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CONSPEGTUS

This  study starts with a brief reference to the history and
development of 1ife assurance in South Africa and eisewhere in the
wortd, it then discusses the essential precepts of the jife

assurance product, how a Jife office develops, how it spreads its
ated and governed.

risks and how it is managed, regulate

The dmportant role of the Jife assurance industry within the
throughout the

framework of the frea enterarise econoty emerges
work. In additivn, the investment alternatives open to the
industry, the managemsnt of these portfelios and the principles,
objectives and constraints applicable to them are discussed at

length.
This work alse exarines and records the changing pnilosephies now
current in the 1ife assurdance industry in South Africa and ends with

a succinct chapter which sets out a suggested approach to management

practices for South Africar life assurers.
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CHAPTER 1
0BJECTIVES, SOURCES AND STRUCTURE

1, OBJECTIVES OF THIS STUDY

This work began under the title of 'Product Design and Investment
Strategy of the South African Life Assurance Industry'. Tt was
intended that it should study the evolution of investment policy by
South African 1life assurance offices in their attempts to meet new
demands by the insuring public for more flexible life assurance
products covering an ever extending range of peeds at lower cost in
inflationary times. However, as the research proceeded and the work
developed, two ..«ings became clear. Firstly, there {s a dearth of
material regarding the life assurance industry in South Africa.
Secondly, no discussion of the investment constraints or techniques
of the industry can bpe complete without wide reference to the
inter-~relationship of the many other factors which surrouna ard
impact upon the investment problem.

Having moved into the area of these numerous other influences, and
having been requiarly frustrated 1in the search for material, it
became clear that research into the matter of the investment problem
alone would be inadequate. There was an obvious need for additional
work to be done in the creatfon of a mathematical wmodel of &
developing life office as both an investment and office management
tool. In addition, it became apparent that no South African work
had  been done in the area of life reassurance, an important
determinant of the long-term profitability of a life office.

Several additional chapters grew out of these needs, among which were
Chapters IV and VY which may now be considered to be among the most
impertant contributions of this work.
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2. INFORMATION SOURCES AND RESEARCH UNDERTAKEN

Once having embarked on the search for relevant and up-to-date 1ife
assurance information, it was discoverad that, whilst much 'poputar’
information in the form of newspaper and magazine surveys or
'year-books® s avai’able, very few academic works have been written
on the subject. Most of the works discovered were actuarial in
nature and covered only 1limited parts of the operation of a life
office. No single anu comprehensive manual of text book on both
establishment &nd the day to day management of a 1ife office could be
found. Hence, it was necessary to glean information from numerous
disparate sources and to attempt to tie these together in a logical
sequence in one comprehensive work.

The only South African work of note which traveried as wide and as
similar a territory as that of this thesis, was the thesis of
Or M Bernstein, published eleven years age in 1876. Where our paths
have erossed, Bernstein's contributions have been duly
acknowledged . Nevertheless, tne discerning reader will nofe
important differences in approach and emphasis, always in the hope of
Further iljumination and edificatien.

The questionnaire used in Chapter XI and which formed the basis of
research into South African 1life assurance corporate policy and
practice, was drawn up with the assistance of two actuartes, one
economics professor and two investment analysts, with 2 view to
subsequent largely quantitative rather than qualitative analysis.

Having been seat to twenty-six South African life offices, the high
response to the questionnaire of nineteen offices was pleasing. It
has given the research greater reliability than any similar research
undertaken in South Africa which could be discovered.

3. STRUCTURE OF THE STuDY

The work has been divided into three Jogical parts: the Life
Assurance Industry and its Management; Investment and the Life
Assurance  Industry; and  Empirical Research, Analysis and
Conclusions.




Chapter II briefly touches on the history of 1ife assurance and its
world-wide development. Chapter III sets out the essential precepts
of 1ife assurance and systematically describes each of the basic
types of 1ife assurance products and their construction.

Chapter IV proved to be a mammoth task due to the hundreds of hours
which had to be spent on the development of the computer models and
the extent of the other original work which was required. It {s
hoped that this chapter might prove to be one of the most useful to
students of the technique of tife office management.

Chapter V, as tar as can be established, is the first South African
work of its kind, ieassurance js a relative new-comer to the lite
assurance world but has given the smallest of 1ife offices the
ability to stand on an equal foeting with the largest and most
powerful . It has also offered offices an entirely new spectrum of
upportunities for the maximisation of profitability.

* ¥I sets out the background to life assurance legislation and
on in Seuth Africa and attempts to bring developments over
the .ast fifty years inte perspective.

Chapter VII describes and nighlights the role of the 1ife industry in
the economy of the coustry and in the formation of capital and
employment .

Chapters VI1I, 1X and X were the original core to this work and cover
the spectrum of investment considerations ranging from life office
investment  aiternatives to the principals which govern such
investments and the essential elements for the analysis and
management of investment portfolios.

In the last section of the work, Chapters XI and XII endeavour to
analyse the empirical research undertaken, draw conclusions and, with
as  much humitity and lack of pretence as possible, to make
suggestions about life office management practice, reassurance
technique and accounting, actuarfal and investment approaches.




PART A

THE LIFE ASSURANCE INDUSTRY AND ITS MANAGEMENT

A STUDY OF THE HiSTORY, DEVELOPMENT, ESSENTIAL
CONCEPTS, HMANAGEMENT AND REGULATION OF THE
SOUTH AFRICAN LIFF ASSURANCE INDYSTRY
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PART A
THE LIFE ASSURANCE INDUSTRY AND ITS MANAGEMENT

CHAPTER 1
LIFE ASSURANCE: A BRIEF HISTORY

Life Assurance products as we know them today were first available in
1762 when the “Equitable Society of Londen', a mutual society, used
scientific principles to determine premivm rates which differed
according to the age of the life assured at inception.l

The eariiest types of wodern day life assurance took the form of
non-renewabie term assurance plans for which the premiums were
negotiated between Jinsured, dbroker and underwriters, At the end of
the given ters cover ¢ould bpe rapewed, again un freshly negotiated
terms and congitions. As noted in Section 2 below, this all thanged
in 1762 when term and whole-life assurance plans (more fully
described in Chapter 1Ily were offered at actuarially calculated
premium rates wnich were constant for the duration of the contract.
Modern endowrent assursnce and annuity products were subsequent
cevelopments.

1. INSURANCE TN ASTIQUITY

Certain forms of 1ifae assurance already existed in antiquity. It is
recorded that in tha time of the Babylonian Empire about B.C.2500,
members of caravans shared common losses caused hy robbery or attack
and, while it s not quite clear whether compensation for loss of
life was included, it seems imoprobabie that the killing of valuable
slaves (as with tne loss of other commodities and chattels) would
have bean omitted from any such arrangements. Regulations on




Insurance were found in the ancient legal code of Hammurabi, the
Babylonian king of B.C.1792 whose surviving set of laws were once
considered the oldest promulgation of laws in human history. They
ware finscribed on a diorite stella in the Babylonian Temple of Marduk
and are now preserved in the Louvre.

Excavations have shown that there was a type of life assurance in the
city of Milete in Asia Minur in the year B.C,2052 For example,
citizens of the town paid 3 600 drachma into a common fund and in
return received 30 drackma per month for life. On his death any
balance remaining reverted to the fund except for 150 drachma which
was paid to the next of kin to cover funeral expenses. It is known
that the basic principle of 1ife assurance had already been mastered
during the time of ancient Greete. The Eianoi and the Thiasoi in
ancient Athens wers benevolent societies established and maintained
by contributions from members, They later developed into societies
providing for the payment of burial expenses and the immediate needs
of deceased members' dependants.3

The Romans also understood the basic principle of life assurance.
The Collegium Cultorum Dianze et Antinoi et Lanuvium was apparently a
mutual society established to ensure that sufficient money was
available for a suitable funeral on a member's death.d

Romans customarily begqueathed annuities to their dependants. The
earifest form of mortality tadle dates back to 4.0.208, when Domitius
Ulpianus perfected some tables by which a fairiy accurate estimate
could be made of the length of human life.

The Romans are known too to have adopted from the Greeks a form of
loan agreement under which money advanced Lo finance a ship's voyage
was repayable with interest only {f tho voyage was successfully
completed. This form of agroement became known as Bottomry Bond.
The Bottomry Bond was revived by the medieval mediterranean tr-aders,
and 1f the "ship should suffer shipwreck or perish by any other
misfortune” there was no repayment of the amount advanced. If the
voyage was successful the lender was then entitled to reward by
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virtue of the risk to which he had been exposed. These Bottomry
Bonds are known Lo have existed early in the fourteenth century and
one dated 1329 has been preserved in Venice.

Since cargoes often consisted of slaves (i.e. chattels), the taking
out of insurance on the safe transport of human beings became
recognised and 1t was but o short step from the insuring of human
cargo to the imsuring of ship’s officers against death or casture by
pirates during the voyage.

It would appear too, that some of the Roman military societies alse
established funds to provide ror the payment of sums of money in the
event of members Jying within a specified period. Also provided for
were lump-sum payments on survival to & specitied date or the payment
of an annuity for the 1ife of the member.S

2. ENGLAKD

England is regarded as the original home of modern-day insurance, the
merchant guilds having provided, in many instances, for a guod
funeral for a member who died, and for the continued sustenance of
his widow ard children.6

The earliest modern-day life assurance contract of which we seem to
have a record was  issued on Junse 18, 1583 and is registered in the
Chamber of Assurances 1n the Royal Exchange in London. It was a
term policy for a perion of twelve months, the sum assured being
£383.6.8, on the Tife of one William Gybbons, “citizen and salter of
London" and a premium of £30.13.4 was payable.? Very much Tike
short  term insurance today, premiums ifn those days were not
calculated on any actuarial bagis but were bargained for between the
insured, the broker and the underwriter.

The policy was fissued by Richard Martin and underwritien by a group
of sixteen merchants, as at that time there were no insurance
companies, The reason why we have a record of this early insurance
policy +is that when Gybbons died after the contract had been in force
for three hundred and sixty five days, the merchants promptly

i




decided not to pay out. The mattar went to court and the appeal
court ruled in favour of Gybbons' estate. The reasoning of the
insurers, that the term "year" in the policy was to mean twelve LUNAR
months of twenly-eight days each, was overruled by the court which
established that a “year" obviously was meant to mean a period of
twelve CALENDAR months.

The first modern mortality table was published in 1693 by the famous
Dr Edmund Halley, Astronomer Royal. This was the first mortality
table based on a scientific calculation by an important citizen and
it showed the probability of 1ife and death in the City of Breslau in
Silesia (now kroclaw in Poland). It also contained an annuity
decermination, an important devalopment for modern 1ife assurance.
Known as tne Bresleu Tables of Mortality, they paved the way for 1ife
assurance later to become much more of 4 science than an art. (See
Chapter I11).

The records show that the first 1ife assurance company (life office)
to become registered in England was the ‘Band-in-Hand' Society which
was founded in 1695 by one hundred incorporators.8 'The Society
of Assurance for Widows and Orphans' established in 1699 appears to
nave been the first office open to the gereral public. A death
benefit of £500 on the death of a member was its object and a
contribution of five shillings from each of two thousand members was
reguired. This society apparently never attained the required
membership and survived for only twelve years. It pavad the way,
however, for the ‘Amicable Society for Perpetual Assurance on Lives',
founded 1in 1706 and operating on similar lines by virtue of a charter
from Queen Anne. 1n the beyinning this Society charged an annual
premium of £6.4.0 irrespactive of age, for a death benrefit the size
of which depended on the number of cuaths amongst members during the
year,9 There was a fixed number of shares {2 000) offered to the
public and persons between the ages of twelve and forty-five were
eligible for membership, The contributions received during the
year, less outgoings, were to be divided at the close of the year
between the representatives of members who had died during the
year. In 1770  the society claimed that during its

. B e s e A ‘J‘_MLAM&M&M




8~

history it had paid 3 643 claimants the total sum of £378 104 and
that the sums paid on death in the seventeen years prior to 1770 had
averaged £154 each.

This concept ~of offering a death benefit equal to the fund available
divided by the number of deaths during a particular period was not
insurance as we know it today,. Furthermore, the plan differed
substantially from today's 1ifw assurance in thut premium was a fixed
amount per €100 death benefit, irrespective ot the age at entry of
the 1ife to be assured.

One of the earliest schemes of mutual assurance in £ngland was set up
by the workers of the Unfversity Printing House, Oxford in 1707. It
was agreed that each should dJeposit one shilling upon every third
Saturda, and also at Christmas, CEaster and the Wayzgoose {a trade
picnic day) to be placed in a chest, the keys of which were keps by
two nominated workmen. On the death of a memper " 1ere was paid to
his widow or next-of-kin a sum depending on the Jengi~ ¢* time he had
been a subscriber. Sums up to half the total amount paid in by a
member could be advanced at interest but repayment by weekly
instalments was compulsory duyring the ensuing year,

'The Society for Lhe Equitable Assurance on Lives and Survivorships'
was another of the several life offices established in England in the
early 18th century. Established in 1756, this company ctill exists
today and is known as the '07d Equitable'.

The pelicies issued by the '01¢ Equitable' dn 1762 warked the
beginning of life assurance as we know it today. For the first time
actuarial principles were applicd and premiums calculated according
to age at inception of e policy, Whole-life and term assurance for
periods of one or more years were offercd snd an essential difference
to previous policies was that premiums rematned constant for the
duration of the contract.l0 The €irst such policy issued by the
scciety was granted to Edward-Rowe Mores, a graduate of Oxtord and a
fellow of the Society of Antiquartes, and the description in the
minutes shows "that he - was aged thirty-two
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years, that his state of health was an always has been exceedingly
good and that he was not given to drink and other intemperance”.
The annual premium was £3.17.6 together with an entrance fee of
£0.15.0 and a deposit of £1.0.0.

A scientific valuation of the profitability of the Society was first
made in 1776 by one Wrlliam Horyan, company actuary at the time.
The investigation revealed that premiums were too high for the
mortality actually experienced, and a decision was taken that the
resultant surplus would be distributed te existing policyholders.
Premiums were reduced by one tenth and a bonus equal to one tenth of
the premium paid was distributed to members in the form of cash or as
@ reduction in future premiums due., This first exercise 1n the
distribution of accumulatea surplus resulted in the development of
-l the first with-profit policies and the placing on a scientific basis
of the major 1ife assurers operating in England at that time, such as i
the ‘Royal Exchange Assurance', the 'Westminster' and the 'Pelican',
. all in the year 1783.11 During the next fifty years 2 large
)\ number of 1ife offices cumnenced business in the United Kingdom and
the uwniform reversionary bonus system, a method for distributing
accumylatad surplus, hecame firmly entrenched. Tables 2.1 and 2.2
show the continuing growth of the United Kingdom industry in modern
times and its enduriny world-wide significance.

Apart from poor new business years in 1974 and 1977 as shown in Table
2.1, new business growth has remained firm and has sometimes been
exceptional. Using the latest available statistics, the Table shows
that linked business (Chapter II1) first became significant in 1972,
with 1979 and 1983 having been exceptioral for this class of business
at 42,7 per cent and 71,8 per cent respectively, and having been
instrumental in making those years the best years of total Industry
growth at 33,4 per cent and 47,9 per cent, respectively.

Table 2.2 also indicates a steady deeline in the importance of
industrial business (See Chapter IIT below) 1in both the United
Kingdom and worldwide (18,5 per cent to 8,4 per cent). However,
whilst the importance of business conducted by United Kingdom
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offices in Australia, New Zealand and Africa has been declining since
1971, 1its business in Europe has increased in significance over the
same period (5,2 per cent to 26,4 per cent).

3. UNITED STATES AND ELSEWHERE

The first organisation in the United States of America established
for the purpese of nproviding bhenefits payahle on death was a
'Corporation for the Relief of FPoor and Distressed Presbyterian
Ministers and of Poor and Oistressed Widows and Children of
Presbyterian Ministers'.1Z Established in 1759, it is still in
existence today, now known as the 'Presbyterian Ministers' Fung®.
The fund apparently granted survivership annuities commencing on the
death of the policyholder and payable for the life of the
beneficiary. Annuities could be purchased for between $10 and $35
per anpum, the annual premium being one fifth of the annuity payable
on death.

Chartered in 1794, "'The insurance Company of North America' was one
of approximately thirty 1ife assurance companies which had been
founded during the last fifieen years of the eighteenth century, five
of which had the power to issue 1ife assurance policies. 'The
Pennsylvania Company for Insurance on Lives and Granting Annuities',
established 1in 1£09, was the first commercial company to be organised
in America for the sole purpese of issuing 1ife policies and
annuities. It was also the first American company to operate on a
scientific  basis, requiring an application form, a medical
examipation, and a premium which varied by age at inception.13

In 1842 'The Mutual Life Insurance Company of New York' was chartered
as the first American company to operate as & mutual society, isiuing
four thousand policies during its first five years of existence. A
year later the 'New England Mutual' was established and two years
later ‘'Mutual Benefit of New Jersey' was established. Many 1ife
offices were subsequently founded and by 1869 there were 110 active
in the United States.ld

In Europe the first country to enjoy the presence of life assurance
companies  appears to have been Holland where the 'Hollandsche
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Societeit van Levensverzekeringen' was founded in 1807 on sound

actuarial principles.1is In France, the first 1ife assurance
company was founded 1in 1819, whilst in Italy, the 'Compagnie di
Assicurazioni di Mitano' was founded in 1826. By 1850 life

assurance business was being transacted in Germany, Austria,
Switzerland, Canada, and Australia but it would seem that in other
parts such as Russia, Japan and Turkey life assurance started much
later.16

4, SOUTH AFRICA

In 1826, directly as a result of the arrival nf the IR20 Settlers,
two British offices set up branch operations in the Cape Colony.
These were the 'United Empire and Continental Life Assurance
Association' and the ‘Alliance British and Foreign Fire and Life
Assurance Company’. In 1831 the first local company to set up
operation was known as the 'South African Life Assurance Company ‘.

Established shortly thereafter on May 17, 1845 was the 'Mutual Life
Assurance  Society of the Cape of Good Hope', founded by
John Fairbairn witn an initial fund of £5 000. Fairbairn, later known
as the father of South African jJournalism, was elected first
Chairman, Now widely known as the '01d Mutual', this company is
today both the oldest and the largest life office in South Africa.
The value of the assets of the society reached €1-million in
186717, £100-million in 1958, Rl 300-million in 1975,
RZ 823-million in 1879, and in excess of R26 000-million in 1987.

Founded by a Scotsman named William Elliot, former employee of the
‘Gresham Life Assurance Society of England',the second oldest South
African life office 1in existence today 1is the Southern Life

Association. The Southern was formed as a mutual society and the
inaugural meeting of foundation policyholders was held on
January 26, 1891, With the concurrence of the Registrar of

Insurance, the society was demutualised in October, 1984 in order to
permit it to merge with the second largest proprietary company in
existence at the time, ‘Anglo American Life Assurance Company
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Limited' . The name of the ~ ;anisation then became the Southern
Life Assurance Company Limited and at the time formed the fourth
largest of all 1ife offices in South Africa and the second largest
proprietary office with assets in excess of R§ 600-million in 1986.

In 1987 Sanlam was the second largest life assurance company in South
Africa Founded on June, 8, 1918 as the 'Suid-Afrikaanse Hasionale
Lewensassuransie taatskappy', it was a registered company wholly
owned by Santam, a short term yenera) insurer. Mr Alfred MacDowall,
also a Scot by birth and member of the Scottish Institute of Bankers,
was the first General flanager and Secretary. Mr George Patterson
served as first Actuary and a Mi Joe Harris, another Englishman, was
first Agenty Manager. On Janvary 24, 1953, ke shareholders
resolved to convert into a company withouti share capital. This
meant that the company became a mutual society with contrel (at least
theoretically} in the hands of its policyholders.

By 1975 Sanlam's tctal net assets had grown to R973-million, by
September 1979 these stood at R! 94C0-million and by 1987 the market
value of its assets exceeded RZ0 000-million.

The operations of the 'Liberty Life Association of Africa Limited'
and the 'Manufacturers® Life Insurance Company of Toronto Canada’',
were merged in 1972 and in 1974 the 'Sun Life Assurance Company of
Canada' was mergec with the Liberty Group. By the end of 1974, the
'Liberty Life Association of Africa Limited', whizh had been founded
in Johannesburg in 1958, was one of the four largest life assurance
companies in South Africa and from approximately 1975 has remained
the largest proprietary life office in South Africa with assets
exceeding RE CO00-million in 1985, In September, 1986 liberty
announced 1its acquisition of the Prudential Assurance Company of SA
Limited, nence assuring its positfon as South Africa's largest
proprietary office with assets exceeding R10 000-million.

By 1926 there were thirty-four 1ife companies operating in South
Africa. Of these nine were domestic insurers and twenty-five were
of foreign origin.18 In 1970 this number had increased to @
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total of fifty-six 1ife companies operating in South Africa,
forty-two of which were local and only fourteen of which were
foreign. By 1987 because of the continuing policy of the Financial
Institutions Office not to issue any more 1ife Ticences, (Chapter VI}
the total number of life offices 1in South Africa had declined to
thirty, almost exclusively as a result of mergers and take-overs.

the six resss

uced iuargely to  the six reassurance

The foreign insurers had
companies operating in Couth Africa, some of whom had an element of
Tocal shareholding. The reduciion in their number stemmed mainly
from the transfer of their interests to South African insurers which
commenced during the early 1960s. In 1870 the Franzsen commission
recommended that the remaining uranches of foreign insurers be
converted 1into local subsidiaries wit.in a given period, and this has
subsequently led to the almost complete elimination of the interests
of  foreign insurers in direct-writing 1ife companies in South
Africa,19

&, WORLOWISE DEVELIPMENT DURING THE PAST TWO DECADES

This section aeals briefly with the private life assurance industry
in the world in general {excluding Eastern Bloc countries) and its
economic significance in terms of premiums. The figures used in
Tables 2.3 ano 2.4 were taken from publicati.ns of supervisory
authorities anc insurance associations and published by the Swiss
Reinsurance Group in their "Sigma" and "Experiodica” publications
from time to time.

The countries were compared on the basis of gross premiums from
direct domestic business of local and foreign insurance companies.
In the cases of Great Britain, France, Canada, Italy and Switzerland
(countries witn a relatively high amount of foreign business) only
premiums from domestic business were taken into account. For al}
other fifty countries 1t was largely not possible to separate the
relatively insignificant foreign business. The figures quoted cover
countries with a total premium of at least $100-millfon. In 1984
their number was fifty-five, with a total share of about 99 per cent
of the world premium volume.
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When comparing results, it should be borne in mind that private
insurers operate under greatly varying conditions which apply to both
the insurance industry and other economic sectors. Nevertheless,
e figures compiled provide an excellent insight into world-wide
life assurance activity in modern times.

Table 2.3 illustrates that, without exeeption, acceterated growth in
the life {industry in all countries was experienced during the most
recent decade quoted. Significant among the countries shown is
Japan. Since the Second world War Japan's life assurance industry
has grown faster than the )ife jndustry in any other country in the
world and Table 2.4 shows that at 27,24 per cent it now accounts for
more than & quarter of all life assurance sold throughout the free
world.

Also significant in Table 2.3 is tne growth of the South African life
assurance  industry. When compared with OCED and world totals, the
South African 1life industry led during the 1960/70 decade and
remained hign up fin the rankings during the 1970/80 decade. (Table
2.6 shows that this growth continues, and that between 1980 and 1986
S.A. premium growth averaged 26,5 per zent per annum).

From Table 2.4 premiums per capita in each tountry may be noted and
point  to the 1level of development of the national insurance
mairkets. The average premfum volume per capita of popuiation,
indicates the assurance ‘“density" or extent of the assurance
protection of the population in each country and their willingness to
effect private 1ife assurance, Although these figures are affected
by currency fluctuations and by population growth rates, it is clear
that South Korea, Taiwan and Japan show Teading growth patterns,

The role of the Tife assurance industry within the overall economy of
a country or economic arca can be illustrated by means of the ratio
of premiums to gross national product (GNP). This value is not
affected by currency influences, It should be noted that the
highest level of both development and growth is registered in the
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most highly industrialised countries. Apart from Ireland with the
surprisingly high ratio of premiums to GNP of 5,9 per cent in 1988
(up from 3,6 per cent in 1983}, these are the USA, Great Britain,
Denmark, Switzerland, Sweden, West Germany, MNetherlands, Canada,
Japan, Finland, Norway, South Xorea, Taiwen and South Africa, each
with registered values in oxcess of 2 per cent of GNP,  The high
South African figure of 5,5 per cent of GRP in 1985 is closely
followed by that of South Korea which at 5,51 per cent is the third
highest 1in the world. These countries are followed by Japan at §,0
per cent, Britain at 4,3 per cent and Switzerland Switzerland at 3,8
per cent of GNP, In all of these countries and aimost all other
industrialised nations, Life premiums as & percentage of GNP have
risen steadily during the 198)'s. Indeed, this way be <aid to be a
characteristic of all aevelopinyg natiuns.

It may also be noted from Table 2.4 that in only a few countries did

life business account tor 50 per cent or more of total business.
. (Great Britain, Irelany, Switzerland, %weden, Tinland, Japan, Soutn
Africa, South Korea, Iadia, Taiwin, Philippines, Thailand, Chile and
Zimbabwe. ) Here ayain, these were yenerally the more highly
industrialised nations, with South Xorea showing the highest
percentage 1ife business at 79,7 per cent and South Africa second at
76,7 per cent. tio doubt varying factors are responsible for these
high shares of 1ife business, such as little developed social
security, or 1ife assurers who are the main carriers of pension
schemes. In the majority of countries covered however, less than
haif of total domestic business was accounted for by 1ife assurance,
the world average being approximately 45 per cent in 1985,

Chapter VII deals with the role which the South African life
assurance findustry now piays in the capital and employment formation
process of the country. Indeed, when viewed in the Tight of its
high percentage of premiums to GNP, the role of the Tife industry in
South Africa may be considercd to be indispensable to the continued
economic  well-beiny of the Country. (Tables 7.1, 7.2, 7.3 and 7.4 in
Chapter VII below underscore this point.} Tables 2.6, 2.6 and 2.7

further illuminate the outstandingly successful history of this q

ki Y] _ I N JMLMJ
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GROWTH RATES IM LIFE CLSINESS

Average Aonual Growth Retes In % By Premtuma)

1960/70 1970/80
e 9,6 17,3
Rest of Eurape 9,9 20,1
Narth America (33 9,%
Jopan 2.8 23,2
Rast of DECD 9,8 1.3
QECD 8.4 jrey
Non-0ECD countries 9,7 18,3
South Africa 10,5 16,0
World Tatal B4 1,5

Sources  SIGMA/Swloo Re

4/82 - Privste Publication

t Annuul Reporta of the Regiatrat of [naurance.
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TABLE 2.4 LIFE ASSURANCE: COUNTRIES AND PREMIUMS
1985
% Share in
Total Premiun
Insurence Per
Business Copita
{i.e, nel, {us = 8 1985 1961 1983 | 1985
Short World Zof | Kof [ %of
tountry [ Tem) 1981 1583 1985 Harket [0 op | GNP
kil Share %
North Averica |
usA Loans 330,48 44,7 476,6 | 19,80 2,6 2,4 2,9
Canada ¥ i oe,8 270,8 253,1 3i2,8 2,77 2,4 2,0 2,4
i 12,57
Grest Britsin 59,8 Lowe 219,0 389,5 7,63 3.2 3,7 4,3
¥ Germany 41,0 ;oS 28,5 293,8 6033 2,3 3,4 2,4
France 38,4 11063 98,8 170,64 3.8 1 1,1 1,6
Netherlands 5,7 .28 2,3 269,3 1,3 2,2 2,5 2,2
Italy D15, 15,3 15,6 27,1 0,54 0,3 0,3 0,6
Belgium 1 27,8 103,0 80,4 12,7 0,35 1,1 1,1 1,1
enmark a7, L197,3 136,8 284,9 0,5 1,9 1,4 2,3
Irelend 63,2 S YN 155,3 3163 0,39 3,7 3,6 5.9
reece 28,7 6,9 7,3 9,4 0,03 - 0,2 8,3
Luxeabourg 28,1 78,0 5945 91,9 0,0, 0,6 9,5 0,6
20,45
Rleat of Europe | :
Switzerlang 1 53,3 P 4790 479,0 679,9 1,50 2,9 3,3 3,8
Sweden 5T, o 191,3 356,48 1,00 1,9 1,9 2,7
Finkand 51,2 336,3 262,7 367,6 0,63 3,4 2,8 3,0
Norway 87,5 | 188,8 191,3 23,1 0,87 1,4 1,7 2,1
Austria 27,3 | 89,1 06,2 125,7 0,33 1,0 1,0 1,2
Spain 18,9 10,2 70 13,4 0,18 0,2 0,2 0,3
Partugal 10,0 4,9 3,9 3,7 0,02 0,2 LE 9,3
Turkey 2,0 8,1 0,1 0,1 0,002 0,2 0,2 0,1
4,202
dapan L 1,3 3571 2118 546,3 27,28 37 41 5,0
tosania
Auatralis 31,0 175,5 166,6 155,8 0,8 1.7 1,7 1,7
New Zealand 2 | 44,2 073 118,1 120,0 0,4 146 1,8 1,7
2938 1,00
Storce:  SIGHA / Swiss Re 4/80 ~ 5/87 1 31.3.85/86
Private Publicationy 2 30.6.84/85
3 21.3.85/86

* Provislonal or Estimater
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TABLE 2.4 CONTINUED LIFE ASSURANCE: COUNTRIES AND PREMIUKS

1585
% Shore
1n Tatal Premim
3 Inourence Por
R Suaineas Copita
(i.e. Incle (s =$) 1985 981 | 1983
i Short World %of | %of
| Countzy Tern) 1581 1953 1985 Harket GNP o
. Sharg
Other Countries !
. Sauth Afries * | 76,7 boea0 75,8 75,% 3,95 3,6 4,3
5 Scuth Koren 9,7 L 30 2.9 08,7 1,56 2,2 2,8
India 60,5 1,8 1,8 L9 0,51 0,8 9,8
Tatwan 8,3 28,1 26,8 58,9 0,20 0,8 0,9
Philispines 55,5 43 5,9 4,5 0,00 0,6 11
VenezuoLa 12,1 15,0 15,2 2,3 0,06 0,3 0,
Malava. - Faye 12,0 15,5 22,2 6,13 0,7 0,8
' e 8,2 3,1 57 1 0,10 0,12 1 0,3
| 53,9 3,0 4l 4,5 9,08 0,4 0,9
2,0 23 1.8 0,06 0,3 0,3
! 13,2 18,8 12,0 0,36 0,5 L0
H 2,3 1.3 1.1 0,06 0,1 0,1
i 0,8 1,0 9,8 0,05 0,1 0.2
i 1 Singacare 39,8 56,0 £7,2 0,07 0,7 0,9
4 ! olereel + 2,5 3,9 29,0 0,08 1,8 11
Algerin * Py 2,9 3,9 2, 0,02 - 0,2
Colunis 10,5 348 1,7 2,6 0,03 9,3 0,3
Zitbabwe * 49,3 20,1 JIN 19,1 0,06 2, 1,7
Panama 4Ty 25,8 30, e 0,03 14 1,8
Paiciatan * 38,3 0,7 0,7 0,9 0,03 0,2 0,3
traq * 12,5 L 45 A 0,03 - - -
Egypt 2 18,2 0,9 s 18 0,03 0,2 0,2
Dominic.Repuba | 28,1 7,3 0,01 - - -
Horoceo 1,7 1,8 1,7 1,2 0,01 0,2 0,3 0,3
Kenya * 23,7 21 Lo L7 9,04 0,6 0,6 0,6
Kuwait * 1,2 13,7 16,7 1 4,00 - - -
Argenting 6,5 6 0,9 3,5 0,03 0,2 o,1 0,1
Iran *3 5 0,7 0,3 0,7 0,01 - - -
Fury 2,9 0,4 0,04 0,2 0,001 - 0,1 0,1
Ivory Coast * | 7,0 0,2 9,6 0,9 0,005 - - -
Tuniaia * 5,3 L1 0,7 L1 0,008 0,1 0,1 0,1
] Libya * 1,3 1,0 0,9 0,8 1,001 - - -
Reat of
Countries 9,8 - - - 0,17 - - -
4,56
1 31.3.05785 ¥ Provialonal or Eotimated
2 38.6.84/85

3 21.3.85/86
) . R — b1 A o aﬁ'_*mm ;
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TABLE 2.5 SOUTH AFRICAN LIFE OFFICES - 1967

[

AR Life Assurance Associstion Limited

African LLfe Assurance Campany Limited

Allked Inauance Company Limited

Anchor Life Anaurance Company Limited

Atlentic & Continental Ausurance company of SA Limited
AVBOB Mutusl, Asourance Soctety

Cherter Life Limitad

Colonlal Kutual Life Assurunce Society Linited
Commercial Union Assurance Cowpany of SA Limited
Crusader Life Aasucence Corporation Limited
Federated L1fe Assurance Company Limited
Guardian National Insurance Company Limited

IGI Life Assurance Company Limited

Lifegro Assurence Limited

Liberty Life Asaociction of Africa Limited
Hatrapalitan Homes Trust Life Limited

Momentum Life Assurers bimitad

X8$ Inouronce orpany Limited

Mew Era Life Insurance Company Linkted

Homwich Union Life Insuranca Seciety

Prosperity Insurance Company Limited

Proten Assurance Company Limited

Rentmeenter Yersckerasro Bepark

Sage Life Llmted

South APrican Hutua} Lifa Asouranca Socioty
SANLAY

The South African Trade Union Aapurance Society Limitad
Southern Life Assurance Ccmpany (Pty) Limited
Standard Genesl Inguranse Comany Limited *

U8S Insurance Compony Limited

Cologne Retnsurancs Company of SA Limited

Gerling Global Relnourance Company of SA Linkted
Hollandlo Life Aecanurance Company Limkted

Marcont{ls & Genaral Reinaurance Campany of SA Linitad
Wunich Reinguzance Comeny of SA Limited

Swiso-5A Retnaurance Company Limitod

Source: Annual Reparty of the Regisiror of Insurence.
Life Officea' Aosociation of SA Annual Review 1986,
The Seuth African Life Assurence Year Book.
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TABLE 2.7 TWENTY LARGESY SQUTH AFRICAN LIFE OFFICES - 1987
RANKING BY:
Total Net Pramium Total Net Premium
Assets Incone *hssats * Incons
R Hilllons R Millions
1 1 01d Hutuai [ 19 930,0 2 362,38
2 2 Sanlam 9 558,3 2 0841
3 3 Liberty 1 637,8 911,38
a S Southern ¢ | ses,0 7
5 s Lifegra 2 747,56 548,7
& 7 Prudential 2 368,53 217,3
7 3 Federated 1 713,06 285,0
AN 8 8 Metropolitan 1350,2 213,2
=N s 1 Commorelal Union 30,5 2,2 tec
. in 7 Sege Life + 797,8 ECT A Dec
1 1 Norwich Union 678,6 114,86 Dec
12 12 Colonial Mutual ¥ 584, 80,7 Dec
3 1 Allianz 289,7 34,1 Dec
14 17 Nomentum - 186,0 20,8 Dec ‘
5 B A4 Hutusl Life 155,4 38,5 Apr
p 16 16 Standard General # 26,0 22,1 Dec 3
* 1 8
17 2 Cherter Life ° 108,2 20,4 Dec
18 20 Proten 104,1 8,9 Dec
q ) 15 11 1] 85,0 30,0 Max
V 2 19 African Life 3,6 13,1 Mar
Source: Filnencial Mail. Top Companies Supplement - Muy 1987
South African Life Assurance Year Book - 19856/87
LOA Annunl Review Reports
# Estimates as at December 31, 1586
* TYotal sasets pertain to SA long-term business at matket value.
- Includes single premiums, annuities & pensiona & industrial & funeral premiums. NPI is
net of reinsurance. .
Formerly at book value.
+ Formerly Ned-Equity, now metged wikh Hational Mutual.
o f--merly Guardian Naticnal.
1
o _ T T
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industry in South Africa by showing the number and size of life
offices now operating in the country and their contribution to social
and economic stability.

lable 2.5 shows that there were thirty direct 1ife assurance
companies and six life reassurance companies actively operating in
South Africa in 1987. When Table 2.6 is read with Table 2.7, it is
clear that the top five South African 1life assurers account for
approximately 75 per cent of the South African market. The remaining
25 per cent of the market is therefore divided among the remaining
twenty-five Vife  assurers. This tact, together with the
authorities' ¥known reluctance to issue new life licences, may well
serve to reduce the number of 1ife offices operating in South Africa
yet further {See Chapter VI ¢iaw) and ensure the continuation
throughout the next decade of the established merger and acquisition
trend in the South African life asssurance industry.

Tanle 2.6 4is o particular significance {See Chapter VII below for
more reasons} as it highlights the consistently soiid growth of the
South African 1ife assurance indusiry in recent yezars, not enly in
terms of premium and investment jncome but also in terms of benefit
payments to South African policy holders which in 1985 exceeded the
total State Health and Welfare budget.20 In the last five years
alone, both total income and total assets have more than trebled in
size, (from R4,104-mil3ion to R12,927-million  and  from
R14,540-million to R54,54i-million respectively) and total payments
to policyholders have more than quadrupled over the same period from
R935-million to R3I 996-milliun.

From humble beginnings in the very earliest times, the Life Assurance
Industry world wide, particularly in the industrialised nations, with
South Africa no exception, has become an element of major social and
economic consequence. It grew out of man's elemestary need for
economic security and peace of mind, and has become sophisticated in
its answers to the needs of modern society. It is the epitome of
free enterprise answering the needs of societfes around the world and
through the ages. No known State social security system has proven
to be so enduring.
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work, They wmay yet prove useful to other students as they
contain data not readily davailasble elsewiere.
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CHAPTER 111
THE ESSENTIAL PRECEPTS OF LIFE ASSURANCE

This is a descriptive chapter in which are set ca.t the essential
concepts of 1life assurance. Qnly cursory reference is made to the
numerous modern endeavours at the sophistication of these fundamental
concepts and the needs to which they are applied. This
simplification permits a better understanding of the essential nature
of life assurance and of the chapters which follow.

The potential earnings power of every individuat {is one of the
greatest assets that any family or business can own. Earnings power
is worth many times more than the buildings, motor vehicles or other
assets that are normelly considered valuable, When an individual
dies, particuiarly at a young age, the largest loss suffered is that
of his or her future earnings potential, but other losses may also be
incurred because of meaical, funeral, legal or estate duty costs
following the geath. Life assurance serves to protect the assured's
family, creditors and others against financial loss arising out of
the death or disability of the assured. Life assurance may also
provide for the retirement of the assured .nd thereby protect him and
his family against the decreased earnings capacity of old age.

The essential difference between 1life assurance and other forms of
insurance which are designed soleiy to protect against an uncertain
peril, is that life assurance frequently has the added function of
accumulation and thereby creates an estate for the assured upon
death, disability or retirement. The 1ife assurance contract can
therefore not be sald to be one of indemnity, as, when settlement is
made, the beneficiaries under the policy are not obliged to
demonstrate a direct financial loss as a result of the death,
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disability or retirement of the assured. The assured's value as a
producer may have long since ceased, yet the beneficiaries have the
right to participate fully 1in the policy in accordance with its
terms, without regard to actual mometary loss. In all other forms
of insurance, the happening of an unfavourable contingency which
gives rise to a loss 15 uncertain. In life assurance, the
contingency 1is death, which is universal and certain. As the
happening of the contingency insured against is certain, life
policies provide for certain payment, the uncertain ejement in the
contract being the time when such payment must be made.

1. THE LEVEL PREMIUM

A ‘tandmark is life assurance history was arrived at with the
deveiopment of the Jevel premium method of premium payment. As
jrdicated in Chapter II, early life assurance contracts were based on
premium payments which were unscientifically essessed and which were
reassessed at the end of each contract year. It was intended that
the premium calculated for each year would be sufficient to cover the
mortality risk incurred during that particular year and alsc meet the
expenses involved in administering the policy during the year.

This process resulted in the premium jncreasing each year as the life
assured grew alder and also meant that the policy had to be renewed
each year at the discretion of both the 1ife assured and the
assurance company. This basis of contract led to the two fold
difficuity of premiums rising rapidly as age increased and the fact
that the assured could only renew his policy if his health continued
to be good. This double problem naturally led to the Frequent
failure of policytolders to renew their contracts each year and
therefore to a significant loss of revenue by the life offices.
Thus followed the davelopment in 1762 of the concept of charging &
level premium for the duration of the contract .- the guaranteeing
of the renewability of the policy irrespective of whether the 1ife
assured continued in good health or not. {See Chapter II above).
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In order to calculate a level premium payable for the duration of the
policy it became necessary to charge a higher premium than otherwise
required at younger ages. The additional premum was then used to
create a growing investment reserve from which to draw in later years
of the policy to offset the costs of the higher premiums that would
normally have been required in the later years.

Thus, an investment reserve was deliberately created and assumptions
were made regarding the rate of interest that could be earned on such
funds.

Bernsteinl, wused Table 3.1 to illustrate how a level whole life
premium could theoretically be established. This Table shows, at
various decennial ages, the theoretical whole Tife level premium for
Vife assurance cover of 1 000 monetary units compared with the
expected number of deaths per annum per 1 000 lives at these ages.
Ignoring expenses and profit margins, the Table therefore shows the
theoretical year by year premium required to be exactly sufficient to
meet the expected death claims arising each year. The expected
deaths per year shown in the Table are based on the ultimate
mortality Tables of South Africen Assured Lives 1956-1962. The
theoretical whole 1ife level premium, shown as the alternative to the
year by year premium rates, was calculated on the assumption that a
rate of interest of four per cent per annum could be earned on the
“reserve" created by the accumulation of premiums paid.

It will be observed that at age thirly for cxample, the year by year
premium rate is lower than the Jevel premium of R10,61 for more than
the first twenty years, but that thercafter the year by year premium
rate rises steeply and, after Fifty years, is nearly ten times that
of the originally charged level premium rate. The "break-even'
point is reached sooner for older ages than for younger ages.

In the same work Bernstein2 produced Table 3.2 to demonstrate
theoretically the level of reserves created by a 1ife office from
level anmnual premium on whole 1ife assurance contracts. Flowing
from the Table 3.1 assumptions, this Table shows that the longer a

. oA s e A i
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policy is in force the 1larger are the reserves and thus more
adequately compensate for the increased mortality costs in later
years. Higher ages at entry result in the earlier build up of
reserves due to higher level annual premiums and shorter life
expectancies 1in the older age groups. Thus, after twenty years a
thirty year old at inception has accumulated a reserve value of
R251 361 per R1 000 of %Yife cover, whilst a fifty year old at
inception has accumulated a reserve of R429 498 after the same
period.

2, LEVEL PREMIUMS AND MORTALITY RATES

In order to calculate the theoretical amount required to meet
expected death claims and create the necessary reserve for survivors,
where :

tVx and t+1Vx are the theoretical reserves held by the
company after t and {t+1) years respectively for a person aged
x at fnception of a contract.

qx+t  and  pxet are respectively the probabilities of a
person (x+t} years old dying in or surviving the following

year,

i = rate of interest earned on funds.

Px = net premium used in a valuation for person aged x at
inception,

the following equation is mathematically true:
(tVx + Px)  {L+ 1) = axat + (wrVX)  Pxat

Verbally, this equation means that the resecve held after t yeaps for
a person aged x at fnception, plus the Tevel premium paid,
accumulated at interest rate 1, provides sufficient to meet expected
death claims and te create the negessary reserve for survivors.
This  relationship is wore particularly true for a group of
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COMPARISON OF LEVEL AMMIAL PREMILMG WITH DM YEAR TERM PREMIUMS FOR 1 000 HONETARY UNITS OF LIFE COVER

Jhearstical Expected Death Per Yeer Per ) D00 Lives of ige
wale Life
age Level
X Prenim % x10 0420 X3 X4 x50 X600 X7
o 7o 14 1,9 291 78 | 19% | e | w1
0 10,61 159 2,91 788 | 19,5 [ & | won | u2e | 01,8
0 16,70 2,9, 7,8 | 1930 | a2 | 0,% | 22,6 | 0L -
B 22,09 78 | 19,0 | s | 1009 | m2,e | el - -
@ 24,81 19,0 | we2 | 100,09 | m2,e | a0, - - -
B 6,88 s | 10, | 226 | sl - - - -
TORLE 3.2 TALLE 0 RECERVES ACDUMLATED FIR WXL LIFE ASSURANCES®
fleoervea Aczumlated et RL 000 Su Rosred &fter
e al. 10 Years 20 Yearo 30 Years 40 Yeara 50 Years
Inception R R R R R
2 71,578 178,007 309,968 a5, 797 603,471
El 110,367 251,361 10,610 572,900 716,88
0 159,484 357,488 519,913 681,763 802,405
£ 22,717 429,490 621,828 765,151 850,186
@ 275,52 519,650 i, 78 814,757 -

Source:  Reference 1 & 2

* Based pn 54 1956 - 62 Ultimate Mortality Teble o o 4% per urnum rate of compound intexest,
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policyholders all aged (x+t) years at the beginning of the year.
Total reserves held 1in respect of these lives, plus the total
premiums due, accumulated at interest rate i, will be sufficient to
meet the expected death claims and to create the necessary reserves
for the survivors.

In the above few paragraphs the reasons for the accumulation of funds
by life offices have been summarised. The development of the level
premium  system led subseguently to life offices acting as
intermediaries for the collection of the savings of the public and
suitably to investing these to provide reasonable benefits when they
were most needed, It also led necessarily to life assurance
companies becoming involved with, and to their developing expertise
in, the whole yuestion of the investment of f:nds.  More latterly
growing vemand for endowment assurances with the.r larger investment
element nas further emphasised the investment aspect of the nature of
life assurance operations. As might naturally have been expected,
growing investment expertise has had its effect on the assumptions
used in the development of modern lite assurance products and their
premium rates.

3. FUNDAHERTAL TYPES UF LIFE ASSURANCE

There are three besic types of life assurance:  Term assurance,
Whole Life assurance any Endowwent assurance, Figures 3.1, 3.2,
3.3, ond 2.4 set out @ much simplified grepnic description of each of
these.

{a) Term Assurance

This type of life assurance (See Figure 3.1) was the very first type
of assurance as we know it today (See Chapter II) and provides cover
for a given temm of years at a relatively low annual or monthly
premium. Framium rates are higher for alder ages than for younger
ages at entry, are higher tor Jlonyer perfods of cover, and are
respectively tlower or highar for sums assured which decrease, remain
level, or increase during the term of the contract. Benefits are
payable in the event of death only, and no investment portion is set

.
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up for return fo the policy owner at the end of the term of the
policy. Whilst premiums for this type of policy are apparently low,
one would be mistaken to suggest that they are "cheap" as there is no
prospect of any form of return to the policy owner or his beneficiary
if death does not occur during the term of the contract. In
addition, no Jloan, surrender, paid-up, or collateral security values
are usually available under this type of plan but, on the payment of
a small additional premium, an option to rerew the cover later or
convert the plan to a whole 1ife or endowment plan may be included.

Term assurance, particularly decreasing term, {s alsc used in the
canstryction of Whole Life and Endowment plans. From Figure 3.4 it
will be noted that the difference between the invested portion of
premiums {allocatien amounts} plus guaranteed growth is made up by
decreasing term assuranue in order to arrive at the guaranteed sum
assured. In this way, term assurance, which is the oldest basic
form of life assurance used today, forms an essential ingredient in
wmost other more recently developed basic plans, When even greater
amounts of term assurance are, added, the plan is said to be 2
‘re-inforced' whole 1ife or endowment plan,

Level term assurance is most often used when a low-premium, high Tife
cover plan is desired. Decreasing term 1is freguently used to
provide cover for the repayment of a reducing debt (e.g. house
mortgage bend} in the event of untimely death, and increasing term
may be used as 2 10w—prem'ium‘ method of providing increasing Vife
cover. In all cases, term assurance, when purchased on its own,
provides benefits 1in the event of death during its 'term’ only. It
is left to the whole life and endowment assurance plans (i.e.
combinations of term assurar e and investment amounts) to provide the
maturity, loan and other bencfits so commonly associated with 1ife
assurance.,

(b) .18 Life Assurance
As the name implies, this type of plan (See Figure 3.2) does not
provide cover for a fixed term but for the whole of the 1ife of the
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assured. Premiums are affected by age at entry and are lower when
payable for the whole of life thun whan payment is limited to a given
age. Whitst rates may be higher than for term assurance, cover is
for an indefinite period and loan, surrender, paid-up, and collateral
security values usuuily prevail after a few years’ premiums have been
paid. The plan can include an option to convert it to an endowment
ation in Company

and can oe wmade te  include the pight of partic

profits {i.e. With-Profits plan).

[ Endowmert Assurance
As with term assurance
provides caver for a4 given term, but matures after a given number of
years or at & predetermined age. However, as a large investment

See Figqures 3.3 and 3.4), endawment assurance

portion {ailocation amount in 'li~ked’ plans) is included, premiums
per R1 GCC of sum assured are higiier than Tor term issurances. As a
result ¢ such investmment and the yield or bonuses declared thereon
or ‘with-profit® ptans, maturity values frequently far
*ote’ premiums paja over the term of the contract and loan,
any collateral security values are available after

ander flteees!

SUrreRuen 3

a few year.' s-emiu  have been paid.

it wiil be notes from the 'linked' endowment example in Figure 3.4
that no investments have been made in the first yerr. This is
calle: a 'front-end loased' policy as all initial expenses have been
recr,.ere: from available premiums  in the first year. Thereafter,
the 1nvestments made plus growth in excess of the 4,5 per cent per
annum  guaranteed minimum, taken fogether with the built-in decreasing
terr assurance, give rise to an increasing death ctaim value.

Retirement Annuities: Ovar the past tweaty years it has become
popular in  Seuth Arrica to sell endowments in the guise of
'Retirement Annuities'. “imilar in construction to most endowments,
retirement annuities differ in that their encashment, loan and
maturity rules vary and in Lthat their contributions (premiums) are

largely income tax deductible in the bhands of the
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owner {10 per cent of premiums paid for term, whole 1ife and
endowment policies are usually income Lax rebateable up to a maximum
of R75 per taxpayer per tax year). Unlike endowments in their usual
form, with retirement annuities surrender, 7loan, and collateral
security values do not become available &nd, under age fifty-five, no
encashment is perwissible. At maturity a maximum of one-third of
their value may be taken in cash, the remainder having to be applied
to the purchase of a life annuity.3 Numerous other differences in
rules pertain, but these do net alter the essential 'endowment'
character of retirement annuities.

In recent times, all of the above "basic” life assurance types have
been available with automatic inflation adjustments to both premium
and benefits, these adjustments frequently being referred to as
“upgrades”, ‘“updates", “adaptions”, etcetara. These basic plans may
be seld in any combination and when whele Tife or endowment plans are
combined with decreasing term assurance plans, they are generally
referred te as ‘"reinforcec whole 1ife" or "reinforced endowment”
plans.

Both whole life and endowment plans may be sold as non-profit,
with-profit or Jinked contracts and sometimes may be sold as
combination  with-profit/iinked contracts. Combination
with-profit/linked contrants are sometimes referred to  as
'quasi-linked’, 'market related’ or 'smoothed' contracts:

(1) WNon-Profit Contracis. This class of business has a fixed
premium  and benefit structure, and does not provide for the
policyowner to participate in the profit experience of the life
office. Also known as without-profit or noi-participating business,
premiums for this class of business are often Jower than those for
with-profit business with a concomitant reduction in benefits which
may be expected by the policyowner.

(i1) With-Profit Contracts. This class of business entitles the

policyowner to share 1in the declared profits of the life office by
way of bonuses. These bonuses may be "reversionary" or "terminal’

e X
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or both. Reversionary bonuspes, once declared, form part of the sum
assured and are payable at the same time and under the same
circumstances as the sun assured. They also form part of the
calculation of any loan or surrender values. Termina) bonuses are
paid only at the time uof a claim erising from death, disabiiity or
maturity and do not tuyrm part of the surrender or Tloan value
calculation during the ourse of the life of the policy.
With-profit contracts have an extra premium loading to pay for the
right of the policyewner to participate in company profits. The
future rate of bonus ‘s usually not guaranteed and will depend on ihe
profit experiance of the life office as it emerges over a period of
years.

{ii1) Linked Contracts. This tlass of business provides for the
systematic aliocation of a portion of the premium paid to a given
real or noticnal investment portfolio. Sometimes known as
‘investment-linked' or ‘lunit-linked' business, unlike with-profit
sontracts, thare is ususlly no additional premium charge under this
class of business for participation in the net gains made under the
specific  investment portfolie to which the policy contract is

tinked. Yarious forms of management charges may, however, be made
against the investment portfolic before the net performance can be
established. This net portfolie performance fis then used in

establishing Yean, surrender, maturity and all other values. Where
the full net portfolio growth 15 not allocated to the palicy but
retained for declaration 1n a later year when portfolio performance
for that year is purhaps below average. such contracts are sometimes
referred to as being ‘quasi-linked' or 'smoothed' in nature.

4. SUPPLEMENTARY BENZFITS

Also known as ancillary benefits or "riders", supplementary benefits,
as their name implies, may be added to any one or combination of the
above basic policies m arder further to enhance the value of such
contracts. These benefits, which are usually selected and included
at the inception of modern life assurance contracts, may be grouped
as follows:
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(a) Accident Benefits

If selected, this benefit will pay an additional amount in the event
of the accidental loss of 1ife or )imb by the assured. Premiums
vary widely and are affected by the definitions given to "accident”
and what constitutes the loss of & Vimb or eye, and the range of
activities, events, or occurrences which are specifically excluded
from cover. The additional sum assured payable is influenced by
Section 36 of the Insurance Act and, at present, may not exceed the
sum assured of the basic plan to which this supplementary benefit is
attached.

(b} Capital Oisapility Benefits

Also referred to as ‘'accelerated dJeath benefits' or 'occupational
disability benefits', chis supplementary benafit, if selected, will
ensure that the sum 3 red under the basic policies to which it is
attached, 1is paid out “na policy owner in the event of the Tife
assurad becoming permanent.s disaples, Premjums are affected by age
at  entry, the term of the contract, what constitutes disability, the
occupation of the assured, ang the specifically excluded events,
activities, or cccurrences.

In this category ocne may also include & similar but somewnat less
costly supplementary product known as 'waiver of prewium beneffts'.
This benefit ensures the continued payment of Lo jums by the Tife
ofiice on behalf of the policy owner in the even. of the permancnt
disability of either tne tife assured, or the payor of premiums,
depending on which has been assured, if thay are not one and the same
person, waiver of premium rates are affected by substantially the
same  facturs as  those for capita) disability benefits but total
premiums per K1 000 of benefit are usually Tower than for capital
aisability benetits due to the lesser value of these benefits.

c) 'Dread Pisease’ Bemw: o

Scmetimes known as  “"Special Drawing Rights" or “living~benefits”,
this wupplemertary benefit 1is a recent innovation to the South
African 1ife ussurence market and, as far as can be established, is
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not yet sold in any other part of the world. The benefit {a form of
capital disability benefit) provides for the payment of all or part
of the death claim value under the policy if the 1ife assured is able
to demonstrate to the satisfaction of the Tife office that he has,
for example, been diagnosed for cancer, undergone surgery for cardio
vascular disease, suffered a stroke, had a heart attack or been the
victim of wurban terrorism. The unigue concept of indemnifying
oneself against the so-called ‘dread-diseases', was introduced to
South Africa and apparently te the world by a South African life
assurer in 1983, By late 1985 several other South African companies
i had done similarly wunder various marketing names, trese later

versions of the benefit often including indemnity against other
u classes of disease or occurrence.

Another disability product activety marketed by the life industry in
i South Africa during the past decade is commonly known as 'Permanent
e Health Insurance Benefits' (PHI), ‘Income Continuation Plan’ (ICP},
{\ or ‘Income Security Plan' (ISP}. In order to avoid conflict with
- Section 36 of the Insurance Act,® this product is not usually sold
v as a supplementary benefit attached to a basic palicy but frequently
- as an independent policy. The PHI plan provides a monthly income to
the assured in the event of either temporary or permanent disability
causing inability to continue usual or similar employment. Premiums
here are affected by age at entry, duration of cover, excluded events
or occurrences, nature cf occupation and the length of the 'waiting
i period' betwsen the onset of the disease or injury and the
L commencement of the payment of b 1efits,

{d} Guaranteed Assurability Benefits
This benefit permits the purchase of a given amount of further Vife

assurance at regulac future intervals (usually every three years)
without the necessity of the 1ife assured having to submit evidence
of continued good health,  Some companies have enhanced this benefit
by stating that they will require neither evidence of health nor
evidence of occupation or recreation (i.e. no evidence of
‘assurability') at the time a Guaranteed Assurability Benefits (GAB)
option is exercised, and this benefit therefore can be extremely
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valuable to people who have deteriocating health, who enter more
hazardous occupations or who undertake more dangerous recreational
activities.

5. THE USES QF LIFE ASSURANCE

The permutation of needs providud for by the life assurance products
mentioned 1in the previous sub-section seems to be limited only by the
application of mind and 1ingenuity of the life assurance companies'
marketing and sales staff and the public with whom they deal. Some
of the more common needs provided for by one, or a combination of the
basic and supplementary plans listed above, are discussed below. It
should be noted that in almost every case, the need provided for is
one or more of life's age old vicissitudes of dying too soon, living
too long, or suffaring some form of disability.

Although the 1ife assurance contract is not one of indemrity, this
fact does net preclude the requirement basic to all insurance of an
“insurabie intecrest” existing 4t the time & policy is effected.
Persons are consivered te have an unlimited insurable interest in
their own lives, whilst close family blood relatives are similarly
considered to have no monetary limit to the extent of :heir insurable
interest in each other, However, others wishing to assure the lives
of third parties, require to demonstrate at the time of effecting the
policy that they may suffer los: in the event of death or disability
of the life to be assured. This is particularly true of creditors,
buusiness partners an¢ employers.

(a)  Domestic (Household) Heeds

In the home the originai and most common use of life assurance was to
protect the family against the financial Toss incurred on the early
death of & breadwinner, or the disability of such person, be it
total, partial, temporary or permancnt, The savings element of 1ife
assurance has also been widely used to supplement the retirement
savings of lives assured who live beyond the period during which 1ife
assurance 1s required to protect their families., During the past
two decades it has become common practice for

A
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endowments to be sold in the form of retirement annuities, with the
necessary terms and conditions permitting the pelicy owner to take
advantage of fncome tax regulations that ensure that the Receiver of
Revenue effectively contributes to his retirament savings, The
inherent disadvantages of retirement annuities during the earlier
life of their owners, such as lack of lean, surrender and collateral
security values, and access to only one third of the capital at
retirement have, however, often been overlooked.

Products ensuring the future assurability of policy owners such as
plans with automatic annual premium and sum assured increases
{"upgrades") ana {GAB), as well a plans to ensure sufficient
liquidity to pay estate dJuty upon cedth of the assured, have today
been recognised as being highly desirable inclusions in most Jife
assurance  portfolivs. Frequently, younger breadwinners with
dependants start their portfolio with a low premium term assurance
ptan to provise for the immediate danger of untimely death, often
ensuring tha. such term plan includes accident benefits, capital
disability benefits, future assurability {GAB) provisions, and an
option to convert to either whole Tife or endowment plans or to a
combination of all three types of plans, as their financial position
improves in later years and the need to provide for retirement
benefits becomes more significant.

The provisien of liauidity for the payment of estate duty on the
death of the assured is often found to be nacessary. Persons who
have dependants, and whose estates will exceed approximately R400 00C
in value on death, are often reupired to pay estate duty, depending
on their marital status and other . anstances at the date of
death.5 Whole Life assurance s rrequently used to provide the
cash required to pay the estate duty, particularty in cases where the
assets of the estate are held primarily in fixed assets which cannot
readily be liguidated at true market value, or of which the heirs do
not prefer to dispose. In 1983 a product which had become popular
for  this usu was the packaged combination of whole 1ife and
decreasing term assurance commonly known as "Reinforced whole Life®,
its popularity apparently stemming from the
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relatively 1low premiums required for high levels of lite assurance
cover and the fact that, uniike term assurance, Joan and surrender
values became available over time. By 1985, the attractiveness of
this type of plan had largely been replaced by the introduction of
‘Universal Life' endowment/wholelife plans which offered maximum
flexibility in regard to the ratio of life cover tc investment
portion and to encashment dates.

{b) Business Assurance Needs

tost businesses have more than one active partner or sharcholder and
there 1{s an obvious need for partners to protect themselves against
the sudden death or disability of any one of the other partners as
such death or disability may sause heavy losses to the undertaking.
Particularly in new ang developing companies, partmers are dependent
on each other's respective skills and general business "input” for
the success of their entervrise. Tepy need therefore %o provide
both for the replacement of tn¢ loss caused by a departed partner and
the money required to purchase »uch partner's shares in the business
from his estate, If they do not purchase the departing partner's
shares, surviy partners may vind themselves in business with one
of their competitors who was able to buy the shares, ar with the
departed partner's son, wije or relative.

Key partners (or employens; are therefore often insured under what is
commorly calied a "Feyman" plan, desianed to provide the enterprise
with cash to cover the Toss experienced by the death or disability of
a Key man. The premiums paid by the company for such assurance are
tax deauctable in terms of Section 11{w) of the Income Tax Act.

Partners often insure the lives of the other partners in arder that
on the death, disability or retirement of a partner, they may have
adequate resources to purchase the shares of such departed partner,
A 'buy-and-sell' agreament, signad at inception of the business, is a
most necessary ingredient to the success of such arrangements and
ensures that departed partners' shares are sold to remaining partners
at @& pre-determined value or at a value established by a
pre-determined method or formula.

- TP Y
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Section 11(w) of the Income Tax Act also permits the deduction of
premiums paid inte plans providing for the deferred compensation of
employees. The fdee s that pre-tax money is set aside for the
benefit of an cmployee after the attainment of a certain age (often
age fifty-five}. This has the advantage of allowing an employee to
accumulate a cash lump sum to boost his retirement income using
untaxed =arnings. In 1986 the Income Tax Act permitted the payment
of a sum of up to R30 000 tax free as a retirement gratuity, any
balance being taxed over the followiny three successive tax years.
Older  employees often prefer the creation of such deferred

compensigtion scheme: to the rereipt of salary increases which are

subject to high Yevels of merginal income taxation.

Businessmen and institutrons may also wish to insure their debtors
¢ rinst death or gisability prior to the repayment of their debts,
This 1s not an unusual practice and is often underteken by financial
institutions which have advanced large amounts to their clients and
wno thus have an insurable interest in the clients' lives,

in all of the above uses of 1ife assurance products, the trained
a.visor s required to select the proguct or products, as outlined in
Sections 3 and 4 above, which are most suited to the assured's needs
and ability to pay premiums.6 In all cases these products provide
for numan needs which have existed in one form or another since the
baginning of time and which can be expected to remain essentially
unrchanged for the rest of time. This fact makes the 1ife assurance
industry unique in an age of rapid product and industry obsolescence.




47

CHAPTER T11: SOURCE REFERENCES

Bernstein, M (1976%. The Life Assurance Industry in South
Africa : Environmen Jtructure, and Objectives. A Thesis
Submitted to  the F- of Commerce, Univarsity of the
Witwatersrand, Johanns g, for the Degree of Doctor of
Philosophy.

Ibid. p.10.

Income Tax Act Ho. 58 of 1962 as amended: Section i,
Cefinition: “Retirement Annuity Fund",

Section 36 (d} (i) of the Insurance Act No. 27 of 1943 Yimits
the payment of monthly benefits under supplementary benefits
to 1,25 per cent of the sum payable under the basic pelicy on
the death of the life assured.

A study of the Estate Cuty Act of 1955 as amended will be
required if the reader wishes to know more about the
calculation of Estate Duty.

Much of the information contained and views expressed in this
Chapter arz the result of personal experience of selling and
subsequently developing and marketing life assurance products
in South Africa, vihere racognised, attempts have been made
to eliminate subjective bias. :
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CHAPTER TV

MANACING THE DEVELOPMENT OF A LIFE OFFICE

The intention of this Chapter is te produce an outline of the
essential  factors which distinguish a life office from other
comiercial undertakings, and to describe those crucial veriables
affecting a life office as it devalops, highlighting the fundamental
constraints and dangers it faces. A general overview is provided of
the most important financial and managerial considerations for a
growing life office that writes both ‘linked’ ana 'with-profit’
business. The chapter is ended with a computer generated model of a
nypatnetical Life dffice.

1. LIFE ASSURANCE COMPARIES AND GTHER COMMERCIAL UNWDERTAKINGS

whilst 1ife assyrance companies are similar to other financial
trading companies in that they must nave on offer an acceptanle range
of goocs and services, production and handling systems, competent
administration and working and investment capital, two fundamental
dgifferences are notaole. These are in the structure of the life
office and in its metnod of operaticn.

(a)  The tife Office Balance Sheet

The first essential difference vpetween a 1ife office and other
financial trading companies arises from the separation of shareholder
and policyholder interests in the balance sheet and the special role
of the company's actuary or ‘valuator". The valuator acts in an
independent role, his first responsibility being to protect the
policyholders' interests. The Financial Institutions Office in
Pretoria is the regulatory body which controls the activities of life
assurance companies and the Registrar of Insurance together with his
staff will dinterpret the Insurance Act with wide discretionary
powers. {See Chaptar 4l below) This
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body lays down the minimum basis on which policyholder liabilities
may be valued, but a Tife company's valuater has the discretion to
place higher values on such 1iabilities.

The balance sheet of a typical proprietary 1ife company is shown
below and has on the 1iability side the separation of shareholders'
funds and policyholders' interests, the latter commonly believed to
be represented by the 'Life Fund'. The 'Life Fund', however, has
been referred to as an ‘accounting artifice’ and merely represents
the accumulated balance of all previous revenue accounts. It is the

minug all

ume  raceived and  investment in

balance of 211 pre
claims, expenses aad other items transferred to or from it. Indeed,
it is merely the ‘balancing item' on the liability side of a life
office Balance Sheet and should not be seen as anything more than

that,

LIFE_OFFICE BALANCE SHEET

LIABILITIES ASSETS
Shareholders’® Funds All Assets
CAPITAL
Initial Capitat Investments
Additional Capital Prescribed Assets
Distributable Reserves Current Assets

Less Current Liabilities
"Policyholders' {nterests"
LIFE FUND
Egg:s 8alance on Revenue Account

ransfers to Shareholders' Funds

TOTAL NET LIABILITIES TOTAL NET ASSETS

Theoretically, the Life Fund is held in trust for the benefit of the
policyholders when policies become claims either through death,
disability, surrender or maturity. However, in practice it may not
always be exactly equal to the actual value of benefits due to
policyholders. It can be either grester or Jess than this amount.
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The company's valuater will, from time to time, place a value on the
actuarial Tiabilities of the 1ife office with raspect +he payment
of future policyholder benefits. If for any reason th “und is
less than the actuarial liabilities to its pol? .aetS, the
deficiency has to be held covered by sharehclders' funds.
conversely, if the valuator determines that there is an excess in the
value of the Life Fund over the actuarial liabilities, ihen & Life
Fund surplus arises which may or may not be transferred (in whole or
in part) to shareholders' funds. The amount of this surpius is
decided by the actuary after he has made a valuation, whereas any
transfer to shareholders' funds and any amount paid out as dividends
is decided by the directors. Dividends paid can consume all or part
of the surplus of total net assets over actuarial liabilities but
should not exceed it, and prudently should not exceed the surplus of
total net assets over the total of actuarial 1{abilities and paid up
shareholder capital,

The practice of South African proprietary offices in recent times,
particularty those listed on the Johannesburg Stock Exchange, has
ditferea though. Some have transferred all emerging Life Fund
surotus to 'Distributable Reserves' or 'Frovision for Dividends', or
some similar shareholders’ fund, and have thereafter transferred to
Shareholder Dividends al} or portion thereof. This has served the
dual purposes of allowing the analysts to establish earnings and
dividend yield raties, and more clearly to identifying the interests
in the company of the shareholders and policyholders respectively.
However, it s not strictly correct to see the Life Fund as
representing policyholders' interests only. It also contains
reserves which may conceivably be transferred to shareholiders in the
fullness of time as explained above.

{b} The Operation of a Life Office

The other fundamental difference between a life office and other
coemmercial enterprises is found in the method of cperation of a life
office, When an ordinary trading company has made a sale it
receives cash, perhaps with a little time delay, but fairly shertly
after the transaction is completed it is able to use this cash to

¥
o prer L _MMMEM



“5la

pay 1its expenses, reduce its overdrafts and contribute towards
profits, When a 1ife office has made a sale, a different position
arises. Instead of a contribution to profits, an immediate
deficiency (shortfall) is created and more of the shareholders'
capital has to be used to cover 1labilities to policyholders.
Additionally, there will often be a cash deficiercy (negative cash
flow) during the first year or two of the life of a particular
policy, and shareholders are unlikely actually to earn a realisable
profit on any individual transaction for many years into the
future. (See Section 2 (a) below; Such profit will be small at
first and will emerge slowly over the future life-time of the pelicy
which could be ten, twenty or even fifty yeara. 1t is this second
fundamental difference which makes 1ife oftices completely different
from almost all other types of enterprise and which has been the
cause of great difficulty for and misunderstanding by shareholders
unaccustomed to the 1life business. Usually such shareholders also
have interests in other trading companies and find it beyond
comprehension that their 1ife assurance company, perhaps publicly
recognised as a highly successful and growing operation, far from
being in a position to pay dividends, is demanding of more and more
shareholder capital.

This feature, which involves an immediate deficiency on the sale of a
pelicy, slow recovery of capital, and a long delay in profits, means
that any new or ceveloping life office is very capital hungry.
Since profits are so loig delayed, it is also extremely difficult to
gauge whether the 1iie office {5 trading successfully or slowly
working towards insolvency.

The Jsunching of a new life office has been likened to the launching
of a spacecraft. If it is given too much acceleration it will burn
up capital and reserves very quickly, over-shoot its flightpath and
then burn up spectacularly. Give it too little acceleration and the
expense drag will pull the office down to earth, burning a trail of
money in the process. There is a very narrow corrider through which
the managers and directors must steer the office and very careful aim
is  required. An error in direction 1in the early years

1
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could lead to the office automatically veering outside the limits
many years later.l

A developing 1life office must therefore ensure that it keeps its
Tevel of new business production wunder control in order that the
finance which the shareholders are prenared to provide is not
exhausted, and secondly, it must ensure an economical operation which
will provide the shareholders' expectations in the long run.

2. CRUCIAL VARIABLES

The progress of & life office will be affected by a wide range of
forces over both the short and long term., Many of these will be the
<ame as or similar te those affecting other commercial enterprisas,
However, there are those which will have quite differant and critical
effects. These are capital constraints, growth rates, profit
sources, premium formulations and inflation.

Throughout this chapter realistic arithmetical wmodels are used as
more generalised mathematical models would not serve to emphasise the
assentials considered important in the analysis.

{a} Capital Requirements: Mode) [

The first and most crucial of all life office variables is the extent
of the availability of shareholder capital. In order better to
illustrate the really significant differences between 1ife companies
and other commercial enterprises, it is useful to explore first the
reasons for the cash deficiencies or strains referred to in section 1
above and which are experienced by all life offices when a sale is
made,

The demands on sharenolders’' funds will 1last longer than those
experienced during the formative stage of any new company when
capital 1is needed for the creation of an administration system, the
establishment of a sales force, and while the office is building up
new business to a level where expenses will be fully supported by
generated premium flow.
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TABLE 4.1 MODEL Y: 'SAVINGS PLAN' SURPLUS PROJECTION .
1
1
ITEM YEAR | YEAR 2| YEAR 3 o
MONTH MONTHS | MONTHS MONTHS
1 21012 13 to 2 25 16 36 -
R R R R
Premium 20,00 20,00 20,00 20,00
Less
Commisnen 1036 19,00 5,50 0,50
Expenses 130,00 1,50 1,50 0,50
Moriality Tosts 2,20 5,20 0,40 0,40
Blus
Investmenz income 6,20 ) 1,40 2,80 N
4
Cash Flow ~120,00 8.50 19.00 21,40
Actuariai Reserves 16,50 10,50 10,20 20,40
i
Increase in =
Shortiall or )
Surplus fMenalvl L <136,50 «1,50 2,060 1,00
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Table 4.1 shows a simplified version of a 'savings policy' endowment
and its effect on the revenue account over the first three years of
its Tife, Assumed in this example is a monthly premium of R20;
commission of R0 per month for the first twelve months and fifty
cents per month thereafter; expenses of R130 in month one, R1,50 per
month for the next twenty-three onths; and fifty cents per month
thergafter; mortality costs of twenty cents per month for the firat
twelve months and forty cents per month every month thereafter;
investment income of twenty cents per month for the first twelve
months; R1,40 per month for the follewing twelve months and R2,80
per month every month thereafter, Cash flows can then be calculated
as in Table 4.1 which shows the pesiticn for the first three years
only as this is sufficient to iliustrate trends.

As 1is evident, in the first month a cash deficiency (strail{) of R120
and negative actuarial surplus or shortfall of R130 is experienced.
In the first month the life office has to pay out the heavy expenses
of acquiring the new business, including the {nitial commission paid
to the intermediary, who is frequently paid in aavance for a full
year, whilst it has received only 2 single monthly premium. The
life office wil) usuvally also acquire a liability to set up actuarial
reserves and this will increase the overall shortfall during the
first year to more tnan the amount of the net cash strain.

In the secony year tne example shows a positive cash flow of R19 &
month and therefore some recovery of Lle capital consumed in ilse
Tirst yuwar. Depending on the type of pelicy sold, a liability ta
increase the actuarial reserves will probably be incurred but
sometimes, particularly with ‘front-end-loaded' policies under which
all initial expentes are recovered against premium income in the
first year, a surplus may arise which may be adequate to cover the
shortfall which had been generated in the first year.

In * ind  subsequent years the example shows a small but
grown ace of profits. The cash flow is positive and the
butk ot . premium now has to be allocated to the reserves and
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invested sufficiently well so that the long term commitments to the
policyholder can be met. A small balance of the premium will be
left and then, subject to the office being able to control expenses,
and to the effects of the other factors discussed in Chapter III,
Section 2, a small surplus can be anticipated. This forecast
surplus would be expected to grow over the term of the policy and
Figure 4.1 shows the monthly cash strains and surpluses (shortfalls)
to which this 'savings policy' gives rise during the first few years
of its currency. Starting with a shortfall of R130 in month one,
this improves o 2 wonthly shortfall of R1,50 until month thirteen
when a monthly surplus of RO is shown for the following twelve
months,  Thereafter a monthly surplus of R1,00 improves over time.

It should be remembered that a 1ife office will not just write a
block of business in year one and then close down and ‘et the profit
emerge slowly over tha future years. A further block of business
will be written in every sudsequent year and this will impose
additional strains. In the case of a growing life office the
recovery of surplus from the biock of business written in year one
will not be sufficient to cover the total strain of the business
written in year iwo, and so further funds wil) be required from
sharehoiders 1in year two. Similarly, in year three a further strain
«i11 be recorded together with a further need for shareholders'
Tunds, and the time when profits actually emerge from the Life Fund
satinually being pusned further back.

Extarpolating from the example in Table 4.1, Figure 4.2 shows what
happr s to the accumulated strain of a Vife office which writes not
one, a: {in Table 4,1 above, but one thousand 'savings policies' at
the beginning of ycar one and increases 1ts new business by 10 per
cent per annum evary year thereafter. An amount of R138 000 is
required from shareholaers in year one and the total of this amount
increases each year until the surpluses emerging on all the blocks of
business written {n the past are adeguate in total to cover the
strain on the current year's new business. In the example used this
starts  appening in year twelve and grows rapldly thereafter. Only
the results of the exterpolatien undertaken in this example have been
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given here as the considerable amount of calcuTation which was

required to produce Figure 4.2 need not be repeated here for the i
illustration of the principle under discussion. §
(b) Srowth Rate X 4

When a life office is yrowing at a compound rate, the strain of each
successive year's new business will grow correspondingly. The
recoveries trom past years' business will finance a lower and lower
percentage of each year's new business, and the office will require
the comaitment of 1ncreasing amounts of shareholders' capital. "
Essentially the office will be trading profitably and indeed may well

be achieving increased profitability, since a larger than budgeted

volume of business will lead to a Tower expense cost per policy than

those assumed in the premium rate calculation.

Conversely, if naw business fails to grow at 2 rate egual or close to
the office’s predetermined taryets, demands on shareholders' capital
will be less in the edarly years, and wnilst the office may appear to
be doing well, in reality the situation could be serious since the
office could in fact be suffering losses as actual expenses could be
exceeaing  the expense allowance assumed in the policy premium
calcutation, These real losses could be masked for a considerable
period berause the demands on shareholders' funds are apparently less
than foresast, Exterpelating further from the example in Table 4.1,
Figure 4.3 .emonstrates tne Jlevels of capital demanded by three
separate cfrices, P, Q and R, each writing the 'savings policy' used
in the [ravious exampies,?

Assume  ¢7fice P achieves a new business level exactly on a
predetirrires target of one thousand policies in year 1 with 10 per
cent or o eraem growth  thereafter and it s able to maintain actual
expenses -xactly equal to those budgeted for.  Assume office Q grows
faster .0 forecast, writing one thousand five hundred policies in
year ong and achieving a 20 per cent per annum growth thereafter.
Actual eapenses per policy therefore become proyressively lower than
those budgeted for. Assume office R experiences slower growth than
forecast, writing only five hundred

¥
s - ol e e Au--m_.wm




57~

o o

104 e e .

-7 -

0 v

Surplus /Shartfalif Rand=)

1Y
LR
—-110

= I A e T T T T T

1y n 12 18 24 n b3 42 48 °

mentha in e




8

~58-

R_SURPLUS

13

FR

.

T




]
s i,

P

e,

-59-

policies 1in year 1 and achieving only 5 per cent per annum growth

thereafter. Actual  expenses per policy therefore become ﬂ
progressively higher than those budgeted fer. As above, in view of

the considerable amount of calculations required here, only the - 4
results of these have been yiven and are shown in Figure 4.3. é’%

The shareholders of iife office P can expect to be tinancing the Life
Fund for approximately twelve years up to an amount of R80G C00.
The demand for this capital is ralatively great in the early years,
declining thereafter until year twelve, whereafter capital fis

recovered  ralatively quickly byt o total recovery of all <

cannot be expecied unti} approximately year eighteen., Thersafter
profits will grow strongly.

In the case of office G, consideraply mere capital will be required
{R1 800 000} and financing will be for a longer period {thirteen
years). As the office is trading more profitably the recovery, when
it does occur, will be much more rapid and profits will accelerate
faster than in the case of office P,

Office Kk, altnough requiring less capital initially, is suffering
real  losses, Unless the performance of this office is improved,
shareholders will be financing it indefinitely.

Limited Capital: Host life offices have 3 given amouni of
shareholder capital available during any one peried. If this is
assumed to be RI 200 000 then, using the above examples, with the
resuits of the calculations shawn in Figure 4.3, it is clear that
office Q would run out of capital at around year eight. B8y
interpolating from the results of office P and office Q, the maximum
upper 1imit for new business production could roughly be calculated
as  being equivalent to one thousand two hundred policies in the first
vear and 34 per cent per annum growth thereafter. The results of
this calcwlation are shown in Figure 4.4, indicating that at 14 per
cent per annum hew business growth, sharehalders will be financing
the company for thirteen years.
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If on the other hand the office is to balance actual expenses with
those allowed for in the opremium, and thereby limit the drain on
shareholders’ funds, the office will need to write a minimum of
approximately eight hundrad policies 1in the first year with 7 per
cent per annum growth thereafter.

Although these examples are fairly elementary in nature, they do
illustrate the importance which directors and managers of 2 Tife
oftice must place on keeping the office within the 'corridor for
development' found between these two limits. Obviously, it is
preferable for wanagers to try to steer towards the maxi
production Yimit rather than the minimum, providing the quality of
the business does not deteriorate. In this case the office is
trading profitably and profit expectation is being reached or
improved upon for each policy. As the company is trading profitably
it would pe wuch easier to attract additional capital or obtain
assistance from a reassurance company. It is not appropriate to

deal with the matte inancial assistance from reassurers here as
this is done in tha 5 chapter. It would suffice to say that
the use of reassura rinance could be useful to cover an interim

period of years while the capital of the life office is being
erpanded, or to 7tive tie 1ife office time during which to readjust
marketing strategy.

3] Surplus and Profit Sources
When the Life Fund exceeds the value of policyholder Jiabilities, the

surplus generated may have arisen from several different sources:

(1) ‘Underwriting' or ‘mortality' profits are said to have been
made when actual death and dissbility claims experienced are lower
than those anticipated in the premium calculation basis. Mortality
profits normally emerge steadily without wide fluctuation, provided
the 1ife office has taken care to reassure the sum at risk of each
policy in excess of a certain pre-established Tevel.

This is referred to as the company's 'retention’, and in this way
companies can ensure that they are not exposed to losses from a few

o
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If on the other hand the office is to balance actual expenses with
those allowed for in the premium, and thereby limit the drain on
shareholders’ funds, the office will need to write 2 minimum of
approximately eight hundred policies in the first year with 7 per
cent per annum growth thereafter.

Although these examples are fairly elementary in nature, they do
11lustrate the importance which directors and managers of a life
office must place on keeping the office within the 'corridor for
development' found between these two limits. Obviously, it is
preferable for managers to try to steer towards the maximum
production 1imit rather than the minimum, providing the quality of
the business does not deteriorate. In this case the office is
trading srofitably and profit expectation is being reached or
improved upon for each policy. As the company is trading profitably
it would be much easier to attract additional capital or obtain
assistance from & reassurance company. It is not appropriate to
deal with the matter of financial assistence from reassurers here as
this is done in the following chapter. It would suffice to say that
the use of reassurance finance could be useful to cover an interim
period of years while the capital of tha life office is being
expanded, or to give the life office time during which to readjust
marketing strategy.

(c) Surplus_and Profit Sources
When the Life Fund exceeds the value of policyholder 1iabilities, the
surplus generated may have arisen from several different sources:

(i) ‘'Underwriting' or ‘'mortality' profits are said to have been
made when actual death and disability claims experienced are lower
than those anticipated in the premium caleulation basis. Mortality
profits normally emergn « 2adily without wide fluctuation, provided
the 1life office has tak n care to reassure the sum at risk of each
policy in excess of a certain pre-estabiished level.

This is referred to as the company's 'retentfon', and in this way
companfes can ensure that they are not exposed to losses from a few
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abnormally large claims. (See Chapter V for a discussion of the
role of reassurance 1in the profitability of a life office.) Newly '
established and small 1ife offices will usually only hold a low

retention in arder te stabilise the emergence of profits and to . 1
protect their solvency. The payment of i2assurance premiums will E ]
naturaily reduce the profitability of the ofvice, but a significant

portion of this extra expenditure can be recovered by tne life office

through the medium of commission paid to it by the reassurer, and

through an arrangement which allows the 1ife office to participete in

any profits experienced by the reassurer. (A study of reassurance

treaty arrangements is a necessary prerequisite for the chier

executive wishing to maximise the profitability of his life office -

See Chapter V.)

(i) In the calculation of premium rates, an allowance is made for

the heavy initial evpenses expected, and a major factor determining
whether & surplus arises for the life office in this area is whether k“
the offfce can keep within these limits, In the long term, the

office would budget for & small surplus to arise regularly by

charging in the premiums for more than the anticipated expenses. In |
an inflationary period hewever, this margin is difficult to reaiise,

and in practice actual costs may exceed the margins provided. The

effect of inflation on profitability is examined in Section 2 (e) of .
this Chapter. :

{i11} As is evident from Table 4.1, a life office is 1iable to Jarge

losses 1f a significantly large number of policies lapse in the early e
years before the initial expenses and commissions have besn

recovered . It 1is therefore essential that a life office should

monitor its premjum 'persistency', particularly in the c2rly years in

order to ensure that it s not losing only ch2 potential for tha

emergence of future profits, but also the money consumed in the

acquisition of the new husiness wnen it was first written.

(tv) A major source of profit or surplus for a life oftice is the
earnings obtained diractly or indirectly from investments. in
traditional policies, 1like whole 1ife and endowment assurances, the

‘ %
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office, when fixing its policy terms and conditions, gives a Tong
term interest rate yuarantee to the policyholder. The office will
record a profit or @& loss if ft can achieve, over the life time of
the policy, an investment earning above or below the guaranteed
rate. Surpluses from investments relate to the size of assets and
reserves end hence the bulk of the surpiuses are earned towards ihe
end of the policy contract when reserves have been built up.

{v} In the case of ‘linked' business (See Chapter I1I for a
description of ’linked’ business) policyholders benefit directly from
the investment performance of the life office whick normally receives
a 'maragement fee' related to the size and growth of the fund. The
management fes is often the principal source of surplus in these
contracts, ang therefere better investment performance means directily

better office profits,

{d} Premium Formulations and Profit Projections: Hodel 11

The traditional method of fixing premium rates is te calculate the
discounted value of the tota) outge (i.e. benefits, commissions and
expenses} of the policy, including an allowance for mortality (i.e.
expected death and disability c¢laims - See Chapter III above) and
interest, and assuming that {t is not lapsed or surrendered, this
value 1is then divided by the giscounted value to the office of a
premium of one rand per annum over the term of the policy. A
specific margin for profit can be built into the caleulation but
generally the allowance for a profit margin is made by using
assumptions that are more consersative than those the office
anticipates for the future.3

Though this method of premfum calculation may be suitable for an
established office with no financing strain problems, it is quite
unsuitable for a developing life office as there is no measure of the
expected profit on a contract in absolute terms such as return on
shareholder capital. In additien there is no indication of the
amount of financing strain incurred when a policy is written, and
there s no measure of the loss or extra profit that could apise if
the actual experience differs from thal anticipated by the office.
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An adequate premium would be that which, allowing for expected
lapses, commissions, claims, expenses, frequency of premium, and all
other variables discussed in this Chapter, is likely to leave the
1ife office with an adequate return on shareholder capi'ta]. Though
there are many methods of calculating the adequacy of a premium, the
return on shareholder capital szems today to be one of the more
important factors (See Chapter XI below). Anocther important
consideration in fixing policy premiums and conditions is whether an
adequate amount of profit 1is likely to be obtained on each sale.
For example, the return on cepital of a certain type of term
assurance may be high but the amount of profit per sale may be so low
that it s not worth tying up a salesman's time, makirng a marketing
effort, or settisg up an administration system for such & poor return
on effer In such @ case 1t would be better to direct efforts
towards . croduct which has a Jower return on capital but & larger
sotentia) protit per saie.

Caleculating the amount of profit per policy can be abtained from a
projection of the type snown ir Table 4.2 using the following
assumptions., The pelicy type 15 a "savings plan" endowment with a
term of twenty years; the average premium is assumed at RS50,00 per
mont™  er policy; commission has been cilculated at 50 per cent of
annual premium in the first year and 2,5 per cent renewal each year
theraafter; expenses are at 50 per cent of annual premium in the
first year and 7,5 per cent every year thersafter; claims and
surrenders nave been &1lowed tor at appropriately realistic rates and
investment income has been calculated on net premium income during
the period it 15 assumed to have Dbeen held; mortality has been
calculated on the SA Bb-b2 Select table and lapses have been assumed
at 25 per cent in the first year, 10 per cent in the second year and
4 per cent every year thereafter; liabilities are calculated as
typical for the policy type and it is assumed that 1 200 policies are
sold at the beyinning of the first year with a total initial annual
premium of R720 000.

The results of these sssumpticns are set out in Table 4.2. It will
be observed that at the end ¢f year one premiums in force have been

A
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assumed to total R58% 272. At 50 per cent commission this means
that a total of R294 636 would have been expended in commissions and,
bases on 60 per cent of the full dinitial premium of R720 000,
expenses are calculated at R432 000. Using the SA 56-62 Salect
Mortality Table, claims are assumed 8t R7 236, and no surrender @
values are assumed available in the first year. Investment income
of R8 383 is assumed to have been earned on net premiums in hand.
The 'Life Fund' s therefore equal to the net result of premiums
received plus investment income less commissions, expenses and claims
paid. In year one this amounts to minus R136 212. 7o this amount
myst be added the actuarial liability reserve created in the year of
R222 186, creating a total shortfall at the cnd of year one of minus
R388 398. The cumulative shortfali to date will therefore be the
same amount.

At the end of year two, it will be noted that a surplus of #i31 250
has been generated fur the year and this, added to the previous years
accumulated  shortfall, reduces the accumulated shortfall to minus
R227 148, At the end of yeap three, due to increased claims,
surrenders ang liabilities, the shortfall bas been increased by
R4 487 but every year thereafter the shortfall is reduced until it
pecomes a surplus of R4S §16 at the end of year eight. Every year
thereafter the accumulated surplus improves until at the end of year
twenty after all policies have been matured, a surplus of R755 873
has been accumulated by the life office. This represents an
investment return of 15,4 per cent per annum on the capital invested
in the early part of the 1ife of this plan.

The assumptions in the projection can be subsequently varied in order
to show the effect on the office if the assumptions in the premium
calculation do not materfalise. In this way the maximum and minimum
likely retirns that the office can anticip..e may be determined.

(e) Inflation: Profitability and Policy Construction
Inflation has a highly degenarative effect on a life office. In
cr ntries where high inflation is prevalent, people are disinclined
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to effect long term savings plans and the only plans which tend to be
sold are term assurances, often with a provision to increase both sum
ascured and premium automatically in line with inflation each year.
This effect of inflation on policyholder attitudes can considerably
shrink the market for savings type plans and therefore a decline in
average premiums and gross premium receipts is otten inevitable.

Inflation can also have the effect of making once profitable business
highly unprofitable. An example of this may be found in the old
Industrial Life policies sold by companies 1ike the African Life
Assurance Company in the early nineteen hundrads, during both worid
wars and the late nineteen forties, when inflation was not at the
levels experienced during the nineteen fifties and later, A policy,
the premium for which was two 5+i11ings per week in 1949, and which
provided for the manual collection of premiums by a salaried member
of the life office each week, will today prove to be highly

unprofitable. The meTe cost of premium collection, let alone other
office administrative expenses. would far exreed the premiums
collected. In such a casae, it is often wisest for the 1ife office

tn  offer tne policy owner & genercus surrender value and to
thereafter terminate the policy,

Unless a life office can face the marketing challenge posed by
inflation, Tlosses can be sustained on a1l existing policies in due
course. To prevent this an office would have to become increasingly
more efficient so as to maintain the cost per policy at a constant
value, Alternatively, it must receive accelerated {investment
earnings and other management charges that can compensate for the
effects of inflation.

The inflation-linked plans which have been prometed by the 1ife
offices 1n recent years can be seen as another attempt to overcome
the challenge of finflation, The automatic annual increases in
premium and sum assured not only have the effect of protecting the
palicy owner against the ravages of inflation on his life assurance
provisions, but also have the effect of maintaining the 1ife offices’
real average premium size and management charges.
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Another possible effect of inflation is that monetary growth can be
faster than budgeted expansion and therefore increase financing
stratns. This will further aggravate the problems discussed in
Sections 2 {a) to 2 {d) above. Inflation demands that the office
must  expand in order to keep its expense ratios under control. This
growth creates greater demande For capital and this expansion leads
to a further delay in the emergence of prufits. This fact makes it
less attractive for shareholders to put up more capital and the
oftice is put in the unenvishle position of having to keep on
e<panding in order to contain expunse ratios, and at the same time

to peisvade shareholders of tne attractiveness of providing
capital and further geferring profits. This is often an
impossible task.

3. ASSESSING TrE DEVELOPMENT UF LIFE OFFICES

Probably the mest important single piece of information on the
progress of any Life Gffice is the valuator's (actuery's} valuation

report, This report will show the size of the present value of the
i1abilities which have been assumed by the Life Office in the course
of  writing  and  maintaining 7ts  assurance policies. After

wnsicering the actuarial probabilities of having to pay death,
dtsab1lity and maturity <¢laims in the future, the valuator makes »n
assessment  of the present alue of such future berefits and, after
deducting the present value of future premiums net of expenses and an
11lowance for future bonuses, these are then referred to as the
‘actuarial liabilities' of the Life Office,

The present value of these 1iabilities {13 compared with the current
value of the total net assets of the orfice and comment can then be
pasced on the solvency of the office. If the total value of all
assets exceeds total actuarfal and current Jiabilities, then the
office can be said to have a ‘surplus’ from which transfers may be
wdade to shareholders in the case of proprietary offices, or which may
be used for other purposes, often further reserves, by mutual
offices. For mutual offices, which have no shareholders from whom
to call for additional capital 1n time of need, these additional
reserves are of particular importance.

1
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In analysing his valuation report, the company valuator will wish to
have regard not only to the solvency of the 1ife office at the
valuation date, but also to current investments and matching
requirements, the nature of the policies sold, their guarantees,
their expense Tevels and their mortality experience. He would also
wish to prepare an analysis of the causes of surplus or shortfall
that have arisen in order to evaluvate whether performance has been
better or worse than that previcus)y predictea and anticipated in the
premium rates and 1iability valuation bases.
If a Life Office ic sxpericncing & reducing surplus o <all
more shareholders' funds it 1{s important for shareholders to know
whether this is because of new business strain, poor trading resuits
or unfavourable investment experience.

In addition, sharehoiders would want to know of changes in the
valuation basis arising from the valuator's changing assumptions
arising from such things as changing mortality experience and
interest expectatiens, etc., and the provision for any additional
contingencies.

{a} Day to Day Evaluation

The performance of an office can be analysed fin great depth it
fraquent 1intervals. However, the danger o7 this approach is that
too many statistics may be produced and underlying trends may not be
distinguished. Conversely, to await the fipal year-end or triennium
results would be equally unsatisfactory because of the long delay
before identification of deteriorating results and the taking of
corrective action. It is therefore important to generate statistics
regularly {usually wonthly) which monitor those main influences on
the results of the office which were discussed above.

There are several measurements which a Life Office may wish to
implement for the regular monitoring of its emerging results but
these will undoubt.dly cover the following main areas:
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{1} Production of Mew Business. This can be measured daily in
terms of both submitted and accepted new business and by individual
intermediary, branch, region and the company as a whole. (Analysing
by individual and by geographic location can be an extremely useful

day to day management tool.)

Another important wmeasurement to be applied to new business is an
analysis of what percentage of the new business is coming from
brokers, from company agents and directly from the public. In order
to {llustrate this point, Table 4.3 shows an exampie of how broker
support may he analysed. Within the hrakar etatistice, an
of which brokers are supporting the company, an estimate of the
percentage of their total business which is coming to the offire and

Tu

whether these brokers are independent or members of institutional
brokerages, will be of great significance to the sales and marketing
arms of the office. Toe much dependence on support from any
particular cource 1is not considered healthy for any tife office, and
offices will draw their own conclusions regarding the appropriate
mapagement steps to be taken in each cise. Table 4.3 illustrates a
hypothetical example of the nature of analysis required under this
heading by the broker division of a 1ife office. It will be
observed that in this example, the office concerned has written
R500 000 in first year annualised new business premium during the
manth. This has been provided as to 45 per cent by broking
institutions A, B, C, D and £E. Thirty per cent was received from
broking houses F, G, B and I, and a cotal of 25 oer cent was received
from independent brokers J, K and L ang others.  Some offices may be
satisfied with this mix of support, whilst others may wish to be more
wid2ly represented by small independent brokers country-wide.

(i1) Quality of MNew Business. Concurrently with measuring the
volume of new business written, 1ife offices are obliged frequently
to measure the quality of such new business, not only in terms of
mortality  experience but also in terms of premium persistency
experience. Early lapses invariably lead to Tosses and it is
therefore important that offices only accept new business which has
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BROKER SUPPORT ANALYSIS

Broking Houses:

wxom

Independents;

=

{Support ABOVE 5%

Indenendenta: {(Support UNDER 5%)

OTHER

TOTALS

ANNUALISED NEW BUSINESS
PREMIWM  (APT)
API HPT
CURRENT NUMBER YEAR TO
HONTH OF CASES DATE % SUPPORT
f 80 oog 30 R 600 000 10
58 000 2 600 a00 10
96 000 46 90Q 000 15
36 000 21 420 000 7
20 000 u 180 000 3
45%
R 50 000 21 R 480 00G 8
34 800 20 420 000 7
78 oo ag 720 000 12
15 Qoo 0 180 000 3
308
R 18 00G 10 R 540 GO0 9
12 008 7 360 000 s
8 000 5 300 00G 5
1%
& 14 000 1] /300 000 s
5%
R500 000 259 6 00D 000 1003
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a high expectation of premium persistency. Trare are several
measures  which may indicate the persistency expectation of a
particular policy and it 1is fimportant that these measurements are
apnlied at the very initial new business levels within the 1ife
office. Intermediaries, their consultants and managers should apply
strict controls on the quality of business which they are prepared to
accept. Indications of this quality lie in very many areas but
include such things as the age of the life to be assured, his
occupation, marital status, size of premium on the policy applied for
and the method by which he {ntends Yo wake his premium payments,
For example general industry experience is that monthly cash over the
counter cases have an extremely poor persistency expectation whilst
debit orders electronically processed on current accounts and credit
cards have the best.

The ultimate measurement of the quality of new business written is of
course the actual premium persistency experienced. In order to
reasure FIRST YEAR premium persistency experience on any ane policy,
one must wait to see whether the second annual premium or the
thirteenth wmontnly premium will be received. {If not received, the
policy becores a first year lapse.) In order to measure the AVERAGE
first year premium persistency of an entire financial year's new
business therefore, one has to wait until the thirteenth premium on
the last policy sold in that year has been paid, i.e. at least
twenty-five months after the commencement of the financial year.
This 1is an unacceptably long period of time between the measurement
of results and the taking of any necessary corrective action. Many
offices have therefore developed their own formulae for the
projection of expected first year premium persistency experience,
based on actual experience in the early months of the life of
policies currently in force. Whatever measurements offices choose
to apply to the quality of the new business that is written, it is
important that these measurements are applied consistently and at the
earliest stages of the new business process, The emerging TREND
will then quickly indicate current new business quality. Table 4.4
illustrates the essential information necessary to identify such
trends on a monthly basis. It shows the percentage
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TABLE 4.4  PROJECTED AND FULLY EXPOSED FIRST YEAR PREMIUM PERSISTENCY
A5 AT JULY 31, 196 1
L
PROSECTED:
HONTH OVERALL COHPANY BROKER OIYISION FIELD DIVISION
4786 86,8 86,1 83,2
3/86 62,7 88,3 60,1
2/86 81,5 2,1 79,8
1/86 82,9 84,8 8,3
12785 85,3 86,3 43,7
12/84 79,9 80,4 78,4
_.“'TUAL FULLY EXPOSED:
12/83 76,3 78,2 ™,
12782 61,3 63,4 60,3
1
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of new business premium projected to remain in force after it was
written {n 1984, 1985 and 1986, The 1982 and 1983 figures represent
the actual (fully exposed) average persistency of first year premium
written in those years.

When reviewing the quality of new business written, reference to
mmb’dity and mortality experience is also necessary. Hence these
factors also need regular measurement as they will not only indicate
the underwriting standards being applied, but will show how adequate
are the provisions which have been made for these factors in the
premium rates.

{i11) Management and Staffing. A monthly measurement of the number
of ,szople employed in both administrative and sales capacities
throughout the organisation and its branch network is an important
indicator of the long term success potential. Lack of depth in
management, unfilled vacancies or declining sales force numbers are
warning lights which are ignored at the peril of a developing life
office. indeed, even for established life offices, these are
impertant indicators. Again, analysis by branch, region, and
company will assist management in deciding on what steps should be
taken and where.

{iv) Quality of Hacagement and Staffing. There are several

measurements which may be employed to measure the quality of the
human resources employea by a life office and as the company grows
larger, these measurements should become less subjective and much
more objective in nature.

I'he office may for example obtain an indication of the quality of a
oranch manager by measuring the onumber of men in his employ, the
length of their employment with the office, their personal production
and persistency levels and, most important of all, the state of their
commission accounts. A monthly measurement of the amount of money
spent by each branch and regional manager by way of commission
advances during the development of new salesmen 1s essential to a
sound management of the branch network. A comparison must be made
between the amount of commission due and the
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amount of financial support given in each case. Unsuccessful
management of the development financing of the broker and agency
divisions of the office can Tead to serious financial embarrassment
within a very short period indeed.

The development of the necessary management expertise is therefore a
further 1important day to caay indicater for management to watch and
the heads of the relevant divisfons should have as one of their
menthly priorities the monitoring of the formal and on the job
training received by the staff under their control. In additiocn,
accountability systems must be developed for the penalisation of
unsuccessful development financing and the reward of its success,
preferably on a monthly basis,

(v) Expense Control. It s important tnat all divisions and
braaches of the life offica have 3 clear understanding of the expense
budget to which they are expected to adhere and that these are
monitored frequently, preferably every month. When the expense
budget {s agrees at the beginning of each financial year, a
comparison of the proposed expenses to the expected contribution of
the various divisions and branches must obviously be made. It has
been found that within the branch netwark, a good guide te branch
profitability 1is a comparison of expenses to new business annualised
commission income net of first year lapses, surrenders and claims.
Likewise, 1n the administrative divisions of the company, expense
ratios may be linked to such things as number of cases processed,
entries made or transactions recorded. Other measures of
administrative and management productivity have been developed and
used with some success, but the overriding consideration is that
these measurements should be applied regularly and consistently so
that trends can be identified, and that all members of staff should
be aware of tha significance of each item measured,

{vi) Administrative Efficiency. 0ffices need to develop measures
to 1indicate progress in administrative efficiency. These will vary
from office to office and from one administrative department te
another. However, each department should have standardised targets
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in these areas which are measurable. Administrative efficiency is
one of the more difffcult areas to measure but many offices have
suceessfully implemented such measures, however f{mperfect, to the

I
everlasting benefit of the organisation. The meeting of deadlines
for the installation of new computer programmes is, for example, one #
means of measurement. Measurements of the number and daily

distribution of policies processed in the new business, policy

alterations and claims departments is another measure. The number

of entries made or transactions dealt with in the billing,

commissions and accounting departments can alse be used. A1} of

these measurements can be related to the staffing, floor space and -
overheads of each department and the company norms should be made

known to all within each departmens.

(vii) Monitoring of Investment Activity. Projectfons of cash flows v
fac  investment purposes should be made at the beginning of each year

and these compared with the actual flows experienced. Office policy

with regard to the menner in which the monies are dealt with, the

speed with which they are dealt with and the avenues in which they

are invested must oe establisned and means for monitoring actual

resuits in each of these areas should be developed. Investment

performance 1s a major determinant of office profitability. (See

Section 2 (c) above}.

A regular {preferably monthly} report on what {nvestments were
traded, what profits and losses where realised and what results have
d2en attained should be produced for serutiny by the actuary,
investment manager and others within the organisation whe are
concarnad with investment resuits. Actual individual portfalio
performances compared with previous years, projections and recognised
sarket indices should be produced for each of the major investment
avenues as  discussed in Chapter VIII, and criteria for new
investments set in the Jight of chanying economic, political and
investmen* circumstances as experienced from time to time. These
measurements and reperts should be so desiygned as to make 1t possible
for management to make competent decisions 1in regard to company i
policy and the fundamental principies as discussed in Chapters VIII,
IX and X.
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{vii$) Financial Results. The balance sheet and revenue account,
an esample of which is shown in Table 4.7, are among the most
important measurements of company results which may be taken at
regular intervals during the financial year. Table 4.7 is more
fully discussed in the ‘Explanatory Notes' at the end of this
Chapter. The Table summarises the net results achieved in each and
every ar a within the 1ife office and show progress against the
budgeted and the previous year's experience, However, when read in
isolation of the seven above mentioned reports, this report may be
quite misleading. Like all commercial trading company revenue and
balance sheets, a thousand sins may be hidden from sight and thus the
impertance of the further i{llumination provided by the reports
emanating from areas {i) - {vii) above.

{ix} Analysis_of Product Profitability. In order to analyse
whether ones products are generating the amount of profit initially
envisaged in the time expected {See Section 2 above), one should
analyse trends and the period it has taken for new products to break
evern ., Jswally, an actuary will be reguired for this purpose and
will check the size of the initial investment for each product to
determine 1f one is actually spending less or more money for each
policy than expected and compare the profitability of one's own
product lines with industry norms where ppssible. In addition, an
analysis of tne quality of one's earaings will establish not only how
such profit (or loss) each preduct s generating but also where it is
coming from. In each product one should determine the relative
sensitivity of profits to persistency, surrender and paid-up values,
actual expenses, interest rates and mortality experience. This,
taken together with an analysis of the mix of products sold, will
give every office an indication of the source of its profits and
losses.

The above nine categories of measurement cover the main areas which
will have the most impact on the final results emerging from any life
office, but they are not exhaustive and each life office will have
its own measurements both within and without these categories. (See
Chapter XI).

!
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{b)  Strategic Planning and Management Policy
The long term nature of the Life Industry tends to cause the

assumption to be made that cvery life office will be open for new
business indefinitely and pernaps, that every 1ife office shouid
write as much new business as pussible. )

Although the prizary responsipility of the directors and managers of
a life office is =0 ensure that obligations to both policyholders and
sharehc'ders are "ot in full, this does not necessarily mean that the
life co-7ice mui pe sopt open imefinitely or that there is an
obligat on to wotte w.er increasing levels of new business.  After
having croveed  for b satisfaction of policyholder expectations,
shareholiers new. farly to review their position and to establish
which urie of would best serve their interests. Various
courses  :oun l be ‘oligwd.  For example, tne life office in be kept

open, & .usiness Lan ue financed and enhanced profits can be
recetv. . 3Ua gate s troe distant futura.  Alternatively, the life

office i~ be ~upt o out with rest-icted tovels of new business
weing Tten S oospat vaw bwciness  strain is imited and smaller
profis wegg Ay o ~lier date. Yet ggain, the office cab be
close: * cuw oaninani. <Isteny business administered at relatively
Tow ¥8t tur r sced  curpiuses taken in the shortest
pe3s .ty te

The 20 - v oumien eour.n to vallow i5 dimportant as it will serve to
give 3 %y swnogement  in the development and execution of
el is. There gre, hereve s, inherent dangers awaiting the

ERLUSPRLLIT . 1 the duest ta ono 2 the correct course.

oadeptin o lony term vic., the danger is  that althouyh new
Lusinest  orouth and protits cw oe projected to emerge in the iuture,
whe  immentste  reguirement tor -inencing is great.  Each yoear sees a
greater demand  for capital und, whilst new business growth appears
good, the date on which arotits beyin to emerga 15 put further and
further out  inte the future. The short term view may be just as
dangerous in that the temporary concerns for additional capital and
‘the lack of imnediate omergence of profits may

. %
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be over-emphasised and lead to decisions being made that disregard
the benefits of a healthy Tong term fulure.

Clearly, if the office is able to produce and abide by a plan which
will satisfy prevailing shareholder expectations in the longer term,
shareholders will best be served by keepiny the office open. It is
untikely that a Jife office will be unable to devise a plan which
will improve profit expectations but, in such event, consideration
should be given to the possibility of closirg the office and to
running  of f existing business. The plan reguired 3 commonly known
as a 'Surplus Projection Plan',

{c} Surplus Projection Plan: Hodel ULl

Most medern commercial enterprises tend to develop three to five year
business plans, These do not appear, however, to be as important as
the one year ‘“budgets" demanded by most boards of directors,
Ingeed, many ordinary commercial undertakings seem able to operate
very successfully without Jlonger term projection plans, Life
offices are very different in this regard due to the long-term nature
of their business. As explained in Section 2 above, it {s aimost
impossible for 1ife offices to decide on management policy without
having made a careful assessment of the long-term implications of
these decisions., For this reason a surplus projection plan based on
the actual results of the recent past and on numerous assumptions
about the future, 1is & most essential fngredient to the successfu

management of any life office. In order to demonstrate the nature
of & surplus projection plan, a particular example was developed for
the specific purpese of this work and was extensively tested in a
real life office over several yeirs.

Tables 4.5, 4.6 and 4.7 follow consequentially upon each other and
represent Hodel 111. They show how & 1ife office may develop a
corporate  surplus  projection plan to accoust for the future
expectations of policyholders and shareholders alike. The programs
and configurations shown were developed on an I1BM BL2kb personal
computer and research has not revealed any similar work published in

Y
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South Africa to date. The assumptions made and a more complete
analysis of the examples shown appear in the Explanatory Netes at
Appendix 1 to this Chapter. Because of the complex and detsiled
neture of a surplus projection plan, and as it is only the essential
purpose of this plan which need be highlighted at this point, only A
cursory reference is made to it here. The serious student of life
assurance should, however, make a careful study of the appendix as
the surplus projection plan constitutes an important element in the
management of a life office. Indeed, its preparation, testing and
refinement absorbed a considerable portion of the time taken on this

Table 4.5 shows one year's analysis of expected trading and 2
investment results by company new business division. The general

~anagement of eacn company division will, with the assistance of

tneir staff, develop such an dnalysis for submission to the chief

executive, He will then combine the divisional totals inte company

total  ang ge en to develop a surplus projection report similar to

“ngt shown in the example of Table 4.6. In such a projection he

snould  ddeally show several years of actual results in order to

waligate the reasonableness of his projections over the next five to

ten  years, Naturally, his oprojections wiil be subject to an )
‘expanoing  funnel  of doubt' the further into the future his

projection attempts to go. However, with experience, and provided

nanagement is able to adhere to targets set each year, a fairly high

level ~f .onfidence can be obteined form such projettions for at

feast the ensuing year or two. Having established the details

required for the generation of the surplus projection report as shown v
in  Table 4.6, the balance sheet and revenue account for any

particular year can be generated and shown as in the example of Table

4.7. This last report then becomes the primary reperting tool for

consfderation at Board meetings during the nourse of a financial year

as it contains the summation of all that has gone before in each area

and division of the company.

These three reports, taken in conjunction with each other, ultimately
provide & basic means for measuring whether a life office

A
‘“A sl s W cud . B

i - . - .



-82-

(snuog sA01423,

@ @n on 0w e (T I ] WD @8N e '8 200 67 (TRALIDHS)SINAING KYEHINI T34
w w w00 B SESNU0g (04 194
3l w0 e 0w w0 wn eee @ pung 9o
o W wre o £ sy s Sl ey Je3, g0y sn[dang
shEet S BIEE ' wo ey w0 W a0y SEUIGT felsenoy
el SIEE @ee &0 wr 8l Wy B S pu3 JEaA JE pung 413
3 e ws o ogn S0 e €200 wn e @ astanduf pung ag1}
ARG we w0 w & Wl we ws o me wn LA S T 4 03 100 w01
& wl we W w0 NI | [ -syee
S WL s we a0 ok @ weowl © DR sssuadiy
W B R we srr e Wy SE 5g we e ]
AT N w2 oW e e S e o Shuadeg® (O (o 12301
[ AU B 0 sge 0n v owe 543pusing
[ I T 20 ke W9 w0 o satnuy
W owr o e XL I ] w9 san
we oWy ot wyowr o Wl w1t 'l we seeL) giesg
W08 % 9SS LAY 4] wroowr s e Be W oI wE e SN WDL
0'e
we @0 o1jengzeay laadasg
e 0wl owED da 3314 411063 Dayuly
oo 01 sure ¢ pasyyeny
sy wrowr W e og 187 sk A0 msang
[ LWy e o 0w 82 s w87l D] sy 1
' W sy we R s W Wi (sseay o tatysegn
¥4 Wy 60 [T T I 05N 8EL (ssugysng eyt u
odgz/e 1ag/be  Beg. B35/18 105,40 €03, 5q AL REC AR ] LR RECE R TR [ B RER T R 9

SISKTAR 130070 3SHAET 01 JOILO0YS $BaT 7 SB61

SISATVRV “TVNGISTAIG *

3403 JE38dtue 13

1 THUOW

[ g LAY




«83-
,ﬁ ;
TABLE 4.6 MODEL IYI: SURPLUS PROJECTION
ABC PROPRIETARY LIFE
k.
Acteal Acteal Acloal Actaal P Fi 1 LA P Ly (N 1§ P A Peasred, Progects A‘
T 981782 J9R2/83 (9R1/04 [9B4/03 1TEV/ES 19RA787 (907/06 1960/07 1369/30 (96/R1 9R1/97 1992/97 199154 199498 9IN/T b
I;“——EUS“KSS (Bross) 242 NOM M08 12,9% TN 06319 40,299 44,550 09,647 131,293 13,044 220087 WAL 02,578 541,882 -
HEd BUS. (et of Reass,) L4819 50,300 20,284 2.5 1,38 3,0 49K 67.08Y 0,970 122,909 145,792 23,820 02,157 4022 .
BET PRER, INCOME 10,202 19,452 (4,430 19,012 30,980 44,825 .47 07,49 119,008 141,510 206,677 296,202 40D, E04  MI,8ke TR .
PRASIONS PUEX. INCONE LRRERC AN B R L ) P73 RIB1 G098 2479 13280 1,48 607 12,485 19,450 °
noEsTRA e LH3 MG LW LD D40 WS IS NSG SN WA P WM M KME 1238
TARTTAL GAIHS sAralzses) AR 5,48 13 L 02,000 2,240 1,509 LED 3,47 3,528 1M 44 4,952 5,546
EQUITY URITE-P L4 3,748 €,3800 4,548 o330 LM 2,426 2,467 2,9 3,20 3,50 1897 4 47
SKERY (Revalon, Eley) ¢ 2 uy M %
TATAL NN HOB 42,4 1T ABAN I8N D07 97,038 IS, PI 164,354 110,517 203,864 375,300 498,120 483,032 GeL.BN0 L:’
g OEATH LAINS 1830 2320 376 &30 20N 1000 13,400 M2 2,06 A6 45,077 60988 82,73 HILISE 150,054 N
c ] XM LI LA W SIS 406 RS LID BSH DS MM BN Q4R g '
HTIES m a 460 B8R R0 LA 143 DR A5 4000 8400 10,9% 1478 0PN 26,908
SURRENDERS i 8 ®) %60 L0 LB 2838 23 1248 37 439 5w S5 5,588
TOTAL PAHRLTER PASMBATS 1 38T 570 300 14600 18,78 IS R47 A3H BT 72,603 103,555 (B0 1B4.8M 247,134
LOHISSIN F 2840 1305 UAD MM 3643 22,18 19,947 @430 54502 13688 9,GE 13,02 MM BTE "
- EPRizEs DEH 3T SE9F 7,84 9,000 10,800 (2,040 15,552 18482 22,098 26T DLW W4TE 443 0N
TRATIH s ur W OLIN 23U LN AR LMY L) G487 ST 2482 RS 00 1530 N 1
TOTAL QUF GO 7065 1073 12,704 3,504 40,208 48,024 42,018 91,005 104,422 139,420 193,781 242,400 320,415 424,267 S4n119

LIFE O (HOPEASE

5 A, LG I RIS B2 WP M SR IS ISR 12,0 2,00 RS 32,7
TATAL LIFE FIO 45,013 74,260 02,012 106,389 124,725 192,709 183,708 233,041 91,274 267,120 467,204 400,124 777,880 1 Q4,5 1,130,208 [
HET ACT, LIDILITIES B3 M3 85,001 103,929 128,018 152,749 195,179 225,802 776,778 33,640 W24,577 1,354 00,818 950.27 1,095,549

SURPLIS Qi LIFE FiHy

LI A W USH LIR LN LS 1469 Bl 25T @AM 0005 1280 ML

#/K0LDER BawsES LHE LMD L6 LS 1 L8 LA LS L 2065 A38 98 13 248 2

SURPLUSISHIEIFALLITO OWTE LWL 340 ILOD QRS NN L L 12005 405 SR M0 1084 PR T2

FIXED WTEREST 404, (Raok losses) 0O Q8D AN G0 615 0 BN W G D AN am e

AOIUST SURPLES 70 0RTE LW M D 0500 49 G40 T AT I 3,000 0,055 6200 M8IN 19 TR

ngry— R M N0 LM W 25 LM 2M0 RS0 250 K0 TS0 RHD 288 40

8,2 HE-DISTRIBREY, LMW M LM M LM M LI LI 22 MM L AN 20 290 W

TOTAL HEF ASSETS 2460 02 1060 T4 4TS RS ILNE 1519 22200 340 WIS 2840 1145 Dogey 28,01 :
l‘

LS N

Em—r W A AL AT N W B B NIT (BAS B4 NS 129 LS 1625 !

COHISHOUHE. 005 LI M NG DAL SLAL ST 400U 000 IS0 VA0 SOU 5000 BOW A0 45,0 !

DPBELAIET PREA, 1N, 16400 WAT WAL WS AT WS WL I W AT 028 WA AN LS T !

EPBISEL/TITAL NCUHE IBE B6 I0ATL 1S40 18T 00 030 12050 LI AT W BST TR 2om b 4
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TABLE 4.7 MODEL TII: PROJECTED BALANCE SHEET AND REVENUE ACCOUNT E
FOR THE 12 MONTHS ENDED 30 JUNE 1986 1
-
BALANCE SHEET: THIS YEAR TO DA1E LAST YEAR 10 f
(Thousands of Rands) act-a  bgt-b /b 0ATE-c % 2/t
SHARE CAPITAL 7580 7500 10000 7500 00,8
LIFE FiND: 10634¢ 104349 100.00  B98lZ 118.4
Unrealised P/-L on
equities held since 30/4/85 [ ] -1758 .0
108389 104347 100,00 8054 MR e
TRANSFER FROM REVENUE ACCOUNT: 16356 124725 124725 100,00 18315 104389 :17.2 <
NON DISTRISUTABLE RESERVES 2360 2388 00,00 2380 100.0
CURRBT LIABILITIES/PROVISIONS 5704 5704 100.00 .S 772
GENERAL RESERVES 400 400 100.00 w000
TETAL FUNDS 140707 146709 100,06 124834 134
BUESTRENS 126833 126433 100,00 10400 1143
FIXED ASSETS 4670 4470 100.00 4350 107.4
TURRENT ASSETS 9404 9406 100,00 9283 103,5
TOTAL ASSETS 140707 140709 180.00 j2403¢ {134
REVEHUE ACCOUNRT 1 {Thousands nl Fands)
GROSS PRENIWNG :Single 800 190.0 1145 49.9
Recurring 4|271 41291 190.0 i3 12840
- Pensions 7500 7S0D t00.0 4940 (08,1
GROSS PREMTIN BICIHE Al 49591 49581 100.0 0858 121.4 :
LESS: REASSURMNCE PRENIWNS ~8LIB -8HI0 100,90 -5%08  137.3
TRTAL tHCOHE 4148 4l485 100.0 852 187
OUTG0; PAYMBTS T0 POLICYHOLOERS: 14400 14400 100.0 19910 133.8
COH1S81EHS 8 14289 14294 (09,0 iz 135
WERKEADS oy 5000 %600 100,0 7844 119,
T8TAL gU0TOD 37884 37884 100.0 w874 128,8
RET INCOME FROM OPERATIEONS  ‘A3* 3397 3597 1000 S078 76,8
Investnent Incomes A2 17083 17083 100.0 13237 1291
Realisad /-1 o8 linked portfolin‘s: & ] 1752 0.8
Realised P/-L non-linked portfollo’ss ] ¢ 198 0
HET IHCOUE FROM HNESTHBITS 'Ad" 17083 1783 1000 W77 1028
TOTAL NET INCOME BEFORE TAX ((A3A4) 20480 20480 100.0 255 102.4
DEUCT: TAX ~2324 -8 100D -1940 1498 .
TRANSFER TO LIFE FND @ 18356 18334 100.0 18315 100.2
EXPRNSE RATIO (48:C/CA1AD)T LRI #a
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should be Kkept open and if so with what expected results. They are
instruments which tie  together the marketing, administration,
staffing and financial management of & Tlife office in one
comprehensive plan and provide a basis for measuring the degree of
financial success of current policy and management decisions, and for
planning future development.

(d} Conclusion

The format, style and interpretation of the reports discussed in
Sections 3 (a), {b) and {c) above for any particular 1ife office will
undoubtedly be uanique and will roflect the structure, style and
culture of the office concerned. Of course they can never be
interpreted with one hundred per cent confidence but they do provide
the answers to the fundamental questions that life offices must ask:
when profits are expected to emerge; what financing may be
required; whether it is prudent to close the office or to continue
writing business and, if so, at what level; how profitability
improverents can be made, and whether it is worthwhile delaying the
emergence of future profits.'

Forecasts of the kind shown in Table 4.6 are seldom entirely accurate
and to attempt to predict the experience until the last policy has
run  off woule be complete foliy. Life offices can hope anly to make
intalligent estimates of the long term future and it would therefore
be rash for conclusions about the tong term viapiiity of an office to
be made at one point only, The result of any particular year may
have Tittle significance in the Tlong term, but a consistent trend
over a series of years would begin to take on & positive meaning and
provide the directors and manayement of the office with the means by
which to make competent policy and management decisions. The
significance of the surplus projection plan can therefore not be over
estimated as without it, cogent decisions about the long term future
would be well nigh impossible.
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APPENDIX:  EXPLANATORY NOTES

The hypothehcal example of Model IIT1 shows a relatively small Tife
office active 1in most areas of the South African life assurance
market. It includes a small Group Life and Pensions department with
the Field Force and Broker Divisions significantly larger.

If not otherwise noted below, the following assumptions have been
made in these examples. Lapses by premium have been assumed at 25
per cent in the first year, 10 per cent in the second year and 4 per
cent per annum every year thereafter. An even mix of basic linked
endowments, conventional with-profit whole 1ife and term assurance
plans has been assumed, together with a further 15 percent by premium
of supplementary benefits for the Field and Broker Divisions. In
all cases, mortality has been assumed at the SA 56 ~ 62 select lives
level. Actuarial liabilities have been calculated as typical for
the policy classes concerned and have taken account of axpected
future management fees on linked business,

Table 4.5 divices the imaginary company into its four main areas of
new business activity with total Income and outgo items apportioned
between them, This apportwnment is based as far as possible on the
actual measured experience in each of the divisions. (MNaturally,
due to the vicissitudes of accounting, this apportionment cannot
always be absolutely accurate in practice and often assumptions will
need to be made.)

From Table 4.5 ona can deduce that the company's Field Division has
in recent times been showing considerable growth (the 198475 actual
of R8,87-million Gross MNew Business being 15 per cent higher than the
R7,7-1 mﬂhan budget) and has thus been producing a shortfall rather
than a surplus. The budget for the forthcoming year snows that a
considerable shortfall 1is expected to arise, attributable largely to
the continuing growth in new business (up 29 per cent from
R8,87-million fo R1l,5-million) and te a relatively small portion of
the existing Life Fund being attributable to this division. The
actuarial liabilities attributable to each division are calculated by
the actuary each year, and projections made of future ljabilities
based on the expected net premium income and mix of policy types to
be sold during the forthcoming period. In his assumptions, the
actuary will also make reference to such factors as expected
investment performance and surpluses arising after payments to
policyholders of c¢laim benefits.

]
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Mso evident from the right hand total column in Table 4.5 is that *
imaginary company “ABC Proprietary Life" expects, largely as a resuli

of “the growth in its Field Division, to produce an overall shortfall

of RO,44-million for the 1985/6 year,

The values derived in the Total column of Table 4.5 are now used in
the generation of tha values shown 1in Table 4.6.  This Tadle
underscores  the  statements made in Chapter 1V regarding the
inappropriateness of attempting to make policy decisions based on the
results for one particular year. The results of the particular
years shown ipn this example have 1ittle significance in the long term
but contribute to a trend over a period of years which begins to take
on @& positive meaning when viewed in the context of the surplus
projection plan over a number of years. Here, arising largely
because of the addit{onal expenditure required for the development of
the office in the edarlier years and the large percentage growth in
gross new business, three years of shortfall are expected to arise
between 1984 aad 1987, (1984/5 - R3,%06-miTlion; 1985/6 -
R3,505-million; 1986/7 - R1,692-mi1l4on.) Thereafter, very
significant and rapidly rising surpluses are expected to emerge.
These rapidly rising surpluses are of course largely attributable to
that expansion of the office which initially resulted in three years
of shortralls. The figures in Table 4.6 show that gross new
business 1in the 1982/83 financial year increased by over 150 per cent
on_ the previous year (R2,026-million to R5,0780-miliion) and that the
following  financial year the increase was over 179 per cent
(R5,070-mi1Yion  to R14,162-milion). The 1984/85 financial year
shows an actual increase of 62 per cent aver the previous year's
gross new business {R14,152-millien to R22,95-million) but gross new
business for the 1985/86 financial year is projected as increasing by
only 17,8 per cent. Thereafter, gross new business is projected to
grow at only 35 per cent per annum compound,

It 4s observed from the “Adjusted Surplus to Date" row that the vast
increase in npew business duMng the three year period from 1982 to
1585 led to shortfalls arising during the three years between 1984
and 1947, This lag effect on surplus generation is very common and
arises bacause surpius geperated by the business written befors the
1982/85 increase in new business is Dpeing consumed by that new
business in the earlier part of the growth phase, whilst the surplus
which 1is generated by the increased new business does not emerge
immediately but takes a year or twe to emerge and thus to axpunge the
shortfal) it has brought about in earlier years. This is yet
further evidence of the fact that the results of a particular yesr
connot  be wused as the basis for making fundamenta) decisions about
the future course of the Vife office.

From the Pensions Premium Income row shown in Table 4.6, it is
evident that the particular life office in this example had no
Pensions Division at the start of the period shown but that in the
1982/83 financial year commenced operations with a lump sum being
taken over from some existing pension fund (R15,588-million)., In
the years thereafter, there is no apparent Tump sunm takeover but
actual premium growth to the end of the 1984/85 financial year looks
reasonably successful at approximately 60 per cent per annum. The

nﬁ"”meﬂm
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TABLE 4.6 MODEL_JIII: SURPLUS PROJECTION ,»

ABC PROPRJETARY LIFE

. 4
Aetial Acleal dctuel Actaal Froated.frosect Frosect drasect Fromct drossel Frosect rasse L Bragect Prosets Proeets 3 M
my 1961702 1762703 1900/04 1984/0% [S9/96 1PB4/67 1992780 |VER/8Y 1989/%0 1990/9) 1990792 199093 199V/94 19T4/95  199L/4
I;;IW!H(ESS (Orasy} 2,02 5070 14,142 23,950 DOM0 34,510 49,209 &a.351 BR.BT 020,297 163,744 220,057 299,427 2,876 $42.862 i
A Bl et of Reass.) 1A 309 0,30 B0 M T UIH OIS L8 TN 29 T3 080 W KT
: HET PRGN, W A2 13AR 60 W0 WL GRS ST AT 1IP0I UG 0 S0 MG PITE
: FESION PR, GO COUSSE A0 400 N0 G0 RO R30G5 108 45 07 a8 bas
AVESHN B GISEB RDE N0 T RS2 BN DM WA B WM WIN T WM I
UL IS SRl i) LR LI LM 0 200 220 289 60 304 485 358 41 49 5 N
. EOUITY SAITENP WD RS N I T B 2N 240 242 29 2B M 67 W 42
SRR chrnlue, e ) ¢ 4w w8
TEAL IREE MM L34 0072 4007 S TN 97,000 125,990 144,300 29,207 283,864 375,372 496,021 440,002 98,00
C SEATH QIS L0 208 3,700 4060 TN 083 12800 16,382 M08 34K 4,072 4,598 82,33 SI50S1 1SLASE
' HATURITIES e 43173 2000 LB G038 4@ BB IR 15,520 DI 2. WA 82 498
ARITIES e ki3 A5 18 1408 LEN 243 222 4T 4000 B8O 10N 243 900 24,004
1‘\ sumieLeRs @ ae L LN M R 38 9 LU 4 SAm SNN 69
TOTAL PHCLCER FATNRNTS DI AT AT 10,000 MG ORI 478 BT 43716 202 77,408 103,535 1000 194904 .88
“ Lonssim 180 L8 5308 AN 1T 14,400 22,080 20,09 40,430 36,582 73,486 9,476 16,292 JBT,28 2407
' oonnts B3I NEE TS L0 B0 1,80 IR 1062 20 60 R0 WHE MGG S8
. Wit Wowl M M BN 2N 2 LMD LA AR SA9 LA S 0.8 13K
L an @ THS (A2 12,704 M9 0,0 483N 82,308 6,005 108,400 139,670 163,760 M2,400 3,03 808 841
LIFE FUD ICRENSE TIPS N2 M8 165 I D22 NI RN SLIR TS 0,081 ST 70 03 321,75
T LFE R AT 4,200 8,312 104,390 (2,725 153,999 195,705 20,30 201,24 47,420 47204 600,108 7,062 1 Q180T 1 35K 08
HET ACT. LIABILITIES A4S M0t B,001 105,27 120,030 152,49 163,179 205,902 206,778 40,440 424,277 931056 4M.8TE 683907 4, M95.548
SURPLUS O LIPS Fu W 1am G Y8 L2 35N M0 14,495 25,601 42,027 8,820 107,009 143,50 W29
PAHOLUER BOASES LS LHT RS LS L0 LE L 19N 2091 2,195 208 242 2 2468 M2
SURPLES(SHORTFALLITO GATE 2387 0690 3833 L0022 003 (M) LN 5500 12,405 25486 40,422 84,400 104,444 130,922 209,807
FIXED DAEREST ADoothont fossest 0 0@ 3,3 000 (LB0 (LI 0 (A1 D G0 Q0 @9 W W e
ABJUST SURPLUS TO DATE n e 410,00 (09 LT B 4 T 2000 40,388 000 103N 19009 239,827
SHRE HOLDER CAPITAL U 70 AN AM0 LME TNE 20 230 M) 2. 2M0 M0 BN 450 s
1.4 HOI-D1STRLE FEN, LM AN MM L LA R LN LI LI LM LM 20N 3,00 20 20w
AL HET 835673 R 0 0 G LTS MR N0 IS0 TG B0 R A S LA e
(e
u—m'l;mm s, B T4 08 2T BT WS WM ROT NIT 10060 16K 1S 2% Lm0 16,28¢
COHISBIOUNER, B3 HAG S0 AR B8 R ISAT ST 45000 .00 .00 SO0 AB0 ST 600 a50n
EORESAE FABL G, WO BT BB WA WA BB B LI S 3 R 0% MG 8 7
EPRSEVTITA, M DS B IR B0 BT RSZ 000 1235 WIS 0 R LS TR sam 4

) ~ I nn'ummm




. .91~

projections from 1985 onwards are based on a 10 per cent per annum * .
compound growth rate and wovld seem conservative at this rate. -
Normal salary increases of members of those pension funds with which

the life office already dsals should account for at least a 10 per

cent per annum growth. At 10 per cent per annum growth in pension

premium income, this projection obviousiy does not take account of . L
the natural growth in the number of contributors to the funds being -
dealt with by the 1ife office and obviously is not predicting the ﬂ

absorption of completely new pension funds. The Board of Directors
of this company would probably wish to know why such assumptions have
been made, Similarly, the assumptions made regarding the growth in
investment income, capital gains, and write up of equity values might
be questioned in the Tight of actual experience to date and expected
future developments.

Assumptions with regard to Death C]anns, Maturities, Annuities and
Surrenders will have to be made in conjunction with the company
actuary and will be affected by numerous factors including the
existing mixture of policy types on the books of the company, the
average number of years gach category of policy has been {n force,
the size of the premiums in each category, the yrowth of new business
in  each category and the history of each category to date
Assumptwns regarding surrenders will not only be affected by the
company's history of such claims to date but also by the economic
climate which is expected to prevail in the future. It {s usually
understood that an economic decline in the sector or sectors in which
the 1ife office operates, will lead to a greater surrender experience
than du~ing times of economic upswing.

Assumptions regarding Commission are directly related to assumptions
regarding new business {approximately 45 per cent of Gross New
Business from 1986 onwaras) but wil) vary according to the expected
product mix, policies of a longer term attracting higher commission
as a percentage of premium than those of a shorter term.
Projections regarding the growth of Expenses are of course affected
by & wide range of factors including assumptions regarding the rate
of increase in the cost of staff, computer hardware (imports) and
software  requirements, prmtmg, communicarions, promotional
activities and the like.

One of the more difficult areas on which to make assumptions is that
of Taxation, Whilst this s currently a direct function of
investment income, the erratic changes to the taxation formula for
Yife offices 1in recent years has rendered these projections highly
suspect and accounts for the very erratic changes in taxation evident
in Table 4.6, In addition, any major shift in product mix between
Pensions, Retirement Annuity and Endowment business will also affect
these assumptions due to the fact that investment income from pension
and anpuity business is not taxed.

Probably the most difficult of all factors on which to make
projections are the life office’s net Actuarial Liabilities. These
arise from highly interdependent factors which are extreme’ly
numercus. Indeed, the formula for this row of values included in
the computer programme designed to generate the Table 4.6 example,
runs to several full screen lines and is by far the most complex of
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all the formulae used. Inter alia, the formula for this row of
values takes inte account past and present levels of new business and
persistency, the resultant increase in premium flow, income from all
other sources other than premium, and all payments to policyholders
with their respective weights, dependent on known and anticipated
product mix. A1l the assumptions contained in this row are highly
volatile and require the input of not only the company valuater but
also those members of senfor management aware of the office's past,
present and expected future trends.

The Policyholder bonuses projections are somewhat less complex to
caleulate at given bonus rates and in the example in Table 4.6 it is
clear from the slow rate of increase in total bonuses payable that
the office has not and 1is not planning to write large volumes of
conventional with-profit business in the future and indeed, will very
Tikely be reducing the value of this class of pelicy.

The row referring to an adjustment in the value of Fixed Interest
investments shows that this office {s assuming that the book losses
suffered as a result of rising interest rates are expected to decline
in the future. This could mean that the office i{s assuming either a
fall in future interest rates or a reduction in the relative size
andfor term to maturity of their fixed interest portfolio, or both.
Such assumptions are of course affected by the assumed Part I asset
requirements which will alter by changes in expected product mix
between the retirement annuity and pension business, and ordinary
assurance business.

The "Aajusted Surplus To Date” row shown in Table 4.5 is underlined
because of 1its pertinent nature, This is the 1ine which shows the
surplus from which transfers to shareholder funds may be made. Some
would argue that such transfers might be made from the row which
shows "Surplus To Date", but prudent management would wish first to
take account of all contingent 1iabilities including potential Fixed
Interest Investment losses, and not to undermine the capital or
reserves of the office by ignering these. Nevertheless, as far as
fegisiation and the Registrar of Insurance is concerned, the "Total
Net Assets” is of significance and may not be permlttecl to became
negative at any time. Indeed, in 1985, changes to the Insurance Act
made it a criminal offence for 1ifé offices to declare dividends
usder such circumstances or which would lead to such circumstances,

The ratjos shown at the bottom of Tab]e 4.6 are valuable indicators
which may be used by the 1ife office’s directors and management in
determining their future policy and strategies and in comparing their
office results with Industry Norms. Whilst Exnenses to New Business
is an excellent guide to Office progress, (ruducing from 83,61 per
cent in  1981/2 to 33,27 per cent i 1985/86 and to under 20 per cent
five years later) the Industry in South Africa is accustomed to
publishing and drawing conclusions from the Expenses to Tota) Income
ratie, From Table 7.% 4n “apter VII we note that in 1985 this
figure was 12,5 per c¢ v the Industry as a whole but, as this
ratio includes all income ..om Pensions premium and investnent income
merely under administration, it can be misleading,
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Table 4.7 shows the projected Balance Sheet and Revenue Account for ” .

the "ABC Proprietary Life Assurance Association® as at the end of b
their forthcoming financial year. Naturally, using the same bases

as were established in Tables 4.5 and 4.6, a balance sheet and

revgnue account can be produced for any financial year. As Table

4.7 is the culmination and summation of all the Tlife office’s

activities, it is possibly the most important of all documents to be -]
placed before wmanagement, directors and sharehoiders alike. MWith

some knowledge of the operations of the office concernad, one can -
deduce from this report much about what 1is happening within the

organisation. By showing both the agreed annval budget and Jast

year's equivalent figures as at the same date, much light is thrown
on current operating results and ﬂxceﬂent indicators become
avaiiable of  current management success in axecuting company
poricy. Without Budget and Last Year Tc Date figures, such a report
is infinitely reduced in value.

If, as in his example, Reassurance Premiums are seen to be growing
faster than gross Recurring Premiums, {137,3 per cent as compared to
126,0 per cent) the indication may be that average sums assured per
life assured are growing and consideration may need to be given to an
increase in risk retention 1imits (See Chapter V). ANl other
geviations from budget shouid be observed, noted and understood and
the differences between this year to date and last year to date
figures should be monitered. The percentage change in premium
tncome should be monitored. As most premiums these days are paid
menthly, the full effect of an increase in new business jevels is not
fully appreciated until the following financial year, This means
that an office mey still experience an increase in premium flow in
the current year, even in the absence of a current year increase in
new business. Conversely, a current large increase in new business
will not immediately be fully reflected in current gross premium
receipts.

Limilarly, Payments to Policyholders, (here rising 33,8 per cent from

R10,91-million  to Ri4,6-million} include death, maturity and

surrender claims, and wa reflect an increase over previous years'

figures 1ot only arising from an increase in previous years' new

business but also from a natural ageing of the pelicies on the books

of the office. (0lder policy groups having a higher claims

expectation.) Here again, an wundue growth in these figures may

arise from higher than antisipated surrender claims or jnadeguate '
reassurance Lrovisfens. They may also indicate poor underwriting 1
standards if an increase in these figures is brought about by higher
than expected death and disability claims.

Commissions payments will usually bear an immediate relationship to
current new business levels and will give a fairly accurate picture
of the current product mix which is being sold by intermediaries,
Also, as the financing of new agents is often included under this
category, it will dindicate the success or otherwise of sales '
management in the control of intermediary financing debts,

In  almost all cases, "Overheads" represents among the most
immediately controllable areas of “outge" of any life office and
therefore often attract the wost management attention. However,
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TABLE 4.7 MODEL IIT: PROJECTED RALANCE SHEET AND REVENUE ACCOUNT
FOR THE 12 MONTHS ENDED 30 JUNE 1986

BALANCE SHEET: THIS YEAR 0 OATE LAST YEAR TO
(Thousands of Rands) act-a bbb L WIE-c 7 a/t -
SHARE CAPITAL 790 7500 100.00 7500 0.0 S
LIFE FONG: 106387 106367 100,00 89812 118.4 ‘
Unrealised P/-L on
equities held since 30/4/8F Ll 4 ~1798 0.0
104349 108349 100,00 88054 120.8 Y
; TRAISFER FRRY REVENUE ACCOINT: 18356 120725 124725 10000 18315 104369 117.3
' HON DISTRIBUTABLE RESERVES 2380 2380 £00.00 280 100.0 .
' CURRENT LIABILITIES/PRIVISIRNS 574 504 10030 725 M2 @
GENERAL RESFRVES 400 400 100.00 a0 100.0 g
e TATAL FUNDS 146709 14070 00,00 12403 1434
) 7\ IWESTHENTS 124433 124433 100,00 110401 1445
i FIXED ASSETS w7 7 100,00 Q0 7.4 e
CURRENT ASSETS 9606 9406 100,00 283 1035
TOTAL ASSETS 1407209 140709 100.00 12403 1134
- REVENGE ACCOUNT . (Thonsands of Rands)
5ROSS PREIWIS :Single ol 80 100 143 69,9
! Recurring am’ HE e w1260
Pensions W0 S0 1000 8940 100.¢
S GROSS PREMILH INCNE Al 591 49 100,0 e 1204 .
3 : LESS; REASSURRHCE PRERILHS 819 -8l (00,0 5906 137.3
i TOTAL IRCCHE 41480 4481 1000 W2 187 E
QUTGN: PAYNENTS T0 POLICYHOLDERS: 00 14600 100, 10910 133.8
- HISS 1345 8 14280 14280 100.0 1140 125.8
WERHEADS o 000 7000 100.0 1193
TOTAL QUTGD 78B4 37884 9074 1268
NET INCONE. FRON OPERATIONS  "A3° 3/97 3 10,0 57 7.3
U
Tovestnent Inconet a 1083 1783 10e.0 13287 1295
Realised P/-L on 1inked partialio’ss 1 0 752 0e
Realised #/-L non-Tinkrd partfollo’s: [ 0 188 ]
NET INCONE. FRON INVESTUENTS "4 17083 17083 1000 15177 112.6 :
TOTAL NET INGOME BEFORE TAX +(A3tA0) 20480 20480  100.0 0255 102.1 "
DEDUCT: TAY -0 -2 100 1940 1198
TRANSFER TO LIFE FUND 18356 18336 100.0 18315 1002
BXPENSE RATID [(BSC/4A14A4)] LI TH 0.8
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because a large portion of company overheads are for "fixed" items * -
such as branch networks, computer hardware, etc., it is not always <

easy to make immediate cuts in this zrea without significant impact B
on operations. i

The Revenue Account shawn in Table 4.7 shows "Net Income from 4
Operations" separated from "Net Income from Investments” and this -
provides  additional insight into these iwo important operating il
divisions within the organisation. By separately identifying the N
income arising fram current operations, one can readily establish
this area's ion to the “Tremsfer To Life Fund® occurring
each month. As a major portion of investment income is usually
attributable to policyholders (initially in fne form of additional
actuarial liabilities), it could be unsound in certain circumstances
for Income from QOperations to be negative or falling in value for any
Tength of time, but not necessarily so. If this is cavsed by a
large  increase in_ surrenders and maturities under Paymants to e
Policyholders, earlier than anticipated profits may be being

realised, a&s appear to be the case here, (Maturities up 45 ner cent

to R3,95-million and Surrenders up 56 per ceat to R1,5-milifon) ay

the payment of these usually releases more 1iability reserve than the

amount actually paid out.

Separating realised profit or loss from total investment income is '
alse & significant measure for the control of a 1ife office and its

investment team. Haturally, the usval investment reports emanating

from this department will throw more light on these figures, but in

the format shown in Table 4.6, the contribution of the respective

elements of the investmen’ operation s brought into sharp relief.

This example is made more interestiny by the fact that in the
previous financial year, (1984/5) reslised capital gains totalled
R1 940 00C (R1,752-million + RO,188-million} whilst a write down of
equity values of R4 540 COO0 was executed. In addition, properties K
were revalued by R2 782 000. (See Table 4.6.) As the 1985/86 |
projected year shows no budget for each of these three items, the
proaectwns, especially as shown in Table 4.7 for et Income from
Investments”, become more acceptable whilst, without this background
information, the uninformed cobserver may have questioned these
figures.

Finally, it will be noted that the "Expense Ratio" is a simple ratio
of total commissions and overheads paid to total gross premium and
investment income. As mentioned above, this simple formula is often
used by the Life Ofﬁce Association and financia) journalists in
establishing the offices' average expense ratio and helps management
in a comparative sense. However, it is of limited significance and
may be criticisad from many points of view, not least of which is tne
fact that sudden great success fn attracting pensions premium income
for example, or a sudden realisation of large capital gains, due
largely to ‘'linked' policyholders, appears to lead to an apparent,
but not ne-essarily real, improvement in expenses. This ratio is
thus not a true indicator of the viability or efficiency of an office
and can be misleading if not fully understood.
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Tables 4.5, 4.6 and 4.7 may be significantly enhanced in management w
value by the addition of more detail and statistical data. However, B
they highlight the significant features within the operation of a

Tife office and are guite adequate to facilitate effective management

by an experienced team.

It will be noticed that, in the irtorests of siwplicity, this examle
has not included transfers from the Life Fund to Sharcholders' Funds,

nor have dividend payments from such funds been shown.
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CHAPTER ¥
THE_FUNDAMENTALS OF LIFE REASSURANCE

Of necessity, the examples of a developing Life Office in Chapter 1¥
made 1ittle peference to the question of Reassurance. This
necessity having arisen from the need to keep the examples simple in
order that the fundamental features of a life office could be more
clearly conveyed. The introduction of the element of reassurance
makes the watter considerably wmore interesting and significantly
expands the area of manoeuvrability for 1ife offices.

The models in Chapter IV assumed that the Vife office would carry the
full rizk associated with the mortality and morbidity (disability)
expectations of the portfalic of lives {risks) on its books, The
models further assumed that the life office’s portfolio of risks did
not include any particularly impaired or sub-standard lives, that the
office was equipped with adequate expertise for the underwriting and
assessment  of such risks, and that it would carvy the full burden of
its own new business financing strain. The professional reassurance
companies are 1in a pasition to lighten the burden of the 1ife office
in each of these areas and thereby to considerably alter the results
which might otherwise hava emerged.

tife reassurance, in its simplest “arm, provides the means whereby an
insurer may entertain an asplication for an amount of insurance which
it coutd not prudently carry entirely at its own risk. From the
elementary need of Ilife offices, particularly smaller offices, to
"lay-of " a portien of their larger risks, has grown the complex
system of risk transfers characteristic of reassurance today. In
fect, the reassurance transaction may be described as the exchange of
one payment or series of payments ipvolvir~ contingencies, for
another payment or series of payments invelving con ‘ngencies.

§
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A fundamental principle, necessary to the working of the institution
of reassurance, fis that the reassurer follows the fortunes of the
original 1ife office. If the original life office (ceding company)
is forced to pay a claim which lies outside the contemplated cover
originally provided or which {s in fact fraudulent, the reassurer
pays his share. The reassurer also expects to profit if the
fortunes turn out better than originally anticipated. In other
words, the contingencies must present the same aspect to both parties
to the reassurance transaction. From this fundamental principle has
grown 2 wide and significant role for the 1ife reassurer throughout
the world.

1. THE HISTORY QF LIFE REASSURAMCE

Reassurance s perhaps one of the most naglected areas of life
assurance thought. Resaarch has not revealed it to have been the
subject of any South African paper and, apart From a number of short
notes in various actuarial publications, it appears to have been
ignored for 1long stretches of time. The c¢lassic full paper was
presented to the Iastitute of Actuaries by Foster in 19646,1

This dearth of information has made it difficult to trace the history
of life reassurance but it would appesar from Foster's work that
reassurance has been iransacted for at Teast 150 years, In 1849 a
Reassurance Agreement was concluded between certain Scottish offices,
which was followed in 1873 by a supplementary Agreement. A further
Agreement between Scottish offices was made in 1837 and was in
operation until 1800.

In the earliest times it would appear that a proposition from one
wompany to effect an assurance with another company was i.oked Upon
with coldness, 1f not suspicion, and this seems to have been due in
part to the frequency with which companies offered reassurances to
others without any 1intention of retaining any amount for their own
account . In view of the increase in number of propossls for large
sums assured the managers and actuaries of several offices drew up
"regulations” to be observed in the transaction of reassurance
business, but there s no evidence that they were formally

Vi
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adopted.z These “regulations” included a provision that a copy of
the original policy should be endorsed with a guarantee, fully
indemnifying the principal office to the extent of the sum reassured
against a1l contingencies for which i1 wight be liable, but there was
a provise that the reassurer wouli not be liable for any bonus
additions to the sum assured, other than these, if any, to be alloted
in  accordance with the rules of the reassurer, It was provided that
reassurances could not be surrendered unless the principal policy had
been surrendered.

Between 1849 and 1899, various new sets of ‘“regulations" were
introduced to teke account of changing experience, practice and
Jegistation until 1in 1800 an agreement known as tiz Reassurance
Agreement 1906, which s stili in operation today, was made hetween
forty-five British 1ife offices, setting out the rules governing
reassurance transactions. It was understood that variations in the
Agreements appliceble either to individual reassurances or to the
business exchanged by any two offices could be made by mutual
agraement . The Agreement provided that full {aformation be given by
the principal office regarding the risk. 'Ex1st1'ng pravious papers
are required, as well as new reports, details of its retention as
regards old and new assurances, and terms of acceptance of the new as
well as previous assurances on the same life. It provided that no
sub-reassurance should be effected without the previous consent in
writing of che principal office. The other main provisions of the
1900 Agreement ara set out in Appendix: MNain Provisions of the
Reassurance Agreement - 1900 to this Chapter. It will be noted that
they generally regulate the code of conduct and method of
administration of reassurances. The 1900 Agreement also introduced
an alternative to original premium reinsurance on the ceding
company's  rates. At this stage there were no pr. ‘essional
reinsurers in today's sense of offices which transact reassurance
only and do no direct business whatsoever.3d

In 1918 the first professional reassurer established himself in the
United Kingdum and subsequently other markets but rapid progress
bagan only after the second World War, In 1928 a second
professional reassurer entered the market and subsequently there
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have been numerous new entrants based primarily in Western Lurope,
the United K-;ngdyom and the USA. As a whole, professlonal reassurers
are exparding faster than the direct writing companies, which
reflects the world-wide nature of their operations. In 1980 more .
than 50 per cent of UK based reassurers' business was being

transacted overseas.d

X

In South Africa, tha Swiss Reassurance Company, originally based in
Zurich, established itself as a reassurance company in 1950,
previousiy having operated in South Africa through ¥ts Zurich office
only. Nine years luter the Mercantile and General Reassurance g
Compary came to South Africa as a branch of its London office and ,
registered as a South African company in 1875.  As will be noted \\
from Table 2.5 in Chapter II, there are today six reassurance 1
o companies operating in South Africa, all now registered as local
companies, but all of which maintaii “e ties with their original
i parent offices overseas,

The =zarly reassurances were laryely arranged o a facultative (i.e.
individual, case for case) basis with freedom for the ceding office ]
,’ : to offer, and freedom for the reassurance company to accept, decline |
B v rate Jp these risks, Nowadays, a very substdntial volume of

reassyrances written tend to be treaty or non-facultative in the
N sense that the reassurer binds himself to accept business offered vv {
the cecing office under certain terms and conditions. 3

First uned in 1827, a major development has been & continuing trend ) )
towaras ‘'risk premium'  reassurance. Under this arrangement the
reassurer covers the mo-tality risk only, on his own terms, as
opposed % the wdriy redssurances  which were on the basis of the
original premium Jharqed by the ceding office, with the reassurer
participating in uil risks und profits, not only mortality but also
Interest, lapse, surrender and pajd-up sxper ences,

A third development has been in the phifosophy of reassurance. No
longer 1s the reassurer solely the provider of a wmeans through which
# ceding offices can spread their rinks (i.e. Reassurance capacity).

The reassurer is today in @ strong position to provide

- %_M,ﬁ%m“x.m;ﬂ



- ~101-
information on technical and administrative systems and advice on a ”
wide range of topics da» & result of his extensive experience of L]
impaired 1ives, different classes of business and different markets ‘
throughout the world. A yet further development, has been the b
willingness of reassurers to become involved in the new business ]

financing arrangements of ceding offices.

2. THE NEED FOR REASSURANCE

A small or new life office, and to & lesser extent established
offices, have to face, among their other many problems, those of:
How to protect their account against adverse mortality fluctuations;
how to deal with impaired lives; how to mitigate the financing
strain  involved in the issue of new business; and how to train their
own.staff in the underwriting and administration of the office.

These four aspects will now be discussed seriatum.

(a) Fluctuations in Mortality Experience

Protection is required 2931nst the possibility that actual wortality

experience departs significantly from that provided for in the

premiums and valuation reserves. It is obvious that complete

certainty can only be achieved by removing all sources of profit as

well as risk but, a certain fluctuation about the expected mortality I
result will pe acceptable, as indeed will be a possible but low
probability of insolvency. Management, having taken the necess.ry
decisions as to the acceptable Fluctuation of possible actual ¢laims
exceeding those expected, and the acceptabl: pessibility of ultimate
ruin, must then obtain the necessary reassurances as efficiently as
possible,5

Under the broad heading of efficiency, management would consider the
following aspects:

(i) The profit margin which will be lost in the cession of |
premiums to the reassurer. ]
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{13} The extent of the additiona) expenditure to be incurred as a
result of the reassurance agreement.

(111) The extent of expenditure of management resources on the
agreement ,

(iv) The extent of the security and continuity of cover provided by
the agreement.

{¥) The extent of the tlexibility of the agreement to fake account
of such things as changing products, reassurance needs and growth in
the transactions of the office.

(vi} The extent to which the reassurer is able to offer additional
seryices such as advice on the basis of experience gained
interpationally, and a second underwriting opision on difffcult
sub-standard cases,

¢ {b} Impaired Lives
Since the second World War professional reassurers pioneered the way
to rate a wide range of impairments and have gathered together the
. experience of many companies to enable them to accept risks which the
companies had initially felt it prudent not to do, This information
and  knowledge s now being imparted to the companies by the
reassurers and companies are now feeling able to rate and accept far
greater impairments as a result.

Exiensive research has been undertaken into the experiences of large
groups of diabetics, people suffering from high blood pressure and
coronary conditions, forms of cancer, obesity and the 1ike. Today,
offices feel able to rate and retain these risks themselves. An
example of the progress achieved 15 for stabilised diabetics who were
declined 1ife assurance pricr to the second World War, but for whom
normal rates are now available for endowments on middle-aged
proposers on & small insulin dosage. Had the profassional
reassurers not involved themselves in research in this way, it would
be interesting to spoculate on the Tikely chance of acceptance, let
alone loading, for some forms of impaired 1ives today. Indeed, the
work of the reassurcrs in this area has been of inestimable valua to
the Industry and its clients alike.
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{e) Office Solvency and New Business Financing

As demonstrated in Chapter IV, one of the major problems Faced by a
new life office or one which is embarking on a programme of rapid
expansion, 4s that of cash and valuation strain. In addition,
smaller offices would not wish to accept sums at risk on any one life
which would be so high as to endanger the short term solvency of its
fund,

Naturally, the amount of risk on any one life should not be so high
as - while not actually endangering the salvency of the office - to
fead to an unacceptably high probability of an embarrassingly large
fluctuation in surplus, In addition, reassurors can be used to bear
part or all of the investment risk of the ceding ~fice for all but
the linked or market related classes of business,

Uniess the iife office has adequate capital and free reserves to
support the strain arising from their established level of new
business, financing assistance will be required. To go to the
market for agditional capital may be neither convenient nor
acceptable to sShareholders and hence the possibility of reassurance
arrangements. The torms that this may take are as numerous as there
are minds which have been applied to the matter. The essential
nature of these transactions however, is to transfer all or part of
the strain to the reassurer. Modifying the commission terms between
the company and the reassurer is often the method used in such
transactiuvns. An example of this methud based on a fifteen year
term policy for R10 000 sum assured on a 50 per cent quota share
basis is shown in Table 5.1 below:

Y
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TABLE S.1. MODIFIED TERMS REASSURANCE
Item 100 per cent To Reassurer Net Office A/c
Annual
Premium R 30 R 15 R 15
1st Year
Commission -9 -18 +9
1st Year
Expenses -10 - -1
Actuarial
Reserve -30 ~15 ~15
Strain -19 -18 -1

In this manner, 1if R100 000 O0C of sums assured is written, instead
of a valuation strain of R190 000, we obtain a vuluation strain of

oniy R10 000. However, it should he noted that this method of
financing costs money, like ali other methods of financing through
borrowed Tunds. Under the arrangament modified commission terms

demonstratec in the apove avampla, tne ceding office has in effect
mortgaged 51 per cent of all mortality and other profits which can be
expectad to ewerge frum this policy in future years. Hence, the
future expanded profitability of the ceding office is affected

accordingly.

It is interestiny to note that the technique of co-insurance of term
plans is very highly developed in the North American market but that
since the initial reassurance commission is obtained by the ceding
office at the expense of under-recovery of renewal premiums, some
direct-writing 1ife offices operating such arrangements have been
compelled by their insurapce authorities to set up reserves against
these future under-recoveries.6

(d) Underwriting and Administrative Assistance
Many valuable but sometimes unquantifiable benefits accrue to the
ceding office under this heading. Indeed, many very large offices
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which have no theoretical need to reassure due to their vest free h
reserves and capital, will stil1 tend to reassure parts of their

portfolio 1in order to ensure that they obtain the benefits arising

under this heading.

As  previously mentioned, the reassurers’ access to statistical
information including that of 1Yives suffering impairments, their
ability to keep the office cdvised of new product development
internationally and their willingness to provide a second opinfon in
diffiult underwr’ ing matters, wake their service of continued
attraction to even the most established of offices.

For new or small life offices, reassurers are often indispensable as
a result of tneir willingness and ability to provide underwriting
facilities at various centres throughout the area in which the office
is opera*ing, in providing training facilities for under-writing and
administrative staff and, in some instances, fin the provision of
large computer capacity for administrative purposes.

Because reassurance always costs money, it may be thought that there

are cases where reassurance 15 t. the disadvantage of the office

which might do better to decline the proposal instead. One such

case which is often mentioned is the acceptance and then rainsurrance i
in full of a mew policy. Ir the short term, especially if the margin
in the product or extra premium is inadequate, Yt may be true that to
decline the proposal would be more profitable, but there are sound
tong term rsousons for taking this action. The first is the ability
selectively to reinsure cart.in risks only. For example, under the
risk premium method {See Section 3 (b)) a1l the mortality risk is
reinsured with the ceding office retaining all other risks. In
England, America, South Africa and parts of Europe, a specific
recapiure provision 43 sometimes  ncluded in  reassurance
agreements. This gives the ceding office the right to reclaim
reassurances already in force following a change in its retention
limits (See Section § below) and is a further strong point in favour
of reassuring rather than declining.

%
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Secondly, if an office has followed a practice of reassuring rather
than declining sub-standard cases, it will be in a position to
examine the experience of its reassured ,.i%td1f0.  In this way it
> cost to itself, from
which it can accurately assess the probablr . “sequences of a change

can obtain a substantial body of data at r

in underwriting standards or retention limits.

Fimally, the ability of 1ife offices to reassurs risks is the great
leveller of all life assurance intermediaries. fReassurance affords
the intermediaries representing all life office: the oppartunity to

d otheryi

o be boyend the
e be beyend the

capacity of the office concerned or which would otherwise have been

earn commission on business which wou

uninsurable, In particular, the ability to insure sub-standard
lives, increasing the range of Tives to whom insurance can be
offered, does wmuch te promote goodwill between policyholder, 1ife
office and intermediary alike.

At this point one may note that there still exists a number of areas
where statistics are either absent altogether or, if available, are
sketchy.?  The main areas involved here are:

(1) Lives suffering from the Jess common impairments
(i1} | Hazardous occupations
{iii) Guaranteed issue policies
{iv) Credit 1ife assurance
(v) Permaner. health insurance
{vi) Guaranteed insurability options
{vii) Continuation options
{viii) Renewable and convertible term assurance
(ix) Affinity group schemes
fx) ‘Dread Disease' insurance (e.g. Special Drawing Rights)

These are some of the areas where the professional reassurers will
undoubtedly become actors in future years, Indeed, there exists
such  vast marketing potential in these areas that innovative
reassurers are bound to exploit them in due course. (No mention has
been made here of the important assistance reassurers can offer in
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respect of group life business, particularly with regard to medical
free~-cover 1imits, rating of risks and protection against
accumulation of risk on individual lives.)

3. FORMS OF REASSURANCE

Before considering the varfous types of reassurance available, an
examination should be made of the two ways in which reassurance is
most commonty arranged:

(a) frequent Reassurance Arranyements

{1} Facuitative Agreement. Under a facultative reassurance
agreement each risk is individually assessed by the reassurer, who
has the optiea of either accepting or declining each reassurance.

(if) Automatic Treaty Agreement. Ynder an automatic reassurance

treaty, the ceding effice contracts to cede, and the reassurer to
accept, all amounts of reassurance above certain well detined limits
for the classes of business specified in the treaty. Reassurance
therefere occurs automatically when the ceding office accepts &
proposal requiring reassurance. An example of a modern automatic
reassurance treaty acteally in force in the South African Life
Assurance  Industry is included at Appendix: Specimen - Life
Reassurance Agreement.

The treaty will set out the classes of business te which it applies
and the way 1in which the amount and type of reassurance is to be

determined. It will also specify the basis of reassurance, the
commissior ible and contain provisions for the treatment of
alterations, surrenders, lapses and paid-up policies. It will

usually contain an arbitration clause in case of dispute betwesen the
ceding office and the reassurer. A typical arbitration clause would
provide for disputes to be heard by a panel of three arbitraters, one
appointed by each of the partfes and the third hy some independent
body. In South Africa, this is often the Chairman of the Management
Committee of the Life Offices Association. Invariably there will be
an upper limit on the amount of reassurance which can be placed on
any one life, or from any class, as well as
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an upper bound on ti: degree of sub-standard mortality which can be
included under the treaty, lives suffering higher mortality than this
requiring facultative treatment. In addition, there will usually be
an “Errors and ommissions" clause protecting the ceding office should
a case be forgotten or inadvertently jeft off the schedule of treaty
reassured policies.

Under most reassurance agreements, each reassurance 1s evidenced only
by a simple statement giving details of the policy and the
reassurance. The reassurer may also receive copies of the
application farms and rlaim papers, although for emall reassurances
this division may be wafved, The treaty may also be cancelled by
either party by giving appropriate notice fn writing. Cancellation
could not, of course, affect reassurances already placed.

There 1is a third type of arrangement which is sometimes used, called
“Fac~ob" or “facultative obligatory”. under this arrangement
reassurance Js Facuitative on the part of the ceding office but
obligatory on the part of the reassurer. That is, the ceding office
decides facultatively which policies it will reinsure, and
jmnediately on notifying the reassurer it 1is automatically held
covered. This arrangement has some of the advantages and
disadvantages of both the other methods with the additional
disadvantage that policies omitted from reassurance by error are not
automatically held covered as under the treaty method, but naturally
can still be submitted facultatively to the reassurer.

Each of these methods has its own advantages and disadvantages. The
facultative method has the advantage that both the ceding office and
tha reassurer retain freedom of action. A disadvantage is that each
offer must be assessed separately resulting in delays, extra work and
extra expense, The treaty method eliminates much of the delay and
expense and in addition, where co-insurance is used, the commission
payable under the treaty would usually be higher than that under a
facultative arrangement.

In practice, one finds that most South African Life Offices have
treaty reassurance arrangements which cover their standard risk




-103-

business. Sub-standard lives or the excess on very large sums '
assured, are most frequently reassured facultatively. 1

(Y} Two Types of Reassurance - '
There are two main categories of reassurance, namely propertional ]
reassurance and non-proportional reassurance. With proportional

reassurance, the relative proportions of a claim to be paid by the
ceding office and reassurer are fixed, but not necessarily constant,
at the time the risk is reassured. Iu non-proportional reassurance,
the respective shares depend upon the amount of the claim.8

{i) Preportional Reassurance, Commonly there are four types of
Proportional Reassurance:

surance: This +term of reassurance is often called "Original
or "0riginal Premjum Reassurance”. Under this arrangement,
‘the reassurer rece‘ves the office premium rate of the ceding office
on the portion reassured. In turn, the reassurer must pay, in
respect of the reassured portion, all claims, bonuses, surrender and
paid-up  policy values and any other benefits to which the
policyholder 1is &ntitled, at the rates declared by the ceding

- office, A slight modification of this involves reassurance on the
same basis as the original policy, but at premium rates, bonuses and
surrender valves determined by the reassurer rather than the ceding F
office.

Co-insurance is one of the earliest forms of reassurance having
developed long before the arrival of the professional reassurers,
Its unigue effect 1is to transfer not only portion of the mortality
risk to the reassurer, but also a portion of an investment risk, new
business strain and cost of options. This is extremely valuable in
reducing new business strain, mortality and early lapse risk,

Risk Premium Reassurance: This form of proportional reinsurance is
also known as "Yearly Renawable Term Reassurance”. In essence,
under this method the ceding office effects a one year term policy
for the amount of the reassurance on the 1ife whose policy is to be

k|
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reassured, Tnis term policy is renewable while the original policy
remains in force and the annual amount of reassurance is usually
determined by reference to the death strain at risk on some agreed
basfs under the original policy. Tnitially, the office will
reinsure all the death strain at risk in excess of its chosen
ratention (See Section & beiow). Thereafter, the reassurance may
decrease annually by the increase in the reserves relative to the
intial sum reassured, or by the increase in the reserves relating to
the total sum assured. The former method is called the Reducing
Retention Method and the lattaer the Constant Retention Method.

Risk premium reassurance fis ~eplacing co-insurance as thz most
commonly used form of reassurance throughout the world and is
virtually the exclus .« domain of the professional reassurers,
representing almost half their total sums in force,

The central advantage of risk premjum reassurance is that only the
mortality risk is reassured. The ceding office retains the whole of
the office premium and the policy reserves and pays the reassurer a
premium sufficient to cover the expected reassured mortality risk for
one year only, In times of high interest rates and where interest
surplus is one of the major sources of surplus, this form of
reassurance is of particular advantage to the ceding office. In
addition, this method has the advantage that it is administratively
more simple and more flexible than co-insurance. The awkward
problem of different bonus scales and simitar administrative
difficulties are practically eliminated and the system works equally
well using either the constant or reducing retention method.9

This method also ensure that the reassurer will receive a share of
the mortality surplus without any correspending increase in his
liabilities arising from a concomitant increase in bunus rates by the
ceding office. With-profit or profit sharing arrangements are quite
common in these circumstances to compensate the ceding office with
this profit, it being possible to negotiate arrangements under which
the ceding office may receive very high proportions of the emerging
mortality profit. Losses are carried forward until
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extinction and for this reason, there s usually a participating
Timit specifying the maximum amount to count on any one life. This
prevents one very large claim from deferring profit commission for
many years.l0

Substandard lives may also be reassured in the same manner as
standard lives, the premium beiny a simple multiple of the standard
premium, Where an extra premium is received by the ceding office
for some occupational or recreational risk, the reinsurer generally
recejves a share in propertion to the initial amount reassured.

This has a bearing on nations as a whole where risk premfum is
© traditionally used for reassurances placed internationally, in that
the outflow of premiums from a country is reduced te the bare minimum
required to protect local 1ife assurers against their mortality

risk. MNost  Governments are anxious to safeguard their balance of
payments from capital ocutflows and to retain funds faor investment in
local capital markets. The risk presium method achieves such

objectives oy leaving the policy reserves in the hands of the ceding
companies.”?

A possible disadvantage of the risk premium method is that the sum
reassured and reassurance premium must be recalculated every year to
reflect the reduction in the risk reassured. However, with the use
of computers, thesa calculations are undertaken very speedily and at
relatively little cost.

Modified Co-insurancg: This method has some of the features of both
risk premfum and co-insurance. 1t can most simply be described as
co-insurance in which the reserves relating to the entire policy (not
just the retained portion) are held by the ceding office. The
annual reassurance premium will be normal co-insurance premium less a
reserve adjustment. This reserve adjustment is the increase in
actuarial reserves over the past year on the reassured portion after
allowing for interest earnings at an agreed rate and may be positive
or negative. In general, it will be largest in the early years,
dacreasing to zero and becoming negative as duration increases.
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This has the advantage that, as well as the mortality risk, part of
the new business strain and lapse risk 1is transferred to the
reassurer, while the investment risk can to an extent be retained.
The amount of investment risk which is retained is determined by the
agreed reserve adjustment interest rate used. The setting of this
rate s a very complex part of a negotiation. Usually it takes the
form of a formula, rather than a single figure, taking account of the
rates assumed in premium caleulations and valuations, the earnings
rate in recent years, the bonus rate and the effects of taxation.

As car. be imagined, the administration of moditied co-insurance
arrangemenis s considerably complex and the system runs the risk of
the local insurance authority deciding that the negative reassurance
payments in the early years constitute a loan from the reassurer
which would require corresponding reserves to be set up, thus
nullifying its principle advantage.

Quota Share and Surplus Heassurance: Any of the above methods can
be wused in conjunction with either of these arrangements, Under
quota share, a fixed proportion of every policy is reassured. It is
mre common for surplus reasw.urance to be used, under which only that
portion of any new policy which exceeds the retention limit set by
the office 1s reassured, .

Quota share has the advantage that it s simple and cheap to
administer and, since it {is not possible to exercise selection
against the reassurer, higher commission rates are often available.
A disadvantage 1is that there will be & larger number of reassurances
for very small amourts unless a minime :cassurance 1imit has been
set. For very large policies, the amount retained may still exceed
the retention 1imit and thus separate reassurance arrangements have
to be made for this excess.

Surplus reassurance eliminates th;s last problem, but at the cost of

slightly reduced commission rates. Surplus reassurance also has the
advantage that the office retains a1l amounts below its
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retention Vimit while under quota share arrangements, it is obliged
to reassure a portion of even those policies which it could prudently
retain in full.

(ii) Non-Proportional Reassurance.

Catastrophe Reassurance Arrangements: It can happen that a single

accidant or catastrophe will give rise to a large number of claims on
the same office. This 1is a natural result of the tendency for
offices and sales forces to concentrate their sales efforts in
particular geographic areas or amongst particular socio-economic
groups. This risk has been greatly enlarged by the rapid growth of

group-life business. Lives assured under group life contracts
cannot be assumed to be independent and so give rise to an
accumulation risk. Some protection from this risk can be arranged

through catastrophe reassurance.

Under this arrangement, 1if as & result of a single catastrophe more
that a specified number of claims are lodged exceeding in aggregate
the agreed catastrophe iimit of the ceding office, the reassurer will
be liable for a specified proportion of the excess loss, there
usually being an upper 1imit on the reassurer's liability.

It s possible to control the accumulation risk to some extent
through careful underwriting and agency control. However, in a
country like South Africa where haif of the population is
concentrated in one geographic area, practical considerations limit
the effectiveness of attempting to avoid excessive concentration by
stimulating sales tn regions where the office is not already over
concentrated. Thus, given that the catastrophe hazard exists and
cannot  be removed through practical considerations, the office
concerned must assess the size of its risk and determine whether it

can safely be carried ther it requires partial or total
reassurance.
Stop-Loss Reassurance: .¢ has been argued that stop-loss is the

most effective means of 1imiting the adverse effects of random
fluctuations in mortality.2 Under this scheme, the reassurer's
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Tiabflity commences when the aggregate claims experienced on the
entire reassured portfolio exceed a pre-determined level. Thus it
is that the ceding office can make ftself completely immune from
total claims 1in excess of its stop-loss limit., Often, however, the
reassurer pays only an agreed percentage of the excess loss, usually
up to an upper limit.

Supporters of this method argue that this provides the only complete
protection against adverse fluctuations in mortality. Traditional
surplus  reassurance offers protection against adverse swings only if
they result {rom the larger policies. If the excess claims result
frem a large number of small policies, this reassurance will be
ineffective, Similarly, under quota share reassurance, since the
reassurer meets only a constant percentage of all claims, it is
always possible for the liability of the ceding office to exceed any
leve] if  total claims are sufficiently high. Catastrophe
reassurance offers reassurance protection from a large Joss resulting
from a single event, but offers no protection against overall adverse
swings. Only under the “complete non-proportional" arrangements
such as stop-loss reassurance, can the ceding office decide in
advance the maximum amount for which it can be liable. Under this
arrangement, the reassurer contracts, in return for a fixed premium,
to meet the ex-ass over an agreed retention of aggregate claims
occurring during the period of cover in the categories of policies
tpecified in the 9+ -~act.

The period of cover [s usually onv year, but may be three years. In
addition there is of‘ -3 a provisioa that if the reassurer declines to
renew the contract when it expires he must accept risk-premium
reassurances on risks above a certain size, but the premium rate may
not  be guaranteed. The stop-loss retention 1s almost always
expressed as a percentage of the expected claims and the reassurance
premium as a percentage of the gross or net premiums of the ceding
office under the reassured portfolio., In this case, expected ciaims
refer to the total claims expected on a realistic basis, cad need
bear no relationship to t o expected claims on the valuation basis.

&
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There 1is also wusually a limit on the amount of risk which can be
included on any oneé Tife and conventional reassurance methods are
generally used to limit the amount at risk on a single life. In
general, the reassurer limits his 1iability to some percentage of the
excess loss, commonly 90 per cent, with an overriding limit on his
total liability. This method is common for non-iife reassurance but
is fairly rare in life reassurance.

Because of the wide fluctuations 1in claims under stop-loss
arrangements and the difficulties reassurer: have 1in obtaining a
sufficient spread of risks, 1t 1is usual for the gross reassurance
premium to include a very substantial contingency loading. Often
this Joading takes the form of & percentage of the variance or
standard deviation of axpected claims.  The gross premium may be of
the order of 300 per cert to 500 per cent of the net premium, but
this  coula be increased if the treaty includes a substantial
proportion of sub-standard iives or very large policies.

The main advantage of stop-~loss reassurance is its flexibility. It
can be tailored to suit the requirements of the ceding office almost
exactly. it offers aimost complete fmmunity from adverse mortality
fluctuations, although at quite a high price, allows the ceding
office to increase considerably its individual retention limits and
can be arranged to peraii a reduction in both the administration and
expense Of reassurance. Un the other hand, it must be remembered
that stop-loss 1is esimtiaily a short term arrangement. It can be
cancelled by either party and the unexpected termination of the cover
by the reassurer cou feave the ceding office in an awkward

position. Even tiwugh there 1s often a provision for the ceding
office to effect ri.t orenium reassurance on selected risks in the
event of cancellatioi, ti%s may involve seme delay and considerable
administrative diffies . Secondly, it is very rare for complete
stop-loss protection i. “« offered. The war risk and nuclear hazard

are almost always excluged and there 1is commonly a 1imit on the
amount of risk which ¢ be included on any one life. In addition,
there 1s wusually an overriding limit to the reassurer's liability.
Therefore, the stop-loss contract rarely provides the
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"complete" protection which is claimed for it, although the cover sy
be complete for most practical purposes.

In addition to all of the above, and because under stop-loss the
reassurer does not follow the fortunes of the ceding-office, the
reassurer would usually reguire much stricter control of the
portfolio of the ceding office than is usual because of the nature of
the cover. Often, contractual obligation on the part of the ceding
office not to vary its underwriting standards without the consent of
the reassurer is included.

The reassurer reserves the right to reassess the premium chargeable
if there s any significant change in the composition of the
portfolio of risks of the ceding office and, because of the
uncertainties drnerent in his calculatinas and the higher expenses
involved ir aoministration, the reassurer (s forced to include large
expense and contingency loadings in the premium, often resulting in
gross premium which may be three or four times the pure risk premfum,

Excess of Lloss: This wmethod 1s not usually applicable to Jife
reassurance, although it {is sometimes used 1in connection with
disability insurance. Excess of loss is a type of individual policy

stop-loss  agreament. The amount of claim of an individual policy
above the excess of Tloss limit is paid, in part or in full, by the
reassurer. This arrangement is very useful in general insurance

fields such as fire and third party liability insurance, where the
amount of the claim on any policy is a random variable and can be 100
or more times tha expected claim.

The number of different types of reissurance arrangements which can
be devised are obviously Hmitless, The difficulty arises in
finding a secure reassurer who is prepared to accept unconventional
arrangements as they have developed a reputation for being extremely
conservative, perhaps to the everlasting credit of their industry.

4. THE PLACING OF REASSURANCE

The life office, having decided which of those needs mentioned in
Section 2 above are most Impertant to it, and which of the local
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reassurers is able to match these requirements most closely, will
then consider the reassurer with which it wishes to deal.
Neturally, life offices are not limited in their dealings with
reassurers and may deal with several reassurers simultanecusly.
Treaty reassurance may be in operation for various classes of M
business with more tnan one reassurer, whilst facultative
reassurance, particularly of sub-standard lives, may be transacted
with a1l reassurers both locally and internationally.

The willingnass of the rcassurer te provide the vartous infarmation,
underwriting, training and adwinistration facilities desired by the
ceding office will be of importance, but su too will be the
reassurer's willingness to negotiate the particular type of treaty
desired by the ceaing office anc the levels of profit sharing which
the 1ife office expects.

The majority of reassurance treaties contain a series of sections or
articles, generally in similar wrder, covering the main provisions
ang limitations of the reassurance arrangements. A specimen of a
iodern  treaty is included in Appendix: Main Provisions of the
Reassurance Agreement - 1900 to this Chapter. Of particular note
should be those sections dealing with the payment of dubious or
disputed claims, the calculation and distribution of profit sharing
commissions and  sections dealing with errors and omissions,
arbitration and inspection and audit.

Many reassurance treaties will confirm that reassurers will follow
the decision of the ceding office with regard to the payment or
repudiation of claims. 1f the ceding office decides that it wishes

to pay a claim, however dubious, the reassurer will usually follow
and meet its share of the liabilities accordingly. However, if the
ceding office decides Lo contest the case in a Court of Law, most
often reassurers will bear their proportionate share of legal costs
involved and share proportionately in any reduction of claim value,

The generous extent to which South African reassurers are prepared to
return profits enjoyed on tha reassurance treaty is clear from the
Appendix  specimen, and the gentlemanly nature of the contract
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becomes evident from the tone of the agreement in general and the
clauses referring to errors and omissions and arbitration in
particular. L.fe assurance is a long term business and therefore
reassurers and ceding offices alike tend to go to great length to
ensure the maintenance of harmonious relationships under even the
most trying office circumstances.,

A question which is often asked is "What is the best, or cheapest, or
the most efficient form of reassurance?'  This is a question with ne
single answer. The answer will depend on the circumstances of the

office and the objectives of the mana

nit, hience the criteria by

&

which one judges “"best". A number of possible optimisation criteria

have been imvestigated. The most obvious s the variance of
retained claims. This is quite commonly used and has been
extensively investigated. An alternative is the e«pected gain in

utility to the office w jertaking the reassurance arrangement. This
utility function is a familiar concept to economists and Bayesian
statisticians, but has only recently been applied to life
assurance. A third common criterion is the ruin probabflity. If
an office has a risk reserve of sjze u, then the probability that the
risk  reserve will ever become negative is called the ruin
probability.ll

It i not possible to designate any one of these criteria as hetter
than the other. They each have weaknesses and strengths and the

selection of the appropriate criterion is a highly complex decision.

5. SUB-STANDARD REASSURANGE

The underwriting of assurances on sub-standard lives poses a number
of problems, particularly for small companies that ma- not possess
much experience of such business. Although the 1ife underwriters
have the advantage of reliable mortality tables, care nmust be
exercised 1in the selection of individual lives and in particular in
identifying those suffering from any impairment which necessitates
refusal or the quotation of special terms. Where an office wishes
to reassure a sub-standard 1ife, arrangements may be made for a
treaty reassurer to examine proposals and medical evidence and to
decide on the terms to be quoteqd.
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Today it {s common practice to inciude all of a company's business
within one treaty whether on original term~ or the risk premium
basis, although retentions and automatic treaty cover may be altered
for sub-standard lives.

There are two essential ways of dealing with assurance for impaired
Tives. An additional premium may be charged cr a debt on the policy
may be imposed. This extra premium or debt (often referred to as a
Tien, and rarely imposed today) may be dealt with in various
different ways and may reduce over uhe 1ife of the policy.

Underwriting is a very imprecise science and it is (uite common to
find two experienced underwriters in disagreement about the
appropriate level of extra premium for a particular risk. It is not
surprising therefore, that increasing competition in both the direct
market and the reassurance market has led to the practice whereby a
number of direct offices will offer their substandard cases to
several reassurers. The cases will eventually be placed with those
reassurers who offer the most competitive terms. This practice has
become known as the “shopping of risks".12 Because of the extra
work involving senior people on the reassurer staff and the reduced
- completion ratio, the expenses per completed case are correspondingly
higner. In simple financial terms it s unlikely that this business
is highly profitable &c the reassurer except in the context of h
protecting a valuable treaty connection or in the hope of developing

2 new treaty connection with the ceding office concerned, which in
turn  would be pleased to be able to accommodate its sales
intermediary and his client.

6. FIXING RETENTIONS |

Actuarial techniques are more highly developed in life assurance than |
in other classes of dinsurance business and various mathematical
models have been devised to arrive at appropriate retention limits
for a life fund. One example is Rosenthal's formula for calculating
“chance fluctuations funds", 1i.e. an amount sufficient within a
certain Tlimit of probability to cover any variation in the mortality *
experience in any year from expected losses due solely to
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change x’]uctuation.13 Nevertheless, in practice retentions are

generally still fixed in a more or less ad hoc fashion.

The weakness of all the models developed to date is the assumption of
an independence of risk, which is not true of most life portfolios. ]
Even 1if 1in some cases the degree of inter-relationship between the ]
insured Tives of o porifulio may be very smail, it cannot be ignored.

Consequently, companies {after obtaining actuarial advice) still fix
their retentions 1in the light of those factors which are common to
other classes of business and in ecgenca are the capits) and freo
reserves of the company, and the size of the risk portfolio. Other
factors which may be taken into account are the types and mix of
business transacted, the margin that can be built into premiums to .
provide for wmortality risk, the price the company is prepared to pay
for reassurance, the probahility of ruin, the claims distribution
function as modified by the purchase of reassurance, the reserves at
the beginning of the period, the total number of expected c¢laims, the
expected value of each claim and the gemeral contingency loading in
the premium. Past mortality experience, cash flow and cost of bonus
are also considerations, together with the pragmatic consideration of
. the retention maintained by other direct offices of a similar size,
product mix and maturity. )

In assessing levels of retention, direct offices wil) be concerned
with maximising the retaimed profit from their business, whilst
praserving the solvency of their companies and some degree of
stability in their bonus declarations and dividend payments to
poticyholders. The risk theory technigues which exist and which
have’ been referred to, offer some guidance in setting these levels
but, as is so often the case with such methods, very sweeping and
questionable assumptions have to be made and therefore the final)
establishment of Tevels of retention must be made by senior
management on the basis of all these factors combined with their
years of experience and "feel" for the business.
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7. THE ROLE OF PROFESSIONAL LIFE REASSURERS TN SOUTH AFRICA

Throughout this chapter reference has been made tc the important role
played by reassurers in transferring their expertise in underwriting,
administration and product development to the direct 1ife offices.
Much of this expertise 1is cbtained by the reassurer’s contact with
the rest of the local and international 1ife assurance community.
The reassurer's willingness to finance local developing Tife offices
has beea of considerable economic value to the industry and country

.
51—

as @ whole and, as most of these arrangements are highly
confidential, the full extent of these benefits to our country will
probably ncver be anown. =

In addition, for the same reason a 1ife office finds ¥ necessary te
reassure part of its business, & reassurer with similar constraints
will find it necessary to reassure part of its cwn business. This

is known as retrocession. This retrocession may be placed with
other  professional reassurers or arnatively offered to life
offices as reciprosity for busines «d by them.

Where this 1is not possible or desirable, the reassurer may endeavour
to place this business on a simple and¢ cheap basis often within the
world-wide professfonal reassurance market. As tiis 1s most
frequently done on a further risk premium basis, benefits to the
nation as 8 whole are further optimized by this spreading of risks
across many offices and internationa) boundaries.

e T

The dnvestment practice of a reassurer will tend to be more cautious
than that of a direct 1ife office as the average duration of
liabilities {s shorter, and the potential variation in results is
greater and therefore there oxists a much greater need for liguidity
to deal with large claims.

This Jeads to an investment philosophy of closely matching the
ligbilities with a high degree of liquidity, invelving & very high
proportion of fixed interest and part-one asset securities.

| a.ﬂ' n.n.,..,uw.n.ka.l
[ y -
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hpart from the very positive capital and employment formation effects
of this investment, the nature of the investments held by reassurers
means that the benefit accrues wmore largely to the State and its
beneficiaries than in the case of ordinary life office investments.

In order to better appreciate the position of 1ife reassurers in
South Africa, available sialislical information has been collated in
Table 5.2. Figure 5,1 is extracted from the data in Table 5.2 below
and illustrates the success with which professional life reassurers
have grown in  South Africa since the Tate 1960's, indicating the
level of development and significance of this important segment of

the Industry. From sums reassured of only R850-million in 1970,
this industry had grown unearly four faold te R3,080-mitlion sums
reassured only five years later. Ten years latar in 1984, the

industry had grown a further ten fold to R24,632-million sums
reassured.

Simitarly, by net premium income, the reassurance industry in South
Atrica grew ten fold in the years 1970 to 1981, and more than doubled
again between 1981 and 1984 " from R57,3-miltion to R120,7-million,
(The fall to RI114,9-million 1in 1985 was the result of certain
reassurers reducing their group life exposure after experiencing
persistent losses between 1980 and 1984),

In 1986 the Life Offfces' Association started keeping statistics on
the 19fe reassurers in South Africa, These showed that at the end
of December 1986 benefits paid totalled R91 127 000. (These being
almost entirely for reassured death and disability claims). Assets
held totalled R4DT7 452 D00 of which over 55 per cent were invested in
prescribed securitias and under 17 per cent in listed equities,.24

These statistics demonsirate the growi 3 finfiuence of the South
African reassurers and the increasingly high regard in which they are
held 1in this country. Should the concentration taking place within
the industry {(See Chapter Il above) one day cease and new
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life offices once again come into being, 1ife reassurance can be
expected to play an even more significant and important role in South
Africa.
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TABLE 5.2 THE GROWTH OF LIFE REASSURANCE INM SOUTH AFRICA

SOUTH_AFRICAN LIFE REASSURERS

TOTAL SUHS REASSURED &
D NET PREMIUN INCOME s
Bross Gross.
Met Premiums  Sums Reassured Net Premiums  Sums Reassured
Year  Refiliion 11ion % Growth % Growth
1588 126,5 32 150 27,8 20,0 *
1985 114,9 26 793 -4,8 8,8
1984 120,7 24 632 31,9 24,7
1983 81,5 19 748 19,3 36,2
1982 76,7 14 497 33,9 34,8
1981 57,3 10 758 35,5 1,5
1980 42,3 8 176 19,5 19,8
187¢ 35,4 § #2§ 22,9 16,2
1978 28,8 5 478 22,6 24,9
1977 23,8 4 704 25,7 25,4
1976 18,7 3 750 12,7 23,0
1875 14,8 3 050 22,1 24,0
1974 13,6 2 450 15,3 29,5
1973 11,8 1300 26,9 30,1
1972 9,3 1 460 43,1 26,9
1971 6,8 1150 22,6 35,3
1870 5,3 850 |
SOURCE: Swiss-South African Reinsurance Company Limited

Mercantile & General Reinsurance Company of SA Limited
Annual Reports of the Registrar of Insurance

*  Estimates

et S A - B
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APPENDIA:
MAIN PROVISIONS OF THE REASSURANCE AGREEMENT - 1300

A ‘watershed' in the development of )ife reassurance tcok place in

1900 when forty-six British Life offices signed the 'Reassurance 4
Agreement - 1900°, laying out the basic rules under which reassurance

was to be transacted in future. This agreement remains in operation

today and is reproduced here because of the fmportant concepts it

contains anu which are stil) valid today:

l The office placing the reassurance is known as tne "Pr1nc1pa'| 0
fic The office to which the reassurance is offered is known as
the "Guaranteemg Office". ]

2, The Principal Office must discinse:

(&) The amount of assurance it already rolds on the life;
(b} Its propesed retention of the new assurance;

{e) The terms applying to the new assurance;

{d} The terms of any existing assurance;

(e} A1l material facts at the time the reassurance offer is made,
and also facts which emerge in the interval befare completion. It
must also:

{i} Furnish copies of all papers containinyg such information;

(i1) Give particulars of previous proposals and exhibit papers if
required, and aliow copies to be taken,

3. The Guaranteeing Office may not retrocede any part of the
risk without the consent of the Principal Office.

4, The Guaranteeing Office is not on risk until it has intimated

acceptance, nor until the Principil Office 1s on risk. After
accaptance by the Guaranteeing Office it goes on risk &t the same
time as the Principal Office receives the first premium.

The Principal Office must not complete the risk after the expiry of
one month from the date of the Guaranteeing Office's ucceptance,
unless the Guaranteeing Office is provided with satisfactory evidence
that the Tife to be assured remains eligible for assurance.
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5. f before commencement of the risk the Guaranteeing Office
receives information making it desirable to withdraw its acceptance,
and  accordingly informs the Principal Office in writing, the
Guaranteeing Office’'s acceptance shall be void after the expiry of
one week from the time of such f{alimation, or immediately the
Principal Office withdraws fts own acceptance or obtains an
acceptance of the reassurance elsewhere, whichever happens first,
unless in the meantime the risk of the Guaranteeing Office has
commenced by reason of the Principal Office’s risk having commenced.

Upon becoming aware of the commencement of the risk, the
Pr1nc1pa1 Office shall pay the first reassurance premium Immedmtely
or issue & notice to the Guarantesing Office stating the amount and
date of the risk.

7. The reassurance contract shall be evidenced:
(a) By a Guarantee endorsed on a copy of the Principal Office's
policy; or

(b} By & policy of the Guaranteeing Office endorsed to the effect
that it is issued as a reassuranse of the Principal Office's policy.

8. The tuaranteeing Office shall pay the Principal Office a
proportion of the stamp duty on the original policy.

§. Wnere the Guaranteeing Office receives a premium for the
reinsurance at the Principal Office's rate, the Guaranteeing Office
shall follow the Principal Office in:

(a) Extra pramiuns charged and licences allowed, but the
Guaranteeing Office shall be first consulted;

(b) Commutations or alterations of premium or adjustments of the
sum assured or premium on account of misstatement of age, but the
Guaranteeing Office must first consent to any alteration involving
the remission or reduction of any premium or modification of special
terms imposed in lieu of eoxtra premium;

{c) Bonuses and their current cash values;
(d) Surrender values, paid-up policy values.
1. When the reassurance is at the Guaranteeing Office's own rate

of premium, the Guaranteeing Office’s conditions shall prevail for
bonuses, surrender values, paid-up policy values, and alterations or
commutations of premiums.

The Principal Office's conditions shall prevail for extra premiums
charged, and licences allowed, and for adjustments on account of
errors in statement of age.

s
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1, Where the rates are_the same, the rates and conditions of the
Principal Office shall be held to govern the reassurance.

12, ~The premiums in respect of the reassurance shall be payable
on the same dates as the premiums on the original assurance.

13. The Principal Office may surrender the whole or any part of
any reassurance.

i4. The rates of commission 1in default of special arrangements

shall pe:

(a) 10 per cent of the First premium and 5 per cent of the
renewal premiums; or

(b} One per cent of the sum assured and 2,5 per cent of renewal
premiums,
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APPENDIX:  SPECIMEN -1
LIFE REASSURANCE _AGREEMENT

Between

ABC LIFE ASSURANCE ASSOCIATION LIMITED
1 Commissioner Street, Johannesburg

(hereinafte~ called the "Ceding Office")

and

XYZ REINSURANCE COMPANY OF SOUTH AFRICA LIMITED
1 Adderley Street, Cape Town

(hereinafter called the “Reassurer")

THE FOLLONING ARTICLES QUALIFIED BY THE ATTACHED APPENDICES
WILL FORM THE B4SIS OF THIS AGREENENT

See Section 3 (a) of this Chapter




ARTICLE 1

ARTICLE 2

ARTICLE 3

ARTICLE 4

ARTICLE 5

ARTICLE &

ARTICLE 7

ARTICLE

o

ARTICLE 9

ARTICLE 10

ARTICLE 11

ARTICLE 12

ARTICLE 13

SCHEDULE 1

SCHEDULE 2

SCHEDULE 3
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INDEX TO THE AGREEMENT

9
Scope k.
Retention and Automatic Cover ’?

Currency; Liability

Reassurance Premiums and Commissions; Expenses
Profit Commission

Profit Commission
Documentation

Alterations; Cancellations; Non-Forfeiture and
Reinstatements

Claims
Accounts
Errors & Omissions; Inspection of Records

Alterations to Agreement; Duratien of Agreement

Arbitration

Retrocession

Conditions rekating to Articles
Risk Premium Rates

Advice of Claim

B e a2 ses _MLMM
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INDEX TO THE AGREEMENT

ARTICLE 1 Scope 4
£

ARTICLE 2 Retention and Automatic Cover

ARTICLE 3 Currency; Liability

ARTICLE 4 Reassurance Premiums and Commissions; Expenses

Profit Commission

ARTICLE 5 Profit Commission

ARTICLE & Documentation

ARTICLE 7 Alterations; Cancellations; Non-Forfeiture and
Reinstatements

ARTICLE 8 Claims

ARTICLE 9 Accounts

ARTICLE 10 Errors & Omissions; Inspection of Records

ARTICLE 11 Alterations to Agreement; Duration of Agreement

ARTICLE 12 Arbitration

ARTICLE 13 Retrocession

SCHEDULE 1 Conditions rekating to Articles

SCHEDULE 2 Risk Premium Rates

SCHEDULE 3 Advice of Claim
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ARTICLE 1

SCOPE:

This Agreement rerers to all individual 1ife assurance businest and
supplementary benefits set cut in the First Schedule which the Ceding
Office accepts in the Republic of South Africa, Transkei, Cisked,
Venda, Bophuthatswana, and any other countries granted independence
by the Government of South Africe, at the general conditions and
rates of premium in force at the date of the Agreement, or at such
general conditions and rates of premium subsequently adopted by the
Ceding Office and, where to be reassured on original terms, approved
by the Reassurer.

Life assurance business written in other territeries may be included
in this Agreement by arrangement between the Ceding Office and the
Reassurer.

Reassurances accepted by the Ceding Office will not be included
hereunder unless the parties hereto mutualiy agree otherwise,

ARTICLE 2

RETENTION ARD AUTOMATIC COVER

The Ceding Office agrees to cede and the Reassurer agrees to accept
all business included in the Agreement up to the Timits specified in
Schedule 1.

In determining the retention of the Ceding Office the actual amount
at  risk under previous policies on the same tife will be taken into
account .

If the Ceding Office reduces its retention on any 1ife below the
amount stated 1in Schedule 1 the automatic cover granted by the
Reassurer will be reduced proportionately.

The Ceding Office will notify the Reassurer immediately of any
increase Yn retention and such increases will apply to policies where
risk dis assumed on or after the date from which the increase takes
effact. No cession previously made hereunder will be affected.

Should the Ceding Office receive a proposal for an amount in excess
of its retention and the automatic cover granted by the Reassurer the
excass may be offered facultativelr to the Reassurer and if accepted
the routine procedures set out in this Agreemant will apply unless
agreed otherwise.

- P
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ARTICLE 3 ﬁ n

CURRENCY:

A1l cessions under this Agreement will be effected fin the same -
currency as the original policy. o

LIABILITY: . o

The 1iability of the Reassurer will commence simultanecusly with chat
of the Ceding Office and, subject to any special provisions that may
be made regarding the method of calculation of the amounts at risk
for risk premium cessions, will cease at the same time as the
Tiability of the Ceding Office ceases. e

A1l policies, other than policies of a temporary assurance nature and
supplementary accident and disability benefits, will be reassured on
the risk premium basis, and the amount at risk reassured in any
policy year will be the difference between the original sum assured
and the reserve thereon at the beginning of the policy year less the
Ceding Office's retention which shall be a constant amount in each I
year, The amount of reserve shall be calculated on the basis set 4 |
out in Scheduie 1. v

ANl policies of a temporary assurance nature and supplementary
accident or disability benefits will be reassured on the original
terms basis and the Reassurer agrees to follow to the extent of its
1iability the gemeral anditions of the Ceding Office.

Hotwithstanding the foregoing the minimum initial sum reassured will
be the amount specified in Schedule 1. {

ARTICLE 4

REASSURANCE PREMIUMS:

The basic rates of premfum applicable to cessions reassured on the
risk premium basis hersunder are set out in Scheduie 2. The premium
for each policy year will be the product of the rate according to the
age next birthday at the commencement of the policy year and the
amount at risk for that year. If a policy is issued by the Ceding
Office at a rate of premium for a higher or Tower age than the actual
age at entry, that higher age will be used to calculate the risk
premiums. If a cession covers the mortality risk on more than one
life the rate of premium will be the total of the respective rates
for the individual lives.

For all cessions reassured on the original terms basis hereunder the
Ceding Office will pay to the Reassurer the annual rate of premium
applicable to the original policy.
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On all cessions the due proportion of any extra premjums payable
under the original policy for any reasnn whatsoever will be payable
to the Reassurer.

Where a debt or lien has been ingosed on the original policy,
reassurance premiums will be calculated on “he ful) amount at risk
without deducting the amount of any such debt or 1‘en.

A1l premiums will be payable to the Reassurer annually in advance
whatever the mode of payment of the premiums under the original
policy.

COMMISSION AND EXPENSES:

The Reassurer will pay to the Ceding Office commission at the rates
shown 1in Schedule 1.  The Reassurer will also pay its share of stamp
duty in respect of policies reassured on the Original Terms basis.

Apart from this no commission, taxes or proportion of any expenses
will be paid by rae Reassurer except as providad in Article 5 and
Article 8,

ARTICLE 5

PROFIT COMMISSION:

At the end of each year the Reassurer shall prepare a statement in
the form of the schedule set our hereunder in respect of risk premium
business reassured under this Agreement in the preceding caldendar
year.

SCHEDYLE
Income under the Agreement Outgo under the Agreement
1. Premium Income for the 2, Claims by death occurring
current year. during the current year

(including the Reassurer's
share of legal expenses).

2. Unexpired risk reserve 2. Commission for the current
brought forward beiny 50 year.
per cent of the Premfum
Inceme for the preceding

year.
3, Loss carried forward {if 3.  Allowance for expenses,
any). being 12,5 per cent of the

Premium Income  for  the
current year.

~ [ _“Amm
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4, Unexpired risk reserve being !
50 per cent of the Premium
Income for the current year. H

5. Loss brought forward (if ¥
any}. E

6. Profit (if any).

In the event of the above-mentioned schedule showing a profit for the
year, fifty per cent (50%) of such profit shall be payable to the
Ceding Office by the Reassurer. In the event of a loss being shown
such loss shall be carried forward together with any other losses to
subsequent years until extinguished and no profit commission shall be
payable during that period.

ltems applicable te amounts 1in excess of Two Hundred Thousand Rand
(R200 000) initial sum reassured under any one reassurance shall be
excluced from the above Schedule,

It is understocd that if after the statement has been approved and
the Profit Commission paid further claims are notified or reversed
relating to deaths or disabiements occureing in the year to which the
statement relates, the statement shall be recalculated and the
necessary refund made.

If the Agreement is cancelied for new business profit commission
shall continue to be paid in terms of this Article only for as Jong
as one thousand risk premjum cessions remain in force in terms of
this Agreement.

ARTICLE &

DOCUMENTATION:

Subsequent to assuming risk, the Ceding Office will supply the
Reassurer with sufficient {nformation to enable the Reassurer to
complete 1its records in respect of all business ceded under this
Agreement,

Notwithstanding the foregoing for all policies with a Valugard Option
the Ceding Office will provide the Reassurer with new business and
renewal bordereaux at monthly intervals in & format agreed batween
the Ceding Office and the Reassurer.

For all cessions a copy of the proposal and medical papers will be
sent to the Reassurer on request.
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ARTICLE 7

ALTERATIONS:

The Ceding Office will notify the Reassurer of any alteration to the
original policy which affects the Reassurer's 1iability. In the
event of a policy reassured under this Agreement being reduced in
amount, the cession will be reduced proporticnately from the same
date but a reduction of the sum assured under one of the Ceding
Office’s policies not reassured hereunder will not affect any cession
on the same life, The Reassurer will refund to the Ceding Office
any unearned reassurance premjums less commissfons arising as a
result of the alteration.

Notwithstanding the foregoing if an alteration to the original policy
results 1in the amount at risk on a risk premium cession being reduced
below the amount specified in Schedule 1 the cession shall
automatically be cancelled.

CANCELLATIONS:

In the avent of the cancellation of the original policy for any
reason other than the death of the life assured, the Reassurer will
refund to the Ceding Office any unearned reassurance premiums Jess
commissions arising as a result of the cancellation.

REINSTATEMENTS:

Should a policy which has lapsed be reinstated in accordance with the
policy conditions, the cession hergunder will be automatically
reinstated and the appropriate arrears of premium, and interest i¥
received by the Ceding Office, w11l be payable to the Reassurer.

MRTICLE &

CLAIMS:

In the event of a claimon a policy reassured hereunder the Ceding
Office will notify the Reassurer immediately. A1l payments made by
the Ceding Office within jts policy conditions in respact of death or
supplementary accident or disability benefit claims will be binding
on the Reassurer to the extent of its 1jability. If more than 90%
of the risk is reassured the Cediny Uffice undertakes to consult with
the Reassurer before admitting 1iabiltty. If a claim is settled for
less than the full s:a assured under the policy at the date of the
claim the Reassurer will pay to the Ceding Office {ts propartion of
the cost of the claim after deduction of the reserve applicable to
the cession. In addition the Reassurer will be liable for its
proportion of any legal costs and expenses incurred in the
investigation of c¢laims but excluding any expenses incurred by the
Ceding Office's employees.

e B N, 9
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Where a debt or lien has been imposed on the original policy the
Reassurer's 1liability will be determined by deducting from the
current amount at risk a due proportion of the debt or lien.

The Ceding Office will provide the Reassurer with details of the
claim as set out on Schedule 3. The Reassurer will credit the
Ceding Office with its share of the claim after production of proof
of c¢laim and notification of payment by the Ceding Office. Copies
of the full claim documents need only be sent on request. All
ctaims will be settled in the accoun. unless the habthy of the
Reassurer exceeds the ount stated in Schedule 1 in which event a
separate remittance wil. be made. Any settlement by separate
remittance may be subject to the amount of the claim being set
against any balances outstanding and due to the Reassurer.

ARTICLE 9

ACCOUNTS:

Statements of acecount setting out all premiums, commissions, claims
not paid by separate remittance and other items applicable to
cessfons effected, renewed, altered or cancelled during the period
covered by the account will be prepared in accordance with the
details set out in Schedule 1.

Settiement of the balance due as shown in the statements of account
will be wmade in accordance with the details set out in Schedule 1.
Alternatively &tne balance may be set against any other balances
outsiznding between the {eding Office and the Reassurer.

If fer eny reason for which the creditor party is not responsible,
amounts remain unpaid for more than three months after the due dates
specified in this Agreement, 1nterest shall be allowed on the sums
unpaid, interest being calculated at an effective rate equal to ,5%
{ong ralf per centum) below the yield on Ten Year Government Stock as
at the 3lst Harch {n  the relevant calendar year in which the sums
unpaid were actually due.

ARTICLE 10

ERRORS AND OMISSIONS:
Any error or omission which occurs will not affect the validity of
this Agreement and the mistake will he rectified upon discovery.

INSPECTION RECORDS:
The Reassurer may inspect at the office of the Ceding Office all
records and dncuments relevant to the business under this Agreement.
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ARTICLE 11

ALTERATIONS TO AGREEMENT:

Any alterations in the terms and conditions uf this Agreement will be
effected by means of replacement or addition of pages to the
Agreement which will embody such alteratiuns as may be agreed upon
and will be taken as being purt oF this Agrecment and equally
binding. such replaced or ded  pagus will be recorded in an
Addendum mentioning the effecti.. dute of change and duly signed by
the parties to this Agreement.

DURATION QF AGREEMENT:

This Agreement will t.ke offe. tron “he date stated in Schedule 1
and 1s unlimited as t its Jurutia * may be made fnapplicable to
future policies in whule by either party giving three
months notice to that oft :tter, receipt of which will be
imrediately acknowluds jarty.  During the period of
netice the Reassurer o participate in all policies
falling within the 1. reement. The Keassurer will
ans w.istimy at the date of cxpiry of the
“aioexpiry unlesy the parties mutwally decide

remain liable for all
notice until their nu:
otherwise.

ARBITRATION:

A1l disputes arisir . * the abay  AgrecTant or conceprning its
interpretation or i aather oo:sing cefore or after its
termination, wilj o mcor 3 a5 twe  rbitresors, one to be chosen
by each party.

If eone party ho, g ne an Arbitrator he
uporn  the other Pty TNy that  party

then serve notice
appoint another

Arbitrator. nlesy Wit o two calendar mont oy after the date of
serving such nott.n unptn - Arbitrator  has appointed, the
Arbitrator who .. beun . Lointed wil) at the -equest of the party
appointing  hir  irocesd * hear and  detern e the matters in

difference as s¢ . Arbitrator.

If both partie. have uui. appointed Arbitrosors, the Arbitrators
shall before proceeding t. hear the wattors in difference sppoint an
Umpire. If nu Umpire kis been appointed within one calendar month
after the date of appointrunt of the lust Arbitrator to be appointed,
then the Umpire will be appointed by the authority stipulated in
Schedule 1 upon the request of either party to this Agreement.

The Arbitrativn will be held at the place stated in Schedule 1 and
the award will be delivered in writing.  The award will be final and
binding on both parties.
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The cost of the reference and award will be decjded in the same M
manner as the matters in difference. The Arbitrators and Umpire may

direct to and by whom and in what manner the cost or any part thereof

will be paid with power to tax or settle the amounts to be so paid.

The Arbitrators and Umpire will d&ach be an official in a life
assurance office or be & partner in a firm of consulting actuaries.

Any Arbitration under this Article shall be subject to the provisions
of the Arbitration Act 1965 of the Republic of South Africa or any
subsisting statutory modifications thereof and shall be deemed to be
a reference to arbitration thereunder.

This Arbitration Agreement wil) be construed as a separate and
independent contract between the Ceding Office and the Reassurer and
Arbitration hereunder will be a conditioa precedent to the
commencement of any action at law,

. Heee . w4 s s mmmﬂdmw
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SCHEDULE 1
CONDITIONS RELATING TO ARTICLES

Y

ARTICLE 1 r

BUSINESS COVERED BY THIS AGREEMENT:

- A1l individual 1ife assurance business and supplementary accident and
g disability benefits accepted on standard underwriting requirements
and at Standard Rates of premium.

ARTICLE 2

RETENTION OF CEDING OFFICE:
One Hundred Thousand Rand  {R100 000).

AUTOMATIC COVER GRANTED BY REASSURER:

Five Thousand Rand {R 5 000)
ARTICLE 3
BASIS OF CALCULATION OF AMOUNTS AT RISK FOR RISK PREMIUM CESSIONS:
i Hortality Az4/29 Ultimate
Interest H 3,55

MINIMUM INITIAL SUHM REASSURED:
Five Thousand Rand (R 5000}

ARTICLE 4

COMMISSION PAYABLE BY YHE REASSURER:
Percentage of Premium Payable as Reassurance Commission in Year

3. Risk Premium Yoar 1 Year 2 Thereafter

cessions:
N Basic Premiums: 50% Nil N

2. Extra Premfums
imposed on
account of health
residence or (3,25n+10)% {1,083n+10)% 10%
occupation maximum 95%  maximum 38,33%

3. Original Terms
Reassurances: (3,25n+10)% (1,083n+10)% 5%
Basfc and Extra
Premiums ; maximum 95%  maximum 38,33%

' 4
|
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ARTICLE 7

MINIMUM AMOUNT AT RISK FOLLOWING ALTERATION:

Three Thousand Rand (R 3 000)

ARTICLE 8

AMOUNT ABOYE WHICH CLAIMS “ILL BE PAID BY SEPARATE REMITTANCE:
Ten Thousand Rand {R 14 000}

ARTICLE 8

PREPARATION OF RENEWALS:
Monthly by the Reassurer

PREPARATION OF 2CCOUNTS:
Honthly by the Keassurer

SETTLEMENT OF ACCOUNTS:
{a) If balance in favour of the Ceding Otfice:

witn tne account
{p} If palance ia favour of the Reassurer:
Within fifteen days of receipt of the account by the Ceding Office.
ARTICLE 13
DATE OF EFFECT OF AGREEHENT:
ist August 1986

ARTICLE 11

AUTHORLTY FOR APPOINTMENT OF UMPIRE:

The Chairman of the Life Offices' Association of South Africa or, 1t such
person is not a disinterested party, the Deputy Chairman or Vice-Chairman.

PLACE OF ARBITRATION:
Johannesburg
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SCHEDULE 2

Life Reassurance Risk Premium Rates
(Rate of premium per R1 000 sum at risk)

Age Next Birthday Premium %o Age Next Birthday Premium %o
Up to Age R R
30 65
3L [+ —
32 67 g
33 68
34 69
35 70
36 71
37 72
38 73
39 I
49 75
41 76
42 77
43 78
44 79
45 80
46 8l
47 82
48 83
49 84
50 85 i
51 86 #
52 87
53 88
54 89
55 90
56 9l
§7 92
58 93
59 94
60 95 i
61 96
62 97
63 98 1
64 99
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SCHEDULE 3

FROM: TO:
OUR REFERENCE: DATE:
LIFE CLAIM ADVICE

NAME OF LIFE ASSURED:

YOUR NO:

QUR NO:

THE LIFE ASSURED DIED ON

THE POLICY MATURES ON

DATE OF BIRTH

WE REFER TO QUR ADVICE DATED

SUM AT RISK UNKDER THE REASSURANCE
{EXCLUDING BONUS)

AHOUNT OF ACCRUED BONUS
FOR CLAIMS BY DEATH
OUR PERIODIC PREMIUMS

HAVE BEEN ON A TRUE [:1 INSTALMENT I:] BASTS

CAUSE OF DEATH

REMARKS

THIS CLAIM HAS NOW BEEN SETTLED

I

WE LOOK FORWARD TO RECELVING fOUR CHEQUE

WE PROPOSE THAT THE FOLLOWING ENTRIES ARE MADE IN THE \ _l ACCOUNT

T0 OUR
DEBIT CREDIT
CLAIM
REFUND OF PREMIUM

REFUND OF COMMISSION
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CHAPTER VI
LEGISLATION AND REGULATION OF THE LIFE ASSURANCE INDUSTRY

This chapter deals with the development of the legal regulation of
the activities of life offices and the emergence of voluntary
regulation from within the 1ife assurence industry. Attention is
also briefly given to the important question of the legistation
coverning the taxation of life offices in South Africa.

1. THE ESSENTIALS OF LIFE ASSURANCE LEGISLATION

The nature of 1ife assurance legislation has changed much over the
past one hundred years. There has been a tendency to increased
legal regulation of the activities of the industry and if one
compares the varjous Acts of Parliament on Tife assurance, it appears
that the provisions of these Acts over time have come to cover the
following four essential minimum requirements. In all cases, the
sole purpose of the legislation has been the protection of the
interests of policyholders in one form or another.

a) The mwost important provision in a life assurance Act reflects
the desire on the part of the legislature to protect the interests of
policyholders and _ their beneficiaries. A large number of
stipulations are aimed at ensuring that a company is run on sound
principles and include wmatters such as the proper registration of
life assurance companies, the mainterance of adequate reserves
against expected future claims, the scundness of premium rates, the
non-forfeiture of policies in the event of arrear premiums or
mis-statement of age, and other legal protections concerning
questions such as the cession of poilicies and insolvency of the
assured .

b) In oreer to ensure that a company is run on sound pringiples,
legislation requires that the company regularly report on its
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inyestment activities, This provision usually calls for disclosure
of information in regard to the kinas of investments held, methods of

investment, ratios of investments, yields, etc.

c) A third set of provisions in insurance Acts relating to the
soundness of T1ife companies deals with the important question of the

principles underlying the valustion of assets and actuarial

liabilities. Unless both assets and 1iabilities are valued on
standardised bases, 1t is difficult to assess the true position of
each Vife office and to make inter-company comparisons.

d) Life assurance acts in time have alsc extended their
provisions to cover the disclosure of the financial affairs of

companies in reports of a statutory nature and format.

It is important to the 1ife assurance industry in particular and to
the economy in general that legislation should not seek to fmpose
grey uniformity on life offices, neither should it seek to "control
the activities of these enterprises, It is in the divergencies of
the methods and practices of Tife offices in a free enterprise system
that a policyholder finds his greatest benefit and protection,
provided always that life offjces are subject to informed public
serutipy.

2. EARLY LEGISLATION IN THE FOUR PROVINCES

Life assurance legislation in South Africa goes back to the previous
century when what later beceme the four Provinces were two British
colonies, (Cape and Hatal) and two Boer Republics (Orange Free State
and  Transvaal}. "Insurance legislation" must be distinguished from
“insurance law":  The former refers to Parliamentary statutes
containing specific provisions for the running of life assurance
companies in the country concerned, whereas "insurance law" is part
of the common Taw as it has developed over the centuries. For
example, 1ir the Cape in 1897,1 and the Orange Free State in
1902,2 the Courts wvere directed to administer English law in every
suit, action, and cause having reference to questiens of fire, life
and marine dinsurance, the law of insurance being part of the general

3 e o v e &_.me
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mercantile Taw of the time. Conseguently, there befng no insurance
company legislation per se, prior to the first life assurance
statutes 1ife assurance companies were subject to nc specific
legislation other than the wmercantile law applying to other
commercial undertakings at the time.3

At is instructive to consider to what extent the four essential
provisions of 1life assurance legislation enumerated above were
fulfilled 1in the early as compared to the later Tegislation in South
Africa:

Lape: Two major Life Assurance Acts were passed in the Cape
Province. The first of these was the "Life Assurance Act Ho. 13 of

1891" passed by the eighth parliament of the Cape of Good Hope. It
was to “amend the Jaw relating to life assurance companies with a
view to encouraying persons to Insure, and to protecting persons
Assured," and called for an “investigation into the financial
conditions of a company by a duly qualified actuary every five
years", e&n apstract of his report heing required to be deposited with
the Treasury in the prescribed form. The importance attached to
disciosure by this legislation is well indicated by the fact that the
Minister to whom the Governor of the Colony assigned the management
of the Act was required to lay this report before Parliament,
together with the prescribed revenue accounts and balance sheets of
1ife assurers.

The 1891 Act protected policies which had enured for three or more
years from execution in the event of insolvency of the assured,
ailowed women married in community of property to effect assurance on
their own 1Yives, allowed husbands to cede their policies to their
wives, and allowed the assured to agree with the assurer on the
payment of premiums by the application of the profits of the policy
to such premiums.

Hansard {May 1891) reports that the Hon. Mr Botha, moving the second
reading, said that ... "the aim of the 8i11 was to compel companies
to give proper statements to the Government of their business
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and that the Bill principally wmeant further protection of
policyhelders".

The other insurance legislation enacted in the Cape was the Insurance
and Loan Companies Act, Mo, 30 of Seplember 1908 te “Amend the Law
relating to Stamps and Companies that issue Loans in consideration of
Premiums"®. This Act was brief and provided for a deposit of £5 000
to be made with the Treasury, £10 000 if its head office was not in
the Cape Colony, and for a £500 penalty for transacting business if
the deposit had not been made. 1ts only other provision was for the
returns to be furnished "in sich form and manner as may be required
by the Governor",

Life offices in the Cape Colony were therefore subject only to the
two reau‘rements of makinyg deposits with the Treasury and of making
disclosures through the submission of statutery financial returns.
In addition, the legislation had been specifically framed not to
inhibit 1ife companies, but rather to encourage the pubiic to
purchase and maintain 1ife assurance policies as {s evident from the
stated purpo’se of the 1591 Act “to encourage persons to insure".

HNatal: Four brief Acts were passed in HNatal between 1904 and
1908, all less onerous and less complex than those passed in the
other provinces. The only provision of The Lodging of Securities by
Assurance and Insurance Companies Act, HNo. 47 of 1904, was the
Todging of a £1) 000 deposit by 1ife offices. This Act was amended
by Act Mo, 43 of 1006, which provided that no agent could act for an
insurer before the deposit was made. This was followed by the Act
to Amend the Law of Insurance, No. 1 of 1907, which stated that "no
provision in restraint of military service ...shall be available as a
defence of any claim under the policy”. The Life Insurance
Protection Act, HNo. 38 of 1908, was "To provide for the better
protection of families, by securing to them the provisfons made by
Life Assurance", It provided for the lodging of investments with
the Treasury by life assurance companies, for the protection of
polictes in the event of insolvency of the assured, and for women
married In Community of Property to effect policies which were not
subject to the control of their husbands.
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Life offices in Natal were therefore subject only to the requirement
of lodging deposits with the Treasury, whilst policyholders were
encouraged to own life assurance through the fact that their pelicies
would enjoy statutory protection, Unlike in the other provinces, no
disclosure of company financial affairs was called for.

Transvaal: Law No. 12 of 1892 was repealed by Law No, 8 of 1898
which introduced “Regulation of the Business of Assurance Companies
in the South African Republic". This Act provided that no policy
could be dissued in "conflict with the provisions of the military or
commando law" and that no company could refuse to pay a claim if the
person assured died whilst in the military or commande service.
Policies were protected in no other way. From each life assurer the
Act called for a €10 000 deposit with the Treasurer General, an
annual licence fee of 20, and annual financial statements were
required to be lodyed with the Treasurer General who later presented
these to Parliament in summary form each year.

Life offices in the Transvaal were subject therefore only to the
making of deposits and financial disclosures, and puHcyhower‘s
enjoyed certain statutory protections of their policies, thereby
encouraging them to insure.

Orange Free State: {hapter CIII of the old Law Book (“Wetsboek)
provided for the “Regulation and Admission of Insurance Companies",
and required a €10 GOO deposit with the Treasurer General, and an
annual Ticensing fee of 3 pence per £1 of new premium received in the
previous year. In addition, details of pelicies issued, lapsed and
paid during the year were to be reported together with any other
financfal information required by the State President and in the form
he required, The proceeds of a1l policies had to be payable in the
Free State and no policy provisfon was to be in conflict with any
military or commando laws.

Law No. 12 of 1894 was "To Regulate Rights under Policies of Life
Insurance”, and provided primarily for the protection of
policyholders' benefiztaries in claims procedures and insclvencies.
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In the Free State therefore, Life Offices were subject to making
deposits on certain financial disclosures, whilst their policyholders
enjoyed statutory protection of their policies as elsewhere in the
other provinces, thus encouraging persons to insure.

In all these cases therefore, the legislation in the four South
African Provinces sought to obtain deposits, protect policies, or
demand financial disclosures. Nowhere were investment activity
reports  required nor were any attempts made to “control* the
actiy

s of 1ife offices., In addition, there were no regulations
governing the valuation of assets or liabilities.

3. THE INSURANCE ACT UOF 1923

The Insurance Act No. 37 of 1923 was the first insurance legislation
passed by the Parliament of the Union of South Africa and was to
"Consolidate and Amend the Laws in Force in the several Provinces of
the Union relating to Insurance" prior to this date. As this At was
only passed 13 years after Union and Fifteen years after the most
recent assurance legislation in 1908 in Natal, it must be assumed
that no great urgency had been atfached to it and that the various
provincial laws had proves adequate up to that time.

The 1923 Act called for a "chief office and Principal Officer in the
Union® =nd provided that no company could transact insurance business
in the Union unless {t had been registered in accordance with the
regulations, was licensed as providad by law, had made the deposit
required by the Act, and, in the case of life assurance, bond
investment and {ndustrial companies, had furnished the Treasury with
a certificate by an actuiry that the conditions on which business was
proposed to be effected were actuarially sound. A deposit with the
Treasury of & maximum of £25 000 was reguired, but the company
concerned could expect to be "entitled to receive the income derived
from the securities deposited or from the securities in which the
money has been invested".d

At the end of each financial year, offices were required to lodge
with the Treasury various prescribed accounts, all of which were
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subject to an annual audit. A1l new 1ife offices were required to
furnish the Treasury annually, for a perioed of four years, with an
actuarial report on the soundness of any alterations or additions to
the original conditions on which business was to be transacted. In
addition, an actuary was required to fnvestigate the financial
condition of every 1ife office at least once every five years and to
lodge with the Treasury an actuarial report and statement of the
company's business. A1l documents deposited with the Treasury were
available for public inspection snd the Treasury was required to
puplish & summary of these returns., The Act dealt alsc with the
amalgemation and transver of insurance business, and provided for the
winding-up of companies in the case of dnsolvency, but only on
petition by the policyholders.

The 1923 Act was derived from the United Kingdom Assurance Companies
Act of 1309 and was based on "freedom with publicity”,5 the concept
of allowing insurers wide discretion in the conduct of their
businesses but requ-ring that all their activities and the results
thereof be fully .isclosed publicly. The Act therefore concerned
itself primarily with registration and the form, method and extent of
the disclosures required. it also provided protection of policies,
including in the case of insolvency of the assured. There were no
regulations yoverning the investment of funds or the valuation of
assets or liabilities. Therefore, two of the four essential
requirements set out at the beginning of this chapter hag buen
provided for.

4. THE VIEWS OF ARNDT: CONTROL

Perceived deficiencies in the 1923 Act were set out in publications
by Professor £ H D Arndt, who stated that ... ™"an insurance contract
is a mere piece of paper unless not only the actuarially determined
funds are being held, but also unless such funds have baen wisely and
safely invested” .6

Arndt believed that the 1923 Act was deficient in, inter alia, not
laying down & desirable distribution of 1insurance funds between
various types of Investments, 1in that the deposit of £10 000
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required by the Act for new 1ife offices was inadequate and should be
adjusted according to the size of the company, in that sound
investment policies were not prescribed, and in that there could be
no investigations by the authorities into the affairs of {nsurance
companies nor could further information be required.

Arndt  really staried the debate surrounding the guestion of insurance
company legislation in South Africa in an article he wrote for the
South African Journal of Economics in September, 1934, entitled
"Safety for Savings", In this he questioned the adequacy of the
“control and  supervision® of financial institutions and his
subsequent booklet "“Insuring our Insurance"7 became the basis on
which the 1943 Act was drafted.

Professer of Banking 4t the University of Pretoria, Arndt Tong
harboured a passion for the introduction of "control" legisiation on
life offices and other financial institutions. This may not be so
surprising when it is remembered that at the time of his writing,
there was a great ana popular movement in Europe and elsewhere in the
world towirds socialism and state interventionism.

In his 1923 analysis of the investment policies of 1ife insurers8,
Arndt  used  statistics gleamed from the ‘Summaries of Returns
deposited with the Treasury by Insurance Companies during the year
ended 3ist December 1936'.  Simply by comparing such things as the
percentage of total assets held by South African and foraign life
offfces in cash, Government Securities, Railway securities, loans to
poli sholders, loans to Municipalities, moertgages, property, etc.,
Arndt detected “phenomonal divergencies™ {p.15) which he considered
required legislation to regulate. The investment pract:.es of
foreign companies appeared to be "out of Iine" (p.15) with those of
South African insurers, although Arndt was prompted to admit that it
was remarkable how 1little the foreir. ~om .jes had sacrificed on
their investment yield for the sake o . considerably higher degree
of 1iquidity than the South African companies.
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From these "divergenciecs" of practice, Arndt concluded that the Union
iegislation was most superficial and "hopelessly out . of date".9
He was most critical of the fact that insurers were allowed to make

“ their own decisions about the distribution of assets in their
investment portfolios and went on to demonstrate that an assurer such k]
as the African Life Assurance Company had interests and interiocking
directorships in no less than one hundred and six Southern African
companies, mines, farme and industries.

Through this, Arndt believeu he had demonstrated how the savings of
policyholders could be abused. Instead, he had inadvertently
demonstrated the important role 31ife offices played in mobilising
savings for the creation of important infrastructure and employment
opportunities in the country (See Chapter VII below). At a time
when South Africa as a young country desperately needed these
infrastructural  developments through innovative financing and
entrepreneurial flair, Arnat publicly cast suspicion on
r 1 ¥ Schlesinger, founder of African Consolidated Investments.
Simply because he suspected that African Life had invested sums of
money in the equity ana mortgage loans of other of the African
Consolidated Investments group, Arndt convinced himself that the
practice was bad,l0 Notwitnstanding the fact that the yields on
the African Life funds as calculated by himself over the period from
1926 to 1935 were botter than those of the other life offices with 1
viich the compared them {(01d Mutual, Southern Life and Sanlam), Arndt
was 1insistent that 1t was the duty of the legislature to express
itself on these points. He belreved that iL had to provide guidance
for those responsible for the administration and investment of 1ife
assurance funds and for the protection of those whose funds were
being invested, “and abave all the policy of relying on publicity
only must be abandoned for that of direct Government supervision’
{p.50).

Arndt  felt that existing legislation revealed a total lack of
appreciation on the part of the Government for what he viewed as the
vital social and economic importance of insurance, and the tremendous
responsib] 11ty which rested upon the Tegislature to
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safeguard. the savings of the community. He expressed surprise that
there was no designated public official devoting his whole time to
this matter and openly advocated intervention and control by the
State of all life offices.ll He believed that it wis the duty of
the legislature that the savings of poelicyhoiders were conserved to
the meximum possible degree by formulating sound investment poiicies

for the guidance of all insurance companies. {The remarks of
Adam Smith quoted early in Chapter VII below are of particular note
here.)

Arndt was well connected 1in Government circles and was a personal
friend and confidant of the Hinister of Finance at the time,
Minister J W Hofieer, He therefora had great influence in the
structuring of the 1943 Act.  Indeed, from the 1987 draft insurance %,
Bill, it was clear that his ideas Ltill pervaded thinking in sone- -
quarters forty-six years later, and for this one cocld not but admire

the forcefulness with which he had made his views known. (See

Section 8 below)

1w some convoluted way, Arndt saw 1ife offices not merely as business

institutions providing o seryice 1ike all others, but as institutions

which were able to persuade unthinking members of the public %o

sacrifice their hard earned men v, forcing ihem to save stipulated

amounts  annually in return v some dubious benefit at some

il1-defined future date. He did not think that individual v
pelicyholders could ever be in a position to make up their own minds

about whether to accept the benefits offered or whether to believe €
that one day benefits would indeed be received. Today, with the

benefit of many years of hindsight, the legislature is aware that

policyholders of the time ultimately received benefits as promised,

or better.

In the free market economy of today, and with the benefit of 3
hindsight, it is perhaps easy to be amazed at some of Arndt's
conclusions. There has never been concern about the number ot
Tiquidations of legally constituted life offices in South Africa, nor
were any apparentiy imminent &t the time when Arndt was writing.
Neyertheless, he felt that State intervention and control

oy o _ o~ .ﬂ' e, . K Hea i, me.‘u;
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was 'an imperative necessity"n when it came to the investment of

Tife assurance funds, Forgetting that the primary reason for the
existence of T1ife offices was the provision of immediate death claim
benefits, and thinking only of the accumulation of maturity benefits,
Arndt  believed that too much was at stake to leave the investment of
these funds to the discretion of individual entrepreneurs. Today it
is well known that jt has peen the discretionary investments of 1ife
offices which have yielded the best real results for policyholders,
and not those prescribed by Government. This is discussed further
in Chapters V11 and ¥IIl below.

It is also a matter for surprise that in his 1941 work Arndt
acknowledged that in the case of mutual life assurance companies,
policyholders were an “unorganized body, completely i17-equipped to
menage  the affairs of their company” (p.91}. Nevertheless,
elsewhere in the same work he recommended that proprietary life
offices should be transformed inte mutual companies once they had
grown large and that the shareholders, the very peopte who had built
them up and who had acquired invaluabie expertise, should be "paid
off and discharged on reasonable terms".12 A surprisingly similar
view was expressed by Franzsenld thirty years later.

Arngt made the novei sugyestion that any new Insurance Act should
repeal and replace all Company Acts of Incorporation, Memorandums and
Articler of Association and Constitutions, and replace them with
“yniform provisions” (p.g8). He weni so far as to propose that the
Government be burdened with su-k things as the election of directors,
he appointment of managing directors and the establishment of their
remuneration, He was aiso of the persuasion that the State should
be burdened with the responsibility of eliminating any "undesirable
practices, as well as possible unfair privileges that may be enjoyed
by some institutions to the detriment of others" (p.89). So
forceful were Arndt’s views that these very same issues were still
being oroposed forty-six years later in the 1987 Draft Bil1l. (See
Section 8 below)

.
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Artait  recommended the appointment of a "Superintendent of Insurance
wha o could have the right to inspect and exawing Vife offjces, revoke
licences 'nd wind up companies, Similarly, no transfers or
amalgamation, should be able to take place without his prior
approval, and that all 1life assurance agents should be licensed by
him. Current legislation prevents amalgamations or more than 25
percent of the shares in a life office changing ownership without
prier approval of the Rugistrar - obviously in accordance with
Arndt's thinking, (See Section 5 below}

In  the South Arican

uf  Sepiember 1541
Professor § H Frankel was alse critical of Arndt in & review of his
book, ‘Insuring vour Insurance'. Frankel said: "professor Arndt has
for many ,ears put forward the view that there is insufficient
controt of tne Union'. .~surance Cor. snies in order to safeguart the
public's savings ... . it s arest to note that a Select
Committee  is aow <onsiuerit She  cosarance 8111 and  that the
Committee has alreauy publismes Snw ovidence submitted to 3t by
Professor Arndt .. . He argues tnat the investment policy of
Insurance Companies requires greater contrel, and U o jaying down of

reguiations conterning the propcrtion of assats which should be
imvested in Government securities,

“In the w.:wjon af tne reviewer, w -le the object of the author is
laudable, it is neces iy to re  wer that too great rigidity in
controlling investment oulicy may nave a hoomerang effect. 1
incline to the view that there is in general no better guarantee for
the safety of investment than the “asted investment ability of the
directors of Insyrance Companies. Hard and fast rules are not
necessarily the best way of protecting the investor in a time of
rapid change such as the twentieth century has witnessed. In times
of economic chaos flexibility may be a better safeguard”.

One may today muse on what the state of the life assurance industry
in South African would have been if all of Arndt's recommandations
vare incorporated into the 1943 Act. One is also dumbfounded by the
nafvety of Arndt's arguments and the simplistic manner in which,




~156-

by comparing the "divergencies" of the investment practices of life
offices 1in South Africa, he attempted to prove the necessity of State
intervention in entrepreneurial decision-making.

8. THE INSURANCE ACT NO. 27 OF 194315

The Insurance legislation applicable in South Africa today is that of
the Insurance Act. No. ¢/ ot 1943, being the first legislation 1n
South Africa which introduced all of the four essential components
enumerated in section 1 above.

Howsver, it went further ana snught to impose uniformity on life
offices, seeking to control the activities of these enterprises and
to eliminate “divergencies” in their practices. Dubbed by Beak as
"eontrol® legislation,16 it incorporated many of the
recommendations which had been made by Arndt. For example, the 1943
Act provided for the first time for the appointment of a Registrar of
Insurance whose responsibility was to exercise all such powers and
perform such duties as were assigned to him under the Act. The
Registrar of Insurance was placed under the control of the Minister
of Finance to whom appeals were to be made as provided under the
Act. Actual day to day administration of the Act was to be carried
out by the newly created financial Institutions Office Tn Pretoria.
The Act has seen numerous amendments and the most important
provisions of the current legislation are discussed beiow.

Prescribed Asset Requirements: An important new provision of the
1943 Act was that Life offices were required in terms of Sections 17
and 18 of the Act, to hold fixed proportions of their assets in
securities prescribed by Part 1 of the Third Schedule to the Act,
these often being referred to as “Part I Assets". They include
varicus types of deposits as well as bills, bonds or securi*‘es
issued only by the Government or other specified public bodies
Ostensibly  this provision was to provide greater policyholder
security.

Today assets held by an insurer have to include Part I Assets with an
aggregate book value of net less thap 53 per cent of the amount
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of the net South African Jiabilities of an office in respect of its
long-term insurance business transacted on pension and retirement
annuity fund's, and 33 per cent of the amount of its net South African
T{abilities excluding those for pension and retirement annuity funds.
These are arbitrary percentages, not based on a scientific
calculation.

Although the objective of introducing Part [ Assets in the 1943 Act
was te  provide security for pnlicyholders, what subsequently
transpired was that in times or rising interest rates, existing
investments 1in Part I assets were exposed to capital depreciation.
In addition, yields on Government and semi-Government securities have
generally always been below free market yields, theireby further
penalising Tife assurers and policyholders alike and defeating the
original intention of this provision. (See Chapter X below)

Valvation of tLiabilities and Assets: The 1243 Act introduced for
the first time a minimum valuation basis for liabilities under
unmatured policies.

The object of a legal minimum valuation basis was to ensure that an
insurer does not value his liabilities at less than a certain minimum
amount., dowever, 1ife offices are not constrained tv use the
minimur valuation basis previded the 1iebilities on the basis chosen
are not Tower than they would have been had they been calculated on
the minimum basis. The minimum valuation basis introduced by the
1943  Act is today considered unduly stringent as it applies
unrealistically low interest rates for certain types of business and
an extremely conservative {nitial expense allowance. Naturally,
this aggravates the new business strains referred to in Chapter IV,
and seversly curtails the capacity of a life office to write new
business. The Act also Tays down the basis of valuation of Part [
Assets, equities, properties and other assets. In terms of Section
15 (g} of the Act, the Registrar has the power, with the consent of
the Minister of Finance, to authorise or direct insurers to show any
asset at such other value as shall in the cpinion of the Registrar
represent  its  real value i¥ he considers 1ts valuation to
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be unduly low or high on criteria of his own making. These criteria
may change from time to time at the discretion of the Registrar.

Public Officer, Auditor and Valuator: Im terms of Section 7 of the
Act, registered insurers are required to establish end maintain a
principal office and appoint a public officer. They must appoint an
auditor for all business oxcept that the auditor does not have to
certify any statements of Jiabilitjes attested to by the Valuator.

Sectian 11 provides that within a peried of six months from the
financial year-end, an insurer 9is obliged to turnish the Registrar
with a revenue account, profit cnd loss account and balance sheet,

Every registered domestic life insurer in South Africa is required to
have a valuator resident in the Republic. The valuator must be an
actuary, but in special circumstances the Registrar may approve 3
person who in his opinion, has sufficient actuerial knowledge. The
valuator has to satisfy nimself as to the accuracy and adequacy of
the  dinsurer's statement of ljabilities relating to unmatured
policies. Section 12 provides that once every three years life
assurers are obliged to furnish the Registrar with a statement of
tiabilities as at the close of the financial year. The Registrar is
also envitled to call fer such statements at mure frequent intervals.

Ounzarship, Amalgamation and Winding  Up: Section 27 of the Act
prohibits more than twenty five percent of a life cffice being
purchased by any person without the prior approval of the Registrar,
and Sections 25 and 26 void amalgamations or transfers batween
companies 1f these occur without similar prior approvals.  Section
30 provides that the Registrar may apply for the winding up of a life
office 1f he considers it desirable for any reason, the courts being
required to exercise discretion and act 1in the interests of
policyholders.

Soundness of Premium Rates: The 1943 Act also introduced the
stipulation that no life assurer was permitted to use any table of
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premium rates unless such table had been attested as actuarially
sound by the valuator. Before using such rates, the insurer is
required to inform the Registrar of its intention to use them and to
furnish him with a copy thereof and a certificate from the valuator
to the effect that the rates are actuarially sound. (Section 34 of
the Act}).

Protection of Policies:

Sections 37 to 52 incorporate most of the provisions for the
protection of policies found in th> previous South African
legisiation, including those relating to military service, married
women and insolvency.

Jei-forfeiture Provisions: Section 62 of the Act deals “ith days of
grace during which policyholders need not pay thei wiums and
sti11  remain fully assured. It also defines nu. ..feiture
provisions to conserve & policy under which at least three years'
premiums have been paid, if premfums fall {into arrears. These
provisions must be embodied in rules which have to be submittes to
the Registrar. They may provide for conversion to a reduced paid-up
policy or for the: value of the policy to be maintained in force for a
period to be getermined in accordance with the rules,

Schedules and Regilat There are three Schedules to the Act
that set out the provisions relating to deposits made with the
Treasury. They detal the minimum valuation basis for ljability
calculation and stipulate the kind of assets to be held by insurers
in terms of Sections :7 and 18, As these are somewhat tachnical in

nature they have not been rpeated heto,

The Regulations to the Met contain, inter alia, reference to the
maximimum commission payable to intermedidries and what services
intermediaries are recuired to provide in return tor such
commissions. They also preseribe the manner in which various
statements and accounts must be submitted by the assurer to the

Registrar.
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From the aforegoing we find that the 1943 Act as amended firmly
covers all of the four components considered essential to any life
assurance Act, viz. the protection of policyholder interests, the
reporting of investment activities, the valuation of assets and
Tabilitfes, and the disclosure of financial information. In
addition it, inter alia, preseribes investment ratios, regulates
commission payments, controls ownership and amalgamation and places
the State in a position to apply for the winding up of a company,
rotwithstanding the desires of shareholders or policyholders.
Whether the provisions and “controls" of the current Act and the
disclosures ctalled for are adequate or unduly cnerous, remains the
subject  of a continuing debate between the industry ond the
authorities and have often been the subject of enquiries.

6. ENQUIRIES INTO THE IMDUSTRY

Directly and 1indirectly, the South African Life Assurance Industry
has been the subject of numerous enquiries and investigations. Two
important commissfons of enquiry sheuld be referred to here. These
were the Franzsen Commission of Enquiry into Fiscal and Monetary
Policy 1in South Africa and the Louw Commission of Enquiry inte the
Long~Term Insurance Industry,

{a) The Franzsen Commissionl?

The three raports of the Franzsen Commission embodied numerous
recommendations, some of whicn were accepted and made law while
others were further studied by the Louw Commissionl8 twe years
Tater.

Some of the more important proposals of the Franzsen Commission that
had a bearing on the 1ife assurance industry and which were embodied
in subsequent legislation are set out below:

Determination of Taxable [ncome: The Commission recommended the
abolition of what up to that time had been the practice of exempting
one-third of dividends received by 11fe offices from taxable
investment {Income, and suggested that management and secretarial fees
received from subsidiaries 1in which an assurer held 10 per cent
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or more of the equity should be included in adjusted gross income.
It also believed that there were good reasons why the taxable income
base of 30 per cent should be increased (See section 10 below), but
in view of the above-mentioned increase in taxable income, should be
kept fn abeyance while the effact of the broadening of the tax base
was ascertained in the light of revealed actuariai surpluses onz year
after the broadening of the tax base and subsequently tested at
five-yearly intervals thereafter.l9

Industry Size apd Structure: The Commission considered that the
number of insurance companies active in South Africa was very large
and that a rationalisation was desirable, It recommended that no
new registrations of insurers be permitted for the time heing, save
in those cases where registration was considered to be in the public
interest. In addition, it recommended that a short-term {nsurer
should be permitted to extend its business into Jong~term insurance
only by means of a take-over of an existing 1ife assurer.20

The Commission recognised the fact that during the initial years of
thg growth of a life compény shareholder capital was important as
cover against unforsseen risks, but that as reserves accumulated the
importance of shareholder capital decreased as did the risk run by
shareholders, Therefore 1t recommended that the yield on the
capital of proprietary Tife assurers should be limited to a
percentage of the capital or profits of the company and that the
matter be investigated by the Technical Committee on Insurance.

This recommendation was fortunately not adopted 15 it would severely
have curtailed the ability of a propritary office to optimise
profits, and the reaction of tha Life Offices Association to this
was that with free competition, a significant share of such profits
would be transferrec to policyholders by way of improved benefits,
lower premiums and belter bonus rates, and that 1f limitations on
profits to shareholders were necessary, they should be applied to the
proportion of surplus allocated te shareholders and not to yield on
capital.2l (See Section 8 below)

PO
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Prescribed Assats: The Commission recommended that the required
minimum dinvestment by {nsurers in approved securities should not be
regarded as an additional source of funds to the State and that
interest rates paid by the State should take account of market
conditions. Almost eleven years later the authorities acknowledged
this recommendation and for this and other reasons allowed interest
rates on approved securities, previously determined by the Treasury,
to be determined by the market forces of demand and supply.

Foreign lnsurers: Although it generally condoned the operation of
foreign enterprises in South Africa, the Commission recommended that
only locally incorporated insurers should be permitted to carry on
insurance business in the Republic, Branthes of fureign insurers
should be domesticated and converted into local subsidiaries within
three years because of what was Seen as the desirability of obtaining
lecal jurisdiction over all insurers and hence to zvoid the evasion
of exchange control and tax legislation, “his recommendation was
adopted but today there are many assurers and economists who do not
support  it, particularly in the light of the “disinvestment"
campaigns of the 1980s. The withdrawal of the expertise of foreign
insurers and the curtailment of the inflow of their tunds to South
Africa is today a matter for serious regret.

Banks and Insurers: The Commission objected to associations beiween
banks and insurance companies because competition between financial
institutions could be reduced f{f banks were permitted to control
insurers or vice-versa, Apart from fears of “conditional selling",
the practice of forcing the sale of insurance in return for approval
of an overdraft or lean facility, the Commission felt a bank
contrailing an insurer gaine access to a guaranteed stream of premium
receipts and thus enjoys an unjustified sdvantage in the competition
for funds, thereby becoming less sensitive to monetary measures.
The recommndation wes that a bank and its associates should nat be
permitted te hold more than an arbitrary 10 per cent of an insurer's
shares and vice-versa.22

Following represantations, subsequent legislation has set the
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maximum holding of an insurer's shares by a bank (and vice-versa) at
30 per cent. - aver, in practice some institutions have found wavs
to clrcumvent the effects of this and the legistation is therefore of
Tittle real value today.

(b} The Louw Commission

In order further to investigate certain of the Franzsen Commission
recommendations and to address numerous other matters, a commission
of 1inquiry into the long-term insurance industry was appointed on
September 7, 1971 and 1its one hundred and fifty page report was
published over five years later in 1977. The findings of this
Commission covered a broad range of subjects such as the control of
the industry, financial soundness, investments, the future of the
Tong-term industry, taxation and miscellanecus matters, It also
examined the moderr tinked 1ife assurance concept (See Chapter III
above) and made various recommendations in this regard. Apart from
the introduction of a -Standing Committee', which has never met, none
of the recommendations of this commission have yet baen prought into
law. Nonetheless, much of the Commission's work had merit and its
principal recommendalions were as follows:

{i} The only form of linked policy that should be marketed is a
policy under which benefits are linked to the value of specified
assets actually held by the insurer and allocated to a specia
partfolie for this purpose.

(i1} lnsurers should only be allowed to include unlisted securities
and fixed properties in linked portfolios subject to the rules of
valuation being approved by the Registrar.

{111} The notional wunits deemed allucated to linked policies should
not exceed the number of notfonal units represented by the assets
act. 11y held by the insurer and included in the Jinked portfolio,

(iv) Under a Tinked policy insurers should be prohibited from
cwaranteeing the amount payable on maturity or surrender. (This was
ene of the most significant and controversial of the recommendations
of the Commission.}

B e ﬁwm
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{v} No linked policies should be sold under which a confiict of
interest could arise between the insurer and the insured because of
the way investment proceeds are allocated.

{vi) An anomaly which exists in respect of the differing valuation
requirements for new conventional Tife business and for new linked
business should be examined by a proposed "Standing Committee" when
considering the details of a prescribed valuation basis for linked
business,

In & somewhat technical reaction, the Life Office Association
rejected the Commission's definition of linked 1ife assurance as
being too narrow and felt that overall, the Commission's
recommendations would place a burden on insurers which would outweigh
any benefits to pelicyholders.2l

{c) Committee on Financial Soundness and Valuation Matters

Several of the recommendations o the Louw Commission were included
in the terms of reference for the Committee on Financial Soundness
and Valuation Hatters appointcd by the Actuarial Society of South
Africa. In October 1981, this Committee recommended a basis for
valuing assets and liabilities of linked policies which could be
considered for eventual inclusion in the regulations of the Insurance
Act.23

The Committee's report was complex but in essence it disagreed with
the recommendation of the Louw Commission that maturity and other
guarantees be disailowed for 1linked business. It did, however,
recognise the dangers of such guarantees and recommended instead that
minimum reserves be held to fund such guarantees. This was allowed
for in  their reconmended 1linked valuation basis. It also
recommended a revised public ‘Insolvency Test Valuation' and an
additional 'Reasonable Benefit Expectation' valuation to be reported
to the Registrar only. These valuations being devised to hotter
assess the true solvency position of every office. As yet., trese
recommendations have not been adopted.
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7. THE VIEWS OF BEAK: LAISSEZ-FAIRE

Born in England in 1910, George Beak qualified as a Fellow of the
Institute of Actuaries and came to South %% :ca in 1935. At the
outbreak of the second Yorld War he joi) .« t.e South African
Airforce, but in 1943 he was given early release to become the first
Registrar of Insyrance and to set up the Financial Institutions
Office (FI0) in Pretoria. In this role he was, inter alia, to become
responsible for drafting the 1952 Pension Funds Act, and it was here
that he foresaw that the 1943 Act would require far greater and
better quality staffing at the FIO.  After nine years ay the First
Registrar of Insurance, Beak was appointed Secretary and Actuary to
the Life Offices' Association in 1952. He retired as Secretary in
1970, but remained on as Actuary until after the work of the Louw
Commission was completed in 1976. In g paper to the Actuaria
Society 1in 1973,24 Beak presented the views of a man who had had 30
years of experience and intense involvement with the 1943 Act. After
discussing the many developments within the insurance industry in
South Africa, he said the foltowing:

"Wigour and variety are, however, not easily reconciled with the
spirit of restrictive uniformity emboaied in the Act, and it
therefore seems probable that the Financial Institutions Office finds
the administration of the Act more difficult and onercus now than it
was in the earlier years.

"It seems therefore, ithat, under the conditions that now prevail and
are likely to continue, the Insurance Act is creating difficulties
for the administrators of the Act and for insurers alike.

"Legislation of this kind, which exists in a great many countries, is
aimed at 1improving the security of policyholders, but it inevitably

destroys some of the freedom of insurers. 1t imposes on the
industry @ certain degree of uniformity which is 1likely to be
disadvantageous to policyholders".25 Beak suggested that this

being so, & strong case existed for shifting the emphasis away from
the principle of ‘"control" towards the principle of what he called
“freedom with a safety net". His idea was that a system should be
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constructed that would ensure that the insurer would bear the ful
responsibility for the conduct of his business, subject only to the
requirement that “the insurer must demonstrate to the Registrar that
he is in fact acting in a responsible way" (p.63).

Beak's belief was that absolute safety in insurance legislation did
not appear attainable or even desirable in view of the prohibitive
cost  and administrative difficulty that that would certainly
entail. His view was that the continuing development of the South
African economy was resulting in increased complexity and variety and
that these natural develcpments accorded 11 with the present type of
“control" lagislation which, "on the one hand restricts the ability
of insurers to provide the public with the best possible service and,
on the other hand, places a heavy responsibility on the administering
authority”.26 (Again, one is reminded of Adam Smith's quote in
Chapter VII below.)

This much respected man, after nine years at the head of the
Financial Institutions Office in Pretoria and after over twenty years
of experience with the Life O0ffices' Association, pointed the way
back to "freedom with publicity" but with additional safeguards, away
from the “control" provisions of the antiquated 1943 Act. He
believed 1t was necessary that a pragmatic attitude to the problem be
adopted, giving greater waight to current circumstances than to any
general  theory, and trying more ways to give policyholders a
reasonable measure of protection while still allowing insurers
freedom to develop and improve on the services they offered. He
believed that "to design good insurance legislation is an art rather
than a scienc:

George Beak died 1in September, 1984, and it was a curious and
concerning oversight that this man’s valuable experience and
contribution to the development of our insurance legislation had gone
unheeded in 1987. It was completely ignored in the draft insurance
8111 which appeared that year and which bore the hallmarks of Arndt
but none of the wisdom of Beak's experience.
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8. THE 1987 DRAFT BILL

Up to the end of 1986, the Life Office Association of South Africa
and its members had long been awaiting & draft copy of a completely
new 'Long Term Insurance Bill'. It was believed that this Bill
would have taken into account the results, recommendations and
vomments of the various commissions and enquiries referred to above,
and other papers written and communications made between the Industry
and the authorities which had taken place in the past and which were
numerous. It was also believed that it would take into account the
central govarnment's philosophy of deregulation and promoticn of free
enterprise.

The draft had been imninent for nearly four years and it was pelieved
to have been delayed on many occasions due to its complex nature, the
wide and far-reaching ramifications of the Tife industry on the
social and economic structure of the country, and the rapidly
changing South African life assurance environment. Not the least of
the FIO0's difficulties 1in drafting the proposed new legislation had
been the 1inadequate staffing of the Office in Pretoria, the level of
turnover of its senior personnel and the lack of availabflity of
funds to attract adequately qualified staff. Indeed, the Registrar
felt obliged te make reference to these difficulties in his 37th
Annual Report to the Hinister of Finance and again in his 38th, 39th
and 40th Annual Reports.Z8 In May 1986, the State Actuary
resigned and Tleft his post in what was apparently a final gesture of
exasperation tith the inadequate staffing and remuneration position
prevailing in the Financial Institutions Office.29 His post was
not able to be filled again before February 1987.

In addition to the above concerns it seemed in 1986 that the role of

" the Registrar of Insurance as contemplated by the 1943 Act may

effectively have undergone a fundamental change. Whereas the 1943
Act saw the purpose for the appointment of a Registrar as being
primarily the protection of policyholder interests, this no longer
appeared to be the case. Certain events seemed to imply that the
rele of the Registrar had become more one of application and
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reguiation of ‘“controls", than merely one of the pratection of
policyholder interests.

Examples of this were the fact that the Annual Reports of the
Registrar of Insurance did not allude to the soundness or otherwise
of insurance operations in South Africa, but recorded that in 1982
only one insurance company was investigated in terms ot the
Inspection of Financial Institutions Act, 1962. However in 1982
seven - companies were investigated wi:h regard to the alleged
contravertion of Saction 230 of the Act, dealing with conditional
selling of insurance. Thie anpearad to indicate a pre-nccupation e
with the application of ‘“controls" rather than with concern about
financially sound operations or the interests of policyholders. Twa
further events also seemed to confirm this changed approach.

In May 1986 the first of these occurred. An event of mammoth
. proportions and ramifications which reverberated throughout South

4 Africa took place. This was the Registrar suing for the liquidation
of the short term business of the AA Hutual Insurance Association, at
the time the second largest short-term insurer in the country. This
action appeared +o confirm the changed role of the Registrar as
described above, as it could hardly have been construed to be in the
best interests of the protection of AA Mutual's policyholders.

When the difficulties of the AA Mutual were brought to his attention
in April 1986 and various suggestions sade for the Company to be
salvaged 1in the interests of its policyholders, the Registrar made no
firm recommendations and appeared unwilling to brook any wavering
from the Act. He would provide no period of grace and, without
delay brought the case to the Supreme Court in Pretoria, claiming
subsequently that the Act required him to do s0.30

The other event which seemed to confirm a changed reie for the
Registrar happened 1in January, 1987 when the Registrar of Insurance
circulated for comment the long awaited draft bill which was "Ta
Consolidate and Amend the Law Relating to Long-Term Insurance; and i
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To Provide for Matters Incidental Thereto.". 1t was intended that
this B8i11 would repeal and amend almost all of the 1943 Act and
contained far-reaching divergencies from the previous legislation,
and from the essential components of a 1ife assurance Act as
identified at section 1 above. its proposals were nothing like
those which had been expected and included the following:

a) The Registrar way limit the amount for which a 1ife office
shall assume an obligation under a Tife polizy. {This was
apparently originally meant to provide for "industrial” business but
the draft bill was worded in such 4 way Lhat this would have covered
all 1ife business).

b) The Registrar may at any time direct an insurer to effect such
alteration to its Memorandum or Articles of Association as he may
deem desirable in order to remove anomzlies or undesirable
divergencies in the activities of different insurers. “Undesirable”
in this case was not defined and the life offices perceived this
provision as an wunhealthy and unwarranted attempt by the Financial
Institutions Office to be placed in a position to regulate the
distribution of company profits between policyholders and
shareholders. (See Arn¢t 1941 - pp.89 and 90 for the same choice of
words.)

<) Whenever the appointment of an actuary or auditor is
terminated, that auditor or actuary shall forthwith submit a report
to the Registrar in which it is stated whether to his knowledge any
irregularity in the affairs of the insurer {s contemplated, has taken
place or 1is taking place, particulars of the irregularity, end the
reason for the termination of his services. Life offices felt that
this requirement would create opportunities for vindictiveness and
would cast aspersions on personal and professional integrity.

d) The auditor or actuary may request every director or servant
of an insurer to provide him with any book or document or information
relating to the business of the insurer which he may deem necessary
for the performance of his functions, In addition, he
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shall report any irregularity to which he has reason to ohject to the
insurer and shall forthwith report such irregularity to the Registrar
if  steps are not taken to rectify the irregularity to his
satisfaction, These provisions were felt by life offices
effectively to put the actuary and auditor n a more powerful
position than the company chief executive.

e} The valuation of assets and 1iabilfties undertaken by the
actuary may be accepted or rejected by the Registrar. If he rejects
such valuation, he way order an insurer to e rry out an "improved"
valuation or appoint an independent actuary to carry out that
valuation and all costs incurred shall be recovered from the
insurer.  The word "improved" has been placed between inverted commas
as it is the word used in the draft bill and surprised many life
offices as {ts meaning in this context was compietely uncertain.

) If the Registrar himself is of the opinion that any account,
return or document submitted to him by an insurer does not comply
with any provision of the regulations in question, or is incorrect,
the registrar may order the insurer to amend the document or, if the
insurer fails to comply with such order to his satisfaction, the
Registrar may amend the document himself or reject it. If rejected,
it shall be deemed not to have been furnished to the Registrar.

The above divergencies from the essential components of a life
assurance Act and from previous legislation, certain other
difficulties with existing legfslation and the absence of the
propused “Regulations® which were to accompany the draft bill, meant
that the Jegislative debate, started §n 1934 by Arndt, was once again
to the fore.

It was therefore not surprising that the Tife assurance industry in
South Africa in 1987 was pressing for a return to the role of the
Registrar_as the custodian of the interests of policyholders rather
than the policeman of the Insurance Act. The adoption again of the
essential principles of “freedom with publicity" first embodied in
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the United Kingdom Assurance Companies Act of 1909 and the South
African Insurance Act of 1923 was being called for. Less controls
but greater disclosures, 1t was felt, would better serve the public
interest as consumers and competitors alike would ensure that no
insurer was long permitted practices which conflicted with known
sound operational bases.

Indeed, such an arrangement would remove from the Registrar and
Financial Institutions Office the onerous and often impossible burden
of being the body required to shoulder resvonsibility for the
solvency of all South African imsurers,

Whatever the eventual outcox: of this debate, it seems certain that
the South African 1ife insurar e industry would have moved inexorably
away from the principle of "freedom with publicity” and away from the
essential components of a 1ife assurance Act, if promulgation of the
1987 draft insurance 8131 went ahead in fts original form. Indeed,
the introduction of such legislation would fly in the face of South
African and international experience over the past four decades, the
direct experiences of Beak and the mood of the country in 1987.

9. REULATION AND CONTROL FROH WITHIN THE INDUSTRY

Over the past fifty years, 1ife assurers in South Africa, mindful of
their responsibilities and averse to a growing tendency of State
intervention, have organised themselves in a manner which has
established certain norms and codes of conduct within the life
industry, These may be seen as self-imposed regulations and
controls of the industry, and are most recognisable in the Life
Offices’ Association of South Africa.

Established in 1935, initfally with the prime objective of
co-operatifon on employment practices, the Life D;fices’ Association
of South Africa (LOA) 1is generally recognised as the spokesman for
the 1life companies both in the private and public sectors. It is a
voluntary association of Jife assurers and {ts members are
responsible for all but & very small percentage of 1ife assurance
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business conducted in South Africa, the independent Yomelands and
South West Africa.3l

Formed as a voluntary body concerned with the {nterests of the
Industry and 1its policyholders, it has become important in the
defence against undue legislative interference in the affairs of the
industry.

The Association is not a law-making body and has no statutery
status. Hembers are entitled to dissent from resolutions adopted by
the Association with the exceptien of certain decisions taken by the
Association which are entrenched. These entrenchments, which the
LOA feels to be primarily designed to advance and protect the common
interests of policyholders and life assurance companies, have also
been designed to avert further Jegislative intervention. Member
offices bind themselves to entrenched agreements and thus these
agreements may be consid.red in the same light as statutory
regulation of the industry.

Thase agreements are explained below under the names by which they
are known in the LOA.

The Life Registry: This registry, established in the Cape in 1906,
was taken over by the LOA shortly after the Association was formed,
Hember offices provide the information for the registry to which all
members have access in order to ensure that there is full disclosure
of medical detail in new business application forms. Enceding of
information ensures the confidentiality of data contained in the
registry.

The Intermediaries' Register: This register was originally
established by the LOA to enable member offices to establish the name
of the representative's previous employer. This purpose is still

maintained but the opers’ ~f the register has been extended to
ensure that the sell” 1ssurance shall not be undertaken by
people who aie eithe: 2 register or who have been debarred,

as a result of un + conduct, from continuing to sel
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1ife assurance. The registration of intermediaries in this way
represents a free enterprise alternative to licensing by the State.

Proposal and Medical Report Forms: This agreement has as 1ts object
the assurance that the proponent shall understand clearly with which
office he is going to do business and that he does not form the
opinion that someone else, for example a broker, is the underwriter.
This  agreement has avoided State intervention in this matter.
Medical report forms have 1largely been standardised to make for
uniformity between 1ife offices and for the convenience of medica

examiners,

Replacement of Policies: This agreement seeks to discourage, in the
interests of the policyholder, the cancellation of an existing
policy, issued by one office in favour of a new policy issued by
another office. This agreement on what 1is commenly called
"twisting", aims at stopping the proponent suffering a loss through
having to pay twice for the front-end administration and other cosis
including commission and stamp duty involved in initiating a
policy. South Africa is the only country in the world where this
arrangement is known to work,

Limitation of Disability Benefits: The principle behind this
agreement was to prevent abuse of mu1tiplé disability benefit claims
and to encourag: affected policyholders to return to work, thereby
reducing indigent nd malingering. A number oV offices have
expressed doubts about the efficacy of this agreement in the long
term, but the agreem.nt has averted legislation on the matter,

Claims Register: 1o prevent the payment of fraudulent claims, this
agraement provides member ‘ife offices with access to information
which enables them to avoiaq undue Tosses through payment of claims
which are rot genuine.

Reversed Commission Agreement: This agreement provides that in the
event of an office being unable to recover a debt on a broker's

commission account, the henefit of annualisation of commission shall
be withdrawn by fellow-mesvers of the LOA,

:

o
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Suicide: Offices have adopted a recommendation that they put a
condition in their policies providing that death benefits will not be
paid in the event of suicide within two years of a poiicy heing
issued.

Stop Orders: Member offices have agreed not to pay more than 2,5
per cent collecting commission to stop order authoritias other than
the Railways to whom they may pay 3 per cent.

Public Relations Agreament on Statistics: Members have agreed to
furnish the LOA with certain statistics on a half.yearly basis. The
information they give $s then collated and published in the
Association's Annual Keview.

Benefit Illustrations: Member offices have agreed that for purposes
of 1iilustrating future surrender, maturity or death claim benefits,
these shall Le based on assumptions that are realistic and in the
opinion of the member's valuater, have a reasonable expection of
being fulfilled.

As indicated above, the LOA s not a body empowered to force the
compliance by its members with its various agreements. However, a
view which has long pertained in the LOA, but which has not always
been unanimous, s that it is; better to undertake self-regulation
than to encourage the authorities to introduce legislation, These
agreements may therefore be viswed in the same light as legislation,
but introduced by the industry Jtself for its own regulation,
frequently in the hepe # averting further “control” legislation by
government

Ombudsman__for Life Asss. aice: In 1984 a number of 1ife offjces
volunteered to fund an of Ombudsman for Life Assurance and
appointed a retired Jud.e o this positioen. His purpose 1s to
receive complaints frev -.iicyholders, communicate with assurers,
review the evidence a&n. facts, and impartially to make
recommendatiuns  to the parties concerned. In most instances the life
office concerned will abide by the recommendations of the

o R tes e i A
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Ombudsman. The O0ffice of Ombudsman may therefare be seen as yet
further regulation of the Industry by itseif,

10, LIFE OFFICE TAXATION

Any discussion concerning legislation which affects south African
Tife offices cannot be considered complete unless it includes
reference to taxation. After the Insurance Act, the Income Tax Act
is the most important piece of legislation affecting the South
African  Tife assurance industry (Chapters VII and X below).
Although the complex details of this matter are outside the purview
of this work, their elemental aspects are discussed below,

Before 1959 Life Offices in South Africa were taxed on much the same
basis as other commercial undertakings. Taxation imposed on the
current basis was first introduced by the Income Tax Act No. 78 of
1989,

Life assurers are subject to the normal rate of company taxation on
their “taxable 9{ncome"”, defined as a prescribed percentage of their
investment income. There is no relief for expenses, but investment
income from pension and anm. 'ty business is not taxed. Mutual and
proprietary life offices are taxed in ths same manner, and the 1959
Act deemed that the taxable income of a 1{fe assurer was an amount
equivalent to 30 per cent of the investment income of taxable
business.

When the system was first introduced in 1959, dividend income was
entirely exempt from taxation. In 1962 this was changed to only
oné-third being exempt from tax, and in 1871 again altered so that
all dividend income was taxable.

In March 1982 the National Budget raised the percentage of 1ife
assurance fnvestment income subject to tax from 30 per cent to 42 per
cent. At the same time the company taxation rate was increased from
42 per cent to 46,2 per cent, meaning that the effective rate of tax
applicable to 1ife offices had changed from 12,6 per cent to 18,5 per
cent, a 46,8 per cent increase (30 per cent x 42 per cent = 12,6 per
cent; 40 per cent x 46,2 per cent = 18,5 per cent}. In

.
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1987 it s 20 per cent, being 40 per cent of 50 per cent, the company ¢

rate of taxation. As life assurers pay their policyholders benefits

based on investment returns wat of tax paid, the effect of the i

taxetion of 1ife assuyrers s to tax the savings of policyhoiders, W 3

particularly in the case of Vinked 1ife assurance business, rather o

than the shareholders as in all other commercial undertakings.

It has also frevuently been incicated that apart from the provisions
of the Income Yax Act, 1ife offices suffer another indirect form of
tasation in terms of the Insurance Act under which they are obliged
te invest substantial proportions of their investment portfolios in
prescribed assets (See Chapter X below), As these investments do
not  always yield the optimum available investment return, savers,

particularly those saving for their retirement, and pensionars, are
most affected,

The thecretical basfs for the taxation of 1ife offices which was

Y'\ introduced by the Income Tax Act of 1959 is a pragmatic solulion to &
somewhat complex problem. Because of their very nature life
assyrers require treatment diffgrent te other anterpriues. The very
long period which arises before henefits are received makes it
jmpractical and probably unacceptable %o the fiscus, to tax the
benefits ultimately in pelicyholders' hands. 1t therefore becomes
recessary to tax the insurer, as representative of the policyholder,
in an appropriate manner, These factors combine to make the
taxation of 1{fe assurers and 1ife assurance benefits different from
other companies and savings media.

Other compelling reasons why 1ife assurers require specfal tax
treatment refer to their great social fmportance in the protection of
families and their critical Jmportance from the national economic
point of view in the stimulation of personal savings and the creation
of capital. These are dealt with in Chapter VII below,
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(a) Constituents of Taxable Income 1
The taxable income of 1life assurers can be divided into two
constituents: 4

(i) Profit earned by the insurer in its own right, equal to: <
premium income (P) + investment income (1} - operating expenses (E) - !
benefits paid (8) - increase in policyholder liab:tities (IL).

i This constituent would be taxed in the same way that short-term
insurers and banks, etc. are taxed. In the case of a mutual insurer
this  amount would consist only of profits withheld from
policyholders.

(i1) Profits earned by policyholders. In order to maintain
consistency with other forms of dinvestment media, the gains

attributable to policyholders as a body, should also be taxed in some
way. These gains may be expressed as:

AL benefits received by policyholders (8) - premiums paid by
- policyholders {P) + increase in liabilities due to policyholiders

¢ (1L},

. {b}) The Pure Company Approach

Those who advocate taxing 1ife assurers on a basis comparable to
other financial dnstitutions, would cerive the formula of (a) (i)
above, This, however, fails to deal with the question of
policyholder taxation. Taxation would therefore still need to be
levied on benefits paid to the individual pelicyholder, as in the

. case of other savings media, in order to avoid these benefits being
totally tax-free. This s most logically done at the time benefits
are received by the policyholders, but that means very significant
tax deferral, which is probably unacceptable to the fiscus.

Alternatively, each policyholder could be taxed each year on the
increase in  the surrender value of his policy, less premiums paid in
that year. This introduces a cash-flow problem to policyholders
because tax becomes payable many years before the benefit is due.
It also introduces numerous other practical difficulties such as
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Taying down a statutory rather than 1ife office basis for calculating
surrender  values, and the fact that the taxable z~ount will
frequently be negative where values are less than premiuns paid.

{e)  TIhe Trustee Approach E-
In  order to overcome the difficulties of collecting tax from |
policyholders, the life assurer is taxed as in {a) (ii) above as
representative ("trustee") of the body of policyhelders. The tax
payable should theoretically be equal to the total amount of tax
which would be collected if each policyholder were individually taxed
on his share of the (B -~ P + IL) as his own rate of tax. In
practice this may be replaced by taxing the aggregate (8 - P > 'L) at
the estimated average tax rate applicable to policyholders, with an
appropriate adjustment to allow for any deliberate encouragement of
' long-term savings.

It can be shown that the total taxable income of life offices should

be (I - E) where I and E represent investment income and expenses

R attributable to policyholders. In order to confirm this, formulae
{a) (i) and (&) (1) may be added together as follows:

P+l -E-B-JL+B-P+IL = 1-E

The tax payable in respect of the body of policyholders may therefore
conveniently be expressed as:

(I - E} x average policyholder tax rate,

This formula may efthar be used in practice, or else as a criterion
agains. which to measure a pragmatic fomula such as is currently
used in South Atifca (i.e., I x arbitrary tax rate).

The appropriateness of the "I - £* formula for taxing life offices is
easily demonstrated and widely acceptable. However, the elements
making up the formula and the rate at which tax should be luvied, can
be debated and go beyond the scope of this work. Suffice it to say
that the  constituents of "E' may be divided into

andd o e ,,,.Am-‘w
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setting up, selling, administering and investing costs. The
constituents of "I" could include interest income, dividend income,
rents, and possibly, realised capital gains.

Because the practical application of the "I - E" method involves a
considerable volume of work for both insurers and revenue
authorities, the current "pragmatic" basis, which has been used with
much success for nearly thirty years, appears to be the mist
efficient method of taxing life companies. Indeed this with some
improvements was the majority recommendation of the 1987 Margo
Commission.32 Naturally, smaller and developing Tife offices
would be pleased to see the introduction of some greater relief for
their development expenditure, and 1life offices and savers alike
would be relieved to see a return to the 1959 tax levels, which even
today, would be considered excessive when compared with the average
personal tax rate of approximately 20 per cent.

(d} Proprietary Offices
The manner in which the trustee approach taxes policyholder interests

should bring about theoretical consistency with company taxation, as
described in {a) (i) above. In theory, therefore, mutual insurers
should be taxed entirely under the "trustee" approach and proprietary
insurers under a combined system as shown above.

This, however, would imply a division of the company in a manner
which would have to be consistent for all companies, and which would
be different from the methods currently adopted by many companies in
determining the split between sharehalders' and policyhoiders'
funds. Tt would therefore raise numerous complexities, some of
which may not have been foreseen.

(e) Untaxed Business

It should be noted that approved pension fund and retirement annuity
business, as well as ordinary annuity business is excluded from the
calculation of policyholder tax. This situation pertains as the
beneficiary 1is taxed on the proceeds of these types of business, at
his own rate of tax.

B e s o s s mee SN N R
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u. RECAPITULATION ,h
This chapter has endeavoured to demonstrate how over a period of
nearly one hundred years 1ife assurance company Jegislation and
regulation has grown in South Affica, at each step gaining greater
control of the activities of life offices and at each step further
inhibiting their discretionary decision-making. Early legislation

in the provinces of South Africa tended to be concerned with
protecting the interests of policyholders and their beneficiaries and
the 1923 Act enshrined for twenty years the important principle of
“rreedom with publicity” for 1ife offices.

i However, the 1943 Act, greatly influenced by the thinking of Arndt,

' Jaid the Foundation for & huge and ever increasing encroachment by

the State 1inte the realm of discretionary entrepreneuria

decision-making, After several subsequent engquiries, the

legisiative position had not improved, despite the views and

. experiences of Beak and the 1ife assurance Industry as a whole. t

7\ : This position was confirmed by the 1987 Or>" Bill wirich continued to
- show strong signs of Arndt's interven v influence. The real }—‘«»
cost  of this encreaching State control he .en estimated, nor is

it ever 1ikely to be known. However, the wipensive implications of
- - Part I Asset investment requirements have been discussed in this
Chapter and in Chapters VII and X below.

In addition the "defence mechanism" employed by the Life Offices*
i Assaciation in the form of self-imposed regulation has meant further
- controls but has nevertheless been seen as preferable to further
) . State encroachment through the medium of the 1943 Act and its
regulations and amendments. The voluntary establishment of the
. office of Ombudsman for Life Assurance was yet another manifestation
of the desire on the part of the industry to avert any further State

intepvention in South Africa.

. Considering the impeccable record of the industry always having met
or bettered its promises to policyholders, frequently bettering the
rate of inflation on net {nvestment yield ta policyholders, and its
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vitally important role in mobilising and maximising the saved wealth
of the Nation, it seems difficult to justify the apparent drive for
ever more taxation, State fntervention and restrictive legisiation.
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PART 8

INVESTMENT AND THE LIFE ASSURANCE INDUSTRY

A STUDY OF THE OBJECTIVES, CONSTRAINTS, ALTERNATIVES,
MANAGEMENT AND ROLE IN THE NATIONAL ECONOMY
OF LIFE ASSURANCE INVESTMENT ACTIVITIES
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PART B
IMVESTMENT AND THE LIFE ASSURANCE INDUSTRY

CHAPTER VI
THE INDUSTRY : FORMATION OF CAPITAL AND EMPLOYMENT

This chapter explains the important role played by the 1ife assurance
industry in the economy. The basic concepts of capital and
employment formation are dealt with as is the role which the life
industry plays in the attraction of savings and how it mobilises
these funds to the benefit of the natior as a whole, Key empirica

evrdence relating ') the past fifteen years has been collated and
anzlysed in this cnupter, leading *» a perspective on the futura role
of the Vife assurance industry in the South African pational economy.

A i, SOME BASIC CONCEPTS

it has been said that the most important invention of the human race
#as  the invention of plant and animal husbandry. When man tamed a
few plants and animals, there being some evidence that this was
really done by the women Ffolk while the men were out hunting, le
assured himself of a steady food supply and was able to set about the
work of creating civilizations.

The cruciu} discovery was that by saving some of the seeds for next o
year's planting and by saving some of the lambs and calves to breed

and sustain the flock, the continuation and expansion of the wealth

of the tribe was assured. In subsequent times, a shudder of fear

went through any commynity that was forced by famine to eat its seed

corn or to slaughter the yearlings.
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The same applies to industrial societies and business firms. Every et“
year, some part of total output has to be saved and reinvested in the

replacement, medernisation and expansion of the industrial machine.

This is the process of capital formation. It is sometimes also '
referred to as ‘net investment’, Any nation that neglects its &
capital  formation will find itself susceptible to scarcity,

inflatfon, unemployment and declining standards of tiving.

It s in capital formation that we find the main-spring for the
achievement of national objectives such as full employment, greater
independunce from other nations in regard to energy requirements,
expansion of basic industries and their exports, the improvement of
productivity, the growth and development of an infrastructure, and
economic and political stability.l

The role and signifizance of savings, investment and capita

formation in the economy of & nation has been dealt with by most
writers since Adam Smith's classic discussion af these fundamenta

economic processes in his “Wealth of Nations®. It {5 interssting to
recall what Smith said about them and, although they are well knawn

these quotatjons bear repetition because of the essential truths that
they express and their relevance to this Chapter.

“Capitals are increased by parsimony and diminished by prodigality
and misconduct. Whatever a person saves from his revenue he adds to
his capital. +.. As the capital of an individual can be increased
only by what he saves from his annual revenue or his annual gains, so
the capital of society, which {s the same with that of all the
individuals who compose it, can be increased enly in the same manner
e 1t 1s likely to increase the fastest, therefore, when it is
employed 1in the way that affords the greatest revenue to all the
inhabitants of the country, as they will thus be enabled to make the
greatast savings ... . Every individual necessarily labours o
render the annual revenue of society as great as he can ... . He
intends only his only gain, and he is in this, as in many other
cases, led by an invisible hand to promote an end which was no part
of his fintention ... . The Statesman, who should attempt to direct
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private people 1in what manner they ought to employ their capitals,
would not only load himself with the most unnecessary attention, but
assume an authority which could safely be trusted, not only to no
single person, but to no Council or Senate whatever, and which would
nowhere be so dangerous as in the hands of 2 man who had the felly
and presumption enough to fancy himself fit to exercise it."2

The question of capital formation has been dealt with at length by
many economists since Adam 3mith but it is outside the purview of
this work to discuss their writing further here, Suffice it to say
that capital formation s widely recognised by economists as the
mainspring to all economic growth and development.

Capital formation, or net investment, arises out of the savings of a
netion and raises the capacity of an economy to produce. It is
therefore not only income-creating, but alse capacity-creating, The
process of net positive real {nvestment, over a period of time,
increases the level of income and output - a positive real rate of
economic growth - and the concomitant capacity of a nation to offer
employment and a rising standard of 1iving to a1l of its inhabitants,

In short, one might say that without savings, & nation can expect no
economic  growth; it can, however, expect deciining employment and
standards of iiving. This puts 1nto perspactive the significance of
the 1ife assurance industry in the encouragement and mobilisation of
a major part of the nation's savings,

2. LIFE ASSURANCE: CAPITAL AND EMPLOYMENT

The role of the 1ife assurance industry is critical to the process of
capital formation, not only through its direct investment activities
but also through 1ts risk-bearing function. The importance of the
industry 1in providing relief from fear of financial loss, due to a
host of contingencies, has led to the insurance product facilitating
the flow of savings into physical and human capital by insuring human
investment against physical perils and uncertafnties. A rationa
investor, institution or individual, would not think of making a
financial commitment if a venture were not properly protected against
insurable risks,

A
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Ir the modern economy the insyrance technique - the spreading of
eccaomic  loss by the pooling of risks - facilitates the conduct of
virtually every commercial and industrial activity. For example,
even sucn a common-place transaction as the granting of a home 9§
mortgage bond would not take place in the form familiar to us if it 4
were not possible to insure the property against fire and other

natural disasters, and the mortgagee against loss of income due to

death or disability.

Life assurance companigs play an important role as financia

interme’iaries in all of these matters, Through this function, they
provide an efficient mechanism for channelling private savings to the
ultimate capital invester, Furthermore, because of the long-term
nature of many ife assurance and pension obiigations, life assurance
companies are ahle to commit tha bulk of their investible funds to
Tong-term financing, vital for capital formation.

3. LIFE ASSURANCE AND SAVINGS

The 1ife industry attracts a significant proportion of the persona
savings of the nation. A closer examination of 1ife assurance
products reveals how they attract savings of a contractual nature and
provide an important source of financial capital.

The "Whole Life" and "Endowment” classes of policies with substantia

cash values remain the major 1life assurance product, despite an
increased reliance on term assurance both here in South Africa and in
every other Western nation, These classes of policy create a
reservoir of  funds which represent accumulated premiums and
investment income and which act as the reserves to meet future
vbligations. (See Chapter IIl above}. This pool of funds arises
because premiums paid during the early years of the contract exceed
the amounts iJmmediately needed for benafits and expenses. In later
years, when mortality costs exceed periodic payments, the short-fal

is made up by eartier premium surpiuses and the {nvestment income
derived therefrom. In addition to whole life and endownent
policies, other basic forms of reserve generating individua

contracts, such as retirement annuities, also produce investible
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reserves. Even “Term" and “Permanent Health” insurance, held on
either an individual or group basis, generate reserves but the
savings element 1in these types of contract is insignificant compared
with their protection features.

The other major product which generates large amounts of investible
funds 1is group pension plans. Insured pension plans gen.rate a
large reserve of investible funds and represent an important vehicle
through which private savings are accumulated.

Man's need for personal financial security for his dependants and
himself in the event of death, disablement or retirement, is the
fundamental reason for the success of che life assurance industry in
the attraction of personal savings. High levels of inflatian during
the past two decades and the increasing skill of life offices to
invest funds at real rates of roturn, have been additional reasons
for this success. (See Chapters VIII, IX and X below.)

4. LIFE ASSURANCE AND EMPLOYMENT

Life assurance company investment {n its own equipment and office
buildings provide the physical capital base that supports the ever
increasing woerk force of the industry. In South Africa in 1987 it
directly employed over forty-thousand people. This represented,
towever, only a fraction of its impact on the employment of prysical
and human capital.

At least part of dits coniribution to employment arises out of its
risk  bearing function, which greatly narrows the degree of
uncertainty surrounding most forms of economic activity. However,
the pervasive financial security created by the activities of the
industry is primarily an INTANGIBLE influence which cannot be
measured in the customary terms of Rands, jobs or physical units.

Narrower in scope, but somewhat more susceptible to quantification,
is its contribution to employment through its role as a financia
intermediary 1in directing the flow of investible funds into a whole

et e
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spectrum of capital projects. Even in this area conceptual problems
and data limitations prevent establishing a straight-forward
relationship between financial flow, investment and the creation of
employment . 1t is difficult to establish how much of the investible
funds in a given year is channelled into new capital projects and how
mich goes to support or re-finance existing projects. In the latter
case the financing activity of the industry tends to support current
employment levels, whereas in the former case, such activity tends to
generate new employment opportunities. Even if this particular
difficulty could somehow be overcome, determining the amount of
PERMANENT direct and indirect employment created as the result of
financing say the building of a new factory, presents even more
formidible difficuities. Although we lack a precise measure of the
employment impact of the investment flows of the industry, the
general principle that investment 1s required to create employment
still pertains.

5. EMPIRICAL EVIDENCE AND ANALYSIS

Tables 7.1, 7.2 and 7.3 were collated over a period of six years and
illustrate a number of interesting facts with regare %o the South
African =2conomy and its 1ife assurance industry, These facts are
highly significant and have regard to life office income and persona
savings, net domestic investment, benefits paid te policyholders, the
cost efficiency of the industry, the support the industry has lent to
government, Jocal autherity and public corporation stock debt and the
changing distribution of life office assets between various forms of
investment. These are discussed in the order in which they appear
in the Tables below.

{a) Office Income and Personal Savings

From Table 7.1 {(Rows 1, 2, 4) one observes that the total premium and
investment income of the life assurance industry in South Africa has
exceeded total personal savings at all times since 1981, as has
premium inceme alone. In 1972 premium income represented 35,27 per
cent of total personal savings. However, this changed dramatically
ten years later when fn 1981, premium income represented 121,03 per
cent of personal savings, and five years later in 1986, it
represented nearly 700 per cent of personal savings.

T
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Figure 7.1 graphically displays the data contained in Table 7.1 for
the four important factors of net domestic investment, persona
savings, premium income and total income of the life industry over
the past 15 years, The importance of the South African life
assurance ijndustry in the nation's capital and emplayment formation
process is clear from this graph.

The exceptional stability of the premium and total income of Tife
offices relative to personal savings and net domestic investment is
eyident. The consistent and non-cyclica) nature of these two life
assurance statistics provides much evidence not only of the
importance of the industry fin the c:p.. ] and employment formation
process, but alsc of {ts solid and stabilising influence on the whole
economy ., Whilst personal savings Ffluctuated widely between
%1 183-millien in 1974, R4 306-million 1in 1980 and approximately
Rl 500-miilion in 1987 and 1986, the premium and investment income of
1ife offices continued to grow smoothly and consistently. The
declining rate of real personal savings since 1980 has therefore been
considerably worse than Figure 7.1 would imply. This decline has
been partly ameliorated by the growth of premjum income, but the
extrapolation of both graphs on any reasonable basis serves only to
emphasise the future importance of the South African Tife assurance
industry. The fatling rate of real personal savings is alarming but
is nevertheless a real and measured phenomenon in all economies that
experience lengthy perieds of double-digit infiation.

Declining personal savings are the result of numerous factors, not
least of which must be structural. Negative real rates of salary
increments arising from high rates of inflation have Jed to & decline
in discretionary fincome and therefore savings. This has been
further aggravated by the incidence of often high rates of interest
on borrowing as well as rising marginal rates of personal income tax
on money incomes. Personal direct taxation rose from 7,6 per cent
of national current dincome in 1979 to 11,9 per cent in 1986, a
fifteen per cent growth rate.3 Accordingly, discretionary savings
must be expected to decline and to be reflected in such areas as
declining building society and banking deposits. Personal savings
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and individual wealth accumulation may thecefore he expected to be
increasingly concentrated in the form of contractual savings, as alse
in hard assets such as houses,

The perceived efficiency of the 1ife assurance industry in investing
personal savings in such a manner as to beat inflation, together with
a heightened awareness of the need for 3ife assurance cover and
disability benefits, have led to the industry attracting an increased
flow of personal savings. The  future growth of life assurance
premiums in South Africa will therefore depend on the continued
ability of the industry to invest funds at real rates of investment

yield. It will also depend, however, upen actual and expected
szlary increases and upon the campatitiveness of other forms of
selected {nvestments, UntiT the rest of the "savings secter” in

South Africa is d¢ble %o produce more competitive savings media, it
will continue to attract less and less of what remains of
discretionary savings.

(b)  Net Domestic Investment

A sudden increase in net domestic investment (Row §) in 1980 and 1981
arose largely from a strong inflow of short term foraign capital and
banks were able to extend credit on a Jarge scale by sonsiderably
expanding their ‘“iquidity base. The withdrawal of foreign funds
which fallowed, led %o a dramatic reversal of this upward trend,
further emphasising the naed for local rather than foreign capital.
Were it nut for the long term contractual nature of life assurance
savings, total real npational savings and hence capital formation,
would surely have been sevarely curtailed.

(¢} Benefits Paid

As mentioned {n Section L sbove (Row 7), the contribution to capita
formation by the 1ife industry is nat only through its direct
investment activities buv also through its risk-bearing functioen.
The relief which this provides from fear of financial less and the
peace of mind which it consequently creates, proyides the necessary
structural stability to facilitate economic and socta) growth and
development., The growing valve of benefits paid to policyholders

I
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is shown 9in Table 7.1 to be of the order of 40 per cent per annum
compound 1in recent years, while tﬁe official rate of inflation was
less than half this figure. Benefits paid in 1972 totalled
Re24-mt114en. It toek five years until 1977 for this number to
1ittle more than double to R477-millien. This number had doubled
again during the next four years to R935-million in 1981, more than
doubled again within the mext three years to R2 173-million in 1984,
almost doubling yet again to nearly R4 000-million two years later in
1986. This was more than the total South African State Health and
Welfare budget for the same year, Of these benefits, by far ithe
majority were paid in the form of death, disability and pension
benefits, surely the most important personal financial requirements
for national social and economic stability.

(d) Cost Efficiency
Figure 7.2 {Rows 8, 9) graphically represents the improving

efficiency of the South African 1ife assurance industry as reflected
in Table 7.1. Mot only has the expense ratic of the industry fallen
from 18,3 per cent in 1973 to 11,6 per cent in 1986, but investment
income as a percentage of total assets has improved from 6,5 per cent
per annum in 1973 to over 10 per cent since 1985. This has been
achieved despite rapid cost intlation and escalating taxation over
the same period. This may be seen as further evidence of the
important role of the 1ife assurance industry in marshalling and
mabitising the nation's savings in the most cost effective manner.

Moving from Table 7.1 to 7.2 and 7.3, we note the significance and
changing profile of how 1ife offices invest their funds.

{e} Government and Local Authority Support
Table 7.2 and 7.3 (Rows 10, 11, 12) show the increasing dependence of

government and local authorities om the life industry to take up its
stock debt. Table 7.3 shows that government, local authority and
public corporation stock between them consistently represent hetween
25 per cent and 35 per cent of total 1ife office fnvestments.
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In 1972, the government depended on 1ife offices to take up 7,08 per
cent of its total domestic marketable stock debt. By 1984 this
dependence had increased to 20,7 per cent, falling back to 16,77 per
cent in 1986. In 1972 local authorities were dependent on life
offices to take up 17,61 per cent of their stock. By 1982 this has
risen to 31,25 per cent falling back to 25,45 per cent in 1986.
Since 1981, they have consistently held approximately 15 per cent of
public corporation debt.

This high dependence on 1ife offices forced by legislation to hold
these types of investments (See Chapters VI above and X below), wil
be of concern should the Part 1 asset requirement of life offices one
day be abolished. It is fairly certain that such a move will lead
to an increase 1in the cost of such funds to the government and its
para-statal bodies, a cost barne by the po]icyho\ﬁers of life offices
ever since the introduction of the Part I asset requirements
recommended by Arndt and incorporated in the 1943 Act, as was
mentioned in Chapter VI above.

{f) Asset Distribution

Table 7.3 (Rows 13-21) reflects the changing investment c¢limate and
mood of the 1life offices 1in South Africa. In some cases it is a
start1ing reflection of the changing South African investment
environment s viewed by the 1ife industry.

Holdings of government stock (Row 13) as a percentage of total assets
have been fairly consistent at between 12 per cent and 15 per cent of
total assets over the fifteen year period shown. The increase to
approximately 20 per cent between 1982 and 1984 reflecting the very
high rates of fixed interest investrents which pertained during the
period.

Since 1980, 1ife office investment in local authority stock (Row 14)
has declined from an average of about 6 per cent to an average of
about 3 per cent of assets. However, investment in public
corporation stock {Row 15) has risen from an average of between 6 per
cent and 8 per cent to approximately 12 per cent over the same
period.

¥
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The increasing significance of investment in the equities market
since 1980 is also evident from Table 7.3 {Row 17). Whereas before
1980, the average investment in the equity market was 22 per cent of
assets, this has risen consistently since 1980, reaching the level of
36,4 per cent fin 1986. This also reflects the great growth which
took place in Johannesburg Stock Exchange values, particularly during
the past two years under raview.

Traditionally 1life offices considered property mortgages and policy
loans as safe and appropriate vehicles for the investment of cheir
funds. (See Chapter X below) However, Table 7.3 (Row 18)
dramatically demonstrates how this perception has changed over the
past fifteen years. Whereas investments in mortgages and policy
loans represented 26,9 per cent of life office assets in 1972, and
remained their single largest investment avenue until 1876, these had
fallen to less than 5 per cent in 1986, However, direct investment
in properties (Row 19) rather than via mortgages has increased over
the period under review from 10,1 per cent to 17 per cent, having
risen to nearly 20 per cent in 1985. This is indicative of the
growing faith in this medium of investment over the long term.

Reference to the obviously small life office need for cash liquidity
demonstrated in Table 7.3 (Row 21) is made in Chapter X below, At
no time since 1972 have Tife offices held more than 9,8 per cent of
their assets in casn, Cash holdings were as low as 2,5 per cent in
1973 and seem to have averaged between 5 per cent and & per cent
since 1982, As explained fin Chapter X below, uniike most other
financial finstitutions, Tlife offices consistently commit well over
ninety per cent of their assets to investments of a Jong term nature,
thereby contributing to long term capital and employment formation.

6. THE FUTURE

Looking to the future, 1ife assurance companies will no doubt
continue to make important contributions to the formation of capital
and employment through their risk bearing and financial investment

i
|

lliiiié’ e L . Saull c;‘.lli o T



~199-

w -
$917813915 V01 #393M65
o'00T | o'oot | o‘00T § e‘oor | e‘cot | o'por | o‘wer | e'oot | ofoor | ofeor | efoot | o‘cor | afper | ofvot | o'oat 19301
89 'y 6's s 6'y ‘s a's 8%y vie EAle €' 9 6'c £z 'z yeey 1z
8¢ &'y v's L's 9's L's L' 99 &'s t's s L's €9 T'9 99 syeusy 3938 ‘02
oLt 661 16t 08t LAY 243 visT st [ofa1 ot e 9T 311 g'2z1 | 1ot Pa3Is[ay 7
Ayaedezg pextd 6T
[ald s e 'y 6L e‘ot [alug 611 T's1 9 961 8w v'e 'z § 69T sugoy
¥ saBebyaoy g
¥ior 24 16t ' vz sz sz ooz 981 161 g6t w61 [ z'z | 6'61  [s3sn3y 3mm 2
SIFIRIDTSANG
fgazeys
Aseupag Lt
9'¢ L'y e o'y s &'t 0's 98 L' T v L's 8 ¥'g ‘s P35 383IIUE
paxi4 pus
T 3384 I33g 9T
n'zr L T T ' 2% s v's ‘e 99 (3 (X1 a's s’y 9'e #0385
o3
ortand "¢t
vz 8'z [ e 'y s'v z's (44 oy 8'L (%4 8's t's &% 'y »015
Ayyaoqny
15907 9T
Let 6'sT V6T v'sT o'z 214 9T fat 13 91 Al 14 13 [ o‘z e'zt | et 30035 ~A09  *CT
sest | <961 | 86T | et | 28T | w6t | oosr | ater | st | w61 | 961 | ster | wel ocel | uer
+§301430 1 €°L 318VL

d} NOILNBIHSIC 135SV

PO TP R v



~200-

functions. These contributions will, as noted above, presumably
occur against a background of continuing innovatiens in financia

security products, marketing techniques and investment practices.
Significant within the risk bearing role will be a tendency towards
product design and marketing distribution based on a life-cycle
concept.

Life sales should also get an extra boost over the next several years
from demographic and sociological developments producing & rapid
increase in persons in South Africa in the prime insurance buying
ages and groups. Morecver, developing pension legislation will
ultimately result in the encouragement of vast numbers of previously
excluded individuals to save through qualified pension products.

The degree tu which the industry contributes to capital formation and
the adequacy of the nation's capita: formation in total, wil
obviously depend on important broad economic policy considerations.
The South African economy, its financial system and its 1ife
assurance industry do not functien efficiently in perfods of high and
accelerating rates of inflation or when competition and innovation
are blunted by undue government interference in the market place.

To be consistent with & high rate of capital and empioyment
formation, economic policy must be managed to contfo] inflation and
aveid ail but absolutely necessary government intervertion. Such
policy in turn requires wide-spread recognition that encouraging
economic growth through private savings and investmeri is as much a
national priority as the more politically popular human concerns of
constitutional reform, income  security, income redistribution,
consumer  rights, environmental safeguards and health care and
maintenance, which have been the driving forces in the rising share
of government in the economy.

Whatever dispensation 1is ultimately arrived at among these competing
priorities, the final determinants of the adequacy of our nation's
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capital creation and employment formation may be expected to show the
life assu~ance findustry to have been among the most important of
them,
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CHAPTER VIIT
INVESTMENT ALTERNATIVES IN THE ASSURANCE INDUSTRY

The purpose of this Chapter 1is to outline the varjous instruments
available for investment 1in the money, capital, equity and property
markets and the relative significance of these for the 1ife assurance
industry.

1. ORGANISED MARKETS

Securities may be traded on a formally organised exchange (market)
developed for the purpose of trading specific securities, or in a
relatively 1informal and loosely organised "over-the-counter" market,
which deals primarily in those investments not Tisted or traded on
the organised exchanges., The primary purpose of a securities market
is  to provide for the orderly transfer” of both product and
information between buyer and seller. Efficient securities markets
facilitate continuous modifications and transfer of portfolio
holdings, so as to meet the changing needs of investers. Securities
markets are classified according to geographical Jocation, nature of
claims traded, and time to maturity of claims traded. Their
essential compenents are dealt with below,

2. THE MOMEY MARKET.

Investments 1in the money market are debt instruments with maturities
of under a year, usually ninety days or less. Because the minimum
investment required to purchase money market instruments is generally
very large, the market is dominated by commercial banks,

the national and local governments, financial institutions, life
assurance and pension funds and, more recently, mutual funds. These
large  investors purchase money market instruments to convert
temporary cash  surpluses into  highly 1liquid interest-bearing
investments.
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Although the various money market instruments have individua
differences, they are close substitutes for one another in many
investment portfolios and the rates of return on these securities
tend to fluctuate closely with short term fnterest rates. The
principal money market instruments used in South Africa are Treasury
bills, negotiable certificates of deposit, commercial paper and
bankers' acceptances.

Treasury bills are the most frequently issued marketable securities
of the South African Government. Although these securities do not
term debt instruments, they zre
very liguid because they can be quickly converted inte cash without
undue risk of capital TJoss; in fact, they are absolutely safe
because they are fully guaranteed by the Government.

offer the highest yield among s

A negotiable certificate of deposit is, in essence, a receipt issued
by a bank or financial institution in exchange for & deposit of funds
and which may be transferred (negotiated) from one owner to
another. The bank agrees to pay the amount deposited, plus
interest, %o the bearer of the receipt on the date specified on the
certificate, usually from one month to a year from time of deposit.

When a well known corporation or financial institution with a good
credit rating wishes to borrow meney for a short period of time, it
issues a promisory note. Such notes are usually issued in very
large denominations and reach maturity at a date not exceeding nine
months from their time of issue.

Drafts which have been drawn on a bank by a customer and which bear
the bank's promise to pay them at maturity are called bankers'
aceeptances, The acceptance reflects the obligation of both the
bank and the drawer to pay the face amount, Normally used to
finance foreign trade, bankers' acceptances are among the safest of
all money market instruments. They have become of increasing
importance in South Africa as, inter alia, they set a standard for
short term interest rates and serve as a short term haven for funds
before they are invested in longer ferm avenues.

_ e s evd t B
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3. THE CAPITAL MARKET

The capital market is the composite of all markets where Tong term
securities originate and are traded. The new issues market, a part
of the capital market, acts to transfer savings to those with
productive ideas by means of the sale of new issues to the investing
public. The investment banker is the backbone of the new fssues
market, although other specialised financial institutions such as
pension funds and insurance companies also supply funds for this
purpose.

Winile money markel securities purchased to earn a modest raie of
interest on temporary cash balances are of short duration and low
risk, capital market investments are of Tower 1iquidity and higher
risk and therefore generally give higher returns than those on the
money market. Capital market instruments include a variety of paper
with either a fixed term to maturity or for perpetuity. Capita
markev {investment alternatives include various kinds of bonds and
capital assets. The true nature of a bond is best revealed by
defining it as a contract to pay money. Under this contract, the
issuer agrees to pay the principal sum and a specified rate of
interest for the use of the "borrowed" money. Bonds are issued by
Government, municipalities, local authorities, large private and
semi-private companies.

The South African Government issues a variety of debt instruments in
the capital market, such as the issues sold with maturity terms of
one year (or less) and longer. These securities are backed by the
full faith and credit of the CGovernment, and therefore they are

regarded as the highest grade 1ssues available. Long term
Government securities include Treasury notes, Treasury bonds and
savings certificates. Although the various Government securities

are free from the risk of default, there are fundamental differences
between them f{n regard to not only the period to maturity but also
the minimun denomination needed for purchase, methods of payment of
interest, procedures for sale by the Government, special tax
provisions, etc.

.
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4. MARKETS IN EQUITIES

Equity fs the interast of ordinary shareholders in a company, or the
market value of a debtor's property in excess of all debts to which
it is liable. The word is derived from the Latin aequitas or aequus
meaning Jevel or equal.

The equity capital of a company absorbs profits or losses as they
arise from the operations of the company. It consists of the {ssued
ordinary share capital and the reserves of the company which may be
either distributable or nondistributable to  shareholders.
Wondisiribulable reserves will usuaily inciude any share premium and
other proceeds of a capital nature specified by the Memorandum and
Articles of Association of the company. Accumulated retained
earnings normally make up the distributable reserves.

A shareholder enjoys beneficial ownership in the shares he owns of a
company, and through this hr owns a proportionate share of the net
asset value, earnings and dividends of that company.

Ordinary  sharenolders have rights which are specified in the
Memorandum and Articles of Association of the company which usually
allow them to participate in both the profits and net assets after
all creditors and other parties who have special privileges have been
given their rights. Shareholders are not protected against loss of
their contribution to common stock or equity of a company but, in the
case of limited liability companies, any 1loss to ordinary
shereholders s limited to the extent of the nominal value of their
contributions.

(a)  Fungamentals
If one owns a percentage of the shares of a company, one owns that
same percentage of the company's net worth. Shares (or equities)
differ considerably: each particular issue of shares carries with it
certain rights and restrictions for its shareholders as owners of the
COmpany . In a company there may be both preference and ordinary
shareholders. Although both are owners in the company, the
particular nature of each Kkind of ownership depends on the type of
shares held.
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. Ordinary shareholders simply have an equity in the company. Perhaps
the most important privilege ordinary shareholders enjoy is that in
the event of extracrdinary business success they are usually the only
group to participate in the increased earnings via the increased
dividends. They are not personally liable for debts incurrad by the
company, but in the event of business failure or liguidation,
ordinary sharehulders are the 1iast to be paid. They do, however,
retain residual rights to any assets that may remain after all the
creditors have been paid.

An indirect method of acauiring ordinary shares is to purchase
non-equity investment which gives the holder the right to convert al
or part of his investment into ordinary shares under specified terms
and conditions. The convertible investment is usually in the form
of a debenture or a preference share. There are usually a number of
provisions included in the terms of & convertible security to protect
the holders:

{i) On a scrip dissue in the capital into which sharzholders (or
stockholders) have conversion rights, these rights must be adjusted
to provide a similar propartion (of the cepital) to that preceding
the issue.

(i1} On a rights issue in the capital into which stockholders have
conversion rights, the stockholders receive a similar offer
proportionate to their potential holding assuming conversion at the
earliest moment.

(111) That thers 1{s sufficient authorised unissued capital to
satisfy the conversion rights of the stockholders.

(iv) That in no financial year until the conversion right is
exercisable will the company distribute dividends in excess of its
earnings for ordinary shares in that year.

{v} A general protective provision against any dilution or
weakening of the rights of the capital into which the right of
conversion is held.l
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One of the most attractive features of equity shares is that the
investment is marketable 1in that it can be more easily purchased or
sold than many other forms of investment. In a study of the
suitability of equity investment for South African Life Assurers,
Esterhuizen concludes that this kind of investment is attractive
firstly because of the better results that are obtainable from this
investment sector lhan from fixed interest stock, and secondly thal
equity investmenmt serves as & good hedge against currency
depreciation.2  (See Chapter X below.)

(b)  Three Categories of Equity Investment

(1) Direct Equity Investment. An investor may purchase an equity
by making use of the services of a stockbroker who will act as an
agent for the buyer or, alternatively, the investor may approach a
registered holder of a particular investment with his offer to
purchase,

(11) Securities which are Convertible. Ordinary shares may be
acquired 1in an indirect way through the purchase of non-equjty
investments which give the owner the right to convert all or part of
his  investment into ordinary shares under specified terms and
conditions. These are usually debentures or preference shares and
the provisions which apply to the conversion of these investments
were set out earlier in this Chapter.

from an insurer's point of view, the desirability of 1nvest|;|ent in
convertible debentures depends on the attraction of the conversion
price and its probability of attainment as well as on the coupor
rate. From a taxation point of view, investments can be made in
interest bearing assets or dividend paying equities since both forms
of 1income are subject to the same taxation rate. However, where an
optimistic assessment of the prospects of an ordinary share into
which the debt 1s convertible at some future date is taken, the
higher yield generally available on this class of security prior to
conversion can bs usefully cmployed te upgrade the yield on the
assurer’s overall portfolic while at the same time offering an

o P R
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option to accumulate an equity participation in the company at the
conversion date.

(111) warrants or Options. A warrant gives the holder the right or
option to subscribe for a given number of ordinary shares at a
specific price, over a specified period, or upon a given date. It
1s a hybrid security in that a right of this nature is neither a debt
of the company nor part of its equity capital. It is simply a
contract between the company and the registered holders of the
werrants, and is often used as "a sweeterer” when selling debentures
or preference shares f{n order to Jower the cost of raising finance
for high risk investments.

Life assurance offices are seldom, if ever, interested in warrants or
options as they merely confer a right which does not provide &n
income return. Alse, the trust nature of a Life office's funds
eliminates the consideration of such high risk investments.

(c) Characteristics of Zquities

(i) Yolatility. The examination of any portfolio of quoted
ordinary shares will illustrate that the nature of equity investment
is that 1ts value fluctuates constantly, The volatility of a share
or portfolio may be measured by expressing the deviation from a
moving average of the share price >ver a period of time, as a
percentage of the relative moving average value. This serie of
deviations can be charted along a zero axis to give a volatility
pattern which is used by students of share price behaviour, or
technical analysts, in order to project buying or selling
indicators. The degree of volatility will vary from share to share
as well as within the price behaviour of the share itself., From an
investor's point of view, volatility fs analogous to profit or loss
and 1is one of the more dramatic measures of risk, it being necessary
that these very short term trends be correctly anticipated. Long
term irvestors like Tife assurance offices realise the importance of
investment timing when reference is made to volatility. {See
Chapter IX below).
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(1) Marketability. Ordinary shares can more easily be purchased
or sold than many other forms of investment and this makes them most
attractive. Like all other commodities, share prices are subject to
the basic laws of supply and demand and the marketability of a share
is related to such factors as the issued capital, companies with a
larger issued share capital being more marketable than those with
less shares in fssue; the control of the company, share prices being
more votatile when owned largely by many "weak" shapeholders rather
than a few “strong" owners; the future prospects of the company,
investors being more willing to sell those shares of companies which
have a poor outlook than those with good future prospects; the
absolute value of the share price, the higher priced share being
beyond the means of the smaller investor who tends to invest in lower
priced shares.

{ii1) Growth Prospects. The ability of equity returns to grow
provides investors with an incentive to dinvest in Tow-yielding
securities compared with high-return, fixed interest invesiments.
To maintain the real value of the shareholder's equity, a company's
retainer must continue to grow faster than the rate of inflation.
Growth companies are usually intent on financing their own expansions
from & high level of retained earnings. This generally results in
Tow dividends, but such investments invariably yield substantia

capital gains over a period.

(iv) Voting Rights. Certain classes of shareholders may be
entitled to vote for or against any propesal put forward by the Board
of Directors of the company. However, certain classes of
shareholders may not be entitled to vote on jssues likely to affect
the company, and it 1is clear that the absence of a voting right
attached to any ordinary share will reduce its value

(v) Taxation. The South African life assurance industry pays tax
on gross income, including dividend income from ordinary shares at an
effective rate of forty percent of the rat. «waation applicable to
companies, (Sce Chapter VI above), the costs relating to the
production of this income not being allowable .as an expense
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deduction. Capital gains, on the other hand, are not taxable,
irrespective of the rate of furnover of investments or the motive for
the 1investment. The 11fe industry has a great incentive to attempt
to secure capital gains, particularly in light of the greater demands
of holders of linked insurance policies.

{d} Accepted Procedures of Evaluation and Seieciion

There are essentially three main schools of thought on the matter of
security value and the behaviour of security prices. Advocates are
nocmally classified as (1) fundamentalists, (2) technicians, and
(3) random-walk theorists {efficient market hypothesis},

fundamentalists argue that, at any time, the price of a security is
equal to the discounted value of the stream of income from the
0 security; that in the main the price is a function of a set of
anticipated returns and anticipated capitalisation rates

corresponding to future time periods. Prices change as
anticipations change and a major source af altered anticipation is
i new information. Where we have something less than complete
dissemiration  of  information, the actual price of a security
generally diverges frem its theoretical value. Fundamentalists
would buy the stock if its market price is below its theoretical
value, For the fundamentalists, such matters as earnings,

dividends, asset values and management are the basic ingredients in
determining underlying security values.

Technical analysts stand on the assumption that the value of the
stock is primarily dependent upon supply and demand, having very
little to do with such things as earnings and dividends. Underiying
supply and demand are influenced by rational and irrational forces.
Information, moods, opinions, and guesses (good or bad) as to tng
future, all these factors intermix. The result is a price movement
that follows trends over apprecfable lengths of time. However
caused, these shifts are detectable soonar or later {n the action of
the market itself. Technicians assess supply/demand strength
through a variety of tocls, generally in the form of charts wherein
price  and volume relationships are compared. Consensus  and

L
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reinforcement from various indicators serve as the basis for price
predictions.

Random-walk _theorists are directly at odds with the technicians and

certain strong forms of the random-walk theory challenge fundamenta

analysts also. The random-walk theorists argue that one cannot
forecast future stock prices on the basis of past history alcre.
They believe that the securities markets are perfect, or at least,
not too imperfect. In such a market, security prices should reflect
all the information available to market participanis and all price
changes should be independent of any past history about a company
that 1is generally available to the public. The major complaint is
aimed at the technician who tries to predict future price movements
solely from the historical record.3d

However, traditional methods of equity selection do not adequately
recognise risk, and risk has in the past been evaluated by the Tife
assurance industry on an essentially arbitrary basis. The modern
techniques of portfolio selection and management, which recognise and
qualify riek, seem rather more appropriate for use in the investment
of funds. These techniques are discussed in Chapter IX.

{e) Suitability as a Life Office Investment
It has been argued that equity investmenri i: most suitavle for the
life assurance industry for a number of imp.rtant reasons.

Firstly, better results are obtainable from this investment sector
than from fixed dinterest stocks in many cases; secondly, equity
investment serves as a good hedge against inflation. Considering
that a Tlarge portion of life assurance today is equity-linked, the
reason for the attraction of equity investment to the Industry bears
closer attention. This is to be found in the area of capita
growth.

Overall return, comprising both capital appreciation and dividend
income, is considered from a growth point of view to be superior to
the static returns available on fixed interest securities. In
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addition, as 1ife assurance companies are not taxed on capital gains,
equity investment has proved to be an essential ingredient in the
1inked insurance market as it is one of the investment avenues which
is capable of providing short-term, non-taxable growth.4

A careful and successful selection of equities can produce
investments that can maintain real capital values over the
Tong-term. Whilst the industry has diversified, largely due to the
significant natural increase in assets which has occurred over recent
decades, the demand for investment performance and disclosure has
ptaced an 1increasing burden on the investment function, and equity
investments have contributed greatly to thu ability to meet the
challenge of consistently producing competitive returns.

{f) Equity Investment: Three Problems

Three essential problems concerning equity investment are experienced
by the 1ife assurance industry:

In relation to the annual turnover of shares on the Jehannesburg
Stock Exchange, the industry is a substantial net purchaser of
equities, and the availability of sufficient new equity investments
has freguently been inadequate to satisfy demand, leading to the
"weight of funds" theory being believed by some to be the cause of
equity price rises: the large amount of money avaflable for equity
investment s said to support the market at unnaturally high levels
due to 1its sheer volume. Furtherimore, it is evident that the
majority of the individual equity holdings of most 1ife companies and
pension funds s too large to be consivered marketable, This fact
reinforces the evidence which suggests that the industry purchases
equity fnvestments for their long-term earning power. This lack of
marketability severely constrains those {nsurers whio may wish to take
a short-term trading position in the case of an anticipated future
f:I1 in values.5

The major problem of equity investment s, however, the
quantification of the level of risk which the industry can afford to
bear on its averall investments. In the South African context, the
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problen 1is magnified by their significantly high proportion of direct
wining and other mining related companies quoted on the Johannesburg
Stock Exchan,'. This suggests that a higher level of risk on equity
investments hela by South African life assurance companies will have
t0 be borne than ., similar institutions in other countries because
of the dominance of the mining sector on the Joharnesburg Stock
Exchange. This is because mining includes such additional risk as
exposure to international commodity uncertainties, volatility of
mining share prices, the fluctuating dividend pattern of mining
shares, and the political risk. This factor is manifested through
sharply Fluctuating share prices during perivds of local politica
unrest, the volatility mainly being caused by substantial overseas
shareholders who are price-setters in this sector.

This increased level of risk strongly suggests that a mere 1ibera
attitude towards risk acceptanrr 1is prevalcnt among South African
insurers than that which is foumi ¢ other countiies Tike the UK and
the USA. The necessity to develop a nethed to wantify risk and the
evolvement of @ practical method of monitoring its performance is
crucial to an industry which is required to specify future investment
returns in  advance, The wmatter is examined in some de.ail in
Chapter IX.

5. THE FIYED PROPERTY MARKET

Property has certajn specific characteristics which distinguish it
from all other investment avenues. The.~ are ts tangibility,
uniqueness, size of investment, Jong term nature, long term growth
potential and inflatfonary hedge anmd the cyclizal nature of the
market., I1T4quidity contains an element of prestige and requires a
high level of expertise not only for the initial investment decision
but also for the subsequent management process.

Investment in fixed property has its own peculiar problems but Life
uffices and pension funds have found this medium of investment
increasingly attractive over the past two decades. The possibility
of high yields and non-taxable capital appreciation are attractive
advantages which frequently offset the disadvantage, 1liguidity, and
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interference by forces other than those of the normal market, such as
rent control of residential properties.

{a) Historical Background
After the end of World War Two, financial institutions directly owned
Tess than 10 per cent of the industrial, office and commercia

properties of South Africa. The properties in which they had
invested {included those that they occupied. The market was
dominated by few - but some large - Jocal life assurers and by

British, Canadian, and Australian companies.

Traditionally, institutions build office blocks in the major centra
business districts throughout the country. Gradually, however, this
trend has changed and in the late 1250's and early 1960's, investment
swung to the industrial sector, with institutions entering into
industrial Jease-backs, primarily in the Pretoria, Witwatersrand and
Verseniging areas. This coincided with the growth of
industrialisation 1in the country, a development in which South
African financial institutions played a significant part. The
secondary industrial sector obtained their factories and distribution
centres largely by way of lease-back finance.6

The same period saw the emergence of .ne chain store, not only in the
major cities of South Africa but aiso in rural areas. Most of this
development was likewise financed by financial institutions aud this
sethod of financing remains with us today. Ore major area of
investment which has remained relatively small is that of residentia
development, especially flats, There are, however, good reasons for
this, which will emerge later.

Property development in other countries also have their effect on the
South African property market. As pioneers of the medern shopping
centre, the United States has taught a number of Tocal developars new
ideas and concepts.

Statutory constraints have had, and will continue to have, their
effect on institutional property investments. The existence of rent
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control in the residential market, or the threat thereof, may wel
serve to keep institutional and private investors out of this market.

{b) Policy Considerations

The long term, relatively i1liquid "nature of property investment
demands that gquestions of policy are carefully considered before
decisions are made on this type of investment.

(i) Geographical Spread. Historically, investors have tended to
invest in one of the three major areas of development in South
Africa. These are the Pretoria- Witwatersrand- Vergeniging area,
the Westerr Cape and Durban and 1ts environments. More recently,
however, because of the spiead of retailing in particular and service
areas in general, investment in direct property has spread to
secondary industrial citjes such as Port Elizabeth, East London,
Bloemfontein, Pietersburg, Welkom, Potchefstroom, Secunda
Klerksdarp, Evander, Nigel and Upington.

(i1) Spread by Tenant, It is as well not to invest too heavily in
one particular trader. In the past, instituticnal tnvestors haye
been criticised for supporting one retailer more heavily than
others. Whilst 4t would seem prudent to spread investment by
tenant, fund managers who 1invested substantial portions of their
property finance with the large retafl chains over the past decade
can hardly be described as having been shortsighted. Perhaps the
criteria used in acquiring equities should be applied more rigorously
to property when investing in shopping centres or retailing
cperations.

(ii1) Spread by Building Type. ldeally, investors should own a
spread of {nvestment properties by building type. As with all
portfolios, diversification is necessary for risk reduction.
Property, however, is slightly different in that certain Life Offices
who do not have in-house property divisions, are reluctant to invest
in  management~-intensive buildings and are, therefore, often
restricted to lease-backs or investment in property unit trusts.
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(c) Investment Criteria
The essential investment criteria for each section of a property
portfolio may be set out as follows:

Office  Accommodation: In the central business districts, the
increasing use of black and c¢oloured clerical tabour, who use public
transport to get to and from work, will continue to entrench these
industries and users in central business districts. However

decentralised office developments have been made use of by those
tenants who have smaller numbers of clerical workers and who have
been  Tur & ample, wmaller indusirial firms, advertising agencies,
construction  industry professionals, computer companies, etc.
Developing computer technology, the home computer terminal and the
decentralised branch office linked to a central computer, wil

undoubtedly ‘lead to further decentralisation. Neyertheless, the
adequacy of road systems and parking always continues to constrain
this category of property investment.

Residential Accommodation: Rent contrel or the threat of its
reimposition has been the main reason for institutions to remain
retatively small dinvestors in this sector. In addition, adverse
publicity has to be faced when rents are increased in line with
market forces as one can easily be accused of "milking the poor*.
This s a sector which could be of interest only under very specific
conditions favourable to the fnvestor.

Residential Sectional Title: A number of institutions have entered
this market with considerable successes in certain instances.
However, the decision must be made as to whether a short term capita
profit is preferable to an escalating yield frem a long term
invesiment.,

Commercia] _ Property: Major 1ife assurers and pension funds
traditionally concentrated their property investments in this area.
Provided that shopping centres are well located, designed, and have
the correct tenant mix, with a major food retailer as an anchor
tenant, they will prosper. Most leases in shopping centres are of
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short duration with high escalations. lLeases with the chain stores
and food retailers have often had a turn-over clause attached to
them, 4

Shopping has also traditionally formed part of office development as
this has wnormally been a prereguisite of local authority planning
departments. However, the ratic of offices to shops should not de
so high as to threaten investment yield margins.

Industrial Property: This sector of the property market tends to
fallow ihe weunumis wyole more civsely Lhan other sectors of that
market. The purpose for which the industrial building is to be used
is an important considaration in the {nvestment decision. Buildings
creatad  for manufacture are nsually purpose-built and fairly
inexpens ~ely  consiructed, frequently in  somewhat undes - ‘e
locations. This type of industrial building would be
attractive than warehousing and distribution centres which affo,d
excellent investment potential, These are usually very flexibly
designed so that should the origina) tenant grow out of the premises,
or get inte difficulties, re~lettieg is usually not difficult., The
location is normally good, offering access to major road and rai
networks, Use s usually Vimited to storage and packaging, clean
eperations in the main, and therefore the buildings together with
their ancillary offices remain in good condition.

I

Specialist Buildings: Apart from a few notable exceptions, it would
be prudent for institutions to avoid investment 1in this type of
development . They are purpose-built and have a very high risk
factor. Those classifiad as unsuitable would include clinies and
nursing homes, bowling allies, entertainment centres, free standing
cinemas, multi-storey warehouses, manutacturing bufldings, and
seryice stations, There are, hewever, speeialist buildings which
are regarded as baing sound investments, e.g, hotels and parkin
garages in central busi..css districts.

Other Policy Considerations: The decision-making structure of
financial {nstitutions s particularly fmpertant in the area of
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property investment. It is often incomprehensible to developers,
brokers and retajlers, that some institutions find it impossible to
make a decision on property acquisitions in under two to three
months. Whilst one may recognise that any investment decision
requires scrutiny, and that at Board level invaluable advice is often
available, the fact remains that in relative terms laymen in the life
office are judging an investment which should be left to a senior
member of  the investment team, usually the property manager.
Whatever the case, all the decision makers should be located under
one roof if the institution is serious about successful investment
praciice,  {See Chapter xi pelow).

Access to high quatity property expertise is important when making a
property investment decision. Valuations of land value, open market
rental valuation, and replacement cost valuation are necessary before
the investment decision can be made. The person or persons employed
to make these valuations should be thoroughly trained and
academically qualified with many years of local property experience.

Other research into the proposed property investment is required in
the area of title deeds (in search of potential owner's servitudes),
bond documentation (is the vurchaser entitled to cancel a bond?),
what are the planned future road developwents, what are existing
leases, and what are local town planning rights for such things as
allowable bulk, zoning, parking, and height restrictions?  Other
in-house research may be carried out with regard to the specific type
of property, its suitability, environment, position and design.

Competent property administrativn is another essential ingredient for
the maximisation of yield. This can be carried out either in-house
or by employing the services of reputable estate agents. Important
issues to consider in this area include the drawing and renewal of
leases, enforcement of escalations and turnover, timeous collection
of rentals, maintenance and repairs and the Tetting of vacant areas.

The intelligent use of tax shelter legislatfon is another important
policy consideration, There &are various vehicles available for
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holding direct investment in fixed property. Pension funds and
retirement annuities pay ne income tax, whilst a gross investment
income applicable to non-pension fund business is taxed at a rate
equivalent to 20 per cent, At times it will suit an institution to
vary the vehicle in which an investment is held.

As no tax relief is avatlable to 1ife insurers in respect of property
expenses, and gross rentals are included in investment income, these
institutions often hold their property investments in subsidiary
companies. For the 11fe office with a high proportion of ‘taxable"
= business, investments held by quotsd of wiyuuled vumpanies becone
relatively more attractive from the tax point of view. Offices with
a high proportion of pension fund and retirement annuity business and
therefore with a low overall tax rate, prefer to hold property either
directly or via property units. This is of greater attractien than
property held via subsidiary property companies, as tax is payable at
the ordinary company rate before dividend income flows through to the
- insurer. To the extent that the inceme from an unquoted property
company is ‘transferred to the 1ife assurer as interest on loan

account, these tax considerations fall away.

(d) Methods of Investment

The methods by which property investment is acquired vary according
te a number of factors, most of which are dictated by mariet forces
but some of which are the result of a set of decision making
parameters.

Many South African 1ife assurers and certain larger pension funds
have their own in-house property division. These divisions not only
make decisfons as to property acquisitions but also manage the
existing portfolio. It is sometimes debatable whether such a
division 1is as efficient as an outside management company, as it may
not be as much in touch with the market, particu]ar]y‘with regard to
rentals, as the independent agent. For this reason, many in-house
property departments stil) make use of brokers, these operating under
various guises including property brokers, estate agents and property
economists.
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Property may be acquired through property unit trusts which have the
advantage of being readily available on the stock exchange and
therefore easily sold, Constrainis imposed by the registrar of
financial  institutions on property wunit trusts ensure ample
protection for not only tha private investor but also the
institutional investor. The somewhat erratic history of quoted
properiy companies makes this method of property acquisition somewhat
less attractive. However, gearing may be an advantage and shares
may be purchased at Tower than net asset valus in many instances.

{e) Conclusion .

The foragoing has suggested some of the fundamental policy
considerations adopted by financial institutions when attempting to
make successful property investments, However, perhaps the most
crucial ingredient in successful investment management is vision.

Large bodies of widely dispersed investment decision makers seldom
have vision. A relatively small management team uc senior level,
who can make bold decisions quickly and who have a "feel" for the
market environment in which they operate, is the team which is 1ikely
to enjoy long term success in this increasingly important area of
investment portfolic management.

6. SUMMARY

The money market, capital market, equity market and fixed property
market represent the four principal avenues for the investment of
life assurance funds. We have noted the general categories within
these avenues, their characteristics, evaluation, selection and
suitability as 1ife office dinvestments, This analysis and
evaluation permits an appreciation of the available alternative
investment avenues, highlights their significance and opens the way
for a study of fnvestment portfolic management and objectives in the
folluwing two Chapters.
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CHAPTER 1X

ESSENTIALS OF INVESTMENT PORTFOLIC ANALYSIS AND MANAGEMENT

This Chapter deals with the essential considerations of invesiment
portfolio analysis and management. The details of the various
theoretical concepts discussed do not fall within the scope of this
work and have been fully dealt with by the va rous authors referred
to. The objective has been to bring these various concepts into
perspective, notwithstanding the fact that few of the portfolio
management theories referred to are ever consciously applied by 1ife
offices in South Africa. (See Chapter XI below.)

1. INVESTMENT AND ITS ELEMENTS

At the centre of any study of dinvestment {s the individua
investor, Study of the theory in practice is concerned with the
investor's attewpts to make reasonably logical decisions about
investment alternatives with widely differing levels of risk »ad
reward.,

In the analysis of investment portfolios two basic assumptions are
made: that the investor is & risk averter and that all his
investment decisions are designed to maximise wealth, accomplished
through the process of reward maximisaticn and risk minimisation,
This 1s usually achieved by protecting capital againet Toss, by
increasing income or capital appreciation, and by reducing risk.
These principles constitute the conventional wisdom of the average
jnvestor, who normally attempts to make all his financial, consumer
and 1investment decisfons in the light of the wealth-maximisation
principle.
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The principle of wealth-maximisation can be illustrated by means of
an elementary example, as follows: Assume ths' orn investment is
expected to yield a return of F rands per year for @ /o3:s. At the
time of investment the return F) yielded at the vud of the first i
year is valued at Fj3/(1+i}, where i is the rate of discount, The 4
return F2 yielded at the end of the second year 1is valued at
F2/{1#1)2 at the time of investment; and so on.

If we add this series of discounted values we find the present vaiue
¥V of the expected stream of returns over the n yearz. This
approximates to F/i, and comes mathematically closer to F/i the
Tonger the period of investment n and the larger the discount rate i.

If F = R1 000,00 and i = 10% (0,10} then Vv = R1D 000,00,

Assume that the investor can increase income by 10 per cent but that
| . he must accept a 12 per cent risk level instead nf the assumed 10 per
1\ cent _risk level in wurder to do so. In this case, the investor's
income increases to R1 100 and the present value, V, becomes
RS 166,67 instead of the previous R10 00C. Although the investor's
expacted income has increased, the present value of his asset has
decreased because of the higher discount rate relevant to the higher
risk. In this case, the investor would have been better off with
the R1 000 at 10 per cent investment because this maximised his
wealth based on the diff--ence on the two alternatives. The new
alternative of Rl 100 with a risk rate of 12 per cent would be the
L, poorer choice, primarily because of the additional risk associated
with the dincome. The R100 additional income does not fully
compensate the investor for the additional risk of the investment.

3 ’ In the anaiysis of all investment portfolios therefore, it is always
assumed that investors would rather have more wealth (or reward) than
less. A1l that follows is based on this premise.

{a) Investment
Investment may be defined as the "purchase by an individual or
k institution of an asset that produces a yield that is proportiona
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to the risk assumed over some future investment periad”.l More
broadly, one might say that an {investment fs the purchase of any
asset that offers the expectation of income and/or capital gains, and
that its purpose is to increase the individual's wealth.

There are, however, investment considerations invalved in almost al
individual and institutional economic and financial transactions.
If 1nvestors consume less and save more, there is a possible positive
effect on investment, depending on the propensity to save. If
investors purchase durable geods that actually increase rather than
decrease 1in value, there is an element of investment there too. The
fact that this work is concerned only with financial investment does
not mear that other alternatives of real or consumer investments do
not exist or are less important,

{b} Elements of Investment
A1l investment 1is concerned with the three fundamental questions of
yield, risk and reward, and time:

Yield: The reward (yield) of an investment usually includes both
income and capital appreciation {or lesses) brought about by changes
in the market value of the security. Yield fs then expressed as a
percentage of the initial dnvestrent, and in the case of fixed
interest securities, yield 1is the compounded rate of return on the
purchase price of the investment over its life time. This is
vsually referred to as 'yield to maturity". The yield on equity,
however, assumes no maturity date. Therefore, the equity yield is
simply the price ¢¢ "z share divided into the current dividend.
This is known as «.. "current yield". " Since there {s such a
fundamental difference between the calculation of fixed interest
(bond) yields and equity yields, errors of judgement are often
made , A means of comparing bond yields and equity yields is
therefore required and is demonstrated in section 9.2 below

Risk and Reward: 1t is assumed that the investor always attempts to
minimise risk and maximise reward but there is a direct correlation
between reward and risk, Higher rewards are usually accompanied by
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higher risk and therefore investors should attempt to keep the risk

associated with reward proportional. Not all securities with a

given level of reward have the same degree of risk. A knowledge of 4
the amount of reward and risk associated with each security, as well
as an acceptable means of measuring both, will enable the investor to
make better investment decisions over the Tong term.

Time: An important part of the definition and assessment of any
investment is the time period. The time period selected by an
investor for a particular investment depends on his expectations for
the future, It should meet his expectations with regard to both
reward and risk. Ap investor may decide to invest for an indefinite
peried in equities or in fTixed-period bonds, Changing economic
conditions would suggest, however, that investors should also change
investments from time to time. It would appear that most investment
decisfons made by {Investment managers these days are made with a
three-year cycle in mind.2 The investment review and analysis
process then become a succession of three-year forecast periods with
a constant re-evaluation of expected yield and risk factors in the
light of changing circumstances.

{¢} Investment versus Speculation
The difference between investment and speculation is primarily a

difference 1in the amount of yield or reward expected, the amount of
risk assumed, and the length of the holding period. Usually, a
speculation s for a much shorter peried of time than for an
investment.

A second distinction 1s that the expected yield in a single
speculative security purchase is much greater than the expected yield
from the purchase of an investment security. The risks involved in
the short-term movements of market prices are substantially greater
than those of the long-term movements. The characteristics of price
movement in the market, 1in the short run, appear to be random in
character. In spite of the technical analysis of the market through
the analysis of price and volume changes, the speculator is accepting
substantially greater risks than the investor, largely because yield
is so uncertain.3

. - Aw o B . o kR ch ‘o
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The challenge of both investment and speculation is to make certain 'év
that the expectation of reward or yield is proportional to the risk

involved, However, the acceptance of higher risks does not ~

necessarily Tlead to higher yields. If the risk is kept proportional =
te the yield, then the investor or speculator has a clear choice

between high yield, high risk securities or Jow yield Tow risk

securities, Experienced portfolic managers often begin to rank

investments according to their personal perseptions of the risk

associated with each security.

A macro-economic analysis of future national economic trends as wel
as a micro-economic analysis of the future prespects of each company
and industry are important ingredients in the investment process.
| I The focal point of the analysis is to estimate the future expected
yield over a three-year holding period, and the variability of the

yield, This requires an estimate of future earnings and dividends,
L : and future price-earnings ratios. This valuaction appraisal is one
of the most important aspects of the investment process.4

Working and accurate informatfon sources as well as a knowledge of

the market structure and the efficient market concept must be

understood.  The behaviour of the market itself should be understood

and one should have an understanding of the kinds of random and
. unexpected events which can cause wide price variations.

The Tast step 1in the investment process is the selection of severa

investments expected to produce an acceptable result based on the
needs of the investor. Any single security is unlikely to meet an
investor's risk and reward requirements, and therefore
diversification, which can be demonstrated to reduce risk without
reducing reward, is essential.b Understanding the theory and
practice of portfolioc construction is therefore yet another essential
ingredient in the investment process.

2. YIELD: NATURE AND WEASUREMENT

When measuring the reward ({yield) that a particular investment
offers, one cannot take fnto account dividends or interest earnings

— A A& o MiadSin, s et Ml x.\.i S
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only. Included 1in any calculation of yield must be the Tikely
impact of expected capital gains or Josses. Once this has been
done, the precise measure of yfeld then makes it easier to estimate 4
and judge the magnitude of yields of comparable investments.

The essential formula for measuring yield over a one year period is

simply as follows: o)
P1 - Po + D1

o P

where Pp is the {nitial purchase price of the investment, P fs

the price or resale value of the investment at the end of the year,

and D1 is the dividend received by the investor during the year 1.

‘ (2) Approximate Yield Over a Number_of Years ,
If one wishes to make an approximation of the annual yield earned or

expected over several years, the following formula may be used:

7 [(PL - Po)+ NT4D

" TR FPITE A
where N is the numoer of years the investment was or is te be held.
If we assume that the purchas: price of the investment was R100 and
that price after 5 years was R180 with an annual dividend of R4, the
above formula produces the following:

[{R180 - R100) + 6] + R4 -
R e B b = 14,2868

The approximate annual yield for each of the five years of the
investment period was or will be 14,286 per cent,

(b) Compound Yield Over a Number of Years

The more accurate method of estimating yield is by making use of the
present value formula,which takes account of compounding., The rate
| of discount that causes the present value of the stream of expected i
| - future expected income to equal the initial price of the investment,
is equal to the yield of the investment. The equation for measuring
this yield is well known:

o = D1 D2 ! ) . D5+ P5 .

Grmtt wen? T e T T 1+
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Where r is the discount rate of return earned on the investment or
compound yield earned on the investment over the period for which it
was held. Using the example quoted in 2(a) above, the above formula
would read as follows:

T S T R4 R4 R4+ 180

R100 = + + +
(1+ r)1 {1+ r)2 (1+ r)3 (

1+ )t (1+r)°

Solving for r in the above produces an expected yield of 15,7C per
cent.. This is the annual compound yield which may be expected from
this particular investment vver the period which it is held.

(e) Summary

It s clear then, that yield does not refer only to dividend and
interest income, but {s of such nature that it inciudes expected or
realised capital gains or losses. Any calculation of yield which
does not take account of the investment price movement is therefore
incomplete and inaccurate.

There are numerous methods for measuring yield, only two of which are

mentioned above, No reference has been made to the less frequently
used quarterly yields method, linked return method, and geometric
mean  method,6 The method most commonly used by investment

analysts and most widely accepted for measuring yield, is the present
value method described above.

Important alse to the method of calculating yield, is the length of
the perfod furing which the investment has been held or for which the
forecast is to be made. Estimates of yield over unspecified periods
may be fnaccurate and misleading.

3. RISK: NATURE AND MEASUREMENT

One commonly understands "risk" to mean being exposed to injury,
hazard, loss, exposure or damage. This may be an intuitively clear
meaning but it s prone to be interpreted in different ways by
different penple. It is therefore desirable, however difricult or
suspect, to develop & surrogate for the verbal definition of risk
which 1is amenable to quantification. One should immediately state
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that, whilst the attempts at risk quantification which we shall study
in this section have become quite sophisticated, they are by no means
infallible. As Ginsberg puts it, "The problems of an investor are
essentially problems of uncertainty, and thase, because of their
nature, cannot be reduced by statistical exercises as can, for
example, the problems of mortality rates. An fnvestor has mainly
his humility and his experience and common sense to guide him, helped
by & number of analytical sign posts".7

The concept of risk relates to expected, rather than réalised,
F e returns on ir.ostment. The risk one assumes by investing in a
] particular securicy includes the pos:ibility of one not realising the
expected return, Uncertainty th=n is central to risk taking.
, However, in a formal sense, there iy a difference between risk and
uncertainty which must be elucidated. .

A The theory of probability provides the necessary tools for dealing
7 with * uncertain values. According to this theory, although we cannot
: be certain how much return we shall receive from an investment, we '
can predict with some degree of accuracy how much it is Tikely ta
be. The probability of an event taking place, or the relative
chance of its occurrence, 1its subjective probability 1is quite
different, and therein lies the major difference between risk and
uncertainty.8

Uncertainty refers to a situation for which at least some of the
possible future outcomes and their subjective probabilities are
known . In contrast, in situations invelving risk, all the future
outcomes , together with thelr associated prciabilities of
occurrences. Although situations involving uwwseitainty are often
closer to reality than those involving risk, it is difficult to model
uncertainty. Risk, however, may be determined by statistica

tools. Conceptually, risk is often defined as the variability or
dispersion in a subjective probability distribution; it is measured
by the variance or standard deviation of returns. Henceforth

uncertainty and risk will be used as synonymous terms. In fact,
risk 1s frequently defined as uncertainty regarding the expected
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rate of return from an investment. The use of variance or standard
deviavion in the measurement of risk is discussed in Section 3 {b)
below.

(a) The Many Faces of Risk

Risk fs a part of any financial {nvestment decision and must be
analysed along with other facets of a potential investment. There
are various types of risk affecting an investment decision. Thus, a
comprehensive analysis of risk for investment decisions is one which
attacks the problem simultancously from varfous points of view:

{1} Fized Interest Risk The risks associated with fixad
interest investments are significantly different from ticse affecting

equity shares. Unlike that of equities, a bondholder is promised
interest {ncome and the repayment of capital by the issuing
authority. In this case, the majer risks undertaken by bondholders

are found in the areas of Interest rates, Inflation, Maturity,
Default, Callability, and Liquidity.

Interest Rate Risk (Money Rate Risk): In the event ot an increase

in the market rate of interest, the price of an oid bond with a lower
coupen  (interest) rate must fall sufficiently to offer {nvestors
yields that compare with new issues with higher coupon rates. In
contrast, when the market interest rate declines, prices of bonds
outstanding rise, because old bonds with a higher coupon rate wil
command & premium to make them as attractive as new bonds with a
Tower coupon rate. A chang. in the price of a bond due to a change
in the market rate is the "interest rate risk" or the "money rate
risk”,

Inflation Risk: When it dssues a bond, the issuing authority
promises to pay future interest and capital with current rands. If
a contract is made under which a lender receives a return on a R1 000

bond of R100 at the end of ", the nominal return is 10 per
cant., If during the ye 1 price level is found to have
risen by 5 per cent, tho return would be only 4,762 per
cent;

«i
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CRHED - rwo01 / R0 = 47625

Maturity Risk: Maturity risk refers to the contrasting perceptions
of risk by lenders and borrowers, As a general rule, because
borrowers fear increases in future interest rates, they prefer to
borrow lonyg by offering ioducesents to the lenders.  However, the
Tonger the period for which lenders part with their 1iquid funds, the
more they are uncertain about the prospect of realising a capita
loss and the higher the maturity risk.

Default Risk: Uncertainty about the receipt of f{nterest and
repayment of capital is the basis for default risk. Although
payment of both interest and capital on time ts promised by the
issuing  authorities,adverse financial conditions may cause some
borrawers to occasionally fail to fulfil their promises. Because
this possibility always exists for corporate and local authority
bonds, when these types of bonds are purchased investors are subject
to default risk,

Callability Risk: Under certain circumstances, the issuer of a bond
may force the bondholders to redeem their bonds before they reach
maturity. If a bond is called during a pariod of falling market
interest rates, the bondholders will probably be forced to reinvest
the proceeds at a Tlovwr rate. This is known as the “"cailability
risk” but fs almost unhea. ¢ in the South African context.

Liquidity Risk: A bond way also be subject to the 1iquidity risk.
Liquidity refers to the co't of trade, research and informaiion, as
well as the price concession one must grant in order quickly to
convert the bond inte cash. In general, the less liquid a security
the higher will be itts liquidity risk.

(i1) Equity Share Risk. Investment fn efuitiex alwavs exposes the
investor to two fimportant classes of risk: the risk that the
variability in return will be caused by factors that affect the
prices of all equities, i.e. warket or systematic risk, and factors
that are specific io a particulus company or industry i.e. non-market
or un-systematic risk.
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Systematic or market risk {s peculiar to the stock market as a
whole. It refers to that portion of the total variability of the
return of an equity return caused by factors which simultaneously
affect the average return of all other shares. This is due to the
possibility of individual share returns fluctuating as a result of
changes in the overall market situation, e.g. a war, a general slump
onh the stock market, etc.

Most shares are either less or more volatile than the market in
generat. While this fact does not change the nature of the
systematic risk, it does affect the degree of riskiness of a
particular share. This important concept is developed in Section 3
(b) below.

In contrast to the systematic risk, the upn-systematic risk refers to
that portfon of th2 variability of the return of an equity which 1s
the result of unexpected events or developments within the firm or
the related industry, e.g..

Risks inherent in equity investment may be set out as follows:

Inflation  Risk: In dinflationary times, investors must make
provision for the manner in which inflation erodes the monetary value
of thelr future returns. If one invests R1 000 in a share which
pays a dividend of 7 per cent, at the end of the year one receives
R70 in dividends, representing a 7 per cent real rate of return if
the general price level remaim:d unchanged during the year. If an
inflation rate of 10 per . were experienced, the real rate of
return would only have been 6,3+ per cent.

The Interest Rate Risk: f&en-raily speaking, share prices tend to be
inversely related to market :~trrest rates. A rise in the market
interest rate ererts a downwar< prussure on share prices, because the
return  on  such alternatis  rvestments as bonds becomes more
favourable, resulting in a snivt of funds from the share market to
the bond market. An incresse in the market interest rate also
raises the cost of borrowing funds for the purchase of equities on

5
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margin, thereby reducing the prospective demand for shares. The
reverse 1s true when market interest rates decline.

This may not be as true in the South African market as 1t 15 in the
more developed International financial markets, The "weight of
funds™ theory suggests that in South Africa the volume of funds
available for investment so far out-strips the availability of
suitable investments that the market prices of most securities are
artificially supported in the longer term, almost irrespective of
interest rate and other structural changes. This matter will be
referred to again in our study of the "efficient market hypothesis®.

Tangible and Intangible Risks: This is a difficult distinction to
draw. Tangible risks are associated with market fluctuations caused
by variations 1in the national economic conditions. On the average,
the market declines during a recassion and advances during a period
of rapid economic growth. Furthermore, history suggests that the
stock market is usually more volatile than the economy.

In contrast to tangible risk, intangible risk is related to
political, socfal and psychologice’ Factors which cause fluctuations
in the stock market. As the stock market has a character of its
own, sometimes its erratic behaviour can be explained only in terms
of such {1lusive variables as mass psychelogy, business confidence,
general uncertainty and the serfous impact on the mariket of shocking
news. Intangible risks are far less 1ikely to be predictable than
those which are tangible.

Business Risk: Business risk concerns the probability of incurring
a loss or realising a lower than expected profit due to unfavourable
aperating conditions. Generai1y, this type of risk can be measured
in terms of operating earnings or profits.

There are two kinds of business risk: external and internal.
External risk results from operating conditions imposed on the firm
by outside forces beyond its control. An ofl embargo, an

international monetary crisis, a world-wids recession, a failure of
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aconomic policy or civil commotion, are all examples of external
business risks.

Internal business risk {s associated with the efficiency with which
the business of a firm is conducted, Risks associated with the
opersting skills of management, the product diversification ebtained,
the maturity of the firm, and the efficiency of assets utilisation,
are all examples of internal business prisk. Shareholders of a
company always take the risk that the company may be poorly managed.

Financial lLeverage Risk: Financial leverage refers to the use by a
firm of borrowed funds to increase its turnover and earnings., This
leverage results because the interest charges on the debt are a fixed
expense. That 1is, these fixed charges de not vary with the earnings
of a ftirm before interest and taxes. They must be paid regardiess
of the amount of earnings available to pay them. Financial leverage
risk refers te the possibility that the company may not be able to
pay the fixed financial charges on borrowed funds because of
insufficient earnings in any one pericd.

Operating Leverage Risk: Operating leverage risk is another
dimension of the internal business risk. It can be defined in terms
of the way in which a given change in the volume of sales affects
operating profits. The degree of opecating leverage is the
percentage change 1in operating profit that results from a given
change in sales volume.

Companfes with higher fixed costs, and therefore higher break-even
points, are more 1ikely to realise a loss under unfavourable
conditions than those companies which may have lower fixed costs and
lower break-aven points.

Industry Risk:  Strictly speaking, industry risk is a combination of
external and internal business risk. Sometimes all the firms in a
given 1industry experience variability of return due to Some common
force which does not signiftcantly affect the majority of firms
outside that industry. For instance, motor manufacturers suffer
cyclical fluctuations from sharply lower profits whenever motor sales
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reach the bottom of their husiness cycle, Similarly, stee
producers  experience lowe, profits whenever foreign competition
becomes formidable,

Lost Opportunity Risk: Another form of risk inherent in the nature
of all investment and applicable both to fixed interest investments
and equity share investments is the lost opportunity risk. Suppose
after a careful finvestigation of all available investments one
chooses to invest in the shares of company ABC.  Subsequently one
discovers that, while one's shares have appreciated 15 per cent, the
price of XYZ company shares have appreciated 25 per cent over the
same period. Therefore, alihough one may have realised a
significant and positive return on the investment made, by investing
in  ABC company one lost the opportunity of realising a larger return
by dnvesting in XYZ company. This risk is inherent in the nature of
all investments.

(b) The Measurement of Risk and Return

(i) Measurements of Risk. Unless it can be satisfactorily
measured, risk cannot be dealt with effectively, Three statistica
tools are commonly used to measure risk:

Beta analysis
Alphz and Error Term
Standard Deviation (Signs) or Variance

The first two statistical tools, i.e. Beta, and Alpha and Error Term,

are measures of systematic and unsystematic returns. Standard
deviation or variance is a measure of systematic and unsystematic
risks. The techniques of measurement of risk and return present

here are based only upon the "Market Model", which asserts that the
rg\atiunship between returns on individual securities and returns on
the market portfolio is linear. This is in contrast with the
“Capital Asset Pricing Model" (CAPM) which states that, in
equilibrium, investors will price capital assets so that the expected
return on a security is equal to the riskless rate of interest plus a
premium that is proportional to the risk measure, Beta. A further
discussion of these two concepts occurs later in this Chapter.
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(i1) Measurement of Return,
Beta Coefficient: If we assume that, during a two year period,
quarterly percentage returns on a given investment, Rs, were
related te the market return Rm the following table of notiona
values might be constructed:

FIGURE 9.1 MARKET AND INVESTMENT RETURNS

Q% G % % G & G

Market
Return (Rm) 0,0 1,0 2,0 3,0 4,0 5,0 6,C 7,0 .

Investment
Return (Rs) 2,5 6,0 3,0 4,0 1,5 4,0 2,5 10,5

The above information is now transposed into graph form in figure 9.2
which reveals that the changes in the return of this investment did
not always coincide with those of the market. For example, in the
seventh quarter the investment return was only 2,5 per cent when the
market return was as high as 6,0 per cent, However, when the market
return was only 1,0 per cent (second quarter) the return of the
investment was 6,0 per cent, Using the least squares regression
method, we can simplify the representation of the relationship
between the two returns by fitting a linear regression line through
the points plotted and shown in Figure 9.2. 1n the investment
world, the line of best fit (whicﬁ approximates the relationship
between -« .curity and market returns) s commonly called the
“characteristic 1ipe".9

From Figure 9.2 it will be noted that the characteristic 1ine is
represented by the linear equation Rs = 2,5 + 0,5 'Rm. It
measures the average variability of the return of the investment
relative to the market rate of return, and is measured here by

ARs/ ARm = 0,5 1i.e. the slope of the characteristic line, which,
because of the 1linear equation, remains unchanged aver its entire
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range. A slope of 0,5 implies that for every change ov, say, 10 per
cent in the market rate of return, the rate of return of the
investment will change on average by 5 per cent.

The equation- for a straight 1iie takes the form Y = a +bX, where "b"
is the slope of the Tline. This s why the slope of the
characteristic line is called its “Beta", and in Figure 9.2 we have
b = .5, More significantly as Beta (represented as Bs) measures
the average variability of tle rate of return of the investment
relative to the market return it measures the systematic return of
an investment.

In the case under consideration, the investment has a Beta of 0,5
(Bs = 0,5), meaning that, as compared to the market, it is a
slow-moving investment. A slow-moving investment generally has a
low beta, meaning that Bg is smaller than 1 (Bs<l), whereas a
fast moving investment would have & high +, meaning Beta is
greater than 1 (Bs >1). An  investme has the same
volatility as the market itself, would have a Be. 1,0 (Bs = 1).

Alpha and Error Term: As has been demonstrated, beta measures how
sensitive an investment's return is to changes in the return on the
market, i.e. systematic return. A tool must now be developed for
measuring unsystematic returns. i.e. measurement of changes in the
return of a share due to factors unique to the company or industry.

Unsystematic return is the sum of two variables:- alpha (xs) and
error term (es), The alpha, which measures the part of the return
of an investment not associeted with the overall movement of the
market, is the so-called Y intercept shown in Figure 9.2, Given
that the market return equals zero, the investment generates a return
equal to 2,5 per cent. Therefore, the value of alpha is 2,5 (og =
2,5).

In different time periods, an investment with a fixed beta may have
different values of @g and indeed, alphas can be highly unstable
for any given stock. It should be remembered, that when alpha is
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used as a measure of unsystematic return, the estimated alpha for one
investment may be different from the estimated alpha for another with
similar characteristics. L

The remaining component of the unsystematic return, known as the
error term, is best demonstrated by referring to the characteristic
Yine in Figure 9.2. This reveals that the return of the investment
cannot always be accurately predicted by the equation Rs = 2,5+
0,5 Rpm. For example when the market return was 6 per cent the
investment return was expected to be §,5 per cent:

Rs = 2,5 + 0,5 Ry

= 2,5+ 0,5 {6) = 5,5 per cent

Instead, the investment returned only 2,5 per cent. Similarly, when
the market return was 7 per cent, instead of the expected 6 per cent
the finvestment returned 10,5 per cent. Each deviation of the actua
from the expected return {the vertical distance between the actua
return and the characteristic Tine) is called an error term. The
error term represents the residual portion of the unsystematic return
of an investment.

Variance: Varience s used to measure the fluctuations of both
systematic and unsystematic returns. Based on the assumptions set
out below, the following example illustrates the relationship between
expected return and variance of a particular equity expected to

perform in the following manner:

Conditions Affecting Probability of Possible
the Share Return {Pi Return (R
Highly favourable 26% 50%
Favourable 258 20%
Unfavourable 25% 0
High]y‘unfavourab?e 25% -30%

e
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Althuugh one cannot accurately forecast conditions affecting the
share, given the above figures, one can determine what the average
expected annual return will be, from the following equation:

ERY = I PiRL

i=1
Where E(Rg}) = expected return on share
P1 = subjective probability that ith rate of return
will be achieved
|3 = number of possible rates of return
E{Rs) = 0,25(,50) + ,25({,20) + ,25{0) + ,25(-30)

= ,128 + ,05++ 0 -~ ,075
= ,10 {or 10%).

The above calculation shows the expected return on a share is
weighted average of the possible returns, with the probabilities of
the possible returns used as the weights. In the above example, the
expected return is 10 per cent, However, as the expected return may
vary, the expected variance may be computed by:

£(e?) = . 15 ;P BeERDE

Where E(ui) = gxpected variance.

From the previous example:
Expected variance = 0,25{(0,50 -~ ,10)2 + 0,25(,20 - 0,10)2 +
0,25(0 - ,10)2 + 0,25(-0,30 - 0,10)2
= 0,04 + 0,0025 + 0,0025 + 0,04
= 0,085

Thus the variance 1s a measure of the variability or pisk sssociated
with an {nvestment. The larger the variance, the greatei the risk
of holding the investment.
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It is now possible to calculate and compare the expected return and
expected variance of a number of different investments, and then to
make a decisfon as to which investment to purchase. This decision
will be based on the risk preference of the individual investor.

In_Summary: The concept of an “individual investment return™ may

i this be stated as: Investment Return = Systematic Return +

; Unsystematic Return, The Systematic Return of an investment is
correlated with the market return and is determined by multiplying
the beta of an investment (8g) by the Market Return, Rm. The
Unsystematic Return, which depends on factors unique to the industry

; and to the company itself, is measured by alpha (vg) and the error
term {€s). The total return on the security, Rs can be stated

’ as:

Rs =Bs Ry +ag +¢eg

L The above equation 15 the general equation for measuring the total
n return  of an jnvestment. When using it for predicting future
returns on the investment it is customary to modify the equation as
follows:
E(Rs) = a5 + B5 E(Rp) + €5
Where
E{Rs) = Expected Return on the Investment,
E(Rm) = Expected Return on Markei.
B¢E(Rm) = Expected Systematic Return.

{if1) Total Risk. Remembering that the equation for determining
the total return on an investment is:

Rs =g + Bs Ry + Eg

The total risk of a security, measured by 1{ts variance (62},
should equal the sum of the variance of alpha, the variance of beta
multiplied by the market return, and the variance of the error

term.,  Thus:

Var(RS) = Var(as) * Var(BsRm) + Var(es)
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However, because the alpha for a given security is the Y intercept
and 1s a constant for such security, its veriability is 0. Thus:

Var{Rg) = 0 + Var(BgRm) + Var(es)

Symbolically, the above aquation can be rewritten as:

Verbally: Total risk = Systematic Risk + Unsystematic Risk,

Restated, one may cay that the risk of an individual ipvestment is
the sum Gf the square of the Beta of the investment, times the
variance of the Market's return + the varjance of the error term.

Portfoifo theory asserts that the variance of the error term,u;z.
which represents the unsi<tematic risk of the security, can be
eliminated by selecting a large number of securities with diverse
characteristics. This process 1s diversification and oscurs through
the construction. of an efficient portfolio.

4, PORTFOLIO ANALYSIS

Investment managers generally wish to construct an efficient
portfolio of securitifes. The objective of constructing such a
portfolio 1s to reduce the portfolio risk below the uggregate risks
of all the investments included in it. This 1s achieved by
selecting investments that do not fluctuate in the same way. In a
diversified portfolio, the fluctuations of some investments partly
compensate for those of others, so that the variability of the return
of the portfolic becomes significantly Jess than the variability of
the individual components of the portfolio.

If the return on the shares of one company move in the opposite
direction to those of another, the two companies have a negative
co-variance, Ostensibly, co-vartance is the essence of portfolic
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risk. ha expected return of a portfolio is the weighted average of
the expe “s roturn of the securities in the portfolio. However the
risk of & fully diversified or efficient portfolio, as measured by
its variance, 1 smaller than the weighted average of the variance of
its individuai components.

Portfolio risks can alse be analysed in terms of systematic and
unsystematic risk. Enlarging a portfolio by choosing appropriately
selected investments leads to a reduction and eventual elimination of
unsystematic  risk. However, under normal circumstances
diversification cannot attogether eliminate systematic risk.

The risk of & well ‘iversified portfolio, which by definition is not
affacted by unsysteratic risk, 45 simply the beta square of the
porufelio, Sg o multiplied by ve variance of the market return,
which is aé . OF B 5. This portfolio, characteristically known as
an  efficient portfolio, commands an intuitive appeal for most
investors and can be expressed as follows: ¢f = 8203 .11

Anyone  holding such 3 portfoljo should not be concerned with
unsystematic risk as there would be no unsystematic risk attached to
it In such circumstances, an investor can consistently beat the
market only if he or she can successfully devise a technique that
will out-perform & given market index - e.g. the JSE Actuaries Index
- the index being a surrogate for an efficient portfelio.

An investor’s objective should always be to combine investments into
a portfolio that will maximise yield and minimise risk in a way that
will meet his specific investment requirements. This means that the
investor needs to know the expected yield from each investment, the
expected variability of that yield, and how the yields of the
investments are correlated to each other,

The theory of portfolio management was first developed in 1952 by
Harry M Markowitz,12 He demonstrated that, once the Tevel of risk
the investor 1s willing to assume is established, a computerised
theoretical model can be ~7od ds a basis for the systematic selection
of the optimum portfolioc that would maximise the rate of return. E
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The Markowitz model, in relating each investment to every other
investment in the portfelio, required a sophistication and volume of
work well beyond the capacity of most investment analysts. Its
application therefore remained limited until 1964  when
William Sharpeld published a model which considerably reduced the
number of  the mathematical calculations required., He assuined, for
the sake of staplicity, that the return on an investment could be
regarded as being i.nearly related to a single index like the market
index. Theoretically, the market index could consist of all the
securitics trading on the market, However, & popular average, iike
the standard and Poor bUU 1ndex 1n the unitea States, or the J5E
Actuaries index 1in South Africa, can be treated as a surrogate for
the market index. Acceptance of the fdes of a market index would
cbviate the need for calculating thousands of co-variances between
individual securities, as any movement in eq.ities could be
attributed to movements in the single underlying factor being
. measured by the market index. The simplification of the Markowitz
N mode] became known as the “Market Model".

The Market Model provided the conceptual foundation for the Capita
Asset Pricing Model in that it shifted the attention from variance,
which measures total risk, to beta, which measures systematic or
non-diversifiable risk.

In fact, this shift in risk consideration was characterised by the

“beta revolution" and eventually led to development of the Capita

Asset Pricing Model {CAPM). Once beta was acceptied as a measure of

the sensitivity of an equity to changes in the market or, more

appropriately, as the measure of systematic risk, the next i
development introduced risk-free return into the genera

discussion. The relationship between risky and risk-free returns I
was carefully established around beta as the key variabie in th

model .

It 4s universally assumed that, in an efficient market, assets with
the same risk should have the same expected rate of return. Based
on this assumption, an  ivestor holding a risky portfelio with the
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same risk as that implicit din the Market portfolio (B = 1) should
receive the same return as that of the Market portfolio. For this
purpose the Market portfoiic is broadly defined as one that contains
all the securities traded on the market and measured by a suitable
market index such as the JSE Actuaries' Index. Similarly, an
investor holding a riskless portfolio should earn the return of a
riskless asset, A more aggressive investoer who invests half of his
money 1in & risky portfolic and the other half in a riskless porifolio
should receive an average of the returns on the market portfolio and
of riskless assets. More specifically, if 100 per cent of tota

investible  funds is invested in the risky portfelie (Market
portfoiic}, the risk of the portfolic measured by its beta would be
1,0, If, however, the investor invests all his money fn & riskless
partfolio, the beta of the portfolio would be zero. IFf ths investor
invests in both the risky and the riskless portfolios, the beta of
the composite portfolio would be between 0 and 1 (0< 8p<t), the
exact values reflecting the proportion in which the funds are divided
between the risky and riskless portfoliocs.

Thus, the axpected return on a pertfolic consisting of both risk-free
and risky assets could be expectad to be greater, than the return on
risk-free assets: E(Rp) = (1 ~ w)Rf + wE{Rm)

where  E(Rp} = Expected return on a portfclio
Rf = Rate of return on a risk-free asset
E{Rn) = Expected retirn on Market
v = Progertion of money invested in the risk
portfelio
1-w = Proportion of money invested in risk-free i !
assets. é

The CAPM says that, in equilibrium, investors will price capita
assets so that the expected return on a portfolio is equal to the
risk-free rate plus a risk premium that is proportional to the risk
measure, beta.l4  Symbolically:

N,
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ERY) = - 39) Re + Bpsmm)
= Rg = (SPRE) + 5ps(xm}
= R,

s * Bp{E(Rm) - Ry

The introduction of the market model was the first extension of the
Markowitz co-variance approach through the assumption that returns on
various tinvestments are related through common correlations with some
basic underlying factor. 8y exploitation of the 1inear structure
provided by the market model, it was possible to partition tota

variation into the two component parts of systematic and unsystematic
risk. The linerrity assumption of the market model, however, is an
assumption only and there 1s strong empirical evicence to the
contrary.15 Once the linearity assumption is brought under fire,
sa too is the neat dichotomisation of risk that results. Regardiess
of the validity of the market, however, the assumption that for
efficient portfolios all but the systematic component of risk will
have been diversified away, must stand or fall on its own account.

The CAPM seeks to axplain what would be the equilibrium implicaticns
of risk-raeturn trade-offs in an efficient market, where all investors
attempt to maximise the same ome-period objective function in mean
and variance of rate of return, subject oniy to different degrees of
risk aversion.

Investment analysts are generally in agreement that modern portfolio
analysis theory 1is not yet well developed encugh to deserve
recommendation, and may yet prove to be deficient in many respects,
However, the Markowitz portfolic selection approach may be
recommended in  its  original co-variance format. The full
co-variance model provides a useful framework for investment
portfalio analysis. Naive application of this approach, hewever, as
with any approach, can lead to unsatisfactory results. If care is
taken to allow for error and bias in estimation, and 1f the
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implications of trading costs and taxation are accounted for, even
approximately, then useful results can be achieved in normative
application.l6

5. PORTFOLIO MANAGEMENT

Successful portfolio management in an efficient market depends nct
only on the jportfolio manager's skills, but on the quality of the
information he or she receives from investment analysts. Investment
analysis and portfolio management are intimately related, -
Investment analysis refers to the determination of the present vaiue
of a security or the determination of its expected return and degree
of risk. Portfolio management refers to the handiing of a pool of
investible funds so that ic yields an appropriate return consistent
with the risk associated with the portfolio. Naturally, portfolio
management  includes portfolic  construction, the selection of
investments to be included in « portfolio. As previously mentioned,
selection of investments is the prime responsibility of the
investment analyst who makes selections on the basis of investment
values determined by fundamental analysis. The approach which a
portfolio marager may take to the management of the portfolio under
his control will be fundamentally affected by his personal approach
to the efficient market hypothesis (EMH).

In the late 1950s and early 1960s, an important controversy developad
concerning the process by which the prices of equities are
determined.,17 Initially, a number of academics challenged the
hypothesis that the market wa: inefficient, and that conditions of
disequilibrium could exist in the market, and that successive changes
in the prices of common equities were dependent on each other and
could be accurately predicted. Later, a great deal of statistica
work was done on the subject, the outcome of which was the
establishment of the EMH.

The root: of the EMH date back to 1905 when Karl Pearson and
Lord Rayleigh published "The Problem of the Random Walk".18 Ip
this article it was demonstrated that the most efficient way to find
a drunk man in a vacant field after a lapse of time was to start the
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search at the point at which he was left. However, the idea of
market efficiency differs significantly from that contained in the
1905 study. i

The concept of efficiency was not systematically applied to the stock
market until 1959 when Roberts and Osborne published research
suggesting that changes 1in stock prices were random.1?  The work
of Roberts and Osborne had major effects in the academic world,
Tests of the randomness of equity price changes, as surveyed by
various academics, supported those of Roberts and Osborne.

The controversy surrounding the market efficiency issue cannot be
comprehended without a clear definition of an efficient market. The
market is said to be efficient if it satisfies the following five
conditions:20

(i)} Because transaction costs are negligible, the outcomas do not
materially differ from the outcomes resulting from decisions made in
a world with no transaction costs.

(ii) Investors who desire to buy or sell equities are able to do so
immediately without significantly affecting the prices of those
equities.

(iii1) Investors behave in a rational manner by investing their money
in investments yielding highest returns for a given equity. i

iv) There is an effective information flow, meaning that new
information spreads quickiy among investers.

(v) Equity prices change quickly in response to changes in new
information, meaning that the market price of an equity reflects all
that can be known about the related company.

Most of the above conditions refer to the operational efficiency of
the market. The market is generally assumed to be operationally
efficient and consequently tests of market efficiency have
concentrated on the last two points above. =

i |
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Before attempting to construct a portfolio, the portfolic manager
should determine his risk preference. This will be influenced by
many factors including the overall wealth of the fund, income

psychelogical meke-up, attitude towards equity investment,
alternative investment holdings, and so on. Life assurance and
pensions portfolio managers usually prefer a beta of less than 1 and,
this determined, the portfolio manager must now decide on the idea

number of investments to be included in his pertfolio. On the one
hand, portfolio theory states that the more diversified the portfolio
the less wili be its degree of unsystematic risk. On the other

hand, resources and other real world cos: factors impose severe
constraints on the number of investments that can be included in a
manageable portfolio. Furthermore, it 1is desirable to include
investwents in a number of industries in the portfelio, as effective
diversitication, not merely duplication, helips to reduce the
unsystematic risk of the portrolic.

Managers of most reasonably sized pertfolios have access to computers
that can be pregrammed to perform efficiently the task of investment
selection. A quantitive technique that can be used for this purpose
is linear programming, and the problem of selection is solved by the
method of optimisation.21 This technigue enables the portfelio
manager to maximise the expected return of the portfolio subject to a
set of constraints such as the required beta of a portfolio, no more
than a certain percentage of total funds to be invested in a single
equity or industry, etc. Although this technique is fairly
involved, its implications are fairly easily comprehensible.
However, 1inear programming may not be a sufficiently powerful too
for many large portfolioc managers, and use has been made of quadratic
programming as an alternative.22

The final step in portfolio management is a re-organisation of the
portfolic resulting from any one or a combination of the following
factors:

Unsatisfactory performance; a change in the investor's risk
preference; & change in market conditiens; or changes in the
characteristics of the assets themselves. -
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A portfolio constructed for an investor can be considered ideal only
if it is developed against the background of the prevailing economic
outlaok for the nation, industry, and company and if it is consistent
with the risk preference of that investor, It follows, therefore,
that any change in one or more of these factors would call for a
re-organisation of the portfolio.

Ragardless of the causes that initiate the portfolio re-organisation
process, active portfelio management involves at Jeast the steps
already specified, The portfolio manager begins by re-evaluating
the risk preference or the utility function of the investor., A
critical evaluation will help the manager to identify the portfolio
beta. Having established a revised set of constraints that will
best achieve the investor's goals, the next major step in active
management revelves around the investment analyst. He or she must
re~calculate the expected returns of all the investments from which a
selection is to be made by carefully analysing the conditions that
are likely to affect the economy, the industry and the company. The
analyst must also generate the beta for each investment, either
through personal calculations. or by obtaining it from a stock broking
service,

6. CONCLUSION

An attempt has been made in the above to discuss the technique and
growing sophistication of active portfolic analysis, construction and
management . The theeretical under-pinning of portfolic management
and the capital market theory, which asserts Lhat every investor
should strive to construct and maintain a well diversified portfolio
which carries no unsystematic risk, have been indicated.

We have seep too that, with active modern portfolic management, it is
difficult to construct a portfolio which will diversify away all or
most of the unsystematic risk while simultaneously maximising an
investor's expected return fer a given value of beta. As is
evident, the actual process of portfolio construction and wanagement
is infinitely more complicated than it appears on the surface.
Starting with an in-depth analysis of a large number of investments

E]
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in order to determine their expected returns and risks, and ending
with an optimal portfolic requires the skills, dedication and tota

commitment of numerous analysts, computer programmers and a highly
sophisticated portfolio manager capable of putting a1l these things
together. Obviously, few investors have these resources and hence
tne great public interest in making ever increasing use of the
developing expertise and facilities of 1ife assurance and trust
companies,

. P 2
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CHAPTER X
THE_INVESTMENT OF LIFE ASSURANCE FUNDS H

Even though the investment objectives and policies of Life Offices
show marked differences {Bernstein 1976), the investment process in
211 c.ses is very similar. Since this is bound to be the case, we
need to spend some time on the principles and common objectives which
generally apply.

As evidenced in Chapter VII, the 1ife assurance investor represents a
powerful force in our industrial and financial community, playing a
dominant role in the investment and financial markets. The
investment managers of these institutions, because of the funds they
control, collectively possess a latent power over the management of
these institutions, even though their objective may not be power or
control but the earning of & satisfactory yield at minimum risk.
The accumulation of sizeable funds is essential to the fulfilment of
the obligations of 1ife offices and these funds require to be
prudently invested according to sound principles and cbjectives.

1. BAILEY'S FIVE CANONS OF INVESTHMENT {1862

From as early as 1762 when the 1ife assurance industry was founded on
sound scientific principles, the actuary occupied himself exclusively
with actuarial matters, content to accept guidance from other experts
regarding the rate of interest that should be assumed 1in his
calculations, The need to establish a clear set of investment
ohjectives to secure the solvency of the 1ife office, to protect
pelicyholder interest, and to retain a competitive edge, began to be
realised some one hundred years later,
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In 1862, Bai]eyl, a British actuary, was the first to set out basic
principles for the investment of Life Assurance funds. These became
known as "Bailey's Canons" and for many years were accepted as being
substantially correct. His five Canons are as follows:

(i) The first considerati n should inveriably be the security of
capital.

(i1} The highest practicable rate of interest should be obtained,
but this principle should always be subordinate to the security of
capital,

{1i1) A small portion of the total funds (the amount varying
according to the circumstances of each individual case) should be
held in readily convertible securities for the payment of current
claims and for such loan tramsactions as may be considered desirable.

(iv) The remaining and much larger portion may safely be invested
in securities that are not readily convertible. It is desirable,
according to the second principle, that it should be so invested,
because such securities , being unsuited for private individuals and
trustees, command a higher rate of interest in consequence.

{v) As far as {s practicable, the capital should be employed to
aid the 1ife assurance business”,

Bailey's "Canons" were widely debated within the actuartal profession
for several decades, the emerging conflict essentially being between
the principles concerning the security of capital and the principles
concerning the maximisation of income.

2. THE EVOLITION OF BAILEY'S VIEWS

{a)  Security of Capital

Bajley initially strongly emphasised the capital security aspect of
investment. This was of paramount Tmportance to him and ha set fiis
face against Stock Exchange securities or irredeemable or long dated
Government securities. In his era, Government securities were
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almost entirely undated Consols and their capital value was subject
to  "very inconvenient fluctuations in value"2 with changes in
prevailing interest rates. In addition, investment in equities were
not seen by Bailey as suftable because of the very considerable risks
fnvolved 1in this avenue of investment 1in his tiﬁe. His express
preference was for bonds, mortgages, luans and bank deposits.

Mortgages, Bailey felt, were the idual 1ife assurance investment as
the capital was free from fluctuction 1in market value, and the
borrower's own stake in the venture Jcted as additfomal security, as

 r

W03 &

Later (1891) Bailey, 1in a dic:ussion on a paper by A G MacKenzie,3
relaxed his views and wr:te: ... it baing now hardly possible, as
in former times, to obtlin investments in which the principél is
secure with a reasonabls ~ate of interest, insurance coppanies must
act as private investors would, Namely, they must go to the Stock
£xchange and not have alt their eggs in one basket, but they must be
prepared to pun risks of flu. uations in market values".

In 1912, May4 commented Barley's Ci2ns were “as true today,
as ever they were". LR r, be qualir xd Bailey's first Ganon,
which placed security of .::tel as a -irst consideration, by
suggesting that the zocur iy u.vect of capital be considered in
regard te the total zorifg o and a0t to each individua
investment: "It e abs: impossible to assure oneself of the
safety of the capitsl ©i ar. aingle investment, and it is only in
regard to the safity of the capital as ‘a who"2 that one has &
reasonable chance 37 success”. May was thus orms of the earliest
known writers to -ijgest dive-aification as a techrique of spreading
risk, and added this as an uditional investment trinciple to those
laid down by Batley.

In 1933 Penman5 agreed that the avoidance of capitel loss or
depreciation was more important than the rate of interest earned by
the finvestment, and pointed out that invesiment was becoming more
complicated and modifications to Bailey's Canons were necessary. He
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suggested that foreign policyholder 1liabilities be represented by
assets held in the same currencies as those 1iabilities so that
currency re-valuations would not create gains or losses.

Bailey's Canons were still being endorsed as late as 1937 by
A C Murray6 who added yet another principle, namely that an active
investment policy should be follawed. Murray meant this to mean
that investment should constantly be considered and menitored in
relation to the economic conditions prevailing. This principle has
been criticised in the 1light of investment departments becoming
vhsessud by activity, believing thut unless
buying and selling, they would not effectively be carrying out their
responsibilities.

tinually
tinually

In 1937 H E Raynes? produced what is regarded as the first paper
presenting a firm view that ordinary shares could and should. be useqd
as life assurance investment, despite the uncertainty of their
capital values. He, too, believed that the default risk could be
reduced by diversification, while tha risk of having to liguidate
assets prior to maturity (usually at a Joss) could be reduced by
considering the liquidity aspect of any givan portfolio. The
capita) security aspect, therefore, should not be considered in
isolation when formulating investment policy.

{b) Maximisation of Income

The importance of yield rather than security of capital was first
recognised by Sharp in the discussion which followed Murray's :

paper,8 when he suggested that security of “weli-chosen" income
would provide security of capital automatically. He suggested that
the highest practicable rate of interest should be obtained,
subordinate always to the security of income.

In 1948, Pegler$ had already reformulated Bailey's first two
principles as follows:

"It should be the aim of 1ife office investment policy to invest {ts
funds to earn the maximum expacted yield thereon",
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Pegler's use of the term ‘“expected yield" was to avoid the
implication that all investments should be placed at the highest
possible yields, since these were usually associated with the highest
risks.

Subsequently, in 1954, Clarkel0 developed three different concepts
of yield:

(i) The apparent yield, which was the dividend paid in respect of
the last financinrl year, expressed as a percentage of the current
price or the inv ment. e

{ii) The expected yield, which was calculated on the cost A rice of -
the investment, and was an estimate of the future dividend payment
combined with its probability of receipt, expressed as a percentage
of the cost price of the investment. If the anticipated dividend
payment 1is assumed to be 10 cents per share, probability of receipt
0,9 and cost price of investment 100 cents per share, then

epected yield = 02 < o0,

(ii1} The realised yteld, which was calculated on the cost price of
the investment when it was finally realised. If the last annua
dividend payment received before the sale of the investment is 10
cents per share and the cost price of the investment 100 cents per
share, then

Realised yield = 2o = 0m

Clarke's first investment prinniple was to secure the maximum
realised yjeld. Since this was not possible at the time of
‘investment, he proposed that the nearest approach was to maximise
expected yield with the minimum deviation from the realised yield,
1.e. with the minfmum error.  Minimising the error meant maximising
the diversification of the underlying investments. (Sec Chapter
VIII above.)
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While early writers were concerned with income maximisation, this
principle -was discarded in favour of income security. The
maximisation of expected yield was generally regarded as a far more
acceptable principle,

(c) Matching and Immunisation

The funding of any asset should be related to the expected term of
the asset (or economic life in the case of a machine or piece of
productive equipment). This s &lso true in the case of a Life
Office where policyholder 1iability has to be supported by assets of

approximately the same term. That is fo say thalt ihe assel must be
: selected to ‘"match® the liabitity. Since Life Offices have to earn
: at  least the rate of interest assumed in the premium calculations,
the matching principle is important. If assets and Tisbilities are
well matched, the Life Office is largely insulated against
fluctuations in interest rates,

Jegleril described the matching principle as follows, If interest
rates rise, a fund invested "long" will suffer depreciation, but if
the assets are matched with the 1iabilities, the present value of the

o Jatter wil) diminish ir the same proportion and the balance will not
be affected. However, where a decline in the value of an asset is
due  to intrinsic factors affecting that particular asset, no
corresponaing fall in the value of the 1iability occurs.

in 1952, Redingtonl? ysed the term "{mmunisation" to signify that
investments could be made immune to a general change 1n interest
rates. Before considering the practical difficulties of
implementing the matching/immunisation principle, it must be
mentioned that this technique prevents the escalation of profit as
well as TJosses, and may not therefore be in accordance with the

. principle of maximising expected returns. Sows of the complications
of implementing an immunisation policy accerding to Redington are the
foliowing:

1
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{i) It {is difficult to relate the different yields applicable to
various assets to a single rate of interest used for valuing
Yiabilities. Furthermore, the differentials between yields may not
remain stable over time.

(i1) Certain investments, instead of having a fixed maturity date,
are repayable at the borrower’s option within a stated fixed
period. In the case of liabilities, policyholders are often granted
options such as, for example, guaranteed surrender values or
conversion options.

i (i11) Investments 1like equities can be regarded not only as being
irredeemable but also as having an indeterminate tncome.

(iv) Buring a period of historically low interest rates, Tife
offices would be loathe to invest “long" in their efforts to immunise
should they foresee the possibility of interest rates rising in the

1 near future.

At any point in the 1life of a policy, the benefits secured can be
analysed according to that part secured by past premium payments, and
a future balance of the benefits still to be secured by future
premium payments. The former part can be associated with a paid-up
policy, and this part can be immunised. This technique is known as
"paid-up  immunisation". The problem associated with paid-up
jmmunisation is that a life office could find itself holding assets
of a shorter mean term than would normally be considered. This
shorter mean term would result in a lower overall return and would
conflict with the office’s desire to maximise the expected return.

3. TWO MAJOR OBJECTIVES OF INVESTMENT

! Having established the classical principles of sound 1ife assurance
fund investment, certain snecifications in the general application of
these principles have arisen. The investment objectives adopted by
each life office reflect the source of its funds and also the
commitment it has made about the funds placed in its custody by
palicyholders.
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(a)  Liguigity
Liguidating investments prior to maturity in order to meet
policyholder comiitments or unexpected policyholder claims
surrenders, or loans, usually means suffering an investment loss.
The need for 1liquidity 1in 11ife assurance investment management is
therefore important. Liquidity is provided through the regularity
of receipt of premium income, which is usually sufficient to cover
management expenses and cash disbursemeats in the form of death
benefits and othe: payments to policyholders. The remaining funds
can be invested in securities that provide a great degree of
liquidity through the flow of iavestment income. Examination of the
South African experience as shown in Table 7.1 of Chapter VII above
reveals the adequacy of income over outgo in that total income has
always been well in excess of {approximately 2,5 times) operating
expenses and  benefit payments. Over time, the premium fiow of life
offfces in both America and England has also proven (with some
exceptions} to be more than double the outflow of claims.13  Table
7.3 in Chapter VII further confirms the lack of need for investment
liquidity with cash reserves reflecting investment climate rather
than any other motive. Indeed 1ife offices often become fully
invested for long periods.

The skill  in  forecasting mortality rates and ‘improving 1life
expectancies has largely removed the precautionary motive for
1iquidity on the part of Tife offices. Even in cash emergency
situations Tike the 1918/19 influenza epidemic in the United States,
premium flow adequately covered the sharply increased claims, while
during the Great Depression (1930 - 1932}, life office income
continued to exceed outgo by more then 50 per centl4,

In more recent times the USA experience has been worse than that of
most other countries. The flow of income was disrupted in 1966 and
again in 1969-70. During those periods, new business diminished,
poticy loans increased, forward loan commitments proved too high, and
mortgage payments declined. In order to stem the outflow of funds,
forward commitments were reduced by 80 per cent, the life companies
borrowed from banks and some securities were sold at a Toss. These

- st e s 4 ‘J_.l!h)>‘.‘_uiili!::
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difficulties, however, were caused more by Government interference in
the market mechanism than by any basic flaw in established investment
principles and objectivesis.

With regard to the speculative motive, liquidity could theoretically
provide life offices with greater flexibility in their investment
policies, but the sheer weight of investible funds accumulated by
life offices over Jjust a few weeks could prejudice investment
performance and thus turn prices against the insurers to the
embarrassment of {nvestment managers.

| : Thus, the precautionary as well as the speculative motives for
1 liquidity do not appear to be particularly strong. The data in
PN Table 7.3 of Chapter VIL showing cash as a percentage of total 1ife
assurance assets certainly confirm this, the increase in the last
three years being attributable to higher call deposit rates and

expectations of rising fixed interest investment rates,

(b)
. An important reason for risk avoidance is the trust nature of life
assurance funds. If a Vife assurance company is to sell financial

security to its policyholders,the co-movement of investment returns
must be an important consideration in the construction of any
investment portfolio. As discussed in the preceding Chapter, the
measure of  the co-movement between investment returns is the
co-variance, which can be defined as the mean value of the product of
the deviations of two rates of return from their respective expected
values. Investment policy should, therefore, assume an appropriate
dispersion of funds among a wide range of assets which all enjoy a
Tow co-variance.

As an objective, diversification exacts a price in the form of a
decline 1in the expected portfolio return, and the cost of having to
seek, manage and control a wider array of investments. There is
little evidence to indicate that portfolie diversification is
deliberately sought as an fnvestment objective by South African life
offices. In practice, it appears as if the spread of essets held in
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a life fund exceeds that which may have been held on diversification
grounds  alone.l16 As the size of the life office funds available
for investment is very large compared with the size of individual
investments available, market imperfections compel them to invest in
‘more than a limited mix and spread of assets, According to Clayton
and Osbornl?, the accrual of funds, together with a desire to keep
them  fully invested, ensures that portfelio diversification is
obtained without conscious effort or any significent reduction in
expected yield,

A further reason for the promotion of unintentional diversification
is the limited trading of portfolio assets in South Africa, The
legisiative requirement 1in South Africa to invest in Part I assets,
as described in Chapter VI, has restricted turnover in these
particular assets. Many of the larger corporate investments have
been directly negotiated so that the development of a secondary
market in such investments may not always be possible should the
assurer become disenchanted with the merits of the investment in
question, In addition, says Esterhuizen,)® the desire to hold a
sufficiently signiffcant representation of equity holdings in a
market of contracting supply, discourages the South African industry
from any marked trading in equities.

4, IHVESTHENT PRINCIPLES AND DBJECTIVES IN PRACTICE g

The present value of the anticipated net premjum inflow from current
polictes, discounted at the actuarial rate assumed in premium
calculations, represents the present value of the life assurers’
liabilities. An assurer 1s technically solvent {f it possesses
adequate and appropriate assets which, together with their future
earnings rates, exceed the expected net claims arising from its
current  outstanding liabilities. The principles of capita

certainty (security} and income certainty are therefore significant
from the point of view of solvency. These two objectives conform
with the reguirements associated with the trust nature of the
industry's investment funds, but do not appear to support the
hypothesis that life assurers attempt to maximise the expected return
on their investments and thus other, nom-return investment principtes
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such as matching, 1iquidity, and diversification, are considered only
in their capacities as risk-reducing attributes.

Thus, the most important investment principle to emerge has been the
maximisation of expected fncome. This criterion has not been
medified to any extent by the diversification policy of the industry
since this behaviour has not appeared as a conscious objective.
{See Chapter XI below.) The term “"maximisation" denotes an
unobtainable perfection. In practice, assurers will attempt to
"optimise” the expected yield where the latter term shall mean the
utilisation of the “"best possible means” of achieving this objective.
Clayton and Osborn summarised the practical application of investment
principles and objectives as follows: “To sum up, the needs of 1ife
assurance companies 1in relation to their 1iabilities are such that
they respond in the following manner. They follow a policy of
keeping fully invested at a&ll times. They &re income-censcious
investors who purchase assets to hold for income and do not normally
n behave as traders in securities, Subject to the constraints imposed
upon them by their susceptibility to taxation and currency risks,
they choose their investments with the aim of maximising expected
yields, although this objective {s modified in practice by the desire
for some portfolio diversification within their equity holdings".18

Statutory bases for the valuation of assets and liabilities are laid
down in South Africa. Principles of matching and immunisation
assume that the value of assets and liabilities changes as the rate
of interest changes. In South Africa this would not necessarily be
true due to the statutory maximum valuation bases of assets and
minimum valuation basis of liabilities. If rates of interest
increase substantially, fixed interest securities and equities would
be depressed fin value, but companies would not be able fully to
adjust the value of their Iiabilities If the corresponding
adjustments resulted in a Tower than minimum permissible valuation of
such 1fabilities. The Insurance Act stipulates that quoted equities
may not be valued at a price exceeding that which is quoted on the
Jrhannesburg Stock Exchange. A sudden and substantial fall in
equity prices, however temporary, could cause South African 1ife
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assurance companies to find themselves technically insolvent as they
may not be able to decrease their liabilities correspondingly. A
South African 1ife assurer would thus have to be more concerned with
capital security than would his British counter-part.1® More has
been said about this aspect in Chapter VI,

Matching 1is acceptable from an income and capital security point of
B view when considering non-profit and with-profit Obusiness. The
i growth of linked 1ife assurance business has altered the validity of
these principles, and where linked business is transacted without the
proyiston of investment guarantees, the principles of matching and
immunisation are far less important because the company's Yiabilities
equal the value of the linked assets at all times.

Where minimum {rvestment guarantees are provided, matching is of
importance only insofar as the value of the linked assets at maturity
may not be less than the gquaranteed minimum maturity value, In
4 contrast with the earlier infatuations with capital security,

therefore, more emphasis has been given to the investment aspect of

1ife assurance as well as to its real contractual value, Since
4 exact matching and immunisation prevent profits as well as losses,
the principle has generally found few disciples other than these
assurers whe have a large content of single premium business on their
books. Matching is important for this type of business so that the
company can ensure both that it will have the necessary liquidity to
meet these substantial maturities, and that the value of its assets
at the time of maturity will be at Tleast equal to the minimum
guaranteed maturity value.

5. THE_SOUTH AFRICAN LIFE ASSURANCE INDUSTRY.

{a)  Investment Policy
Investment return is important in that it has the effect of Towering

the cost of the 1life assurer's products and thereby improving its
competitiveness. The marketing and sales functions of each life
office are constantly in contact with the environment and require an
investment performance which satisfies the needs of prospective and
current pelicyholders. The internal administration of the company,
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its dnvestment and actuarial functione, require returns necessary €0

mafntain  the smooth operation and solvency of the company.

Investment  policy is therefore both internally and externally %
motivated.

In practice (See Chapter XI belrw) investment policy in South Africa
is constrajned by the 1nvestment principles of the 1ife office, the
external regulation of the industry, investment conditions pertaining
from time to time, and the attitude towards risk and reward by the
body of policyholders at whom the Tife office aims its marketing
wtivities,

Table 7.3 of Chapter VII reflects the investment policy of the 1ife
assurance industry in South Africa over the period 1972 - 1986,
From this Table it {is evident that over the period considered, the
asset distribution pattern of the industry has in general remained
fairly consistent. However, investment patferns have shown subtle
changes as a result of events such as the effect of monetary policies
on interest rates and rapidly appreciating property values. Wuch
greater amounts of cash are being held on deposit and at call, while
reater amounts are also being invested in fixed property, The
requirement, in terms of the South African Insurance Aet for our
industry to invest in government stock as well as in other prescribed
assets as outlined in the following section, has produced a picture
quite different from what it would have been had South African
legislation been similar to that of the USA where lifa assurance
compantias tend to regard government stock as a residual investment as
well as @ measure against which to adjudge alternative forms of
investments, 20

The proportionately high investment in ordinary equities in South
Africa resulted from the opening of the reverse yield gap in 1962,
The opportunity of being able to participate in an expanding economy,
effectively neutralising the effects of infiation, was the major
motivating factor in the drive tewards greater equity investment,
“The irredeemable nature of equities created matching problems, and
consequently considerable gquantities of redeemable fFixed intares,

WAM.»AmNm ek *mi
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securities were purchased to counteract this frredeemable quality of
equities”, noted Esterhuizen.2l

South African 1ife assurers do, however, enjoy relative freedom of ol
action regarding the investment of their “discretionary” funds 7
remaining after meeting the statutory levels of investment in Part 1

assets described in Chapter VI, There are, however, certain

problems and constraints facing the industry and these are discussed

in the following section.

(b} Four Investment Problems
South African 1ife offices are subject to four particular probiems
when dealing with the investment of their funds.

(i} Legislative Constraints. As noted in Chapter VI, the first
major attempt at fnsurance lagislation iIn South Africa was
promulgated in the form of the Insurance Act No, 37 of 1923, This
was later replaced by the Insurance Act No. 27 of 1943 which remains
in force with certain subsequent amendments. This Act specifies
certain minimum investments by Life Offices in prescribed assets
often referred to as “Part I Assets". (See Chapter VI above}

At present, Life Offices are required to hold not less than 83 pep
cent of their net South African 1iabilities relating to their pension
and retirement annuity funds, and not lTess than 33 percent of the
remainder of thair South African long-term liabilities, in Part 1
Asset I[nvestments,

As mentioned and illustrated in Chapter VI, the trust-fund nature of
life assurance assets was apparentiy the initial driving force behind
the broad aim of Government legislation to protect these funds
against peoor management and to ensure a sufficient level of liquidity
(See Chapter VI above}. In more recent times, considerations of the
importance of this avenue of investment to the financing of tne
infra-structural  development of the country have influenced
legistation 1in this area. In Chapter VI we noted that this fact was
also stressed by the Frenzsen Commission in its third report.

4
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There are numerous critics of the Part I Assets investment
requirement Jlegislation, and the main areas of their arguments refer
to four matters: . i

{a) The relatively Tow rates of return on Part I Assets, when
compared with othar investments, prejudices the overall yield
obtained by life offices and therefore their policyholders. This is
an obvious constraint to profit maximisation.22

{b) Prescribad Part 1 Assets investments provide little protection
against inflation and rising interest rates have led to capita
losses.

{e) Infra-structural expenditure 1s effectively and substantially
being subsidised by these persons least able to afford it, namely,
the pensfoners.

{d) tower prescribed asset investment returns place additiona
strains on employers and employees alike in the area of pension and
retirement annuity business, where higher prescribed asset holdings
are required,

(i1) Taxation, Section 28 (i) of the Income Tax Act states that
long-term insurers are taxed at the company rate of tax on 40 per
'cent of their adjusted gross income, Adjusted gross income is taken
as gross investment fncome (including fincome from the letting of
sroperty}, less investment dincome 1in respect of approved business.
Approved business consists of business with approved pension and
retirement annuity funds and annuities in the course of payment.23

Taxable {ncome also includes any fees for managerial or secretarial
services but normally excludes any form of capital gains. In the
determination of taxable income, therefore, no altowance 1s made for
expenses incurred in the production of that income. This Ted to the
formation of {ncome-sarning properties into separate companies, each
taxed in the normal way and paying dividends to the Tife office out
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of after-tax profits. Subsequently, nominee companies were formed
in order to channel total net income before tax directly through to
the Tife company.

Maximisation of the dinvestment yields of a Vife office naturally
refers to the effective yield after tax. As there is no tax on
capital gains, realised or other, the choice between two alternative
investments offering the same expected yield, with all other factors
considered equal for both investments, wust be that finvestment
offering the greater potential for capital appreciation.

The 1982 increase in 1ife company taxation from 30 te 40 per cent of
adjusted gross income was deplored by the industry and many others.
An increase in the rate of taxation applying to 1ife Zompanies simply
means a lower ' return for life offices and their policyholders, less
protection from f{aflation, further subsidy of infra-structura

development by pensioners and others least able to afford it, and
n even greater strains on employers and employees with regard io
pension and retirement provision. "No other country in the world
has yet developed & more satisfactory alternative to our current
system and Jevel of 1ife office taxation, and if any alternative
system was both logical and scientific, it would tend to become so
complicated as to be almost incapable of application in
practice" .24  (See Chapter VI above.)

{111} Erosion of Returns. In a mildly inflationary climate
investment 1n equities was traditionally accepted as a hedge against
o the erosion of real investment returns and, prior to the 1973/74 oi
crisis, the effect of inflatjon on investment returns was not
. considered to be of crucial {mportance. In more recent times,
however, sharply increasing price levels have Jed to traditional
. investment avenues being critically examined in the 1ight of the
structural changes which have taken place in the investment arena.

Any fixed interest investment gives protectior .- nst inflation so
long as its coupon rate exceeds the average rate of inflation
experienced over the term of the investment. Institutional and

it . Kre e ma s M,.L*ﬁ' &m@j
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private investors alike will naturally make every attempt to optimise
their real rate of yield. Esterhuizen,28 in some extensive
empirical research, demonstrated that the absolute dividend payments
from 1industrial equities over the short, medium and long term have
consistently shown superior growth rates to those recorded by fixed
interest security returns.  He also showed that growth in industrial
equity income returns also exceeded the rate of inflation over
periods of both low and high inflation between 1962 and 1977, Since
then, inflation has continued to increase in South Africa from 11,12
per cent per annum in 1877, it rose to 18 per cent in i785, further
emphasising the significance of these factors.

Indicating that the dividend payment on equities constitutes only a2
part of the total equity yield, Esterhuizen26 also studied the
growth or decline of the capital elemert to give a more valid
comparison between equity and fixed interest performances and
inflation, and concluded that, in periods of high inflation, neither
fixed interest nor equity investments maintained any positive real
return, o»ut that industrial equity investments appeared to be the
best alternative under the circumstances. In November 1987 Brewn f{a
dJohannesburg stockbroker) had the results of a similar study for the
period 1966 to June 1987 published. Over this period it seems that
industrial shares generally kept up with inflation, with gold shares
performing even better. Nevertheless, with official rates of
inflation as high as 18 per cent during the peiiod, careful selection
was necessary for successful investment results. During the period,
fixed interest yielding investments were nearly always below the rate
of inflation, The question of investment erosfon is more fully
discussed under 'Inflation Risk' in Chapter VIII above.

(iv) Marketing Factors and Investment Policy. The South African
life assyrance sales fratarnfty, have come to believe and

consequently have brought their clients to believe, that recent
investment performance by 1ife offices is an important indicator of
future investment returns.

Whilst this may one day prove to be correct, there are no guarantees
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of this and a conflict has thus arisen between the short-teim market
performance demands of the sales and marketing divisions, and the
anticipated Tong-term security expectations of all policyholders.
Tae investment depaitment must thus tread a careful micdle path
between the higher risks associated with high short-term returns and
the generally more secure but Tower tevels of long-term returns.
Attempts to resolve these conflicts have necessarily led to a greater
South African life office involvement with equity investment.

Expected future portfolic performance, most frequently based on past
achievement, Js a critical factor in the estabiishment of. competitive
premium rates. Furthermore, quetations showing illustrations of
future death claim and maturity benefits, based on assumed levels of
future investment performance net of taxation and all management
changes and past actuarial performance, are often critical toa
successful sales operation in & highly competitive environment.

Consequently, South African life office investment policy can no
longer be & r re consideration of such matters as security of capita
and incoge, matching and immunisation, liquidity, diversification,
legislation, taxation and inflation. It must now also take into
account the far more intangible, immeasureable, and fickle character
of humap nature encountered in the sphere of ..arketing and sales.
{See Chapters XI and XII below.)

6. CONCLUSTON

The trust-nature of the funds held by the life assurance industry has
brought about a conservative attitude on the part of these companies
towards the investment of their funus.

The importance of earning a sufficiently high yield on investments
shifted emphasis away from the security of capital, considerad in the
opinion of earlier writers to be of parameunt importance, to an
emphasis on security of income. Later, by combining income return
with its probability of receipt, optimisation of expected yield
became the prime investment principle. Optimising of returns did
not support the fundamental criterion of capital security in its

A
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entirety and therefore attention had to be given to such principles
as matching, liquidity and diversification in their capacities as
risk-reducing factors.

As compared with returns experienced in the balance of the portfolic,
the relatively Jlower returns obtainable on prescribed assets
prejudicially affect the overall return to both life assurers and
pelicyholders. This legislative constraint to the investment
activities of South African 1ife assurers continues te be the source
of much discontent.

Present taxation legislation is considered fair, but indications of a
desire on the part of the authorities to change the status quo could
lead to major future investment complications and it is hoped “hat
good sense will prevail. '

Attempts to invest in such a manner as largely to offset the eroding
effects of inflation have been made more difficult by the requirement
to invest in lower yielding prescribed assets and, on a rand-cost
averaging basis, it has been shown that an investment in equities has
performed better than an investment in Government stock over the past
ten years, but that the total equity return during this period of
rapidly increasing prices has failed to maintain its real value.

The selection of equity investments and their performances directly
affects the overall performance of 1life assurers and the
competiveness of  their products. I. has therefore become
increasingly {important for regard to be had to this marketing
oriented consideration, as improving investment returns means lower
priced products and thus advancing market penetration.

I
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PART €

EMPIRICAL RESEARCH, ANALYSIS AND CONCLUSIONS

CHAPTER XI
THE_SOUTH AFRICAN LIFE ASSURANCE INDUSTRY : A SURVEY

During May 1986 a Questionnaire {included as an appendix to this
Chapter) was sent .o the Chief Executive of each of twenty-six South
African life offices. In order to ensure anonymity and
confidentiality, companies were not asked to {dentify themselves nor
even to indicate whether they were proprietary or mutual offices.
In addition, in order to ensure maximum response and objectivity, thé
Questionnaire was designed for ease of completion and quantitative,
rather than qualitative analysis.

Mineteen offices responded with all but one returning fully completed
Questionnaires. This excellent response ({over 70 per cent) was
further enhanced by the fact that 1in their replies most offices
voluntarily identified themselves, making it possible to establish
that four of the five Tlargest life assurers in South Africa had
responded and that the total business of all respondents accounted
for  approximately 85 per cent of all life assurance business
conducted in South Africa in 1986.

Under the above-mentioned circumstances and constraints, the survey
results are considered to be as comprehensive and objective as one
could expect and the addition of more responses would be unlikely to
have significant impact or the findings.

The Questionnaire was divided into five parts and il was suggested
that these should be distributed to the relevant heads of the
divisions 1in the respondent’s company. From the varying handwriting
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on most of the replies received, it was clear that this had indeed
been done in most cases.

The five Sections of the Questionnaire dealt with corporate policy,
administration, reassurance, accounting and actuarial, and investment
practices. Each of these elements of the 1ife office operation were
examined by means of carefully selected and deliberately worded and
ordered Questions. Indeed, the structure and layout of the
Questionnaire itself hecame the subject of a circumspect study before
it was finalised.

The care taken in the construction of the Questionnaire paid
dividends and produced very satisfactory findings as a result.

1. CORPORATL POLICY.

The purpose of the Section on corporate policy was to establish the
clapity with which life companies identify their overall corporate
objectives, and how their new business, marketing and sales
objectives are designed to meet these objectives. In addition, this
Section determines the efficiency with which npew 1ife assurance
products or packages are developed to serve the needs of the market
and what management informetion is used to measure progress towards
the attainment of the above objectives:

Question 1: Corporate Policy

Which of the folleowing most characterises your fundamental corporate
objective?

The optimisation/maximisation of: [ no. OF

RESPONSES ]
1.1 Actuarial surplus/Company “Estate” [ 5]
1.2 Gross ordinary premfum (N3]
1.3 Gross pensions/group premium [ 3]
1.4 Asset size [ 4]
1.5  New business (sales) [ 4]
1.6 Return on shareholder capital [ 9]
1.7 Total investment yleld L4
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1.8 Security of capital L1l
1.9 Policy owner benefits [12]
1.10 Other TP T TP PP PRP P ver [11

The question here was phrased explicitly and the word 'fundamental’
was  emphasised to elicit from respondents one or perhaps two
answers. Untike certain subsequent guestions, no meximum number of
anwers was requested in order that it could be established just how
clearly defined and concentrated were the corporate objectives of
respondents.

As only one office gave an 'other' response, {"the provisian of the
means for the reduction/elimination of financial worry by members of
trade unions and employee organisations") it may reasonably be
assumed that the objectives Tisted in the question comprehensively

* cover the objectives of all life offices in South Africa.

Only four offices selected only ong corporate objective. Two of
these gave optimisation of return on shareholder capital as their
objective and two gave policyowner benefit optimisation as their sole

objective. 1t is interesting to note that both of the two latter
companies identified themselves as proprietary offices Tisted on the
Johannesburg Stock Exchange. It s not clear whether this sole

objective will ever appear as such in their annual published accounts
or whether the companies concer.ad have simply not yet decidad that
the optimisation of return on shareholder capital should be one of
their fundamental corporate objectives,

What was surprising, was the large number of offices which geve
three, four, five and more responses to this question. DOne can only
assume that these offices have not yet clearly identified their
fundamental corporate objective or that they genuinely follow these
multiple objectives, some of which may be in conflict with one
another. If this latter position is indeed true, it would seem that
the directors and management of a number of life offices have an
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extremely difficult task on their hands. Nevertheless, as not al
the objectives are 1in conflict, it could conceivably be that many
offices essentially do have the same fundamental objective of the
optimisation of return on shareholder capital and the maximisation of
policyowner benefits. This conclusion can be drawn from the fact
that nine respondents {clearly, none of which was a mutual company)
said that the optimisation of peturn on shareholder capital was cne
of their objectives, and twelve said that the maximisation of
policyowner benefits was their objective. Thig would probably
include the mutual companies in many cases.

Please indicate your Brevalent considerations when arriving at
corporate new business objectives, (Tick no more than two)r

LNO, OF .
RESPONSES]
2.1 A percentage increase over last year's
new business [11]
2.2 Percentage of expected total SA market
{market share) [ 4]
2.3 Percentage of expected expenses
(e.g. improving expense ratiocs) L9
2,4 Maximum growth permitted by corporate
financial structure (1.e. new business
strain considerations; [ 4]
2.5 Administrative capacity constraints [2]
2,6 Required premium flow/asset growth [ 6]
2.7 Surplus generation requirements [ o]
2.8 Other: .. ITTTERTETeeN {0}

As was anticipated in the first question, it was feared that too many
answers may he given by respondents to this and subsequent questions
for the answers to be meaningful. For this reason respondents were
requested 1in most instances to tick no more than two, in the hope
that this would concentrate their attention on the really important
determinant of corporate pew business objectives.




~280-

Only two offices selected one answer only. In both cases they
indicated that their prevalent consideratfon when arriving at
corporata new business chjectives was a percentage increase over last
yes:'s new business. This was also the most popular choice of 8l
other respondents [11], with a percentage of expected expenses (e.g.
an improvement fin expense ratios) a close second choice, with nine
responses.

& This 1is a very significant finding. South African 1ife assurance
| companies are more concerned with attaining an improvement over last
year's new business and exponse achievements than in maintaining
their market share or in producing those levels of new business which
optimise the generation of company surplus.

This is a further example of the lack of clarity referred to in
. Section 1. above. Although a majority of offices said that their
fundamental corporate objective was the optimisation of either the
A return on sharshoider capital or policyowner benefits, no' even one
' company suggested that tke generation of surplus, the one item which
would improve both return on shareholder capital and policyowner

benefits, was considered when arriving at new busipess objectives.

Question 3: Marketing
Which of the following most characterises your corporate marketing
objectives?  (Tick no more than two)
[ No, oOF
RESPONSES]
3.1 Establish most favourable public image
across the whole spectrum of the S A market [2]

3.2 Establish most favourable gublic 1mage ima
specific segment/s of the S A market [141

3.3 Provide policy benefits des‘gned for the
entire spectrum of S A n (1]

3.4 Provide policy benefits fur a specific
segment/s of the S A market [141

3.5 Provide policy benefits for specific S A
needs L 3]

3.6 Take account of competitor actfons/reactions [ 2]
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The majority of respondents see themselves as providing benefits for
and marketing to a specific s¢_ ent or segments of the South African
‘ife assurance market. Only two offices (obviously the larger ones})
see themselves as wishing to maintain a favourable image across the
entire spectrum of the South Arican 1ife market and yet only one of
these wishes to provide benefits designed for the entire spectrum of
South African needs.

Question 4: Sales

Which of the following most characterises your corporate sales
objectives?  (Tick no more than two)

{ w0, oF
RESPONSES]
4,1 Desire to achieve maximum percentage of
sales through brokers [1]
4,2 Desire to achieve maximum percentage of
sales through own agents [4]
4,3 Desire to achieve batanced percantage
of sales between agents and brokers f10]
4.4 A1l sales are made through brokers [ 4]
4,5 A1l sales are made through own agents [
4.6 De;ire to make some sales directly to
the public (e.g. direct mail) [12]
4.7 Desire to make no sales directly to the
public [
4.8 Desire to make 11 sales directly to the
public [ o3

Clearly, a large majority of 1ife offices have discovered that they
are most comfortable in the position of maintaining both their own
sales {agency) force and broker new business divisions. One office,
which maintained an agency force of its own, sought to maximise sales
through brekers whilst another, which also maintained a broker
division, sought to maximise its sales through agents.

Only three respendents maintain an agency force anly, and only four
obtain their new business exclusively from brokers.
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A significant finding here is that a large number of respondents [12]
have the desire to make some sales directly to the public through the
medium of direct mail, etc. MWhilst it is known that very few life
offices engage regularly and consistently in direct marketing
activities, it {is evident that many more would now like to and
apparently ne longer fear conflict with their agency or broker
intermediaries, once considered an important reason for not
undertaking direct marketing.

Question §: Product Development

Which of the following most characterises present product/package
introductions by your company?: (Tick no more than two)

New products introducted as a result of: [ N0, OF
RESPONSES
5,1 Independent research and development
Tocally {31
5.2 Independent research and development
overseas [o]
5.3 Ideas developed from sales team input L3]
5.4 ldeas developed from actuarial team input {4
5.5 Ideas developed by Marketing Committee {11
5.6 Ideas developed by advertising agency o]
8,7 ldeas develuped from market research in
South Africa 13
5.8 Ideas developed from competitor products 2]
5.9 Reaction to market pressure/demands {11
5.10 Reaction to sales team demands [zl
511 OBRAP: vvevannnniinnnnnins Teversaenes [a]

Life Offices consider that their new prrducts and packages are
brought about firstly by market demands [12] and then developed by
their marketing commitiees [111. Very little market research is
done lecally and none overssas, Life offices generally do not
consider their sales teams to be important for the development of new
products and packages, and few recognise deveiopment input from their
actuarial staff.

I
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Question 6: Management Information

Please lindicate which of the foilowing information is used in company

monitoring and/or management: L
L
.84
Monthly/
Quarterly)
6.1 #ix or distributfon of
products sold (endowment, :
term, etc) analysis [16] [3] Lol a
6.2 Life assured ages analysis L8] [8] [3]
6.3 Life assured sex analysis [ el [ sl {4]
6.4 Life assured marital status !
analysis [23 4 (133
6.5 Life assured race analysis [ 9] rn £33
6.6 Life assured occupation
analysis 41 L9l [ 6]
6.7 Life assured geographica
distribution analysis [ sl [n [
6.8 Mode of premium payments
analysis [9] [ 3] [l
6.9 Frequency of premium
payments analysis [10] [ 8] [1]
6.10 Average premiuim size
analysis (163 [3 [ol
6.11 Lapse ratio analysis [171 [ 21 col

6.12 Intermediary support
{location, institution,
broker/agent mix, etc.) [16]) [3 Lol

6.13 Broker commission account
debts analysis [11] [ 8] {21

6.14 Agent commission account
debts analysis (131 [1] [4]

6.15 The number of brokers
that are actively
supporting office re] (] [2] i

4

\ |
. I Jmmm
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Some-
Regular] times Never
Monthly/
Quarterly)

6.16 The number of agents
employed [143 { 0] 4]

6.17 Ageing of policies in
force analysis (e.g.
average years in force) [ 5] [l {37

6.18 A 3-5 year projection
vlan [ 93 L6l {4

6.19 Other (state):
Expenses against hudget
analysis [4]

Actual mertality experience C31

In general South African life offices place importance on reguiar
analysis of their mix or distribution of products sold, the froquency
of their premium payments (monthly, annually, etc.), the average
premium size of policies sold, their lapse ratics, an analysis of
which intermediaries are supporting them and where, an analysis of
which brokers and agents have commission debts to them {usually as a
result of lapses and commission advances) and, where applicable, the
aumber of agents actively employed.

Little importance is placed on the monitoring of the marital status
or occupations of lives assured or where they live. Nevertheless, a
little importance 1is placed on their ages, sex, race and method of
paying premium-.

Whilst nearly nalf of respondents place importance on a regular
review of a three to five year projection plan, the majority (10}
either seldom or never refer to such a plan. In addition, the
majority of respondents seldom or never refer to the average number
of years their policies have been in force (ageing of pelicies in
force).
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A minority of responden.: gave various other management reports as
being used regularly and of these, four referred to a regular
comparisen of expenses to budget, and three referred to a regular
review of actual mertality experience.

2% ADMINTSTRATION

This question was divided inta three parts. The first two deal with
the objectives of 1life offices in responding to policyholder and
intermediary enquiries and new business life assurance
applications. The second part attempts to discover the level of
computerisation of 1ife offices and the use made thereuf, *

The questions sought to discover whether life offices placed more
emphasis on responding to new business 1ife assurance applications or
to dealing with existing policyholder enquiries. They sought too to
establish the extent to which life offices made use of main-frame
computers in areas other than the simple maintenance of policyholder
records, premium accounting and actuarial liabilities:

Question 7: Administration

Which of the following most characterises your company's
administration objectives?

[ No. OF

RESPONSES]
7.1 Enquiries answered within:
{a} 24 hours of receipt [ o]
(b} 2 working days of receipt [11]
{c) 6 working days of receipt [ 6]
(d} 14 working days of receipt [1
{e) other: ....... Ceaaeaaaasaraeaees . [l
7.2 MNew business cases issued within:
(a) 24 hours of receipt [13
(b) 2 working days [ 6]
(c) 5 working days 8}
(d} 14 working days [ 3]
{e) other: ... [1]
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Whilst only one 1ife office attempts to issue new business within
twenty~-four hours, the large majority of respondents [14] do not
attempt to issue new business in under Five werking days, one of
which has differentiated standards for different “parts of the
business".

The majority of respondents attempt to deal with administrative
enquiries within twe working days of receipt [11] but eight offices
will take five or mere days, one of which w11 differentiate response
times for different "parts of the business".

Question 7.3

Please tick the appropriate boxes:
The following functions are computerised within the company (or will
be within twelve months}):

£ No. OF
RESPONSES]
Main- Mini/ Compu-
frame  PC terised
{a) New business quotations [10] [ 41 £s]
*{b) Branch new business
processing [14] {11 {4]
{c) Risk underwriting of
new business [ 63 Lol {13]
{(d) Policy Schedule/Document  [18] [ 1] [ o]
{e} Premium accounting [19] [ o] Col
{f) Lapse/Arrear premium
notifications [19) [o] ral
{g) Actuarial values
{loans, claims, etc) [19] {ol £o]
(h)  Actuarial Tiability
valuations [19] £ ol Lol
(i)  Investment department
activities L8l Lol {3l
(3) Policy file storage/
access [14] [ o] [ 5]
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Main-
frame
(k)  Company general ledger
accounting {15]
{1} Personnel records sl
(m) Personnel payrol) [l
{n)  Training/manpower
development records [3]
(0} Intermediary commission
statements [18]3

(p)  Other

Not
Mini/ Compu-
PC

terised
[2l 2]
{8l [
L sl [3]
7] L9l
Lol L

In general, it may be said that South African 1ife assurers are
highly computerised. This applies not only to th

assurance busin
of their compa
payroll, personn

ess activities but also to the gen
nies such as investments, general
el and training records.

A1l respondents have their premium accounting re
and actuarial 1iability records maintained by main-frame computer,

Only two do n

ot have their policy documentati

commission records maintained this way.

A large majority of respondents maintain

facilities for

branch new business processing,

2ir day-to-day life
eral administration
ledger accounting,

cords, claim values

on and intermediary

main-frame network
policy file storage

and access, and company general ledger accounting., It is, however
surprising that se many respondents have not yet
personnel or training records and even more surprising that thus far

50 many have
processes.,

failed to introduce computerised

3, REASSURANCE

This gquestion
determined thei
and the forms
The intention
that they make

sought to establish the methods by
r level of risk retention for re
in which reassurance treaties mo:
was to estabiish whether or not 1
use of & scientific basis of esta

computerised their

risk underwriting

which 1ife offices
assurance purposes,
st commonly appear.
ife offices believe
blishing their risk
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retention levels, or whether these are determined by methods more
traditionally appliied. In addition, the questions were intended to
discover the extent to which the more modern profit-sharing type of
reassurance has been adopted by the industry.

Question 8: Retention

Please indicate which of the following is most true for your
company: (Tick no more than two in each column)

Retained assured amount per life is determined by:

N0, OF
RESPONSES]
Ordinary
Business
8.1  Actuerial formulae/statistical
analysis [101 [11]
8.2 Traditional reassurance levels '
plus inflationary and growth
considerations [ 6] L7
8.3 Amount of surplus (estate and
free reserves [8} {6l
8.4  Amount of office assets [N 8] [ o]
8.5  Amount of office premium income [l [N
8.6 Average new sums assured [21 2]
8.7 Other ...iu.ee Chrererraees £ £l

The majority of respondents [10] claim that the, make use of
actuarial formulae and statistical analysis in arriving ac the
reassurance retention amounts which they apply to both ordinary
business and group 1ife assurance. At the same time, however, it
seems that the same offices who claim to make use of actuaria
formulae rely on traditional reassurance levels, the amount of
accumulated and undistributed surplus in the 1ife office and, ir two
cases, on the average new sums assured of new business sold.

|
|
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Question 9: Keassurance Arrangements
Please 1indicate which of the undermentioned are currently applicable
to new business:

NO.

RESPONSES]
ordinary Group
Business Business

9.1 Coinsurance treaty [ sl [ 5]
9.2 Risk premium treaty {17] T 6]
.3 Modilied coinsurance treaty

{modified risk premium) [1] [ol
9.4 Quota share treaty 31 LN
9.5  Profit sharing treaty [i2] {9l
9.6 Surplus reassurance [ 4] {3
9.7 Catastrophe reassurance C8] 1]
9.8 Stop-loss reassurance o} [o]
9.9 Excess of loss reassurance L1l [ 2]

9.10 Current treaties are with
two or more life reassurers [} el

9.11 Any one current treaty is
split between two or more
reassurars [3] {03

9.12 A facultative treaty exists f12] [ 53

9.13 Reassurance 1s conducted with
other direct 1ife offices L1l [ ol

The results of this question confirm the statements made in Chapter V
about the growing popularity of risk premium and profit-sharing
reassurance arrangements. For ordinary b:s,nass the overwheiming
majority of respondents have risk premjusw treaties currently in
force, coupled with a profit-sharing arrangement. A good number of
them [111 support two or more 1ife reassurers in South Africa and a
significant majority [12] have facultative treaty arrangements.

Ps far as group business fis concerned, quota share/ca-insurance
treaties are more popular, but profit-sharing arrangements persist

- IO R

e
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with catastrophe reassurance arrangements being popular [11].  Here
again, life offices conducting group business support two or more
South African Yife reassurers and consider catastrophe reassurance to
be of greater importance than under ordinary business. (For a
description of thase various types of reassurance see Chapter V.)

4, ACCOUNTING AND ACTUARIAL

The purpose uf the questions in this Section was to establish the
extent to which t.e accounting practices of 1ife offices vary and
therefore the extent to which their published results are comparable
with one another. Similarly, the questions sought to identify
differences 1n actuarial 1iability and asset valuation practices, and
the frequency with which office results are measured,

Question 18: Accounting

Please indicate which of the following is true for your company:
NO, OF

RESPONSES
Not
True, True
10,1 Advanced commission written off
in full each year £9l [
10,2 Advanrced commissions paid
treated as loans to
intermediaries {i.e. assets)
vhally or in part (13] L1
10.3  Properties revalued in books:
monthly [ 2] L1
annually f10] [ ]
other [o] L1
10.4  Revenue accounts produced:
monthly (113 [N
annually £19] [
other [ 6l L1
10.5 Balance sheet produced:
Ty £ 9] L1
1y f19] [
4] [

10.6 Unclaimed pu Jer benefits
brought back tnuwu balance sheet
wholly or in part [i2] L1
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Not
Trug True
10.7 Reassurance commissions inwards
set off against commissions
paid as reflected in revenue
account, wholly or in part ] [N}
10.8  Policy charges/fees set off
against overheads as
reflected in revenue account,
wholly or in part {71 {1
I 10,9 Other acquisition costs
! included under 'commission’
in revenue account {4 L1
10,10 Full actuarial valuation done:
wonthly £o] {1
) annually 18] [
other L3l L[]
10,11 Analysis of actuarial surplus
one ¢
s annually [17] [ 1
[ other [ {1
il 10,12 Actuarial valuations take
i credit for expacted future
; policy termination profits L4l [

i 10,13 Actuarial valuations take
' credit for expected future
management fees/policy charges [11] [

Whilst nine respondents claim to write off all commission paid in
full each yesr, *.:mcen clajm to treat a1l or part of this
commission as a Toen to intermediaries and hold them as assets in
their balance sheets.  Four offices marked both of these first two

questions as being tm..1 Clearly, It s not possible both to
write-off commissions 1w Fu)1 and to hold all or part thereof as a
loan to intermediaries. It 1s therefore assumed that the four

offices concerned write their comaissions off in full and maintain
memorandum accounts of commissions advanced to intermediaries. It
is nevertheless stgnificant that a majority of rezpendents maintain
intermediary debt balances as assets in their balance sheets.

With regard to the revaliation of properties, the majority of
respondents indicate that revaluations are dene annually but two of

‘ . ' 4

' %
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these findicated that revaluations can take place on additiona
cccasions as well such as on the sale of property by one internally
managed portfolfo to another within the same life office. Seven
offices indicated that they do not revalue either monthly or annually
but  at ather frequencies such as “when material® or "at the
discretion of the board”". Surprisingly, two offices claim to
revalue praperties monthily and at no other frequency.

Naturally, all respondents will produce revenue and balance sheet
accounts annually. What was surprising from the regular management
point of view was that two respondents claimed to produce revenue
accounts once per annum only, and six at ejther quarterly or
half-yearly intervals,

Six respondents c¢laimed te produce balance sheets once per anaum
only, four at yuarterly or half-yearly Trequencies and anly nine on g
monthly basis. Thase are surprising findings. Effectively
managing a life office where revenue accounts are produced quarterly
or less frequently may prove difficult. Where revenues accounts are
produced half-yearly or annually only, effective management must be
well-nigh impossible.

A significant number of Vife offices indulge in the "window-dressing"
activities of {mproving the appearance of their revenue accounts and
balance sheets by such devices as setting reassurance commissions off
against commissfons paid [11], reducing overhead expenses by policy
fees/charges coliected [7 and by including ‘“other" acquisition
costs under "commissign” ir <he revenue account [4].

An overwhelming majority of respondents claim to undertake both a
full actuartal valuatier [1-] and analysis of actuarial surplus [17]
annually. Only two Jndents claim to undertake both of these
activities at less frequest i.tervals,

Whilst only £ ur respondents claim to take credit for expected future
policy tepmipation profiie din  thelr actuarial valuation of
policyholder 1iabilities, the majority [11] claim to take credit for
their expected future earnings by way of management fees and other
pelicy charges.
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5. INVESTHMENT PRACTICES

The questions in this Sectio set out to discover the extent to which
matching and immunisation type investment activity takes place, the
manner in which investment decisjons are arrived at, the extent to
which ‘option' trading has developed, the extent to which the
theories of modern portfolio analysis are consciously applied, the
emphasis  placed today on the traditional elements of capita
security, yield maximisation and portfolio Tiquidity, the importance
placed on competitive portfolic performance, and the extent to which
company directors and their resources are involved in the {nvestment
decision making procass:

Question 11:

The following questions refer to what you would regard as a “normal”
level of investment activity, assuming that there are no extreme
swings in business conditions generally.

Investments

Please rate your answers on a scale 1 - 6, where the rating is as
follows:
1 - NEVER: (uniaportant) less than 10% of the time
2 - SELDOM: 10 - 25% of the time
3 ~ OFTEN: 25 ~ 78% of the time
4 - VERY OFTEN: 75 ~ 90% of the tine
5 - ALWAYS: {very important) more than 30% of the time
[NO. OF RESPONSES]
1 2 3 4 5
1.1 Match\ngllmmunvsatlon

type investment

activity [31to1l 4103100l
11.2  Investing for specific

portfolies {e.q. capital

guarantee or high

performance) [axra1rsaczical
11.3  Transfer of ussets between

internal portfolios [03C071C021C0]C 0]
11,4 "Venture capital"

investments made f1230610 110 01C 01
11,6  Option trading in gilts

{61081 21L21C 4]




e

1.7
1.8

1.9

.10

u.1
1.12

11,13

11.14

11.18

11.16

1.7

11.18

11,19

11.20
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Option trading in other
(non~prescribed) fixed
interest investments

Option trading - other

Investment {n mortgage
bonds

Investment in staff
mortgage bonds

Use of economic model
building/computer
projections

Use of Beta analysis

Use of other volatility
measurements

Application of modern
portfalio theory

Planning of investment
programme in advance of
expected premium and
investment income

Importance placed on
security of capital -
(generat funds)

Importance placed on
capital apprecistion
{general funds)

B

Importance placed on
security of income -
(general funds)

Importance placed on
rising income -
(general funds)

Importance placed on
yield maximisation -
(general funds)

Importance placed on
risk minimisation -~
(general funds)

[NO. OF RESPONSES]
1 2 3 4 5

[(41ga33raciicol
(1610130110 11[ 0]

(1330830110010 03

{ellsyCslfillal

felcryceicolcol
relrelfaicalcol

[i1reltzicazca
[elfallsllalril
[1301104104209]
[11{1304104109)
fiiroeirsirsicel
(110210830610 8]
[11fc40ncel
(130110410 31(010]

[ugsretnnea




1.21

.22

1.23

1.24

11.25

11.26

11.27

unexpected
pertaining
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Importance placed on
portfolio liquidity -
{general funds)

Impertance placed on
marketability -
(general funds)

Importance placed on
portfolio
diversification -
{general funds)

Importance placed on
ranking in independent
portfolio surveys -
{general funds)

Investments made for
corporate s..ategic/
marketing reasons

Importance placed on
market information
emanating from:

- Stockbrokers

- Directors

- Own analysts

- Other

Importance placed on
investment committee

result here is the widely distributed range of answers
to the matching and immunisation activities of respondents

[NO. OF RESPONSES]
1 3 4 5

[e3r4070e600l

[130110 12011 s8]
[11C01071041C07]

tareafurarea

(81073061 0)[ 3]

(430110810 61L 33

and thelir investing for specific portfolios to which their investment
policies are linked. Whilst three respondents never indulge in
matching and immunisation activities, another three very often do
(75-90 per cent of the time). Nine offices seldom indulje in this
activity, but another four often do. However, the majority [12]
either very seldom or never indulge in the matching and immunisation
activity. No respondents claim always to be involved with this
activity and this seems to confirm the difficulties which life
offices experience in attempting to match and immunise and which are
referred to in Chapter X above.
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The findings of GQuestion 11,2 would seem te re.nforce this as,
although most 1ife offices today undertake business which is linked
to specific internally managed portfolias, only nine respondents
invest for these specific portfolios more than 75 per cent of the
time and seven make such investments less than 25 per cent of the
time.

Whilst ten respondents claim never to make transfers of assets
between their intermally managed porifolios, nine admit to doing so
from time to time, if not often.

As could be expected, considering the risk of such investments and
the trust nature of 1life assurance investmenc funds, “venture
capital® investments are seldom made [18].

It is apparent that the majority of respondents have not yet become
accustomed to regular gilts option trading, and other option trading
is almost unheard of. Apart from the usual staff mortgage bond
activity, wmortgage bonds in general are not considered attractive
investments.

Significant in the findings of this question is the fact that
respondents in general do not make use of economic model building and
computer projections 1in their investment activities, neither do they
use Beta volatility measurements or apply modern portfolio theory to
their investment decisions. (Some claim to use other volatility
measurements on occasion, but have not said what these are.)

e majority of respondents claim to plan their investment programme
in advance of expected premium and investment income and to invest
this money with emphasis on security of capital, capita
appreciation, security of income, rising income, yield maximisation,
risk minimisation and investment marketability. However, portfolio
Tiquidity, whilst being of interest, is not given major significance.

Whilst the majority of respondents admitted to placing importance on
their ranking in the various independent investment portfolic
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performance surveys undertaken throughout the industry, it seems
surprising that six respondents indicated 1ittle or no interest in
such surveys, possibly demonstrating the fact that they operate in
markets not subject or exposed to the results of such surveys.

Whilst the majority of respondents indicated that investments are
seldom made for corporate strategic or marketing reasons, it is
sigr ‘ficant that seven offices indicated that they were ejther often
or always engaged in such activity.

Questions 1i.26 and 11.Z7 are most iiiuminating. i iLois nob
unusual for people to look to the directors of life offices when
assessing the investment performance potential of such offices, it is
enlightening to note Just who it 1is that Tlife offices feel are
responsible for the formation of their investment decisions. By far
the majority giye the credit to stockbrokers, their own company
analysts and their investment committees. Seven respondents also
make use of other sources such as banks, merchant banks and
international analysts but few give credit for investment input or
decisions to their company directors.

6. PRINCIPAL FINDINGS OF THE SURVE:

As far as is ascertainable, a survey as comprehensive as this has not
been conducted in South Africa heretofore. Furthermore, the high
parcentage response obtained has served to enhance the reliability of
the results. The findings of this survey are of considerable
interest and not inconsiderable concern. Apart from the results and
conclusions discussed above, a study of the Questionnaire results by
an informed reader may reveal yet further results and trends leading
to further conclusions. However, it may be said that the principa

findings of this survey are as follows:

(i) Life offices are generally unclear as to their fundamental

corporate objective, The most commonly identifiable corporate
objectives are the often conflicting aims of maximising both the
return on shareholder capital and benefits to policyholders, Mhilst
two proprietary offices indicated that their sole objective was to
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maximise policyholder benefits, it would appear that the majority of
proprietary offices vigorously attempt to find an equilibrium between
shareholder profits and policy owner benefits, This is a perfectly
logical conclysion considering the natural pressures from
shareholders on the one hand and the competitive market pressures on
the other. Free market economists would consider this an ideal mix
of market forces, at least for proprietary offices where both these
forces are at play.

Bernstein obtained similar results from his Questionnaire in 1975.
Although only nine offices responded to his Questionnaire, sernstein
concluded that whilst all nhine companies set corporate objectives,
the format in which these appeared varied extremely widely, were not
always published and were frequently unciear. The results of
Question 1 seems to indicate that ten years later, and taken on a
much larger sample, the situation with regard to the establishment of
clear corporate objectives has not much imoroved.

(i) It 1is clear from the researt . fe offices show 1ittle
or no interest in maintaining or impre cheir share of the total
South . African 1ife assurance market. In general, the growth of life
offices is not constrained by a lack of capital (i.e. new business
strain), and when arriving at their new business objectives, tiicy do
not Jock to their fundamental corporate objectives for guidance.

The findings of the first two questions taken together hold the most
serious 1implications for the South African 1ife assurance industry in
the long term. For an industry to be generally unclear about its
fundamental corporate objective and at the same time to have Tittle
or no interest 1in its market share or in the profit optimisation of
its sales TJevels, must be a phenomenon unique in South Africa if not
the world. (This finding seems further reinforced by the answer to
Question 16.18 later in the survey: the majority of companies seldom
or never use a three to five year projection plan and it is not clear
exactly what considerations are given importance by those who do.)
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(iii) Question 3 of the survey shows that Tife offices have
generally clearly defined the market segments in which they operate
and the profile of the market segment to which they wish to continue
marketing,

When read 1in conjunction with the rasults of Question 2, this is a
surprising finding. Whilst 1ife offices have a clear idea of their
market segment they make no attempt to measure the growth of this
segment  in  establishing their corporate new business {sales)
objectives, neither do they seem concerned about whether their share
of these clearly defined segments is growing, stagnating or
declining.

(iv) The survey has aiso revealed that the majority of life
offices find it desirable to receive a batanced proportion of their
new business from both brokers and their own agency forces, This
result is understandable and not surprising. Large Sections of the
South African broker market are known to be samewhat fickle and
capable of switching their allegiance overnight. Maintaining a
balanced proportion of aew business from one's own agency force is
therefore a good protection against the vicissitudes of this
phenomenon .

Also significant 1s the fact that 1ife offices are today prepared to
engage in direct marketing activities. With the obvious success of
varfous direct marketing activities by a few South African life
offices, many more South African life offices no longer consider
direct marketing to be undesirable or in confiict with the interests
of their intermediaries,

{v) Life offices clearly consider that their product development
is determined firstly by the demands of the South African market.
The Marketing Committees of 1ife offices e generally responsible
for the development of new products and packages and very little
market research 1s undertaken in this regard.

Considering that so 1itile life assurance market research takes place
in  South Africa, it seems surprising that the research indicates that
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offices feel that their new products are developed in reaction to
market demands. If they do not experience thess market pressures
through market research, then they must surely feel them through the
medium of their sales intermidiaries who are constantly in contact
with their markets. Here agzin, offices generally do not consider
input  from their sales teams as being important in the develonment of
new products and packages. They must therefore censider that they
obtain their information on market demands from some other source and
that this information is used in the development vf ideas by their
Marketing Committees. As it is known that 1ife offices undertake
very 1ittle market research, it must be assumed that whether they are
aware of it or not, in general they obtain their information on
market demands vyia thefr intermediaries. This surprising lack of
awareness of their actual source of information possibly stems from
an absence of formal structurés for the conveying of information from
the marketing 'coal-face' to the company management. It seems
probable that this transfer of information is taking place anyway,
through informally developed structures and that members of the
Marketing Commitiee whe are exposed to this information transfer are
bringing it with them to committee meetings. Whilst this system
obviously appears to work, it would seem more efficient for 1ife
offices to establish formal structures for the gleaning and
interpretation of market information and the subsequent development
of new products and packages. At the very least, they should make
themselves aware of the true source of their maiket information,
whether this is their intermediaries or not.

{vi) The importance placéd by 1ife offices on the mix of their
products sold, their average premium size, their persistency
experience and which intermediaries scld them, is evident from the

research. It is also clear that offices place Tittle or no
impertance on the marital status of policyholders or where they live
{geographical  distribution). Some importance is placed on

policyholder sex, race and the method of premium payments and orfices
are actively interested in the number of agents and brokers
supporting them, who these intermediaries are and where they are
located, and the extent to which these intermediaries are indebted to




-301~

them. Taken in the South African context and in the Tight of the
known concerns of Black intermediaries and policyholders, it is
surprising to note how few Seuth African 1ife offices take a regular
interest 1in the race, occupation or residential address of their
policyhalders. These facts should serve to allay such fears and
concerns in the future.

Offices do not appear to be interestad in the average number of years
a policy has been in force and from this it may be assumed that no
interest is shown 1in the persistency experience of policies which
have been in force for more than one year., It appears that the
majority of offices take a regular interest in their first year lapse
ratios and the factors which influence this figure such as product
mix, average premium size, freguency and mode of payment. What is
surprising is the low response to the other factors which have
traditionally been considered to influence lapse ratios such as life
assured age, sex, marital status and occupation. Perhaps it is
generally felt that these factors no longer have the impact on
persistency which they were once believed to have, ar perhaps it is a
question of this information not being readily available from the
data bank of the respondents concerned.

(vi1) Less than half of South African life offices make use of
three to five year projection plans and this infrequent use is not
surprising when considered in the Tight of the results of Questions 1
and 2.

{viii) The desire of offices %o deal more expeditiously with
adminfstrative enquiries on existing business than in tae {ssuing of
new business cases may be surprising to some. The fact that so few
offices indicate a desire to issue new business cases instantly or
within twenty-four hours 1s even more surprising. This seems
strange in light of the fact that in Question 7.3 (¢), six Tife
offices have indicated that they maintain main-frame computer risk
underwriting facilities. In the absence of these survey results,
one might have assumed that life offices in genaral would have found
it easfer and more desirable, both from the shareholder and
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policyholder point of view, to issue new business with as little
delay as possible rather than to place marginally more importance on
answering administrative enquiries an existing business.

(1x) The overwhelming majority of South African life offices
maintain or have access to main-frame computer facilities. It seems
strange therefore that with all this computing power at their
disposal, the majority of life offices should place so littie
importance on computerised risk underwriting and even less importance
on new business quatations and branch new businass processing and on
computerised record keeping and administration. Offices appear to
place more Jmportance on main-frame computer record keeping than
computerised new business quotations, processing and underwriting.
They see 1ittle value in computerising personnel and ftraining
records, and investment operations. These findings confirm an
apparently predominant view that the adminfstration of existing
business s deserving of more prompt attention than the acquisition
and Issuing of paw cusiness. This may mean that in general, South
African life assurance policyholders have the advantage of enjoying
at least as much attention as those who are not yet policyholders and
whom the 7ife office would wish to woo. (The same could probably
not be said of the motor or house-hc'd appliance industries.)

{x) When considering their reassurance retention levels, life
offices claim to make use of actuarial formulae and statistica
analysis. However, they also consider the amount of surplus and
free reserves in their company together with their traditionally
maintained reassurance Tevels as major determinants of current
rentention 1imits. In light of the fact that there s no generally
accepted actuarial standard for the calculation of retention 1imits,
{See Chapter V above) and noting that respondents have placed much
emphasis on the amount of office surplus and traditional reassurance
levels, it may be concluded that these two latter Tactors play a
greater role in the determination of reassurance and retention limits
than offices fully realise or care o admit,

Neverthaless, all South African life offices, even the very largest,
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m.ot-in reassurance treaties, These appear largely to be risk
preksos reaseurance treaties coupled with  profit-sharing
arpanygments, Similarly co-insurance/quota share reassurance
arrangement~ together with profit-sharing and catastrophe reassurance
arrangements appear to be considerad as most appropriate for group
business reassurance. These findings are not unexpected. As was
seen fin Chapter V above, risk premium treaty arrangements, coupled
with profit-sharing arrangements provide Vife offices with optimum

protection  against mortality experience fluctuations dat minimum
cost. What is perhaps surprising is that of the seventeen
respondents who have risk premium treaties for ordinary business,
only twelve appear to have been able or willing to negotiate

profit-sharing arrangements. It is also surprising that not more
Tife offices censider group business catastrophe reassurance a
necessity. Even for the very largest 1ife assurers, the risk of a

catastrophe claim (e.g. aeroplane or bus crash in which many of the
office’s policyholders are killad simultaneously) having a major
impact on company profitability, must be significant.

From the survey it Jis clear that offices generally support two or
more 1ife reassurers and maintain facultative treaty arrangements.
No stop-loss reassurance is conducted and very 1ittle modified
co-insurance and  excess-of-loss  reassurance has been found
necessary, Offices no longer conduct reassurance business with each
other and very few (three) have individua) reassurance treaties split
between two or more reassurers,

(xi} The responses to Question 10 show that life offices generally
maintain intermediary debt balances as assets in thetr balance
sheets, and revalue properties in their books at their own
discretion, usually no less frequently than annually. Frequently
"window-dressing” activities improve the appearance of the revenue
accounts and balance sheets of offices and the widely differing
practices which have been high-Tighted by this question must make it
obyious that comparing the results of competing Tife offices is well
nigh impossible.  Their different treatment of assets and actuaria
liabilities show such wide variation that even the most informed

N
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analyst would hesitate at attempting comparison or even at commenting
on the true Tong-term solvency or profitability of any life office.
Indeed, the true intrinsfc value of the assets and liabilities of
each life office can only be assessed by its actuary and chief
executive, Only they, with their intimate knowledge of their
respective office, can comment with any degree of confidence on such
things as the 1ikelihood of recovering intermediary commission debts,
the 1ikelihood of actually being able to realise properties at their
book values, the 1ikelthood of claims experience deteriorating,
renaining unchanged or improving, and the Tlikelihood of actually
realising the future policy termination profits and management fees
taken credit for in the valuation.

{xi1) An item of serious concern is the surprising number of
offices which do not see fit to produce revenus accounts and balance
sheets on a monthly basis, Omly half of the respandents produce
revenue accounts and balance sheets menthly. The remaining half
produce these at less frequent intervals. As monthly accounts are
usyally at least a month old when they are finally available,
quarterly and half-yearly accounts mean that respectively four and
seven months pass before management s aware of what was going on in
the company over the respective periods. This can surely not be the
best technique for office surpius maximisation.

(xiif) The last Section of the Questionnaire dealt with the
investment practices of 1ifa offfces and the manner in which
investment decisions are arrived at. The results show that offices
see 1ittle or no benefit in wmatching and immunising investment
activity, have not yet developed their aptions trading expertise and
do not consciously apply the theories of modern portfolic analysis,
the use of economic model building, Bata analysis or the like. A
more practical investment planning programme is entered into ‘v the
majority of South African life offices. This most often takes
account of the traditional requirements for capital security and
yleld maximisation, whilst placing lesser emphasis on portfolic
Tiquidity. Perhaps because of the relatively small and intimate
nature of the Seu  African investmemt wmarket, the investment

AT
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activities of life offices appear to be predominantly practical
rather than over-sorhisticated and there seems Tittle indication of
offices consciously moving towards the area of modern portfolio
theory in the foreseeable future.

{xiv) Public Timage with regard to investment portfolta performance
1s of concern to the majority of offices whoe rely greatly on
stockbrokers and their own resources for investment infcemation and
decision making, rather than on their own directors. Bearing in
mind what might be perceived by the pubtic as the principal source of
investment information and expertise in the majority of Tife offices,
it is not clear precisely what contribution is being made to the
development and profitability of 1life offices by the numerous
non-executive directors seen on their boards. npparently these
persons and their resources are seldom, 1if ever, involved in the
investment decisions of their offices.

(xv) The results of the survey, taken together with what has
appearad throughout the rest of this work, are at once exciting and
discouraging. For offices to have remained so surprisingly
uncertain about their fundamental corporate objectives, to use such
simplistic methods for arriving at new business targets, to be so
completely unaware of the true source of their market informatien and

to have so obviously lost sight of the value of their available °

computing power in  the marketing arena, fis discouraging and
disquisting.

These facts notwithstanding, South African 1ife offices show some
truly exciting characteristics. They appear to desire a mere prompt
service to existing policyholders than to the issuing of new business
cases and thereby offer the South African insuring public high
quality after-sales service.: This {s further emphasised by the
almost total dedication of high technology computers te this area.
In addition, the highly individualistic and practical manner in which
1ife offices approach the whole question of investment and their jack
of control or influence by directors is highly commendable and must
account, at Tleast 1in part, for their generally outstanding resuits
over long periods uof time.

-
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The empirical results, taken in the Vight of what appears in the
other Chaptars in this work, lead us to a distillation of the essence
of the aforegoing in the following Chapter.
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APPENDIX: LIFE ASSURANCE QUESTIONNAIRE

1. CORPORATE POLICY

1, Gorporate Pelicy:

Which of the following most characterises your fundamental corporative
objective?

The optimisation/maximisation of:

11 Actuarial surplus/Company "Estate”
1.2 Gross ordinary premium
1.3 Gross pensions/group premium
1.4 Asset size
1.5 New business {sales)
1.6 Return of shareholder capital
1.7 Total investment yield
1.8 Security of capital
1.9 Policy owner benefits
1.10  Cther {state): ......u.. revevanes Nesevaeransrrenas .
2. New business:
o e e B L o are ey 77T 2 corporete
2.1 Percentage of increase over Tast year's new business
2.2 percentage of expected total SA market (market share)
2.3 percentage of expected expenses (e.g. improving
expense ratios)

2.4 Maximum growth permitted by corporate
financial structure (i.e. new business strain
considerations)

2.5 Administrative capacity constraints

2.6 Required premium fiow/asset growth

2.7 Surplus generation requirements

2.8 Other {state): .. s

MM e o e e
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Marketing: *”

Which of the following most characterises your corporate marketing
objectives?: (Tick no wore thanm two)

3.1 Establish most favourable public fmage across the

whole spectrum of the S A market [
3.2 Establish most favourable public image in a

specific segment/s of the S A market ]
3.3 Provide poiicy beneﬁts designed for the entire

spectrum of S A ne L1
3.4 Provide policy benefits for a specific segment/s

of the S A market 1
3.5 Provide policy benefits for specific § A

needs L1
3.6 Teke account of competitor actions/reactions L1
Sales:
Which of the following most characterises your corporate sales
objectives?: {Tick no more than two)
4.1 Desire to achieve maximum percentage of sales

through brokers [
4.2 Desire to achieve maximum percentage of sales

through own agents [ 1
4.3 Desire to achieve balance percentage of sales

between agents an’ brokers {1
4.4 A1l sales are made through brokers [
4.5 A1l sales are made through own agents £ 1
4.6 Desire to make some sales directly to the pubiic '

(e.g. direct mail) C1
4.7 Desire to make no sales directly to the public L1
4.8 Desire to make all sales directly to the public [ 3

il e ennn & 2 _Aeme e im‘\
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Product development:
Hnich of the following most characterises present produgt/package

introductions by your company?;

New products ntroducted as a result of:

8.1
5.2

5.3
5.4
5.8
5.6
5.7
5.8
5.9
5.10
51

(Tick no more than two

Independent research and development locally [

Independent research and development overseas

(state country)s ...evevenen veeas
ldeas developed from sales team input

Ideas developed from actuarial team input

Tdeas

ldeas developed by edveriisiug agency
Ideas developed from market research in South Africa

Ideas developed from competitor products

Reactio: to market pressure/demands

Reaction to sales team demands

Other {state): ...... fraveaesaneras

Hanagement information:

Please indicate which of the following 1nformat1on 1s used in company
monitoring and/or manigement:

6.2
6.3
6.4

Mix of distribution of products
sold (endowment, term, etc)
analysis

Life assurad ages analysis

Life assured sex analysis

Life assured marital status
analysis

Life assyred race analysis

o omom
[ERITEE—

i e R ]
L AP

Some
Regularly Times Never

T.e.

Monthly/

Quarterly)
1 £ C1
[1 L1 3
[ L1 [N
£ L1 £
L [ L1
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Some
Reqularly Times —_ser

6.6 Life assured occupation

analysis [ 1 [ 1 L]
8.7 Life assured geographica
distribution analysis ] L3 1

6.8 Mode of prem1um payments
analysis [ 3 L1 [

6.9 Frequency of premium payments
analysis

1 L1 L1

6,10 Average premium size analysis [ 13 [ €1
6,11 Lapse ratio analysis [ [ Lol =
6.12  Intermediary support (Jocation,

institution, broker/agent

mix, etc.} 1 L1 L1
6.13  Broker commission account ]

debts analysis [l ra [N
6.14  Agent commission account

debts analysis 1 [N {13
6.15  The number of brokers that are

actively supporting office [ 3 [ L1
6.156 The number of agents employed [l [1 [
6.17  Ageing of policies in force

analysis (e.g. average years

in force} L3 [N L1
6.18 A 3-5 year projection plan [ [N [N

6.19  Other regular management
information considered
important (please state):

B . i a3 e o m;ﬂmeﬂm
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11, ADMINISTRATION

7. Administration:

Which of the following most characterises your company's administration
objectives?:
7.1 Enquiries answered within:
{2} 24 hours of receipt
(b} 2 working days of receipt
(¢) 5 working days of receipt
{d) 14 working days of receipt
(2) other {stete): ..iviuae

mme e e
SRR

7.2 New business cases issued within:

{a) 24 hours of receipt

{b) 2 working days

(c) 5 working days

(d) 14 working days

(e)  other (state): ....... e, [ESYOPPINN

e e
RPN

7.3 Piease tick the appropriate boxes:
The following functions are computerised within the company (or
will be within twelve months):

Not
Main- Mint/ Compu-
frame  PC terised
(a}  New busfness quotations L 1 L3
{b) Branch new business
processing [ [ 1 |
{c) Risk underwriting of
new business 1 1 €3
(4} Policy Schedule/Document L1 .01 [
{e)  Premium accounting £1 (1 €1 !
(f) Lapse/Arrear premium I
notifications L3 1 C1
{g) Actuarial vaiues | . ‘
(loans, claims, etc) (S| L1 L1
(h)  Actuarial liability ' )
valuations [} [N .1
(i) Investment department
activities £ [ (S}
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(3) Policy file storage/
access

(k) Company general ledger
accounting

{1 Personnel records
(m) Personnel payroll

{n) Training/manpower development

recards

(o) Intermediary commission
statements

Not
Compu-
terised

Main-
frame

-
—
—
-
s

RANCE

U1, REASSURANCE

Retention:

Please indicate which of the followin
(Tick no more than two in each column

Retained assured amount per life is d

g is most true for your company:

etermined by:

Ordinary Group
Business Business
8,1  Actuarial formulae/statistical analysis [1 L1
8.2 Traditional reassurance levels plus
infiationary and growth considerations L] [
8.3 Amount of surplus (estate and free
reserves) L1 £
8.4  Amount of office assets [N £
8.5 Amunt of office premium income [ 1 [N
8.6  Average new sums assured [ 1 L1
8.7 Other {state): ........ PRSP [ £l
R "~ . an' N o
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9. Reassurance arrangements: :”*

Please indicate which of the undermentioned are currently applicable te
new business:
ordinary Group

Business  Business A
9.1  Coinsurance treaty L1 L1 .
9.2 Risk premium treaty [ {1
9.3 Hodified coinsurance treaty (modified
risk premium)

9.4 Quota share treaty

9.5 Profit sharing treaty
9.8 Surplus reassurance
9.7 Catastrophe reassurance

9.8 Stop-loss reassurance

e e e i e
[
e e e T e e
[ )

8.9  Excess of loss reassurance

9.10  Current treaties are with two

or more 1ife reassurers [N L1
$.11  Any one current treaty is spiit between

two or more reassurers ] £
9.12 A facultative treaty exists [ €1

9.13  Reassurance i5 conducted with other
direct 1ife offices [ {1

IV, ACCOUNTING AND ACTUARIAL PRACTICES

10. Accounting:
Please indicate which of the following is true for your company:

Not
rye True
10.1 Advance commission written off in full
each year L3 L]
10.2 Advanced commissions paid tregted as loans to
intermediaries (i.e. assets) wholly or in

part L1 €1




314~
Not A!’*
True True
10.3 Properties revalued in books:
t1 1
annually 1 1
other {state) .vivveeveceeeenss [ ] L] p
10.4 Revenue accounts produced:
manthly L1 €1
annually L1 [
other {state)! «eeevvireienes PR | [
10.5 Balance sheel produced:
manthly [ ] [l
annually L] [1
other (state}: ........ PP | [
16.6 Unclaimed policy-owner benefits brought back
into balance sheet wholly or in part [ £
10.7 Reassurance commissions inwards set off against
commissions paid as reflected in revenue
account, wholly or in part L3 (1
10.8 Policy charges/fees set off against cverheads
as reflected in revenue account, wholly or
in part L1 1
10.8 Other acquisition costs included under
< ‘commission’ in rev!egnue account L1 €1
10.10  Full actuarial valuation dene: (g -
annually [ E ]
other (state): . £ ]
10.11  Analysis of actuarial surplus done:
anngally .e.. L1 [ 1
other (state) 1 01
10,12 Actuarial valuations take credit for expected
future policy termination profit L1 01
10.13  Actuarial valuations take credit for expected
future management fees/policy charges ] [

V.  INVESTMENT PRACTICES

investments:

The following questions refer to what you would regard as a “normal
level of investment activity, assuming that there are no extreme swings
1in business conditions generally.

K s - aﬂ' et e st it €l L e
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follows:

1 - NEVER:

2 - SELDOM:

3 - OFTEN:

4 - VERY OFTEN:
5 ~ ALWAYS:
1.1

1.3

1.4
11.5
11.6

1.7

1.8
1.9
11.10

i1
11.12
11,13
11.14

11,18

11.16

Matching/immunisation type investment
activity

Investing for specific portfolios
(e.g. capital guarantee or high
performance )

Transfer of assets between internal
portfolios

"Venture capital" investments made
Option trading in gilts

Option trading in other (non-prescribed)
fixed interest investments

Option trading - other state: ......

Investment in mortgage bonds
Investment in staff mortgage bends

Use of economic model building/computer
projections

Use of Beta analysis

Use of other volatility measurements

Application of modera portfolio theory

Planning of investment programme in
advance of expected premium and
investment income

Importance placed on
security of capital (general funds)

Importance piaced on
capital appreciation (general funds)

Please rate your answers on a scale 1 - §, where the rating is as

(unimportant) less than 10% of the time

10 - 25% of the time

25 - 75% of the time

76 - 90% of the time

(very important) more than 90% of the time

12 3 4 5

[ A A N A

(1030101013

[T A N TV
r101cacics
ricacacicy

[ I O Y A

ricacricicd
Licicacany
ricicaicicl

ricicaiccs
ricicicaicy
I T s
A I N R W
I R N
L O A I

[icicicacy
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1.7

11.18

11.19

11.20

11,21

.22

1.23

12.24

11.28

11.26

.27

ol
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Importance placed on

security of income (general funds)
Importance placed on

rising income (general funds)
Importance piaced on

yield maximisation (general funds)
Importance placed an

risk minimisation (general funds)

Importance placed ~n
portfelic liquid

(general funds)

Importanze placed on
Rarket ot

market.bility {general funds)
Importance placed on

poertfolio

diver.ification (general funds)

Importarse placed on
ranki-: in independent
portf:iiu surveys (general funds)

Investments made for corporzte strategic/
marketicj reasons

placed on marke* information

.tockbrokers
“rectors

ssts
{state): ..... PN

Impxrtar 2 ol2:2d on inve.tment
commition InTut

R 4

L101031¢1¢073
ricacacicd
ricicicacl
£10103c031t3
[ R N I A

[ TR S T R A

racrricatl

[ A B I A Y A

ricicacacs

[ S N A
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CHAPTER XIT

MANAGEMENT AND THE ASSURANCE INDUSTRY: A SUGGESTED APPROACH

A distillatfon of the essence of the foregoing research and analysis

tten into a few succinct pointers which may give
life office management. Greater detail of what is

each case may be obtained by reference to the relevant

Hi
estab

X1,

f

per:

IV a

and

thal

1. SETTING_OBJECTIVES AND YARDSTICKS

From the point of view of management Chapter IV is a crucial

ere the importance of setting clearly defined objectives
lishing the means for measuring progress towards their

attainment are extensively discussed. From the survey results in

it seems that South African life office managers have

mich heed not only of fixing in their minds clear statements of their
corporate objectives but also of conveying these to their staff.
They have need teo, of establisting regular {preferably monthiy)
measuring progress towards the achievement of these
objectives, Wl

hich should, Jinter alja, be stated in terms of new
sistency, manpower and expense targets, as well as

administrative volumes and turn-around times.

1so demonstrates that life offices have need of &

Tong-term surplus projection plan 1in order to reduce the danger of

management making major decisions based solely on

shori~term {2-3 years} results and considerations. To attempt to
manage 1ife offices without such long-term projections is much more

n for ordinary companies and cannot be conducive to the

optimisation of life office profitability in the long term.
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2. MARKETING ESSENTIALS

Important in the day to day management of a life office is the
existence of formal conduits for the rapid and accurate transfer of
market information to the releévant company personnel. This is
essential for the effective development and prometion of products and
packages demanded by the market from time to time. The informal
arrangements which seem to surround this problem in the majority of
cases are not appropriate to the achievement of the apparently dua
principal  corporate chjectives of optimising both policyholder
benefits and shareholder profits.

Similarly, there 1is a need for the greater use of the available
computing power of 1ife companies as a marketing tool. Rather than
using this power purely in the accounting and administration fields,
greater use can and should be made of it in the areas of new business
promotion, information and service, as well as in the traiming and
development of all staff.

3. REASSURANCE ARRANGEMENTS

The second most important Chapter in this work is Chapter V., Herein
is contafned the wide range of profit improvement opportunities
offered by reassurance and the reassurers' expertise. As stated in
the Chapter, reassurance greatly widers the area for manoeuvreability
of all 1life offices whether they be large or small, Apart from it
being the great leveller which permits all offices to operate on an
equal footing, the prudent 1ife office manager may find within the
reassurance spectrum opportunities which can give him considerable
auvantages aver his competitors.

4, ACCOUNTING AND ACTUARIAL PRACTICES

- In the modern rapidly changing and highly competitive 1ife assurance
market, 1ife offices can no longer afford to extract revenue accounts
and balance sheets at annual, half-yearly or quarterly intervals,
Monthly accounts are vitally important to steer the accurate course
referred te 1in Chapter 1V, Section 2 (a). The Tife office
“spacecraft’ needs frequent and regular minor adjustments to

I3 .jlilﬂ' e M Lo kb w A ¢ “jf
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its course if it is to remain within the very narrow corridor of its
optimum flight path. The larger adjustments which almost always
need tu be made to the day to day management items when results are
monitored less frequently than monthly, consume much more energy and
capital and can have very deleterious effects on Tong-term
profitability.

Similarly, }he ideal of every life office should be fo produca
actuarial valuations of policyholder liabilities more frequently than
annualtly. The more frequently these are produced together with an
analysis of the source of emerging surplus and the profitability of
individual products, the more accurately the office can be guided and
hence the more profitably it can be managed,

5. INVESTMENT OPERATIONS AND MANAGEWENT

Apart from underwriting standards, premium persistency and expense
controt, management should not lose sight of the major contribution
to  r"7jce profitability which can ba made by the investments
department . As discussed in Chapter IV, Section 2 ({c), the
investment portfolio performance of a 1ife office will have a direct
and immediate 1impact on fts generation of surplus. Indeed,
depending on the mix of shareholder to policyholder funds in the
balance sheet, and the nature of the product contracts and policy
mix, thke investment operations of a life office can frequently be the
major determinant of its profitability. Here reqular {monthly)
measurements on agreed bases agains®. agreed indices and targets will
prove both useful and necessary. In addition, the involvement of
non-exacutive directors 1in investment decision-making should be kept
to & minimum. This is in the interests of unbiased thinking and
promptness of decisions. Those offices which’have to await monthly
or even weekly "Investment Committee" meatings in order to take major
decisfons will find their 1investment results affected accordingly,
particularly during sudden and violently varying markets such as the
events on the Johannesburg Stock Exchange in October and
November 1987. An understanding of the concepts set out in Chapters
YIII, IX and X wil) prove both useful and necessary in this field of
ever increasing importance to life offices.

B K
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GLOSSARY OF LIFE ASSURANCE TERMINOLOGY

Al

Accident Benefits -
an additional sum assured, usually payable only in the event
of accidental death or accidental loss of eyes or )imos or
parts thereof,

Actuarial Reserve/Liability -
reserve or 1iability a Life Office has to estab115h, in
terms of the second schedule of the Insurance Act in respect
of the future payment of currently unmatured policies.

Actuary -

an expert who applies the mathematical doctrines of compound
interest and probability to statistics frem which Tife
assyrance and allied matters derive their principles of
operation, In South Africa, Section 1. of the Insurance Act
defines an Actuary as a Fellow of the Institute of Actuaries
of England or of the Faculty of Actuaries in Scotiand or the
Society of Actuarfes of America or of any other Institute,
Faculty, Society or Chapter of Actuaries approved by the
Minister of Finance.

Age - N
the age normally used for premium calculations {s age next
birthday, being the operative age at the inception of the Life
Assurance policy.

Agent -

person acting as intermediary between the life to be assured
and only one Life Office. Such persons may or may not be
considered to be employees by the Life Office concerned, but
in terms of the Insurance Act they are not permitted to
represent more than one Life Office and by virtue of this
fact, they may receive part of their remuneration other than
in the form of direct commission earnings on their life
assurance sales,

Account Executive -
See 8roker Consultant/Inspector.
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Allocation Amount -
the portion of the premium for a Tinked assurance plan that is
notluna??y invested on behalf of the policy owner and which
gives rise to the eventual 1oan, surrender, death claim and

maturity  values. The allocation amount is sometimes i
contractually stipulated in the policy document and due to
high acquisition costs of new business and 'front-end' P

Teading, is frequently less in the first policy year or two
than in subsequent policy years.

Ancillary Benefits «
additional or supplementary benefits added to basic endowment,
whole life or term assurance policies and designed to provide
cover 1in Lhe event of occurrences other than natural death.
The most common of these are accident benefits, capita
disability benefits, waiver of premium benefits, guaran:ned
assurability benefits and dread disease benefits.

Annuitant -
person in receipt of an annuity.

Annuity -
a contract previding for periodic payment to be made to the
annuitant by the Life Office in return for a lump sum
investment. Payments may be made for a fixed period, for the
life of the annuitant, or for a certain minimum period and
thereafter for the 1ife of the annuitant.

Acquisition Expenses -
commission, medical  costs, underwriting, stamp duty,
administration and other costs incurred when selling and
issuing a new policy.

Assurance -
a word seldom used outside British areas of infiuence. It is
commonly used to derote long-term insurance or insirance to
indemnification against an event (death) which will certainly
occur but at some unknown future date. In many countries it
is efther no Tonger used or has became interchangeable with
the word ‘Insurance’.

Assured (the) -~
see Life Assured.

- U S
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B.

Bonus ~

additions -
a share of surpius allotted to holders of conventional
with-profit policies, wusually in the form of additions to the
sum assured.

compound - .
new bonuses compounded each year upon the previous total
bonuses or total sums assured.

declaration -

policyhalders are notified of honus declarations once the
results of the valuation are known and the amount of the
emerging surplus which {s to be allocated to their policies
has been determined by the Directors of the Life Office.

loading -
the extra premium payab1e by a with-profit policyholder fcr
the right to participate in Company profits.

rate -
bonuses are expressed as a rate of the sum assured e.g. R40
per R1 000 sum assured or R40 per mille,

reversionary -

this kind of bonus reverts to the sum assured, vests in the
policy once declared and is usually payable in the same
circumstances as the basic sum assured.

‘wominal/capital/final/Tontine -

once declared, do not vest as part of the sum assured and may
be altered at any time in the future. These bonuses are
payable only in the event of death or maturity. At no time
do they ever form part of the surrender or Joan value of the
policy on which they are declared.

Broker -
an independent or 'free-lance’ intermediary able to represent
more than one Life Office and remunerated saolely by
statutarily regulated commission on his life assurance
sales. In terms of Regulations 28 and 29 of the Insurance
Act, he receives no other material remuneration or enrichment
from the Life Offices either in the form of cash or kind.

Broker Consn]tant/lnspector -
full-time employee of a Life Office who acts as the link
between the Broker and the Life Offfce and whose main
functions include keep\ng the Broker advised of developments
in the Life Office and in the industry as a whole, the supply
and collection of 1ife assurance application forms, medica
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examination reports and similar items, the provus1on of a
policy enquiry and servicing function and the active
encouragement of the Broker to support his or her employing
Life Office.

C.

Capital Disability -
an ancilliary benefit designed to pay the basic sum assured
under the policy to which it is attached in the event of total
and permanent disablement prior to the expiry of the term of
e benefits Sometimes roforrcd to as "Advance Payment

Disability Benefits" or "Accelerated Death Benef1ts‘.

Catastrophe Reassurance -
reassurance providing that, if as a result of & single
catastrophe more than a specified number of claims are lodged
exceeding {n aggregate the agreed catastrophe Timit of the
ceding offfce, the reassurer will be liable for a specified
proportion of the excess loss.

Claim Vajue «
the amount payable under a policy on the death or disability
of the life assured, or upon surrender or maturity thereof.

Closed Fund -
a life assurange fund into which no further new business is to
be written,

Commission -

basic -
the monetary reward paid to the intermediary on the
introduction of new life business. Usually expressed as a
percentage of the total annual premium.

initial -
commission paid on the first year's premium.

renewal -
commission paid on subsequent years' premiums.

overriding -

usually paid ‘to the field staff of Life Offices and expressed
as a percentage of the initial and renewal commission payable
to the agents or brokers falling under such staff,

Consultant -
see Agent,
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Contract -
see Palicy Document.

Conventional Business -
term  applied to traditional with-profit and non-profit
business as distinct from the more modern linked assurance k.
business.

b,

Days of grace -
period  duiring which
pending receipt of

force and effect

Decreas1n9 Term Assurance -
orm of term assurance under which the sum assured decreases
during the term of the policy.

Deferred Amnuity -
annuity in terms of wh!ch the first payment is delayed for a
predetermined length of time.

Deficit -

occurs when the total value of a Life Office’s assets is less
than the value of 1ts 1iabilities, as determined by the
valuator, An operating deficit is the excess of the increase
in the value of 1iabilities over the increase in the value of
assets during a given year.

Discontinuance -
poiicies discontinued due to Vapse, surrender, death,
disability, maturity or expiry.

Document -
see Policy Document.,

Domestic Insurer -~
Eg}stered insurer with Head Office in the Republic of South
rica.

Dread Disease Benefits -

an ancillary benefit providing for the accelerated payment of
all or ﬁart of the sum assured of the basic plan to which it
§ attacl in the event of the assured suffering from one of
the ‘“dread diseases", such as a heart attack, stroke, cancer
or other disease or occurrence stipulated in the policy
document .

. Ew e .)..m.*nﬁ"
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Endowment -

Equity

policy under which benefits are payable on death or a
predetermined date, whichever occurs first, and under which
early loan, surrender and collateral security values arise.
May be 1inked or conventional business.

Linked Policy -
see Linked Policy.

the value of reserves, both hidden ang disciosed, of & Lifc
Office. 1t is the difference between the total net value of
its assets and 1its Tfabfiities as calculated on what is
considered to be a current and realistic basis, and not simply
on the static statutory valuation basis.

Exterpo}ate -

F

the process aof obtaining a further series of values which lie
outside of the range of & known series. This is as opposed
to interpolation, the process of finding intermediate values
within the range of a known series.

Facultative Reassurance -

see Reassurance,

Foreign Insurer -

a registered insurer other than & Domestic Insurer.

Front-| End Load1ng -

practice of recavering from initial premiums al
comm1ss1ons and initial expenses incurred in the acquisition
of a policy, resulting §n there being no allacation amounts
available until all such expenses have been recovered.

Funeral Pol1cy

policy under which the benefits are limited to a certain
max1mum in terms of Section I. of the Insurance Act. This
type of policy must provide principally for the pravision of
the funeral of the assured or the funeral of, or some other
non-monetary benefit to, any other person.

o % oo B
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G.

General Insurance -
non-1{fe or short-term insurance other than 1ife assurance,

Grantee -
palicy owner who may or may not be the Tife assured.

Group Business -
usually refers to life assyrance schemes which cover groups of
people rather than individuals. Pensions business is often
8lso included hare.

Guaranteed Assurability Benefits/Guaranteed Insurability Benefits -
an ancillary benefit providing the aption to effect certain
pre-determined additional amounts of sum assured at given
future intervals, without the necessity of the 1ife assured
having to provide the evidence of health and/or lnsurab111ty
that would otherwise mormally be required.

1.

Immuntsation -
an attempt at matching the assets of a Life Office to its
1iabjlities in such a manner that the business 1s made immune
to investment climate fluctuations, and so that changes in the
value of the underlying assets are accompanied by a
corresponding change in the value of the liabilities.

Income Security Plan
see Permanent Hea]th Insurance.

Industr1a1 Insurance -
nsurance business, other than funeral business, under which
the insurer assumes similar obligations to life business but
where the sums assured do not exceed certain statutory
mintmums laid down §n Section 1. of the Insurance Act.

Inspector -
see Broker Consultant/Inspector.

Insurance - L.
non-1ife short-term insurance where indemnification is against
events which may or may not take place in the future,
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Insurance Act -
the Insurance Act No. 27 of 1943 as amended.

Intermediary - :
an  introducer of new life assurance business who may be either o
an Agent or a Broker.

Internal Investment Portfolio ~
specific  group of investments held by the Tife office
separately from their other assets, usually for purposes of
establishing the benefits to be attributed to linked policies.

investment Portion -
see Allocation Amount.

L.

Lapse -
the cessation of benefits as & result of the non-receipt of
premium payments.,

Level Premium -
identical premiums payable for the duration of the term of the

policy.

Liabilities -
see Actuarial Reserve/Liability.

Life Assured -
a natural person on whose Tife expectancy premiums are
calculated ang on whose subsequent actual life experience
benefits are patd.

Life Business ~
the business under which a Life Assurer, in return for the
payment of premiums, assumes an obligation to pay certain sums
of monay 1in tha event of the death, disability or survival of
the  1ife assured, and excludes Industrial and Funeral
business.

Life Fund -
often referred tn as an ‘accounting artifice'. The
'balancing' item on the 1iability side of a 1ife office
balance sheet, it merely reflects the accumulated balance of
all previous ravenue accounts.
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Life Office - X
Life Assurance Company transacting life business.

Life Offices' Association -
a voluntary association of Life 0ffices formed to standardise
general practice, to protect and advance the overall {nterests
of the Life Assurance Industry, and to act as spokesman for
the Industry in the public and private sectors.

Linked Pelicy -

a contractual systematic savings contract under which 1ife
cover is uswvally provided and under which a part of the
premium raid 1is allocated to, or deemed to be allocated to, a
given resl or notjonal internal investment portfoiio, This
business is  sometimes knows as  investment-Tinked or
unit-1inked business.

Loan Value -
the amount which may be borrowed by & policyholder from & Jife
office against the security of a policy issved by that
affice. Loan value §s usually determined as being a
percentage of surrender valuve,

Long-Term Assurance Business -~
any life, industrial or funeral business.

M,

Managed Portfoiiu -
also known as a “"Balanced” or "waed“ perifolio.  Investment
portfolic managed by a 1ife office’s investment team with a
view to uptinﬂsing yields from a mix of investments changed at
their discretion.

Management Fee/Levy/Charne -
part of the investment income and/or capital appreciation
of the funds invested on behalf "linked' policyholders
which 1s retained by the life office as a fee for its
management service and as a contribution to fts profits,

Matching ~

%nvesc1ng so as to obtain a distribution of assets, making
them as vulnerable as the liabilities which they underwrite,
to those investment climate influences that affect both,

Bt
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Mortahty profits -
rofits arising from the actual death and disability claims
expemence being lower than that anticipated in the premium
rates,

Mortality Table - E
table showing mortality of lives by age group. In the first
few years after the commencement of the 1ife assurance policy,
mortality experience s usually lighter than for lives which
have been assured for a longer period of time.

Such a mortality table is known as a "select" 1ives table and
is wusually the basis for the calculation of premium rates.
Other lives are said to expemance “ultimate" mortality and
are reflected on an "uitimate” mortality table.

Mutual Company/Soriety -
fices in which there are no  shareholders.
Pohcyho!ders are theoretically the sole owners of all assets
and profits, and are in control of management. ¥

N.

New Business -
usually refers to the premium income emanating from new
policies sold by the Life Office's intermediarfes.

New Business Strain -
when new business is sold, the expenses incurred, commissions
paid, and possible death claims arising, plus the statutory
actuarial reserve required to be set up, usually exceed
premiums received for the first year or two of the 1ife of a
new policy. This financial strain expemenced by all life
offices is commonly Known as "new business strain"

Nen Forfeiture -
& provisica usually contained in whole 1ife and endowment type
assurance contracts, under which premiums remaining unpaid at
the end of any period of grace are automatically advanced
against the surrender value of the policy for as long as such
value pertains.

Hon-profit Business
policies nut  participating in the profi*. «f e Life
Office. Sometimes  known as withou. -..rit or non
participating contracts,

. e o ans .“Am__aﬁ"ﬂx&mwm
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P.

Paid-up Policy -
on premature discontinuance of premiums, a policy is kept in
force for a reduced sum assured, Usually entails loss of any
attaching ancillary benefits and a reduction in sum assured.

Part One Assets ~
defined in Part I of the Third Schedule of the Insurance Act,
these are approved or prescribed securities which must be held
by a Life Office.

Per Hille -
per thousand.

Permanent Health Insurance {PHI) -

Term Imsurance Plan which never accumulates any
encashment  values, designed to secure & regular income
{usually menthly) for the insured in the event of temporary or
permanent disablement as a result of either accident or
i1Iness. Some pians may be "cance]]ab]e" in the event of

00r claims exper1ence Others are fssued as
"nen-cancellable" . Benefits are usvallv payable an1y after a
given yerfod of recognised disablement {usvally 1, 3, 6 or 12
months) and cease on the racevery of the assured or on the
attainment of a given age (usually 55, 60 or 65).

Policy Document -
the document or contract which sets out the terms and
condit’ ns upen which a Tife assurer has accepted a given
risk, and under which he will recogn1se a claim, and under
which certain benefits will be paid !

Policy Fee
amount added to the basic premium in order to cover certain
policy administration expenses. Usually a fixed amount °
independent of policy size.

Policy Holder -
commonly refers to the owner of a life assurance policy who is
frequently, but not necessarily, the Tife assured under that
policy.

Premium -
total amount paid by policy owner for the benefits described

in the policy document.
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Premium Rate ~
see Rate.

R.

Rate -
the cost per mille of sum assured for a given benelit at a
given assured age.

Reassurance -
that part of the sum assured undep any contract issued by a
Life Office which will be borne by another Life Assurance
Office or specialist Reassurer in the event of a death,
disability, or other ancilliary benefit claim being admitted.

Treaty -

reassurance auiomatically effected on groups of policies in
accordance with a pre-arranged treaty or agreement between a
life office and a reassurer.

Facultative -

reassurance effected on an individual case for case¢ basis,
usually because they are assessed to have unusual or
substandard risks attaching and are therefure unabie to be
reassured in terms of any reassurance treaty.

Reassurer -
person or company accepting all or part of a risk initially
insured by anovher party. Commonly refers to those companies
which are specialists in reassurance and which transact no
direct 1ife assurance,

Reinsurer -
see Reassurer.

Renewal Expenses -
costs incurred in the on-going administration and maintenance
of a policy.

Release of Reserve -
occurs when a policy for which a reserve has been created
lapses or is paid out on surrender, death, disability or
maturity, The amount of reserve held is usuaily greater than
the amount paid out. This means that on release of reserve,
the office concerned usually realises a profit or surplus.
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Representative -
see Agent.

Retention ~
that part of the sum assured of a contract issued by a Life
Office which will be borne entirely by the same Life 0ffice in
the event of a claim being admitted.

Retirement Annuity -

Yicy providing for the accumulation of a fund to provide
certain lump sum benefits and an annuity on retirement or
prior death, This policy is constructed in the same way as
an endowment plan but has different part I asset requirements,
benefit rules and tax provisions.

Retrocession - ) .
the process by which a reassurer will in turn resssure pari of
its own business with another reassurer or direct writing Tife
office.

S.

SA 1956 - 1962 -

he most recently published mortality table in South Africa

sett1ng out the result of a study of South African assured

Tives between the years 1956 and 1962. Current information

indicates that mortality rates in South Africa have not
significantly changed sfnce publication of these tables,

Short-Fall -
see Deficit.

Short - germ Insurance Business -
insurance  business other than 1ife or retirement
(long term) business or compulsory third-party insurance.
Commoniy refers to the insurance of property or personal
accidents only.

Stap-Loss Reassurance -,
a reassurance under which the reassurer’s liability commences
when the aggregate claims experienced by the ceding office on
the entire reassured portfolio exceed a pre-~determined level.

Substandard Reassurance -
the reassurance of sub-standard risks on lives considered to
be impaired due to i1 health or dangerous occupations or
recreations.
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Substandard Risks -
cortingencies which are assessed as having a higher than
norge- Y1y anticipated probabiiity of occurrence.

Sum Assured -
amount payable in the event of a claim arising fn terms of the
pojjcy benefits. For this purpose ciaim includes death,
disability and wmaturity, as well as occurrance of the
specified events under any ancillary benefit provisions.

Supplementary Benefits -
see Anciliary Benafits,

Surpius -
difference between Life Office total assets and its total
liabilities. An operating surplus arises in a given year {f

the increase in the value of the Life Office's assets in one
year exceeds tha increase in the value of its 1iabilities in
the same year.

Surrender -
an action taken by the policy owner to cancel the contract of

assurance and to withdraw any remaining surrender value cash
benefits.

Surrender Yalye -

cash value of an endowment or whole Tife policy when
discontinued by the policy owner. Surrender values are
usyally attained only after two or three years' premiums have
be:n paid and represent the full accumulated cash value less
tho. . sspenses incurred by the Life Office which would usually
ha;e becn amortised over the premium paying term of the
policy.

T,

Term Assurance -
a2 low premium policy designed to provide only death and
optional ancillary benefit cover during a specific period of

time. Premiums are low as no investment amount is included,
therefore no loan, surrender, paid-up, or maturity values
arise.

Terminal Bonus -
see Bomus.

}
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a.
Unbundied ~
describes the separation of the investment and 1ife cover
portions of a policy. This term §s frequently used with

reference to 'Universal’ Tife policies.

Underwriting Profits -
see Mortality Profits.

Universal L1fe Policy -
spec form of endowment or whale life plan with flexible
matumty dates and flexible combinations of 1ife cover and
investment {allocation) partions.

V.

Vesting -
bonuses or dividends are said to "vest" when, once declared,
they cannot be reduced or altered in any way. Life Offices
often allow themselves great Flexibility by vesting part of
their bonus declaration (usually reversionary bonuses or
income dividends) but allowing themselves to be able to
declare the other portion of bonuses
{terminal/capital/tentine} or dividends on & widely
fluctuating and possibly negative basis.

Valuation -
the determination of the Actuarial Tiabilities arising from
the in-force policies of « life assurer on a basis not less
than that Taid down by the Insurance Act.

Valuator -
the actuary appointed in terms of the Insurance Act
respensible for performing the valuation,

W

Waiver of Premium Benefits
ki of camta] disability benefit which provides for the
wawer of premiums during the balance of the term of any
policy on the recognised perinanent disablement of either the
Tife assyred or payor of premiums.

e PO O w
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thole Life -

a permanent assurance under which the sum assured is payable
only on the death of the life assured.

Premium payments may
be required for the entire life-time of the 1ife assured ar
may be limited to the attainment of a given age {often 65
years old).

With-profit Business -
policies that participate in the declared profits of the Life
Office.

7.

Zillmer -

the initial expense allowance used in

policy actuarial
THability valuation calculation.

"y
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