term goal is to establish a 50/50 balance between its life and non‑life businesses. 

  ZFS is rumored to be looking around for another big  acquisition. The purchase of a major French or German life insurer would probably be viewed positively as a strategic effort to balance ZFS's portfolio of businesses and expand its eurozone presence. But buying another struggling non‑life   insurer, however cheaply, might lead to a vote of no confidence. 

  Despite the market's current downbeat assessment of insurers,  ZFS' longterm prospects look quite bright. In the near term,  the real question is whether it can shake off the industry's  low‑growth and high‑risk images. And the shares' performance will depend on the direction of interest rates. But if the April full‑year earnings report is solid, even in the tough present environment, more investors may become believers in Zurich Financial's future. 
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